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EXECUTIVE SUMMARY

Cost HMOs and health care prepayment plans (HCPPs) are Medicare managed care plans that are
paid their estimated actual costs for all Medicare-covered services they provide to their enrollees. Cost
HMOs are required to provide all Medicare-covered services, and many aspects of their operations are
regulated by the Health Care Financing Administration (HCFA). HCPPs, on the other hand, provide only
some Medicare Part B services and are subject to fewer HCFA regulations. Beneficiaries enrolled in cost
HMOs and HCPPs are covered for al Medicare Part A and Part B services regardless of whether they use
network providers. When enrollees use network providers, the plan pays their deductible and co-insurance
amounts. When they use non-network providers, the enrollees are (typicaly) responsible for the deductible
and coinsurance amounts, and the provider bills Medicare for the services rendered. HCFA contracted
with Mathematica Policy Research, Inc. to evaluate the two programs. Thisreport presents our findings
from this evaluation.

The two key objectives of this evaluation were (1) to learn more about how cost HMOs and HCPPs
operate and (2) to determine whether these plans are cost-effective relative to fee-for-service (FFS)
Medicare and risk contracting. Little is known about HCPPs because they are subject to very few HCFA
regulations or reporting requirements. To leam more about plan operations and to assess whether any
additional regulations are needed to protect enrollees, we examined plans’ utilization management and
quality assurance programs, marketing practices, and contingency plans that would become effectivein
case of insolvency. We also asked cost HMOs and HCPPs about their procedures for detecting and
collecting duplicate claims, which can occur when providers are paid by both the plan and HCFA for the
same service.

Although cost HMOs and HCPPs are managed care organi zations that are supposed to manage care
efficiently, the incentivesto do so areweak. HCFA pays the plans an amount equal to their estimated
actual cost. Thisamount is obtained by allocating the plan’s actual total costs between its Medicare and
non-Medicare clients. The plans are therefore at risk only for the deductible and coinsurance amounts for
the services they provide, for which they charge a premium. However, plans are expected to have lower
costs than Medicare FFS. Asmanaged care organizations, they are likely to have utilization management
procedures in place for al their members, and are presumed to be negotiating to favorable rates with
network providers.

Wefind that costs to HCFA are actually substantially increased rather than decreased under both
the cost HMO and HCPP programs. The cost increases relative to Medicare' s traditional fee-for-service
method of paying for services are larger than those that would occur if the cost contract plans had been
paid on the same basis as Medicare risk plans. However, cost contracting leads to higher cost than either
of these payment alternatives. The losses to HCFA are widespread. Only a handful of the 63 plans
examined appear to have generated savings for HCFA. We also find that most plans experience
favorable selection.

BACKGROUND

The cost HMO and HCPP programs are fairly small. We evaluated cost HMOs and HCPPs for
calendar year 1993 because this was the most recent year for which we could obtain cost data. In
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December 1993, the 59 active HCPP contractors enrolled 559,702 Medicare beneficiaries, and the 23 cost
HMOs had 153,275 Medicare enrollees. Most plans were small. The three largest HCPPs in 1993
accounted for almost two-thirds of the enrollment in the HCPP program; the other 56 HCPPs each had
fewer than 15,000 Medicare enrollees. The three largest cost HMOs had 40 percent of the enrollment in
the cost HMO program. The 20 smaller plans each had fewer than 15,000 Medicare enrollees.

At the time this study was funded, many plans were leaving the Medicare program and converting
to cost contracts or HCPP contracts. This created substantial interest in learning more about these plans.
However, since that time, consumer enrollment in these programs has dropped, while enrollment in the
risk program has grown rapidly. As of October 1996, there were 36 cost HMOs serving 192,000
Medicare enrollees and 50 HCPPs with 296,000 Medicare enrollees. Enrollment in risk plans has
increased sharply from 1.8 million beneficiaries in December 1993 to nearly four million as of October
1996.

METHODOLOGY

The evaluation period for our analysis of cost HMOs and HCPPs is calendar year 1993. We
conducted a case study analysis to examine plan operations and a statistical analysis to measure biased
selection and cost-effectiveness. The case study anaysis of cost HMO and HCPP operations was
conducted through the use of on-site and telephone interviews with plan staff. Between May and July
1994, we visited nine HCPPs and attempted to contact by telephone al other cost HMOs and HCPPs with
1,000 or more enrollees as of December 1993. Twenty-seven HCPPs and 17 cost HMOs participated in
telephoneinterviews, so our final case study analysis sample consisted of 36 HCPPs and 17 cost HMOs.

For the analyses of biased selection and cost-effectiveness, we evaluated 18 cost HMOs and 45
HCPPs with at least 1,000 enrollees as of December 1, 1993. Three HCPPs with more than 1,000
enrollees were excluded from our sample. One plan, the United Mine Workers, was excluded at HCFA's
request because it was aready participating in ademonstration. Another plan did not have a cost report
for 1993, and the last plan was in operation for only three monthsin 1993. -

We examined biased selection and cost-effectiveness for each plan. We selected a sample of enrolled
beneficiaries and acomparison sample of beneficiaries not enrolled in amanaged care plan in 1993 who
resided in the same counties from which the plan drew its members. For sample plans with more than
10,000 enrollees, we drew a random sample of 10,000 enrollees. For plans with fewer than 10,000
enrollees, we included al eligible beneficiaries. All sample members had to be alive as of January 1, 1993,
and have Medicare as their primary payer. The nonenrollee sample was drawn to have a zip code
distribution similar to that of the enrollee sample members. For each sample plan with fewer than 2,500
enrollees, we drew a nonenrollee sample of 5,000 beneficiaries. For sample plans with 2,500 or more
enrollees, we drew a nonenrollee sample that was twice as large as the enrollee sample.

To determine whether cost HMOs and HCPPs are cost-effective, we compared the actual total costs
to HCFA for each plan’s enrollees to estimates of what HCFA’s costs would have been under FFS
Medicare. We aso compared actua costs to HCFA for plans' enrollees to estimates of the cost that HCFA
would have incurred for enrollees under risk contracting. Under the Medicare risk contracting program,
Medicare pays risk plans a capitated amount per enrollee on the basis of enrollee risk factors (age, gender,
Medicaid status, and whether he or she resides in a nursing home). From 1990 to 1992, 20 risk plans
converted to cost or HCPP contracts. We paid particular attention to these plans.
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OPERATIONAL FEATURES OF COST HMOS AND HCPPS

Most sample plans appear to have reasonably aggressive inpatient utilization review procedures but
lacked aggressive utilization review proceduresfor ambulatory services. Over half the sample plans use
five or more inpatient utilization review procedures (such as preadmission authorization, concurrent
review, and retrospective review). Only one-third of the plans monitor ambulatory service use by requiring
a physician visit or telephone pre-authorization for referral to a specialist. Twenty-eight plans (over half
the case study sample) do not manage Part B service use either through comprehensive utilization
management procedures or by providing physicians with financia incentivesto manage care. Evenfor
plans that do have utilization review procedures, however, we were unable to assess how vigoroudy they
are applied.

The HCPPs have seemingly good quality assurance programs and grievance procedures, even though
HCFA does not require them. As part of their quality assurance efforts, over three-fourths of the plans
audit patient records, monitor patient complaints and cancer screening rates, and/or credential providers.
All plans had grievance procedures that appeared (from their description) to be well-disseminated to
enrollees.

Only one-fourth of the organizations actively market their HCPP product because the HCPP is not
the organization’s main product line. Their primary focusistheir commercial products. Many plans
decided to offer an HCPP product at the request of their commercial clients.

Enrollees in about one-fourth of the HCPPs are not protected against plan insolvency. With one
exception, the planslacking a contingency plan in case of insolvency are either clinic or union/employer-
sponsored plans.

Most cost HMOs and HCPPs check for duplicate payments and believe they detect them. However,
many plans could be more aggressive in identifying and recovering duplicate claims. For example, some
plans only check a sample of their records. Some plans have also discovered additional duplicate claims
from the “explanation of Medicare benefits” documents that enrollees bring into the plan. A few plansdo
not check for duplicate payments because they did not receive the appropriate documents from their
cariers. Representatives from the plans indicated that they could do a better job of checking for duplicate
paymentsif their carriers gave them the payment data on magnetic tape so that they could automate their
checking process. Their work could also proceed more efficiently if the carriers sent them payment data
only for the services the plan provides instead of including payment data for Part A services, which are not
provided by HCPPs. Theplans average estimate of the cost of checking for duplicate payments--a cost
passed on to HCFA--dlightly exceed the plans' average estimate of the amount of duplicate payment
uncovered (about $1,800 per 1,000 enrollees).

BIASED SELECTION

Knowledge of the extent of favorable or adverse selection in cost HMOs and HCPPs is useful for
assessing the implications of conversion from or to arisk contract. Cost plans that have adverse selection
and converted from arisk contract to a cost contract could be saving money for HCFA while protecting
themselves from | osses. We assessed biased selection by comparing enrollees to nonenrolleesin terms of
(1) mortality rates, and (2) rates of admission for diseases for which admission is not discretionary and
which are associated with high future Medicare costs after discharge. Nondiscretionary high cost
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hospitalizations are those identified by the Diagnosis Cost Groups (DCGs) developed by Ellisand Ash
(1995/1996). We used logit models in the comparisons, to control for differences between enrollees and
nonenrollees in demographic characteristics.

Over two-thirds (44) of the 63 sample plans experienced statistically significant favorable selection
on one or both of our measures in 1993. Nine plans experienced adverse selection. For 30 plans, the
valuesfor both measures were statistically significant and indicated favorable selection, and for 14 more
plans, the value for one measure was statistically significant and indicated favorable selection. Only 5
plans had statistically significant adverse selection on both measures. For another 4 plans, the
nondiscretionary high-cost hospitalizations measure showed significant adverse selection but the difference
on mortality was insignificant. For 8 plans, the estimated differences for the two measures were
satigtically significant, but they contradicted each other, indicating both favorable and adverse selection.
For 2 plans, neither of the measures showed a statistically significant difference.

Comparisons of enrollees and nonenrollees AAPCC risk factors (age and Medicaid status) also
indicate favorable selection into cost HMOs and HCPPs. On average, enrolleesin these plans are younger
than area nonenrollees, and less likely to receive Medicaid. They are also less likely to have been originaly
entitled to Medicare as the result of adisability.

On average, there appears to be less favorable selection into cost HMOs and HCPPs than into risk
plans. Hill and Brown (1990) found that risk enrollees probability of having a DCG admission in the year
prior to enrollment was about three-fourths the adjusted probability for nonenrollees on average. The
estimated average difference of -1.5 percentage points across the 98 risk plans studies is substantially
larger (in absolute terms) than the average differences computed here for cost HMOs (-0.5 percentage
points) and HCPP plans (-0.7 points). None of the risk plans had statistically significant adverse selection,
compared with one out of seven (14 percent) of the cost-based plans. Adjusted mortality rate differences
also appear to be somewhat larger for risk plans. Riley et a. (1991) found adjusted enrollee mortality rates
to be about 25 percent lower on average than nonenrollee rates for risk plans, compared with the 17 percent
lower average rate we estimated for cost HMOs and HCPPs. Enrolleesin cost and HCPP plans also tend
to be older than enrollees in risk plans.

COST-EFFECTIVENESS COMPARED TO FFS MEDICARE

In 1993, HCFA’s costs were increased rather than decreased by the cost HM O and HCPP programs.
The agency’s total payments for enrollees in cost HMOs were 16.5 percent ($49 per member month) more
than estimated FFS payments. Payments for enrollees in HCPPs were 5.8 percent ($19 per member
month) more than estimated FFS costs would have been. HCFA's costs increased for 55 out of 63 plans.
On average across plans, HCFA lost 20.7 percent relative to FFS cost on cost HMOs, and lost 18.6 percent
on HCPPs on average. We estimated the effects of cost contracting for each plan by comparing
Medicare's actua costs for enrollees (payments to the plan plus direct payments to providers) to estimates
from regression model s of what FFS costs would have been for enrollees, controlling for mortality, DCG
admissions, and demographic characteristics. Plan-specific estimates of savings to HCFA were then
summed to yield the program-wide effect on costs. We also subtracted off the average percentage of plan
costs that were disallowed on audit. The average percentage |0ss across plans provides an indication of
the experience of atypical plan.
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Loss to HCFA as Percentage of Projected FFS Costs

Average Program With Adjustment
Across Plans Overall for Audits
cost HMOs 20.7% 17.6% 16.5%
HCPPs 18.6% 7.0% 5.8%
All Plans 19.2% 9.3% 8.2%

HCFA'’shigher cost for enrolleesin cost HMOs and HCPPsis primarily aresult of overpayment for
Part B services. Treating each plan as a separate observation, the average cost increase to HCFA for Part
B services, relative to FFS, was 55 percent for cost HMOs and 49 percent for HCPPs. Costs increased
much lessfor Part A services, averaging 2.1 percent for enrolleesin cost HMOs and 1.1 percent for those
in HCPP plans. HCFA'’ s Part A costs were reduced dlightly relative to FFS, on average, for enrolleesin
plans with the most comprehensive inpatient utilization review programs. Part A costs were greater than
projected FFS costs for enrollees in plans with less comprehensive programs.  Outpatient utilization review
programs and physician financial incentives are not consistently linked to lower Part B costs.

We believe that the main reason for these large losses is that the financial incentivesfor cost HMOs
and HCPPs to contain costs, or even to hold them to what they would have been under traditional FFS
Medicare, are very weak or nonexistent. HCFA pays cost HMOs and HCPPsthat portion of itstotal actual
costs that are estimated to be attributable to its Medicare members. The plans are only at risk for the
Medicare deductible and coinsurance amounts, for which they charge beneficiaries a premium. They
therefore have relatively little to gain by delivering care efficiently and little to lose by delivering it
inefficiently. The absence of an incentive to be efficient may lead to higher costsin severa ways. One
problem is that some plans may be paying physicians more than they would have recelved under Medicare
FFS reimbursement. For example, one plan paysits physicians 5 to 16 percent more than feesin the
Medicare fee schedule. One-fourth of the plans pay physicians on asalary basis. Since HCFA pays the
plans on a cost basis, the incentive for plans to negotiate physician compensation packages that are
favorable compared to Medicareratesisweak. Compensation for physiciansin cost HMOs and HCPPs
may also be higher than Medicare FFS compensation because the individua plans lack the power of the
Medicare program to dictate rates. Most of the plans pay physicians salaries, capitation rates, or fees
consistent with the rates they pay physicians for serving non-Medicare members, which tend to be higher
than Medicare rates.

A second reason for the losses to HCFA is that plans that serve commercial and Medicare
beneficiaries have the incentive to classify as allocatable administrative costs as many overhead costs as
they can. Some of these costs may be fixed or have little to do with the plan’s Medicare beneficiaries.
Such classification can result in reported costs that exceed the actual amount of resources expended on
behalf of the plan’sMedicareenrollees. The greater the amount of overhead and indirect costsincluded
in the alocation, the larger the revenue from HCFA. HCFA's audits have historically reduced payments
by 4.92 percent. A third (and relatively minor) reason for increased costs to HCFA is that many plans
cover services (like preventive care) that are not covered by Medicare. For some such services, the costs
cannot be separated from the plan’ stotal cost.
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COST-EFFECTIVENESS COMPARED WITH ESTIMATED RISK-BASED PAYMENTS

Overall, HCFA paymentsin 1993 for enrolleesin cost HMOs and HCPPs were greater than the
estimated payments HCFA would have made if these enrollees were covered under Medicare risk plans.
To compute estimated risk-based payments, we had to make assumptions, for each age/sex/Medicaid rate
cell, about the proportion of enrollees in nursing homes because data on nursing home residence were not
avallable. Even under the most conservative assumption (that the proportions in nursing homes are equa
to the corresponding proportions in the local FFS population), we found that HCFA's costs were increased.

In 1993, HCFA lost money on the cost contracting program relativeto risk contracting for enrollees
in about three-fourths of the cost HMOs and HCPPs. On average, HCFA's costs for cost HMO enrollees
were 10.8 percent higher than the average risk-based payment would have been; for HCPPs the average
loss was 6.9 percent. This overpayment is aresult of the overpayment for Part B services. Relativeto
estimated risk-based payments, HCFA saved money on Part A costs for about two-thirds (4 1) of the plans
but saved on Part B costs for only 7 plans. HCFA'’s Part A savings averaged 2.8 percent for cost HMOs
and 5.9 percent for HCPP plans. The cost savingsfor Part A arisefrom the fact that HCFA would overpay
most plans if they held risk contracts because they have favorable selection. (Savingsdueto efficiencies
would have been reflected in the comparison to FFS costs.) Overpayment due to favorable selection does
not occur under cost-based payment. HCFA'’s Part B costs, however, were higher under cost contracting
than they would have been under risk contracting by an average of 32 percent for cost HMQOs and 27
percent for HCPPs. If we assume that the proportion of cost HM O and HCPP enrolleesin nursing homes
is equal to the proportion of risk plan enrollees (locally or nationaly) residing in nursing homes (probably
a more reglistic assumption), the cost increases to HCFA relative to risk contracting are 2 to 3 percentage
points larger on average. It appearsthat any effects of favorable selection on the relative costs under cost
and risk contracting are outweighed by the factors described earlier that lead to such high Part B costs.

The estimated overall loss to HCFA on the HCPP program, relative to risk contracting, differs
substantially from the average loss across plans.  This results from the fact that Kaiser of Northern
Californiawhich accounted for 44 percent of all HCPP member months, generated savings of nearly 10
percent for HCFA. When plan-specific estimates of cost-savings to HCFA per member month are
weighted by enrollment, we find that HCFA’ s loss on cost HMO enrollees was 9.5 percent, but HCPPs
actually generated dlight savings (1.2 percent). The savings (relative to risk contracting) for the large
Kaiser plan offset the losses to HCFA that occurred on the mgjority of HCPPs.  When we account for the
average reduction in plan costs to HCFA that occur as aresult of auditing, the program-wide savings to
HCFA on HCPPsrelativeto risk contracting riseto 2.2 percent. For cost HMOs and HCPPs combined,
total costs to HCFA were essentidly equal to the amount that would have been paid to the plans under risk
contracting. However, the Kaiser plan converted to arisk contract in 1994. When the overall effect on
HCFA'’s costs from the HCPP program are recal culated, excluding plans that have dropped their HCPP
contracts since 1993, the result isaloss of 6.5 percent relative to risk contracting (after auditing).

CONVERSIONS FROM RISK TO COST CONTRACTING

Between 1990 and 1992, 20 former risk plans converted to cost or HCPP contracts. These plans
accounted for 21 percent of the total enrollment in cost HMOs and HCPPs in December 1993. The 19
former risk plans that we interviewed for our case study analysisidentified five reasons for converting:
low AAPCC rates, inability to control costs of some services, market factors, regulations, and adverse



selection. The reasons most frequently stated were the financial concerns. Only two plans cited adverse
selection asareason for converting.

Eighteen of the former risk plans said they lost money under their risk contracts: and nine also lost
money on their commercial business. Most plansattributed their financial problemsto low AAPCC rates.
Only one plan said that it would have continued as arisk plan if risk plans had not had the option to convert
to cost or HCPP contracts. One-third of the planswould have instead offered Medigap policies, and one-
fourth said they would have withdrawn from the Medicare market.

For the 19 converting plans, we computed estimated risk-based payments for 1993 using data on the
distribution of their enrollees across the AAPCC risk cells during the last year the plan held itsrisk
contract. We found that for 17 of the 19 former risk plans, HCFA'’s costs for enrollees exceeded the
amount that would have been paid under risk contracting. On average, the agency’s costs increased by
24 percent for the 7 plans that converted to cost HMOs and by 6 percent for the 12 that converted to HCPP
contracts. Thisfinding is consistent with the plans' contention that their costs exceeded their revenues
under risk contracting.

CHARACTERISTICS OF COST-EFFECTIVE PLANS

Relative to FFS Medicare, only eight plans appeared to save money for HCFA. Twenty-four (24)
plans had lower costs under cost-based contracting relative to risk-based contracting; this group includes
the eight plans that had lower costs relative to FFS. Among the eight plans that saved M edicare money
relative to both eight FFS Medicare and risk-based contracting, six are HCPPs and two are cost contract
plans. Five of the eight plans are HMOs or CMPs, six are nonprofit, and four are staff model plans. The
plans include the largest single plan (Kaiser of Northern California, with 203,000 enrollees), one plan that
serves primarily beneficiaries who are Medicaid eligible, and six plans with no particular distinguishing
features. Half of the plans had favorable selection (as measured by the proportion with high-cost hospital
admissions). We found no specific utilization management activities in our case study analysis that
distinguish these eight plans from the remaining plans. Given that 4 of these 8 plans paid for less than half
of the Part B costs incurred by their enrollees, it islikely that even fewer than 8 plans generated real
savingsfor HCFA.

POLICY IMPLICATIONS

HCFA is losing money on the cost HMO and HCPP program relative to traditional FFS.  Under fairly
conservative assumptions, HCFA'’s total pre-audited costs for enrollees in cost HMOs and HCPPs
combined were about 12 percent ($209 million) more than estimated Medicare FFS payments would have
been and they were about 2 percent ($28 million) more than estimated risk-based payments. Auditing is
expected to reduce these costs by about $24 million (to $185 million relative to FFS, and $4 million
compared to risk contracting). However, the losses aimost surely much larger now, because the large
Kaiser plan, which generated savings for HCFA, has converted to a risk contract. Dropping the 7 sample
plans that no longer have cost or HCPP contracts, we find overall losses of $2 10 million compared to FFS
and $90 million compared to risk contracting. Beneficiaries do have more options and freedom of choice
with the cost contract option. However, thisincrease in options comes at a significant cost.
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The overall cost increases to HCFA from cost contracting seem to be aresult of the weak financial
incentives that cost HMOs and HCPP plans have to contain costs or even to hold them to what they would
be under conventional FFS. Because enrollees can get Medicare-covered services from providers not
affiliated with the plans, even those that try to control costs may be unsuccessful.

Many industry experts believe that Medicare managed care plans will not be cost-effective unless the
plans share financial risk with HCFA (Sing and Nelson 1995). Evaluations of Medicare demonstration
PPO programs, which are similar in many respects to the cost and HCPP plans, have shown that such
programs generally do not save Medicare money, despite claims of aggressive utilization review
procedures by some of these PPOs (Sing and Nelson 1994; Lubahn et al. 1994; Managed Care Week,
March 4, 1996).

Thesizeable cost increases experienced by HCFA under cost contracting for enrolleesin most of the
cost and HCPP plans clearly demonstrate that this contracting option is not yielding the desired outcome
and is, in fact, counter-productive. Concerns that inadequate safeguards for HCPP enrollees could
adversely affect beneficiaries seem to be largely unwarranted, at least in program experience to date. But
alowing more plans to convert from risk to cost contracts is almost certain to further increase costs to the
Medicare program. For al but two of the plans that converted from risk to cost contracts, HCFA’s costs
wereincreased by the conversion.

Consideration should be given to eliminating the cost or HCPP contracting option for both new plans
and those wishing to convert from risk to cost contracts. Given the current rapid growth in the risk
program and the decline in the number of plans and enrollees in cost-reimbursement plans, the cost
contract program may gradually disappear. However, it is possible that many new entrants to the risk
program will find that they are unable to prosper under risk contracting and will seek to convert to cost
contracts. Such behavior was a common occurrence between 1988 and 1991 after a period of rapid growth
inrisk contracting. While only 86 plans with about 488,000 enrollees remain in cost contracting as of
October 1996, rapid growth in this program could swell the excess costs to unacceptable levels. Even the
relatively modest cost increases (compared to the size of the overall Medicare program) now incurred as
aresult of cost contracting may be unacceptable in the present policy environment. If the option of
converting from risk to cost contracts continues to exist, HCFA may in effect maximize its losses under
managed care, losing money on plans with favorable selection that stay in the risk program and losing even
more on plans that hold cost or HCPP contracts because they are too inefficient to prosper under risk
contracting.
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. INTRODUCTION

As part of its efforts to contain costs and offer Medicare beneficiaries more choices among health
plans, the Health Care Financing Administration (HCFA) contracts with health maintenance organizations
(HMOs), competitive medical plans (CMPs), and health care prepayment plans (HCPPs) to provide
Medicare-covered services to beneficiaries. There are three types of contract arrangements. Under the
Medicare risk contract program, participating HMOs and CMPs provide all Medicare-covered services
and receive a fixed capitation rate each month for each enrolled beneficiary. Under the Medicare cost
contract program, HMOs and CMPs are paid an amount equal to the share of the plan’s actual costs that
were allocated to Medicare-covered services for Medicare enrollees. In the HCPP contract program,
participating plans are also paid on an apportioned cost basis for Medicare-covered physician services
provided, but all Part A services must be billed directly to HCFA providers. The potential benefits of these
arrangements include cost savings to Medicare and increased supplemental coverage options for Medicare
beneficiaries.

Thisreport presents our findings from a HCFA-funded evaluation of cost HMQOs and HCPPs (these
plans are collectively referred to as cost-reimbursed plans). Theevaluation hasfour primary objectives:
(2) to learn more about how HCPPs are organized and how they operate, (2) to examine whether thereis
biased selection of enrollees in these plans, (3) to determine whether Medicare is saving money under the
cost and HCPP contracts, and (4) to assess why many plans converted from risk to cost contracts and the
effects of these conversions on HCFA’s costs.  This introductory chapter begins with some historical
background on managed care and the Medicare program and describes the characteristics and regul atory
requirements of cost HMOs, HCPPs, and risk plans. The chapter then presents the key issues for this
evaluation and explains why cost HMOs and HCPPs may be cost-effective. 1t concludes with asummary

of the literature on the cost-effectiveness of managed care. Chapter |1 summarizes our findings on the



organization and operation of cost HMOs and HCPPs (presented in an earlier report by Nagatoshi and
Brown 1995). Chapter Il describes the data and the sample design for the cost-effectiveness and biased
selectionanalyses. Chapter 1V presents the methodology for and findings from the analysis of biased
selection. Chapter V compares the costs to Medicare under cost contracts and FFS. Chapter VI presents
the methodology for and findings from the comparison of costs under cost contracts to projected costs

under risk contracts. Chapter V11 summarizesthe conclusions.

A. MANAGED CARE AND THE MEDICARE PROGRAM
1. Historical Background

Medicareis an eatitlement program that began in 1966 as a nationwide health insurance program for
aged (age 65 and older) and disabled people. Medicare Part A coversinpatient hospital, skilled nursing
facility (SNF), hospice, and some home health care. Medicare Part B covers physician, outpatient hospital,
laboratory, and some home health services. HCFA oversees Medicare operations and contracts with fiscal
intermediaries and carriers to review claims and make payments.

In 1966, nearly 99 percent of Medicare beneficiaries received care in a fee-for-service (FFS) setting.
Just over 1 percent of the beneficiaries were enrolled in HCPPs, which were at then called group practice
prepayment plans (GPPPs). The GPPP program was created because physicians in prepayment plans
serving the commercia sector wanted to treat Medicare beneficiaries but could not submit “reasonable or
customary” charges to Medicare for payment because they were typically compensated on a salary or
capitation basis. GPPP contracts allowed these physicians to provide ambulatory services to Medicare
beneficiaries and receive payment on a retrospective cost basis. In 1966, there were 26 GPPP plans
(Nagatoshi and Brown 1995).

From the inception of the Medicare program, costs have increased at a faster rate than anticipated.
Real spending per enrollee increased 50 percent between fiscal years 1967 and 1968, and 17 percent
between fiscal year 1968 and 1969 (U.S. Congress 1993). In 1969, the actuarial cost estimates for the
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Medicare program had to be revised upward because “ utilization rates and inflationary and other cost
increases under Medicare far exceeded the experience before 1965 . . [T]he increases in cost estimates
should be viewed as . . . indicative of inflationary pressures and a serious|ack of effective utilization and
cost controls in administering the Medicare program.” (U.S. Senate, Committee on Finance, 1970, page
30). These large cost increases prompted HCFA to seek ways to incorporate managed care plansinto the
Medicare program.

A 1972 amendment to Medicare allowed the program for the first time to contract with HMOs on a
risk-sharing basis. The amendment defined two types of HMOs through which contract arrangements
would be determined: established and new. Established HMOs could demonstrate that they could meet
quality of care standards, assuring HCFA that they were able to provide appropriate health care services
and establish reliable capitation rates. Established HMOs received monthly payments according to the
expected Medicare costs for their area.  These HMOs submitted Medicare cost reports to HCFA, and
HCFA compared these reported costs with the projected costs of medical services in the area. If the
HMO'’s costs were less than the average FFS cost per beneficiary in the local area, the HMO was alowed
to share the difference with HCFA, provided the HM O’ s share did not exceed 10 percent of the adjusted
average per capitacost (AAPCC) calculated retrospectively for each contractor.! HMOs were required
to use the savings to benefit the enrollees, such as by covering more services or charging lower premiums.
If costs exceeded the projected FFS costs in the area, the HM O was responsible for the higher cost,

The amendment defined “new” HMOs to encourage more HMOs to enter the Medicare market.

These were HMOs that did not have experience delivering Medicare services or that preferred not to

‘The AAPCC isan actuaria estimate of the average cost incurred by Medicare for each beneficiary
in the fee-for-service system, adjusted by county for geographic cost differences and differencesin age,
gender, Medicaid digibility, and ingtitutional (nursing home) status, For aparticular county it isequal to
the projected average Medicare payment per beneficiary in the United States, multiplied by the historical
average ratio of Medicare payment per beneficiary for the county to Medicare payment per beneficiary for
the United States. Theratio isthe average of the ratios for the most recent five-year period for which data
are available.
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contract on arisk basis. They did not have to meet the same quality standards as the established HMOs.
New HMOs contracted with HCFA on a cost basis.

There were several concerns about the 1972 amendment. HMOs did not like the payment
arrangements. The actual savings for a given year were not calculated until severa years later because
payments were determined retroactively through cost accounting. But HMOs were still expected to
estimate their savings in a given year and finance (with their own funds or borrowed funds) the added
benefits or lower premiums. Congress was concerned that HMOs would compromise quality of care for
higher profit levels. The General Accounting Office found that many HMOs were having problems
achieving financia solvency.

The Tax Equity and Fiscal Responsibility Act (TEFRA) passed in 1982 addressed many of these
concerns. Under TEFRA, risk HMOs are required to have a grievance procedure and quality assurance
programs that stress health outcomes. Risk contractors are also required to protect their enrollees against
claims if the plan becomes insolvent. Nonrural plans must have at least 5,000 enrollees and demonstrate
that they can survive losses. HMOs and CMPs that are unable to meet the last two requirements or that
do not want to contract on arisk basis can contract on a cost basis (Nagatoshi and Brown 1995).

Initialy, all Medicare managed care plans were cost based; most are now risk based. In 1966, about
1.4 percent (250,000) of the Medicare beneficiaries were enrolled in one of the 26 GPPP plans. The
number ofbeneficiaties enrolled in Medicare managed care plans grew about 5 percent per year until the
early 1980s, when HCFA demonstration programs permitted HMOs to contract on arisk basis. 1n1982,
when TEFRA was passed, 82 percent of all Medicare beneficiaries enrolled in managed care plans were
enrolled in an HCPP plan and the remainder were enrolled in the Medicare risk plan demonstrations. The
provisions of TEFRA became effectivein April 1985, at which time 1.1 million beneficiariesenrolled in
the risk demonstration plans stayed in the risk plan when the demonstration ended. By December 1993,

1.8 million beneficiarieswere enrolled in risk plans (an average annual increase of 6.3 percent), and 2.5



million beneficiaries were enrolled in either risk plans (72 percent), cost HMOs (6 percent), or HCPPs (22
percent).

The current study was undertaken because in the1988- 1992 period, many risk plans dropped out of
the Medicare risk program, often converting to cost or HCPP contracts (McGee and Brown, 1992). Forty-
four percent of plans holding a risk contract at some point between 1987 and 1990 had dropped out of the
risk program by 1991. The lack of information about the cost-effectiveness of these contracting
arrangements relative to fee-for-service and the lack of regulatory controls on HCPPs prompted HCFA
to request thisanalysis.

Since 1993, however, the pattern has changed dramatically. During the last three years, enroliment
in Medicare risk plans has surged Enrollment increased by 27 percent in 1994 and by 26 percent in 1995
As of October 1, 1006 there were 3.8 million Medicare beneficiaries enrolled in risk plans. Plansnow are
much more likely to convert from cost contracting arrangements to risk contracts. However, a number of
plans with cost contracts continue to be interested in retaining their cost-based contracts.

HCFA recently initiated some programs to increase the number and types of managed care plans
availableto Medicare beneficiaries. In October 1995, the agency issued guidelines on how Medicare risk
HMOs could offer point-of-service options. Point-of-service plans, which operate like open-ended HMOs,
are the fastest growing type of managed care plan in the private sector, but they have not been available
to Medicare beneficiariesuntil recently. Fifty-two risk plans (over one-fourth of al risk plans) intend to
offer point-of-service plansin 1996. Starting in 1996, HCFA aso plans to offer new types of managed
care plans through the Medicare Choices Demonstration Project. Managed care plansin the demonstration
will provide all Medicare-covered services and will bear at least partia risk for enrollees. Through these
demonstrations, HCFA will test aternative payment arrangements, different benefits designs, and risk

adjusters. Because the number and types of Medicare managed care plans are expected to grow during



the next several years, HCFA isvery interested in learning about what types of managed care planswork

well and are cost-effective.

2. Regulatory Requirements for Cost HMOs, HCPPs, and Risk Plans
a Benefits and Premiums

Cost HMOs, risk plans, and HCPPs differ in the services they are reguired to provide and in the
conditions under which enrollees are covered when they use non-network services. Cost HMOs and risk
plans provide more comprehensive services than HCPPs. They are required to have networks that provide
al Medicare-covered services to Medicare enrollees, while HCPPs are only required to provide physician
and diagnostic services (but may provide other Part B services). Unlikerisk plan enrollees, cost HMO and
HCPP plan enrollees do not give up their Medicare coverage. They are covered for all Medicare services
received regardless of whether they receive them from providers affiliated with their plan. However, cost
HMO and HCPP enrollees are (typically) responsible for deductible and coinsurance amounts when they
use non-network providers. Enrolleesin risk plans are covered only for servicesreceived from the plan’s
authorized providers except in emergencies.

Premiums for risk, cost, and HCPP plans are reviewed annually for reasonableness by HCFA
Premiums cover the actuarial value of the deductibles and coinsurance for the mandatory Medicare
coverage (Parts A and B for risk plans, Parts A and B in-plan services for cost plans, and physician and
diagnostic in-plan services for HCPPs). Premiums also cover the value of any optional benefitsthat the
plan decidesto offer. Krisk plan caculations suggest that their Medicare revenues will exceed their costs,
including their normal commercial profit rate, they must lower their premiums or increase benefits by an

amount equal to this surplus or return the surplus to HCFA .

These adjusted community rate (ACR) calculations are to be based on plans' actual prior experience
where possible. HCFA refers to surpluses as “savings.” However, we avoid that term here to avoid
confusion. Studies by Brown et al. 1993 and Riley et a. 1996 suggest that much of the differenceis due

(continued.. .)



b. Contracting Requirements and Payment Arrangements with HCFA

Cost HMOs and risk plans are more stringently regulated than HCPPs.  Only competitive medical
plans (CMPs) or federally qualified HMOs that comply with federal and state regulations regarding quality
assurance plans, marketing practices, and reporting requirements can sign cost or risk contracts. HCPPs
only need to provide physician servicesto enrollees through physicians who are employed by the plan or
who contract with the plan, so awider range of organizations can hold HCPP contracts. Current HCPPs
include HMOs, group-practice clinics, unions, and empl oyer-sponsored health plans.

Cost HMOs and HCPPs receive interim payments from HCFA according to their operating budgets
and enrollment forecasts. These payment are adjusted retroactively at year end to equal “actual” costs
incurred by the plans, with no allowance for profit. For al cost HMOs and for HCPPs that serve non-
Medicare members, these actual costs are obtained by allocating overhead and jointly determined costs
between the non-Medicare and Medicare members on the basis of member months and encounter data.
These jointly determined costs may include physician salaries as well as administrative costs. Cost HMOs
may choose to have providers bill HCFA directly for al hospital and SNF services delivered to their
members and all but three plansdo so. All Part A servicesto HCPP enrollees must be billed directly to
HCFA by providers.

Risk plans, on the other hand, receive from Medicare capitation payments that are 95 percent of the
projected Medicare costs in the FFS sector for beneficiaries of the same age, gender, Medicaid status,
institutional (nursing home) status, and county of residence. Plans retain any surplus or bear any loss,
although the ACR calculations described above require plans to limit their expected profit rate on Medicare

to the rate charged on their commercial products.

%(...continued)
to favorable selection, which resultsin increased costs to HCFA, rather than savings.
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c. Enrollment and Disenrollment

Risk and cost HMQOs must enroll any Medicare applicant (except those with end-stage renal disease),
while HCPPs may screen potential members. Those that do so must use the same criteria they use to
screen non-Medicare applicants, and they can require enrollees to be entitled to Medicare Part A services.
Since HCPPs can screen enrollees, the same organization cannot contract as both a risk HMO and HCPP.
This restriction prevents HMOs from profiting by enrolling higher-cost beneficiaries in the HCPP and
lower-cost beneficiariesin the risk plan.?

Risk and cost HMOs are required to have a minimum commercial enrollment (between 1,500 and
5,000) and a minimum Medicare enrollment. The purpose of enrollment minimums is to ensure that there
is enough member volume to support the cost of HMO operations. HCPPsface virtually no financial risk
and may have few internal operations to support (if they are not HMOs), so they have no minimum
enrollment  requirements.

HCPPs are less constrained than risk and cost plans in the geographical areas they are alowed to
serve. Because HCPPs may be unions with nationwide membership, they are allowed to enroll
beneficiaries from anywhereinthe U.S. Risk and cost HMOs may only enroll beneficiaries who reside
in the counties that the plan specifies in its contract.

HCPPs are also exempt from other enrollment requirements imposed on risk and cost HMOs, such
as open enrollment periods and restrictions on enroliment mix. Risk and cost plans must annually schedule
an open enrollment period of at least 30 consecutive days. Since some HCPPs are union or employee
benefit associations that do not enroll beneficiaries other than their retired employees or trade workers, they

are not required to hold open enrollment periods for the general public. In addition, at least 50 percent of

*However, plans that start out with a cost or HCPP contract and convert to arisk contract are allowed
to continue serving their former members who want to remain covered but do not want to enroll in the new
risk plan. The plan must continue to cover its enrollees (if there are at least 75 or more) on a cost-
reimbursed basis, but cannot enroll any new membersin the cost or HCPP contract.
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the members of risk and cost HMOs must be commercial. This requirement is designed to ensure that

there is some pressure for HMOs to provide adequate quality of care.*

d. Duplicate Payments

Since enrollees in cost HMOs and HCPPs are covered by Medicare for services provided by non-
network providers, it is possible for these providers to be paid twice for the same service: once by the plan
and again by a HCFA carrier or fiscal intermediary. Duplicate payments can occur in two situations: (1)
when anon-network physician who is paid by the plan also intentionally or inadvertently billsthe carrier
and (2) when a physician collects payment from a patient, and both the patient and the physician bill either
the plan or the carrier. To deal with duplicate payments, cost HMOs and HCPPs are required to match
their payment information with Medicare carrier payment information, to recover duplicate paymentsto

physicians or suppliers, and deduct the amount from their annual cost reports.

e. Quality Assurance

Risk plans face more rigorous quality assurance regulations than cost contract plans and FFS
providers, They are subject to quality of care examination by the Peer Review Organization/Quality
Review Organization (PRO/QRO) for inpatient and ambulatory services and must have an approved
quality assurance (QA) program. The PRO/QRO review of inpatient services for risk HMOs is more
intense than that for FFS providers, and the ambulatory review for risk HMOs has no counterpart in the

FFS sector. Cost HMOs must have an internal QA plan and quality of care review by PRO/QRO for

*The commercial HMO market is generally more competitive than the Medicare HMO market
because employers, often representing thousands of individuals, are the purchasers in most cases.
Commercial HMO plans must offer adequate quality of care to attract and retain contracts with these large
purchasers, who often demand evidence that the careis adequate. The theory behind the enrollment mix
restriction isthat if Medicare HMOs have at |east 50 percent commercial enrollment, they will have some
market pressure to offer high quality care.



inpatient services only, and it is no more rigorous than the PRO/QRO review of FFS providers. HCPPs

are not subject to PRO/QRO review, and they are encouraged, but not required, to have a QA plan.

f. Marketing Material

The requirements for approval of HCPPs' marketing material differ slightly from those for risk and
cost plans. HCPPs are not required to submit marketing material to HCFA before distributing it to
beneficiaries, but they can be required to correct misleading or unclear information a any time. Risk and
cost HMOs must submit marketing material to HCFA for approval before distribution to Medicare

beneficiaries.

g. Grievances, Reconsiderations, and Member Termination

Risk and cost HMOs must have grievance and appeals procedures as well as a Medicare appeals
process for reconsideration of denied coverage. HCPPs were not required to have grievance or appeals
procedures until December 2 1, 1994. But like cost HMOs and risk plans, they are required to complete
their review of appeals within 60 days from the appeal date request. Risk and cost plans may disenrall
members only for specific reasons and only with approval from HCFA. HCPPs can disenroll member for

any reason and without approval from HCFA.

3. The HCPP and Cost Plan Industry in 1993

At the close of 1993, the most recent year for which we were able to obtain the cost data required for
the study, 59 active HCPP contractors enrolled 559,702 Medicare beneficiaries. Thethree largest plans
accounted for almost two-thirds of the enrollment in the HCPP program: Kaiser of Northern California
(203,188), United Mine Workers of America in Washington, DC (90,468), and Medica in Minnesota
(37,164). Each of the remaining 59 HCPPs enrolled fewer than 15,000 Medicare beneficiaries. As of

October 1996, the program has shrunk to 50 plans with 296,000 M edicare members,
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There arethree types of HCPPs: HMOs and CMPs, which made up about two-thirds of HCPPsin
1993; union or employee benefit association plans, which accounted for about one-fourth of HCPPs; and
clinic- or hospital-sponsored plans, which accounted for about 5 percent of HCPPs.  Two-thirds of the
plans had a group model provider network, 20 percent were independent practice associations (IPAs), and
14 percent were staff model plans.

Most HCPPs were relatively small; only 8 of 58 HCPP plans had more than 10,000 enrollees (Table
1.1).5 Over halfpreviously held arisk contract. Morethan half were at least fiveyearsold. Almost one-
third of the HCPPS began operating during 1987 or 1988, and one-quarter began operating before 1987.
About one-third of the plans were for-profit. Most HCPPs were located in the Midwest. Therewerefive
or more HCPPs in California, New Y ork, Illinois, and Minnesota (not shown in TableI. 1). Because
Kaiser of Northern California was so large relative to other HCPPs, it distorts the summary datain which
plans are weighted by enrollment (Column 4), so Table I. 1 includes plan characteritic distributions with
and without this plan.

As of December 1993, there were 23 cost HMOs with 153,275 enrolled Medicare beneficiaries. The
three largest plans accounted for 40 percent of the total Medicare enroliment in the cost program: Hawaii
Medical Service Association (25,540), Blue Cross of Rochester (18,829), and HMO Oregon (17,5 18).
The remaining 20 cost HMOs each had fewer than 15,000 Medicare enrollees, and one had no Medicare
enrollees.

Asindicated in Tablel 2, cost HMOs differ from HCPPs with regard to geographic distribution and
model type. The 22 cost HMOs with at least some Medicare enrollment are spread throughout 17 states,

while most HCPPs are in the Midwest. Over half the cost HMOs are organized as IPAs, while most

*The United Mine workers of American planisexcluded from Tablel. 1, sinceit is being evaluated
separately.
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TABLEI.1

DISTRIBUTION OF HCPPsAND THEIR MEDICARE ENROLLMENT IN 1993,
BY PLAN CHARACTERISTICS

Percent of Medicare

Members
Number of
Number of  Percent of Medicare Excluding
HCPPs HCPPs Members Totd Kaiser, CA”
Plan Type®
HMO/CMP 39 67.2 395,534 84.3 72.3
Clinic 3 5.2 18,209 39 6.9
Employee/Union 16 27.6 55,491 11.8 20.9
Model Type
Group 38 65.5 334,224 71.2 49.3
1IPA 11 19.0 90,661 19.3 341
Staff 8 13.8 41,906 8.9 15.8
Other 1 17 2,443 0.5 0.9
M edicare Enrollment
1-999 1 19.0 4,683 1.0 18
1,000-4,999 29 50.0 74,232 15.8 279
5,000-9,999 10 17.2 73,218 15.6 275
10,000 or More 8 13.8 317,101 67.6 42.8
Held Previous Contract’
Yes 34 58.6 392,386 83.6 711
No 24 41.4 76,848 16.4 28.9
Year Most Recent HCPP
Agreement Signed
1977-1984 11 19.0 53,992 115 20.3
1985-1986 4 6.9 27,569 59 104
1987-1988 18 31.0 268,942 57.3 24.7
1989-1990 7 12.1 59,602 12.7 224
1991-1992 12 20.7 51,391 10.9 19.3
1993 6 10.3 7,738 1.6 29
Chain-Affiliated
Yes 19 32.8 310,751 66.2 40.4
No 39 67.2 158,483 33.8 59.6
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TABLE 1. 1 (continued)

Percent of Medicare

Members
Number of
Number of  Percent of Medicare Excluding
HCPPs HCPPs Members Total Kaiser, CA”

Tax Status®
For-Profit 16 27.6 85,995 18.3 323
Nonprofit 41 70.7 380,796 81.2 66.8
Region’
Boston (CT, MA) 5 8.6 21,214 45 8.0
New York (NY) 5 8.6 26,504 5.6 10.0
Philadelphia(PA, MD,

DC) 4 6.9 17,519 3.7 6.6
Atlanta (FL, GA, NC) 5 8.6 11,591 25 4.4
Chicago (IL, IN, MI, MN,

OH, WI) 19 32.8 113,796 24.3 42.8
Dalas (LA, TX) 3 5.2 7,692 16 2.9
Kansas City (1A, KS, MO) 6 10.3 35,253 75 133
Denver (CO, UT) 5 8.6 18,971 4.0 71
San Francisco (CA) 5 8.6 216,624 46.2 51
Sesattle(WA) 1 17 70 0.0 0.0
Total 58 100.0 469.234 100.0 266,046

SOURCE: Medicare Monthly Prepaid Plan Report, December 1993, Office of Prepaid Health Care
Operations and Oversight. This table excludes three HCPPs that had contracts but no
enrollment as of December 1993, and the United Mine Workers plan, with 90,468 enrollees,
which is excluded from this study because of its unique nature and separate eval uation.

‘Because Kaiser of Northern California accounted for nearly half of the total HCPP enrollment (203,188)
we also provide distributions excluding this plan.

*We have reclassified 30 of the plans listed as “other” plan types, using information gathered from the
Office of Managed Care, the GHAA Directory (1993), and our interviews with the plans and HCFA
regional managers. Of the reclassified plans, 3 are identified as clinics, 16 as unions or employee
associations, and 11 are HMOs that are not federally qualified.

‘HCPPs that held a previous Medicare contract include those that held HCPP, cost, or risk contracts, on
the basis of HCFA's monthly report for December 1993. The number that held Medicare risk contracts
may be dlightly understated in that report.

“The report listed no tax status for one plan (2,443 members).

“Only states with plans are listed in parentheses.
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TABLEI.2

DISTRIBUTION OF COST PLANSAND THEIR ENROLLMENT,
BY PLAN CHARACTERISTICS

‘ Number of Percent of Number of Medicare Percent of Medicare

) - Cost Plans Cost Plans Members Members
Plan Type
CMP 5 22.7 62,763 40.9
HMO 16 2.7 90,431 59.0
Other 1 4.5 81 0.1
Model Type
Group 3 13.6 11,874 7.7
IPA 12 54.5 116,655 76.1
Staff 7 318 24,746 16.1
Medicare Enrollment
1-999 4 18.2 1,633 11
1,000-4,999 7 318 12,945 124
5,000-9,999 S 22.7 36,301 23.7
10,000 or more 6 27.3 96,396 62.9
Year Signed Cost Contract
1975 1 45 4,799 31
1985-1986 1 50.0 77,298 50.5
1987-1988 1 45 1,005 0.7

‘ 1989-1990 3 13.6 19,235 12.6

w 1991-1992 5 22.7 40,748 26.6
1993 1 4.5 10.190 6.6
Chain Affiliated
Yes 5 22.7 29,936 195
No 17 77.3 123,339 80.5
Tax Status
For-Profit 6 27.3 32,514 21.2
Nonprofit 16 2.7 120,761 78.8
Region
Boston (CT,R1) 2 9.1 13,616 8.9
New York (NJ, NY) 6 27.3 49,851 325
Philadelphia (VA,WV) 2 9.1 8,419 55
Atlanta (FL) 1 45 1,550 1.0
Chicago (IL. IN, MN, OH) 4 18.2 10,842 71
Dallas 0 0.0 0 0.0
Kansas City 0 0.0 0 0.0
Denver (CO, ND) 2 9.1 10,924 71
San Francisco (CA, HI) 2 9.1 26,718 174
Seattle(OR, WA) 3 13.6 31,355 20.5
Total 22 100.0 153,275 100.0

SOURCE: December 1993 Medicare Monthly Prepaid Plan Report, Office of Prepaid Health Care Operations and Oversight,

NOTE: Excludes one plan that had no Medicare enrollment as of December 1993.
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HCPPs are physician group models. Cost HMOs and HCPPs are similar in age: approximately half of the

cost HMOs began operating before 1987, and five plans began operating in 1992 or 1993.

B. ISSUES FOR THE EVALUATION

Although much is known about the beneficiaries and plans participating in the Medicare risk program
and the effects of the risk program on costs, there have been no comprehensive studies examining cost
HMOsandHCPPs. Given the interest in offering Medicare beneficiaries the choice to enroll in managed
care plans that are cost-effective and attractive, this evauation addresses the following research questions

for cost HMOs and HCPPs:;

« How do HCPPs operate? Are any regulatory changes needed to protect enrollees?
. Isthere biased selection into cost HMO and HCPP plans?

e« How do HCFA payments per enrollee in cost-based contracts compare to what HCFA
payments would be for these enrollees in the FFS sector or in aMedicare risk plan?

«  Why did so many plans convert from risk contracts to cost or HCPP contracts between 1990
and 19927

To what extent do cost HMOs and HCPPs check for and recover duplicate payments?

1. Operational Features of HCPPs

Compared with cost HMOs and risk plans, HCPPs are operated by awider variety of organizations
and are subject to fewer regulations and monitoring activities. In Chapter Il we describe how HCPPs
conduct utilization management and quality assurance, and the range of benefitsthey offer.

There are fewer consumer protections for HCPP enrollees because HCPPs are subject to fewer
regulations pertaining to their marketing practices, quality assurance programs, and grievance procedures.
In general, Medicare beneficiaries can enroll in supplemental insurance policies regardiess of their health

status during the first six months after signing up for Medicare Part B. After that time, insurersin most
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states can deny coverage on the basis of the applicant’s medical history.® Risk and cost plans are required
to ensure that their enrollees have access to supplemental coverage when they terminate their contracts,
HCPPs are not required to do so. In Chapter 11, we also examine whether HCPPs have voluntarily
provided their enrollees with greater protection and the extent to which policy changes are needed to

protect HCPP enrollees.

2. Biased Selection

Biased selection into a managed care plan occurs when the beneficiaries who enroll are healthier or
sicker on average than those who remain in FFS, or have different propensities to seek health care.
Selection is either favorable or adverse if the cost to HCFA for enrollees, had they remained in FFS, would
have been lower or higher, respectively, than HCFA’ s cost for area beneficiarieswho did remainin FFS.

Biased selection has different implications for risk plans and cost-reimbursed plans. Since risk plans
receive capitated paymentsfrom HCFA, biased selection isthe sole determinant of whether HCFA saves
money through risk contracting, and it has amajor impact on arisk plan’sfinancial performance. If the
AAPCC rates are agood estimate of per capita FFS costs, and if there is no biased selection into any risk
plan, then HCFA will save 5 percent of the cost per enrolleein each risk plan. If, however, there is
favorable selection into risk plans, capitated payments by HCFA may exceed the FFS costs that would
have been incurred had the beneficiary not enrolled. MPR’s evaluation for HCFA found that as a result
of favorable selection, Medicare was paying 5.7 percent more for risk enrollees than it would have paid
if enrollees had remained in the FFS sector (Brown et al. 1993, Hill et a. 1992). A recent study by Riley
et al. (1996) estimated that costs to HCFA increased by about 7 percent.

For cost-reimbursed plans, the effect on HCFA'’ s costs depends only on plan efficiency relative to

FFS; biased selection has no direct effect. Planswith favorable selection should have lower-than-average

SA few supplemental insurance plans, such as plans sponsored by Prudential and the American
Association of Retired Persons, offer policies that provide coverage regardless of health status.
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costs, so no overpayment should occur. The more adverse the selection into cost-reimbursed plans,
however, the greater the opportunities for cost reductions through more efficient care, because HMOs are
most effective at conserving resources for patients with the greatest needs (Hill et. a. 1992). If cost HMOs
and HCPPs enroll aless favorable mix of beneficiaries than do risk plans, the total potential resource
savings from more efficient care may be greater for cost HMOs and HCPPs than for risk plans.

Cost HMOs and HCPPs may experience more neutra selection than do risk plans (which have quite
favorable selection on average) for severa reasons. First, beneficiaries enrolled in cost HMOs and HCPPs
are not locked into the plan network. Medicare does not cover any out-of-plan services in the risk program,
but enrollees in cost or HCPP plans can receive Medicare-covered services outside the plan network under
the usual FFS coverage. Thisdifference may make beneficiaries with chronic problems and strong ties
to non-network physicians more inclined to join a cost HMO or HCPP than arisk plan. Cost HMOs and
HCPPs also have aweaker incentive to target their marketing effortsto healthy beneficiaries because the
plansareat risk for only the deductible and coinsurance portions of Medicare-covered service costs (see,
for example, Lichtenstein et al. 1992). Furthermore, some plans are targeted at specific populations (such
as retired members of a particular union) that may need more health care on average than the general
population HCPPs can screen prospective beneficiaries, which could result in more favorable selection,
but there is little incentive for plans to exercise this option under cost reimbursement. Less favorable
selection increases the likelihood that risk plans will convert to cost contracts or HCPPs (Hill and Brown
1990, McGee and Brown 1992), which leads us to expect that cost HMOs and HCPP plans would have

less favorable selection than risk plans on average.

3. Cost Effectiveness of Managed Care

The impact of risk, cost HMO, and HCPP contracting on Medicare payments is increasingly
important, given pressures to lower the rate of growth in hedth care costs. Of primary interest is whether
Medicare payments for beneficiaries enrolled in each plan are less than what M edicare payments would
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have been in the FFS sector. Also of interest is whether HMOs, group hedlth plans, or other organizations
holding contracts to serve Medicare beneficiaries operate more efficiently than FFS providers, possibly
producing savings to Medicare if these efficiencies were shared with the Medicare program.

Although costs have actually increased under the risk program because of favorable selection, MPR’s
evaluation of the risk program also found that HMOs with risk contracts reduce the use of resources by
shortening hospital stays and decreasing the intensity of services. Because risk plans are capitated, savings
accrue solely to the HMOs and enrolled beneficiaries, who receive extra benefits and are charged |ower
premiums. MPR estimated that this more efficient use of services, if passed on to the Medicare program,
would have reduced costs to Medicare by 10 percent or more (even with services valued at prevailing FFS
rates).

If cost HMOs or HCPPs can achieve the sametypes of efficienciesin utilization management asrisk
HMOs, the cost savings should accrue directly to HCFA because paymentsto these plans are equal to the
plan’s actual costs that are apportioned to their Medicare enrollees. If these plans experience favorable
selection (as risk plans tend to), costs to HCFA should not increase relative to FFS rates.  Although the
payment methodology for cost HMOs and HCPPs does not provide a strong incentive to operate more
efficiently than the FFS sector, these plans are expected to have lower costs because of their basic
approach to managing care and negotiating favorable rates with providers. However, a plan's
administrative costs may offset these expected savings.

In addition to determining whether Medicare payments for beneficiaries enrolled in each sample plan
are less than what Medicare payments would have been in the FFS sector, we will also determine whether
cost HMOs and HCPPs reduce or increase Medicare payments for enrollees relative to what Medicare
payments would have been had these plans held risk contracts. If Medicare cancels or changes the cost
and HCPP contract options, some HMOs that meet the criteriafor participation in the risk program may

opt for risk contracts, so knowledge of the likely effect of this switch on HCFA costs would be useful in

18



considering such changes. Between 1990 and 1992, 20 risk plans converted to HCPP or cost contracts.
This suggests that many plans perceive these contracts to be more financialy or administratively favorable
and less risky than risk contracts. Examining relative costs to HCFA under the alternative contractual
forms may suggest that it is not in HCFA’s financia interest to allow conversions from risk to cost

contracts or to sign new cost HMO or HCPP contracts.

4. Conversions from Risk to HCPP or Cost Contracts

Between 1990 and 1992, 15 risk plans converted to HCPP contracts, and 5 converted to cost
contracts. We examine why so many plans converted from risk- to cost-based contracts, why they chose
the type of contract they did, and the impact of conversion on HCFA costs. HCFA is concerned that the
cost to Medicare of cost HMOs and HCPPs may be greater than the costs to Medicare under the risk
program or FFS. Evidence from the evaluation of the Medicare risk program supports this concern.
Brown Bergeron, and Shin (199 1) interviewed risk plans and found that poor financial performance was
the overwhelming reason for nonrenewal. Plans that convert are presumably expecting their revenuesto
increase under cost-based payment arrangements, which would mean higher costs for HCFA.

The decision to convert from a risk contract and the choice between a cost or HCPP contract may also
be affected by a desire to avert some of the regulations pertaining to risk plans. HCPPs are subject to only
afew of the regulations that apply to cost and risk plans regarding benefits, limitations on providers,
enrollment of beneficiaries, quality assurance, and grievances and reconsiderations. During interviews
conducted for the evaluation of the Medicare risk program, many plan executives cited the regulations
under this program as afactor in their decision to convert or terminate their contract--either because of
administrative burden or because of the effect of regulations on the risk plan’s finances (Brown, Bergeron,
and Shin 1991). We examined various regulations in terms of their importance to the conversion decision

in an earlier report (Nagatoshi and Brown 1995), and we review these findings in Chapter 11.
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5. Duplicate Payments

A final issuefor thisevaluation isthe extent to which cost HMOs and HCPPs check for and recover
duplicate payments. Little is known about how--and how vigoroudly--these plans check for double billing.
Regional HCFA offices have reported that the HCFA documents that cost HMOs and HCPPs are
supposed to use to detect duplicate payments are not always usable. Errors in coding and incompatible
or incomplete identification of patients, physicians, or services and nonmachine readable formats can make
the detection of duplicate payments an onerous, manual process. In Chapter I, we review our earlier

findings on thisissue from interviewswith plans.

C. WHY COST HMOs AND HCPPs MAY BE COST-EFFECTIVE

Although cost contracting may save money for HCFA, there are a number of reasons why it may not.
The financial incentives to hold down costs are weak under the program. However, if a plan’s delivery
system is designed to deliver care efficiently to its non-Medicare members, savings may accrue to the

Medicare program as well.

1. Rationale for Expecting Program Effects

Plans with cost or HCPP contracts have less financial incentive than risk HMOs to provide care more
efficiently than FFS providers. Cost-reimbursed plans bear very little risk because HCFA pays them an
amount based on their actual costs, and they are therefore only at risk for the deductible and coinsurance
amounts of the Medicare-covered services they provide. They do not profit if they save Medicare money,
and they do not incur losses if their program is more costly than FFS Medicare. These plans aso have little
incentive to negotiate compensation packages (whether salary, capitation rates, or fee-for-service rates)
with network providers that would work out to be below what the providers would earn under Medicare's
norma FFS method of reimbursement. Total paymentsto providers are recorded in cost reports and the

shareallocated to the plan’s Medicare membersispaid for by HCFA. Furthermore, a number of HCPPs
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in OUr case Study sample pay their physicians on a FFS basis. Physicians who are paid in this way have
an incentive to increase service use, and plans have little incentive to prevent such behavior.

Cost-reimbursed plans also have less opportunity than risk plans to reduce costs because their
enrollees are not locked into the plan network and because hospital services are paid for under Medicare’'s
prospective payment (DRG) system. |f acost HMO or HCPP provider declines an enrollee’s request for
speciaty plan services, the service can be obtained outside the network and still be covered by Medicare.
Therefore, cost-reimbursed plans are limited in their ability to manage service use. They arealso limited
interms of achieving cost savings through shortening the length of hospital stays (the principal source of
savings for risk plans, according to Brown et al. 1993) because for all but one plan, payments for hospita
services are made directly by HCFA under the DRG system. Payment depends only upon the diagnosis,
not on the length of stay.

Despite the fact that cost HMOS and HCPPs have relatively weak financial incentives to operate
efficiently, Medicare payments for beneficiaries enrolled in these plans are till expected to be lower than
they would be in the FFS sector. HMOs and other managed care plans are designed to coordinate patient
care among multiple providers, eliminating duplicate efforts and the unnecessary use of speciaists. Plans
are not likely to alter their focus on the efficient use of services and preventive care for what isin most
cases the relatively small fraction of their total membership enrolled under their Medicare contract.
Furthermore, cost HMOs and HCPPs have little incentive to provide excess services under the reasonable
cost arrangement. These plans are at risk for the costs of any additiona benefits they provide (for services
not covered by Medicare) and for beneficiaries’ coinsurance amounts for services delivered by plan
providers. Also, parent organizations of cost HMOs and HCPPs may be able to negotiate prices from
network providers that are lower than the prices that Medicare would pay through FFS.

A priori, we expect larger effects from managed care for cost HMOs than for HCPPs because cost

HMO:s arein abetter position to manage the health care of their enrollees. Because they are responsible
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for al covered Medicare services, it may be easier for them to monitor and control both Part A and B
services delivered by network providers. HCPPs are paid by HCFA for only a subset of Part B services,
so they may be less able to monitor the use of hospital services or other services for which HCFA pays
providers directly. Also, cost HMOs can enroll only beneficiaries who reside within the service areathe
plans designate, so they can select a network of providers who effectively manage members care. While
enrollees can receive Medicare-covered services out of plan, the plans discourage such use by restricting
coverage for deductibles and coinsurance for in-plan care. HCPPs, on the other hand, can enroll
beneficiaries nationwide, so beneficiaries who live far from the HCPP’s primary service area will have little
or no access to network providers and will not be subject to any of the network’ s managed care procedures.
Finally, cost HMOs may have more experience with managed care techniques than some HCPPs. A
number of HCPPs are unions, employer groups, or physician groups, which may have little or no

experience with aggressive utilization management.

2. Literature on the Cost Effectiveness of Managed Care
The literature summarized in this section provides a context for our findings on the cost-effectiveness
of cost HMOs and HCPPs. We review studies that examine the cost-effectiveness of managed care plans

for the non-Medicare market, Medicare risk plans, and Medicare PPOs.

a. Managed Care Plan Performance in the Non-Medicare Market

Private-sector managed care organizations, such as the Group Health Cooperative of Puget Sound and
Kaiser, began operating decades before the inception of the Medicare program.  Since then, the number
and types of managed care plans have grown and changed considerably. Most early managed care plans
were organized as HMOs; managed care is now delivered by HMOs, PPOs, point-of-service plans, and

physician-hospital networks. Luft (1981) reviews studies of HMO performance for the non-Medicare
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market from 1950 to 1978. Miller and Luft (1994) review studies of managed care plan performance for
Medicare and non-Medicare enrollees using data from 1980 or later.

Studies of HM O performance for the non-Medicare market prior to 1978 found that HMOs reduced
inpatient hospital days per 1,000 enrollees by 10 to 40 percent. This decrease was primarily the result of
lower admission rates anong HMO enrollees, since on average there was no difference between HMO
and FFS enrolleesin termsof length of stay. Expenses per patient day in hospitals controlled by HMOs
were comparableto nearby hospitals of the same size not controlled by HMOs. During this time, HMO
enrollees had on average more ambulatory visits per year than nonenrollees, but the difference was less
than 10 percent. This difference seems to reflect differences in plan coverage for ambulatory care. When
HMO coverage fcr ambulatory care was more compreasn:ive, HMO enrollees used more ambulatory
services, when HMO coverage was comparable to that of indemnity plans, the differences were much
smailer. Luft noted that many of the studies he reviewed had alimited number of control variables (often
only age and sex) for health status and health risks, so measures of HMO impacts on service use may
reflect favorable selection instead of the actual effect of the HM O (Luft 198 1).

Miller and Luft (1994) reviewed studies of managed care plan performance that (1) used data on or
after 1980, (2) included analysis of private plan or Medicare plan enrollees and a comparison group, (3)
attempted to statistically adjust for differencesin health status or other characteristics between enrollees
and the comparison group, and (4) were peer-reviewed (with two exceptions). Fifty-four studies, primarily
of HMOs, met these criteria. Only afew studies of PPOs, and no studies of point-of-service plans met the
criteria

After 1980, HMOs continued to reduce the use of inpatient care whileincreasing on average the use
of ambulatory services. Hospital admissions were somewhat lower, while lengths of stay were 1to 20
percent lower. HMOs had the same or more office visitsto physicians per enrollee, and there was greater

use of preventive services and less use of expensive procedures and tests (Miller and Luft 1994).
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b. Literature on the Effectiveness of Medicare Risk Plans

Medicare risk plans began operating in 1985. For each enrollee, HCFA pays risk plans 95 percent
of the AAPCC for the county wherethe enrolleeresides. |f the AAPCC isagood estimate of Medicare
FFS payments for risk plan enrollees, total HCFA capitation payments should be 5 percent less per risk
plan enrollee than they would be under traditional Medicare FFS coverage.

Brown et al. (1993) and Hill et al. (1992) found that HCFA’s costs for the risk program were 5.7
percent higher than they would have been under FFS because of favorable selection, Most of the
overpayment wasfor Part A services. HCFA’s Part A payments were 8.5 percent higher than projected
costs, compared with a2.7 percent overpayment for Part B services.

The extent to which HCFA'’ s payments to plans were greater than projected FFS costs varied by plan
type, AAPCC rates, and whether the plan charged a zero premium. Staff model plans experienced more
favorable selection than group model plans and IPAs, increasing costs to HCFA by 7.8 percent versus 4.4
percent for IPAs. Plansin ..arket areas with AAPCC rates in the top quartile (57 percent or more higher
than the sample average) also experienced more favorable selection and received 7.6 percent more than
HCFA would have paid under FFS coverage. This amount was twice the 3.8 percent overpayment to plans
with AAPCC rates that were at least 33 percent higher than the sample average. HCFA'’ s cost also
increased as premiums declined. The agency paid 8.3 percent more for enrollees in plans with a zero
premium, 4.5 percent more for enrolleesin g' -s with premiums of $1 to $50, and 2 percent more for
enrolleesin plans with premiums of over $50 per month.

Although HCFA did not save money on the Medicare risk program, the potential for savings exists
because risk plans did reduce the service use of its enrollees, even after favorable selection was controlled
for. Although risk plans reduced the average inpatient hospital length of stay by 17 percent, they had no
impact on the rate of hospital admissions. The lower hospital length of stay may have been achieved in part

by substituting SNF care for acute hospital care. Risk plans increased the probability that enrollees would
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use SNF services, but relative to FFS, they had no impact on the average number of SNF days. Risk plans
also increased the likelihood that its enrollees had at |east one physician visit per year (89 percent versus
84 percent in FFS), but risk plan enrollees were less likely to visit physicians' offices frequently (12 or
more visits per year). |If cost HMOs and HCPPs can achieve comparable reductions in resource use

without incurring excessive administrative costs, these plans could produce savings for Medicare.

¢. Literatureon the Effectiveness of Medicare PPOs

PPOs offer some of the cost-containment features of traditional HMOs yet permit greater freedom
of choice of providers. The PPO benefit structure is designed to channel enrolleesto network providers
by offering lower cost-sharing for services received within the network. Services received outside the
network are covered, but enrollees pay higher out-of-pocket costs for these services. PPOs have
proliferated in the private sector over the past decade, but Medicare’' s experience with PPOs is more
limited and more recent. In 1988, HCFA implemented a demonstration to test the feasibility and
desirability of Medicare PPOs, and in 1990, the Medicare SELECT program was created under the
Omnibus Budget Reconciliation Act of 1990. The Medicare demonstration PPOs and the Medicare
SELECT plans are similar to the cost HMOs and HCPPs in three ways. (1) the plans bear little or no risk
for their enrollees, (2) enrollees are not locked into the plan’s network, and (3) enrollees’ out-of-pocket
costs are generally alittle higher when they use non-network providers.

Only three of the five plans selected for the Medicare PPO demonstrations became operational, and
an analysis of service use and cost impact was conducted for only one of the three--CAPP CARE of
Orange County, California. CAPP CARE was a nonenrollment model PPO. That is, it did not enroll
beneficiaries but applied its utilization management procedures whenever beneficiaries obtained care from
a network physician. The only financial incentive for beneficiaries to use demonstration providers was that
the PPO providersagreed to accept assignment on all claims (that is, they would charge patients only the
Medicare-approved amount). CAPP CARE' s utilization management procedures included retrospective
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inIndiana), significantly decreased costsin four states (ranging from savings of 4.3 percent in Floridato
17.3 percent in Ohio), and had no significant effect in two states (Managed Care Week 1996).

The Medicare SELECT experience may be the best indication as to whether cost contract plans will
generate savings or losses for HCFA because the degree of control over beneficiary behavior is similar in
both programs. That is under both programs, beneficiaries are covered for services provided by non-

network providers.
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1. ORGANIZATION AND OPERATION OF COST HMOs AND HCPPs

Prior to this evaluation, little was known about the operations of HCPPs because they are subject to
relatively few regulations, and they have very few reporting requirements. Consequently, HCFA was
concerned about the extent to which enrollees are protected from problems with plans that may provide
inadequate quality of care or that could become financialy insolvent. This chapter summarizes the findings
from our case study analysis of cost HMO and HCPP operations, which were presented in our interim
report to HCFA (Nagatoshi and Brown 1995). This information, particularly regarding utilization
management programs and payment agreements with network physicians, is also useful for interpreting
findings about the cost-effectiveness of these plans.

In the chapter, we cover sample selection and case study methodology; present key findings on how
cost HMOs and HCPPs manage utilization, monitor quality of care, market to beneficiaries, handle patient
grievances, and check for duplicate payments; and we explain how we classified plan characteristic and

operationa variablesfor our cost-effectivenessanalysis.

A. SAMPLE SELECTION AND CASE STUDY METHODOLOGY
The data for the case study analysis were collected in on-site and telephone interviews with cost HMO

and HCPP plans.

1. Sample Selection

The initial sample included 18 cost BMOs and 47 HCPPs. These are al of the cost-reimbursed plans
that had more than 1,000 Medicare enrollees as of December 1993 except for the United Mine Workers
of America s HCPP, which was involved in a demonstration. We planned to visit 10 HCPPs and
attempted to contact the other HCPPs and all cost HMOs by telephone.  Since less was known about

HCPPs than about cost HMOs, we spent more time interviewing HCPPs. Most of the telephone
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interviews with HCPPs |l asted about 90 minutes, while interviews with cost HMOs were much shorter.

The interviews were conducted between May and July 1994.

a Site Visit Sample

The purpose of conducting some of the interviews in person was to test and refine our proposal. Ten
HCPPs varying in size, sponsorship, managed care model, and geographic location, were initialy selected
for sitevisits. The plans selected to receive site visits were chosen judgmentally, to yield arepresentative
mix of plans. Four plans had more than 10,000 Medicare enrollees. Selected plans were operated by
HMOs, clinics, and union/employee groups, and the plans included group, staff, and IPA models. One
HCPP was selected from each of HCFA’s 10 regions.

Of the original 10 HCPPs, 3 were replaced. Two declined to participate, and one had recently been
purchased by another organization. Asaresult of this attrition, there were no sample plans from the mid-
Atlantic region. We visited only nine plans because one was unable to host a visit during the analytic time

period.

b. Telephone Interview Sample

Twenty-seven of the 38 HCPPs and 17 of the 18 cost HMOs participated in telephone interviews.
Five of the 11 HCPPsthat declined an interview were subsidiaries of two parent organizations. Medica
and CIGNA Corporation. Most of the other nonrespondents indicated that they were too busy to

participate.

2. Methodology
The combined Site visit and telephone interview sample of HCPPs included 36 of the 47 HCPPs with

over 1,000 enrollees (see Table II. 1). The same topics were covered in both types of HCPP interviews:
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TABLEII. 1

CHARACTERISTICS OF RESPONDING HCPPs

Percent of Percent of Percent of
Percent of HMOs or Hospitals Unionsor
All Plans CMPs or Clinics Employees

Model Type

Staff 25 17 33 44

Group 56 66 67 33

IPA 19 17 0 22
Medicare Enrollment

1,000 to 4,999 58 58 33 67

5,000 to 9,999 22 21 67 11

10,000 or more 19 21 0 22
Profit Status

For-profit 31 38 33 11

Not-for-profit 69 62 67 89
Year First HCPP Agreement Signed

1966-1971 19 4 33 56

1972-1984 28 29 33 22

1985-1989 19 25 33 0

1990-1993 33 42 0 22
Prior Risk Contract 31 42 0 11
Number of Plans (36) (24) A3 9)
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« Utilization management practices

e Quality assurance (QA) practices

¢ Benefitsand premiums

¢ Grievance procedures

¢ Marketing practices

e Hedth screening policies

+ Beneficiary protection against the plan’ sfinancial insolvency

e Duplicate payment checking procedures

¢ Plan background

e Experiencein Medicarerisk contracting

e Reasons for converting from a risk contract (if applicable) and for choosing its current

Medicare contract
Telephone interviews with the 17 responding cost HMOs were limited to discussions of plan background,
reasons for choosing its current form of contract, and duplicate payment checking procedures.

Data from the interviews were used in three ways: (1) to identify the range and predominant forms
of utilization management procedures, (2) to define utilization management and QA variables that can be
used to explain differences between plans in cost-effectiveness, and (3) to explore how closely HCPPs
comply with regulations for HMOs and how closely their behavior resembles the standard for other

managed care organizations.

B. KEY FINDINGS
The findings documented below reflect responses of 36 HCPP plans for most of the key variables
(such astypes of utilization management activitiesand regular QA activities performed). For some of the

other variables (such asfinancial performance under their HCPP contract), the findings reflect responses
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claims review, feedback to physicians on their practice patterns, and preauthorization for all surgical
procedures and hospital admissions.

The analysis indicated that the CAPP CARE demonstration did not have a statistically significant
effect on total Medicare payments during either of itsfirst two years of operation. Regression-adjusted
differences in mean payments for PPO users and the comparison group were small and statistically
insignificant for Part A payments, hospital admission rates, and number of inpatient days per 1,000
beneficiaries. However, regression-adjusted mean Part B payments for PPO users were between 6 and
7 percent higher than those for the comparison group, and this difference was statisticaly significant. PPO
users had about one more visit per year than beneficiaries in the comparison group (Sing and Nelson
1994).

Medicare SELECT plansare Medigap planslinked to PPOs or HMOs. Enrolleesin SELECT plans
receivefull Medicare supplemental benefits only when they receive care from network providers (except
in emergencies). Enrollees are covered for services received outside the network but receive reduced or
zero supplemental coverage for non-network services. Network hospitals are allowed to waive al or part
of the Part A deductible for SELECT plan enrollees.

Lubalin et al. (1994) found that many of the Medicare SELECT plans do not manage enrollee care
and have no incentive to do so because Medicare, rather than the plan, would receive most of the savings
resulting from effective utilization management. Over one-third of all SELECT plans have networks that
consist only of hospitals, and many plans reduce their supplemental benefit costs by channeling enrollees
to network hospitals that have agreed to fully or partially waive the Part A deductible.

An evaluation of the cost-effectiveness of the Medicare SELECT program between 1991 and 1994
found that the program generated losses in some states and savings in others. The Medicare SELECT

plans significantly increased costs in five states (ranging from losses of 8.3 percent in Texas to 45.2 percent
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of less than 36 HCPP plans because some topics were discussed with only a subset of the plans, and/or

some plans declined to respond to some questions.

1. Utilization Management Practices

Like most managed care plans, HCPPs use two major approaches to utilization management: (1)
financial incentives and (2) monitoring service use and educating providers to provide care efficiently.
Providers have the greatest incentive to contain costs when plans share financial risks with them by paying
them on a capitated basis. Another financial incentive to control utilization isto pay providers bonuses or
distribute withheld portions of providers' fees based on providers performance. Service use can be
controlled through gatekeepers, prior authorization for specialty services and for nonemergency
hospitalization, concurrent review of service use, hospital discharge planning, and case management for
specific high-cost conditions.! Monitoring of service use can be done by profiling physician practice
patterns and by retrospective review of service use. These techniques can be used to provide valuable

feedback and comparative datato physicians.

a. Financial Incentives for Physicians

HCPPs pay physicians directly, or they pay physician provider groups, which then pay the physicians.
Nearly half (46 percent) of the plans make capitated payments to their provider groups (Table 11.2). Nine
percent of the plans pay their provider groups on a FFS basis, and the remaining 46 percent directly pay
the individual physicians in their network. Although 57 percent of the plans either capitate their provider
groups (46 percent) or directly capitate their physicians (11 percent), in only 11 percent of all sample plans
do individual physicians receive capitated payments from either the plan or the provider group. Thus, a

minority of plans have physicians who are directly capitated and therefore have a strong financial incentive

'A gatekeeper is a provider (usually a primary care physician) who manages the care of a plan
enrollee. For many managed care organizations, gatekeepers must approve al enrollee visits to specidists.
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TABLEII.2

| — PAYMENT METHODS USED BY HCPPs AND THEIR
PROVIDERS, BY PLAN SPONSORSHIP

Percent  Percent of Percent of Percent of
Physician Financial Number  of All HMOsor  Hospital or Union or
Incentives of Plans  Plans CMPs Clinic Plans  Employee Plans
Group Capitated 16 46 63 0 11
Physicians salaried 1 31 42 0 u
Physicians FFS 5 14 21 0 0
Group Feefor Service 3 9 8 0 11
Physicians salaried 2 6 4 0 u
Mixture 1 3 4 0 0
Physicians Directly Paid 16 45 29 100 75
Physicianscapitated 4 11 8 0 22
Physicians salaried 10 29 17 100 44
Physicians FFS 2 6 4 0 11
‘ Number of Plans 3s) 35) (24) (¢ 9
< ( ) ) )
Plan Uses Withholds or
Bonuses 33 42 0 22
(Number of Plans) (36) (24) 3) %)
“ One of the clinic-sponsored plans capitatesiits clinic. However, we do not know how the clinic pays its
physicians, so the plan is excluded from the tabulations.
| —

34



to contain costs. The predominant method for payment to HCPP physicians is by salary (66 percent),
followed by FFS (20 percent), capitation (11 percent), and a combination of methods (3 percent).
There are some financial incentives for physicians on salary to contain costs. Salariesin some of the
smaller plans are determined in part by physician performance (utilization and quality), and performance
in the larger plans affects the probability that a physician will be retained. About half of the plans or
physician groups (almost all are HMOs) pay bonuses (11 plans or groups) or distribute withholds based

on performance (6 plans or groups). However, four plans returned all or nearly all of the withheld funds.

b. Education and Monitoring

In addition to providing physicians with financia incentives to manage care, plans aso educate them
about cost-effective practice styles, require them to obtain approva before providing some patient services,
and review their practice patterns. Most HCPPs (73 percent) rely more on education and monitoring
activities than financial incentives in managing physician behavior (Table 11.3) because they are more direct
and more frequent, and because they use peer pressure. For instance, physicians are more inclined to
change their practice style if it differs from that of their peers who have a similar case mix. Plan
representatives indicated several reasons for their belief that financial incentives are less effective: they are
too weak, their impact is delayed, and they do not instruct physicians on effective practice.

Although HCPPs have weak financia incentives to be cost-effective, they use many of the same
utihzation management techniquesasHMO:s at full financial risk. Nearly two-thirds of the HCPPs say that
they educated their physicians on efficient practice styles. Plansthat hire their own physicians do the most
education while plans (primarily HMOs) that contract with physician groups do the least because they rely
on the group to educate its physicians. Type of education is related to plan size (not shown; see Nagatoshi
and Brown 1995). Large plans (more than 50,000 total enrollees including non-Medicare members)

primarnily useseminars and practice guidelines/protocols. Medium-sized plans (25,000 to 5,000 enrollees)
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TABLE 11.3

UTILIZATION MANAGEMENT ACTIVITIES, BY PLAN SPONSORSHIP
(All figures are percentages except for number of plans given in parentheses)

Percentage of
Percentage of All Percentage of Hospital or Percentage of Union
Plans HMOs or CMPs Clinic Plans or Employee Plans

Utilization Management Activities
Provide Education or Practice Guidelines 64 54 100 78
(Number of Plans) (36) (24) )] %
Method of Educating Physicians

Seminars 22 31 33 0

Protocols/guidelines 26 38 0 14

Continuing medical education 26 100 0 0

Mesetings 48 46 33 57
(Number of Plans) 23) (13) ©) @
Use Physician Case Managers or Gatekeepers 72 88 33 44
(Number of Plans) (36) 24) ©) 9
Monitor Ambulatory Service Use

Prior authorization for referras to speciaists 81 88 0 89

Profiling 69 79 33 56
(Number of Plans) (36) 249) 3) (9)
Monitor Inpatient Service Use

Plan monitors 92 96 67 89

Prior authorization for nonemergency care 69 75 33 67

Concurrent review 81 92 67 56

Retrospective review 72 75 67 67

Discharge planning prior to admission 67° 88’ 33 22

Specialized case management procedures 74* 96’ 33 33

Employs monitoring staff 69 79 67 44
(Number of Plans) (36) (249) ©) 9)
Emphasis for improving Utilization Management
Rely More on Financial Incentives 10 5 0 25
Rely More on Education or Management Activities 73 79 67 63
Rely on Both Equally 17 16 33 13
(Number of Plans) (30) (19) ©) (8)

* Two plans gave responses that could not be coded in any ofthe categories. One plan, aclinic, educated its physicians during orientation. The other plan, an employee
sponsored plan, indicated the person who was responsible for educating its physicians, but did not indicate the method.

* Based on 35 plans.

“Based on 23 plans.
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typically use continuing education programs or meetings. Small plans (less than 25,000 enrollees) use
meetings to educate their physicians and do not use practice guidelines or continuing medical education.

Most HCPPs indicated that they use the same utilization monitoring methods for Medicare and non-
Medicare patients (not shown). Very high percentages of the plans use gatekeepers (72 percent), profile
physician ambulatory practice styles (69 percent), conduct concurrent review of inpatient service use (8 1
percent), and require prior authorization for referrals to specialists (81 percent) or for nonemergency

inpatient hospital admissions (69 percent).

c¢. Comparison with Risk Plans

HCPP’s vilization management activities compare favorably with those of Medicare risk plansin
1988.2 As awhole, HCPPs are less likely than risk plans to monitor inpatient service utilization. This
behavior is consistent with the fact that most HCPPs are not affiliated with particular hospitals, and HCPPs
have weak financia incentives to monitor inpatient care. However, the HCPPs that are HMOs are at least
as active as HMOs with risk contracts in monitoring inpatient use. HCPPs appear to be more involved
than the early risk plans in monitoring ambulatory care. This difference may be due to the current
emphasis on managing both ambulatory and inpatient care rather than the earlier emphasis on managing
inpatient care. The difference could aso be attributable to the fact that HCPPs have a greater financial risk

for ambulatory care than for inpatient care because they are at risk for the 20 percent coinsurance.

d. Perceved Financial Performance of HCPPs
To assess whether HCPPutilization management activities contribute to their financial health, HCPP
representatives were asked about financial performance during the preceding two years. Of the 27 plans

that shared this information, about half indicated that they broke even (not shown). Thirty-seven percent

*The most current data we have on utilization management practices for Medicarerisk plansis from
information gathered by MPR in 1988 (Nelson et al. 1990).
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said they lost money, and 11 percent made money. Three of the plans said they were losing money because
of HCFA One plan had some of its costs disallowed by HCFA in a preliminary audit. The second plan
felt that HCFA'’s allocation of costs between Medicare and non-M edicare members was too low for
Medicare. The third plan said that the HCFA alocation rules did not properly alocate costs between itself
andHCFA.

Most of the union/employee-sponsored plans (57 percent) indicated that they were losing money
primarily because they charge retirees less than cost. One plan stated that it had to wait along time to

receive payment from HCFA.

2.. Quality Assurance Procedures

HCPPs have comprehensive QA plans and practices despite the fact that these are not required. Over
three-fourths of the plans audit patient records, monitor patient complaints and cancer screening rates,
and/or credential providers (not shown). Most also conduct patient satisfaction surveys.

Compared with the other plans, union plans perform fewer QA activities. Most of the nonunion plans
are federally qualified HMOs that have the infrastructure to perform a wide variety of QA activities. Most
union plans, on the other hand, may not have this type infrastructure, so it is more cost-effective for them
to rely on afew key QA activities that do not require as many resources. Union plans concentrate on
carefully hiring their physicians and spend fewer resources on profiling their physicians. They also focus
on monitoring patient complaints rather than on patient satisfaction surveys. Most union plans subsidize
the cost of enrollee care, so dissatisfied enrollees are more inclined to complain to the plan when they are

unhappy rather than disenroll.

3. Benefits and Premiums
All but four HCPP plans cover deductibles and coinsurance for all, Medicare Part A services, and

nearly al cover Part B services, Two clinic-sponsored plans cover only services (primarily physician
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services) delivered at their clinic. One HMO does not cover radiation therapy, and a union/employee plan
does not cover durable medical equipment. All HCPPs include some non-Medicare benefits in their basic
benefit packages: preventive care (89 percent), vision exams (88 percent), and hearing exams (81
percent). About one-third of the plans cover prescription drugs, and afew cover dental care.

The median premium is about $70 per month. Two-thirds of plans have a premium of between $50
and $100. None of the plans has azero premium. Over half of the plans do not charge a copayment for

office vidits.

4. Grievance Procedures

All the HCPPs have established grievance procedures about which enrollees are informed. Most
HCPP HMOs have three or four levels of appeal for beneficiaries who are dissatisfied with aresponse to
acomplaint, while the other HCPPs have one or two levels.

The average number of complaints received in 1993 was 12 per 1,000 members.> The HCPP HMO
plans received twice as many complaints per 1,000 members (19) as any other plan type (hospitals and
clinics had the next highest rate, which was 8). The HCPPs received the most complaints about benefit
coverage (52 percent) and access issues (36 percent). Except for HCPPs sponsored by hospitals or clinics,
fewer complaints were received about physician care. Although only 18 percent of the complaints received
by HCPPs overall were about physician care, 67 percent of the complaints received by the hospital- or

clinic-sponsored HCPPs pertained to physician care.

5. Marketing
Only one-fourth of the plans actively market their HCPP product. The organizations offering HCPP

products focus primarily on their commercial products rather than on their HCPP product. In general, they

*We have data on average number of complaints for only 24 of the 36 sample HCPP plans. Thirty-
three plans responded to our questions regarding the most common type of complaint.
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offer an HCPP product to enhance their commercia business, so increasing the size of their Medicare
enrollment is not a marketing priority.

The organizations gave three reasons for offering an HCPP product. First, an HCPP product allows
them to offer their commercial customers“cradle-to-grave” coverage. Second, some of their clientsare
employers who want aretirement plan for their employees. Third, plans do not want to harm their local
reputation or upset their enrollees by dropping out of the Medicare market.

Most of the marketing materials prepared by the plans highlight comprehensive coverage, low costs,
reduced paperwork, and the convenience and accessibility of their care. The marketing materials aso
encourage enrollees to use network services to keep costs low and warn that unauthorized, nonemergency
services received outside the network are not covered. However, most of the materials do not explain that

HCPP enrollees are not locked into the plan network.

6. Health Screening

Although HCPPs may screen prospective Medicare enrolleesif the screens are the same ones used
for their non-Medicare enrollees, only four plans do. These four plans appear to use the same screening
criteria for Medicare and non-Medicare applicants. They screen only individual applicants, not
beneficiaries from employer groups that have contracts with the HCPP. Two plans screen applicants with
adverse or chronic medical conditions. Another plan rejects applicants with ahistory of hepatitis B.

The plans were a so asked whether they experience adverse, favorable, or neutral selection (not
shown). Nearly half of the plans (42 percent) do not know whether there is biased selection. Amongthe
remaining plans, 57 percent cited neutral selection; 33 percent cited adverse selection, and 10 percent cited
favorable selection. The reasons given for adverse selection include the screening practices of the plan’s
competitors, the plan’s coverage of retirees from high-risk occupations, and an enrollee mix that includes
beneficiaries who are older than the nonenrolled beneficiaries in its service area. (See Chapter |V for our
empirical assessment of biased selection.)
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7. Protection Against Insolvency for Beneficiaries

HCFA does not require HCPPs to have procedures for protecting enrollees against plan insolvency.
However, some state governments do require such procedures, and they are required for federal
qualification asan HMO. Consequently, three-fourths of the HCPPs have contingency plansfor handling
insolvency. All but one of the plans that do not have these contingency plans are either clinic or
union/employee-sponsored plans

There are three types of contingency plans: (1) agreements with other plansto cover their enrollees,
(2) re-insurance policiesthat cover enrollees’ deductibles and coinsurance, and (3) maintenance of cash
reserves to cover outstanding expenses, In addition, about one-quarter of the plans have hold-harmless
clauses in their contracts that prohibit plan providers from attempting to bill beneficiaries for services

delivered if the plan is unable to pay for these services.

8. Duplicate Payment Checks

Although cost HMOs and HCPPs acknowledge that duplicate payments are sometimes made to
providers by HCFA and by plans, most plans believe that the incidence of duplicate payments is minimal.
Cost HMOs and HCPPs are required to check for duplicate payments and return them to HCFA. They
have no financial incentives to do so, however, because they are neither rewarded for identifying the
payments nor penalized for failing to find them.

Some cost HMOs and HCPPs avoid duplicate payments to out-of-network providers by having
Medicare pay for al such services. Others expect non-network providersto bill the plan for such services
and check to ensure that M edicare has not a so been billed directly for these services. Most HCPPs, but
only one cost HMO, use Medicare as the primary payer. Except for staff model HMOs and other plans
that serve only Medicare beneficiaries who are in the plan, al plans must also check for duplicate payments

to network physicians. Plansthat check for duplicate billing compare the “explanation of Medicare
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benefits’ (EOMB) provided by the carrier to the dataiin its own claim file.* Most of the HCPPs and all
but one of the cost plans use this method. If key data elements such as provider identification number,
enrollee identification number, and service date match, then the match is flagged and the situation is
investigatedfurther. Most plansreview all of the EOMBSs from the carrier, but some plans review only
samples of the EOMBs.

Another potential mechanism for detecting duplicate bills is HCFA’s Payment Records Posted report.
Plans do not use these reports, however, because they do not receiveit regularly (or at all), and they find
it difficult to use because the provider identification numbers often differ from the identification numbers
used by the plan. A few plans do not check for duplicate payments because they do not receive these
reportsfrom their carriers.

Of the plansthat do check for duplicate payments, most indicated that they believe they detect all of
them, but this may be an overly optimistic assessment. The methods plans use still allow many duplicate
claims to go undetected. For example, some plans only check a sample of their records. Some plans also
identify duplicate claims from the EOMB documents that its enrollees bring to the plan. One plan
estimated that its procedures for identifying duplicate claims are about 70 percent effective because many
additional duplicate payments are identified by the EOMBs brought in by its enrollees.

The 28 plans that answered our question about the total amount they spent in checking for duplicate
payments spent an average of about $2,150 per 1,000 enrolleeson thisactivity.” The average amount of
duplicate payments reported, after normalizing by enrollment, isabout $1,800 per 1,000 enrolleesfor cost

HMOs and $2,100 per 1,000 enrollees for HCPPs. But the average number of duplicate billsidentified

“ The EOMBs include information on the provider of service, type of service provided, date of service,
amount of the bill, and the amount the carrier paid.

*This estimate was obtained by dividing the total amount that each plan said it spent on checking for
duplicate payments by its enrollment (in thousands).
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by cost HMOs (80 per 1,000 enrollees) is over four times higher than the number identified by HCPPs ( 19
per 1,000 enrollees)

The plans made several suggestions to improve the duplicate checking process or to reduce the
occurrence of duplicate payments. First, they would like to receive payment information from the carrier
on magnetic tape so that the process can be automated. The tape should include key variables such asthe
provider number, service code, and service date, and the provider numbers used by the carrier should be
easily matched to the provider numbers used by the plan. Second, plans would prefer to receive only
payment information for services they cover. Information on services they do not cover (such as Part A
services for HCPP plans) adds to their workload. Third, they would like to add to enrollees’ Medicare
identification cards a designation that the beneficiary is enrolled in a cost HMO or HCPP; this would

reduce accidental duplicate billings.

C. CLASSIFYING VARIABLES FOR THE COST-EFFECTIVE ANALYSIS

To help explain and interpret subsequent findings on cost-effectiveness, we have tied to identify, a
priori, which plans we expect to perform more efficiently than others on the basis of their internal financial
and organizational structures (Luft 198 1). Hillman, Pauly, and Kerstein (1989) found that some financial
incentives used by HMOs influence physicians treatment of patients. However, in areview of the
literature, Miller and Luft (1994) found that there is no significant difference in the performance of
different HMO models. Miller and Luft’s findings may be due in part to a blurring of the distinctions
between the traditional group, staff, and IPA classifications of managed care organizations (Feldman et
a. 1989). Therefore, we compare the performance of the traditional HMO models, and we also ook at
the internal financial and organizational structure of the plans in our sample to examine factors that are
expected to reduce utilization. This approach also allows us to assess the effect of plan organization on

expenditures for HCPPs that are not HMOs.
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Health plans constrain utilization in two main ways: utilization review (UR) and financia incentives.
The purpose of UR istoidentify service utilization patternsthat are not efficient and to provide feedback
on these patterns to physicians. Financia incentives are intended to compel physiciansto consider cost-
effectiveness when making decisions about treatment andreferrals.® These two methods are not mutually
exclusive; in fact, they can complement each other. This section first reviews the key features of UR that
are likely to affect physician behavior and health care utilization. Information from interviews with the
plans is used to determine which plans we expect to most affect inpatient and outpatient utilization through
UR Then, the financial incentives that are most likely to constrain health care utilization are identified,

and the plansthat have these incentives are identified.

1. Utilization Review

One objective of our anadysis was to identify the plans with the most aggressive UR programs because
we expect that these programs will embody the key features that are likely to encourage cost-effectiveness.
UR programs may differ in the scope of services reviewed, the level of the review (plan, hospital, physician
group, individual physician), the detail of the review, and the timing of the review relative to service
delivery.

The scope of UR may be limited to inpatient services, or it may extend to outpatient services,
including referralsto speciaists and pharmaceuticals. Aggressive UR extends to more services.

UR may be most effective when focused at the level of the actual decision makers, i.e., physicians
rather than groups. For example, profiling aphysician’s hospitalizationsis UR at the physician level. In
a 1994 survey of 79 HMOs, Gold et a. (1995) found that 73 percent of plans profile individual physicians,

and 8 1 percent of the plansthat do so believe they accurately attribute resultsto individual physicians.

¢A third method, consumer cost sharing, has little variation among the plans in this study. An
exception is prescription drugs, which some plans cover and most do not, but expenditures on prescription
drugs are not paid for by the Medicare program.
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UR ismore effective when it is detailed, rather than cursory. Although detail is difficult to directly
observe, we can measure the presence of specialized structures that facilitate detailed review. Plansmay
use detailed case management for the most expensive cases or chronic conditions. Detailed prior
authorization may also be more effective. For example, a plan may require enrollees to visit their primary
physicians to approve referras, but aside from time costs, the referral behavior of physicians may be
unchanged unless each physician’ sreferrals are tracked.

In terms of timing, a combination of prior, concurrent, and retrospective UR may alow plans to
prevent unnecessary utilization before it begins, to adjust the course of treatment for episodesin progress,
and to train physicians to identify cost-effective treatment aternatives for future cases. Prior UR, such as
preadmission certification and preauthorization for referrals, seeks to prevent unnecessary utilization.
Concurrent UR alows plans to monitor types and amount of services as they are provided, which may
permit plans to substitute less costly services as the opportunity arises. Retrospective UR may be the least
effective in changing utilization because the services have already been delivered. However, retrospective
review of claims can uncover billing errors and excessive charges, and it provides feedback to physicians
on lower cost alternative treatments. Physician profiling isaform of retrospective UR, itsgoal being to
influencebehavior.

The number of dimensions in which UR can vary creates a host of questions about which
characteristics are most likely to constrain utilization and hence, expenditures. We identified plansthat are
doing the most UR in the dimensions we can measure: those with UR for more services; those that profile
individual physicians; and those that perform detailed UR before, during, and after hospitalization. Our
findings are explained below.

For inpatient UR, plans nearly aways combine prior, concurrent, and retrospective UR.  Some plans
have more detailed UR than others. they use case management for more expensive and/or chronic

conditions, and they employ UR and discharge planning nurses. We created a six point scale that combines
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detail and timing of UR. One point isawarded for each of thefollowing: (1) preadmission authorization
required, (2) concurrent review by a special plan employee, (3) retrospective review, (4) preadmission
discharge planning by a special plan employee, (5) case management for high-cost or chronic conditions,

and (6) profilesof physicians inpatient utilization. A score of six is designated “ most aggressive,” and
ascoreof fiveisdesignated “aggressive.” Of the 46 HCPPs and cost contract HMOs we interviewed that
had useable information on inpatient UR, 9 were classified as having the most aggressive inpatient UR.
Thirteen plans were classified as having aggressive inpatient UR. Only four plans scored zero.

Few plans have extensive outpatient UR Plans were classified both in terms of their UR procedures
for specialist services and in terms of primary care ambulatory services.” Plans reported whether they
require preauthorization for specialist care, whether tl:ey require a visit (as opposed to a telephone
conference) to assess the need for the referral, and whether they profile specialist referrals and primary
ambulatory care. Plansdiffer dramatically in the detail and timing of UR for specidist referrals. Only 10
of 47 plans reported both requiring a visit to obtain a referral and profiling specialist services, and another
7 plans require telephone preauthorization for referrals and profiled specialist services.  Fifteen plans
profile primary care ambulatory services. We combine the detail of the specialist UR with ambulatory
services into one measure of the aggressiveness of outpatient UR.  The plans with the most aggressive
outpatient UR are those that require an actual visit to obtain areferral and that profile both physicians
special._: referrals and primary ambulatory care. We considered other plans as having aggressive

outpatient UR if they (1) require telephone preauthorization for referrals and profile both physicians

‘Our question was open ended: “ What services are profiled? Respondents explicitly listed
ambulatory, hospital, speciaist, ancillary, and emergency room services. The plans that reported
ambulatory services tended to also specifically list specialist and/or ancillary services. Therefore, we
treated the response “ambulatory services’ as primary care ambulatory services. We did not use
information on ancillary and emergency room service profiling. The use of emergency room services
profiling may be aresult of prevalent inappropriate use of emergency rooms rather than an indication of
aggressive UR Ancillary services are likely to be asmall component of aplan’stotal expenditures. Two
plans did not describe which services are profiled.
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specidlist referrals and primary ambulatory care, or (2) require an actua visit to obtain a referral and profile
physicians specidist referrals. Among the 47 plans with complete information, only four have most
aggressive outpatient UR, and nine have aggressive outpatient UR.

Thisrating system for UR, like others, hasanumber of flaws. 1t does not distinguish between plans
in termsof how aggressively they implement the UR procedures used to create the scale. 1t also does not
indicate how strongly plans push physicians to change in response to the UR procedures. Finally, it does
not reflect the culture of the plan--the extent to which the physicians are committed to cost-effective
practices and willing to change their behavior. Gathering such detailed information from alarge number
of plans is very difficult without actually observing the interaction between plans and physicians. Despite
these weaknesses, the information gathered should provic 2 a rough indicator of the relative atention paid

to monitoring and controlling utilization.

2. Financial Incentives for Physicians

Financia incentives for physicians can be complex. This section reviews the likely effects of (1) three
primary methods of paying physicians and physician groups, and (2) the likely effects of supplemental pay
in the form of withholds, bonuses, and risk pools.® We describe the details important to making incentives
work and compare our survey data with these details.

There arethree primary methods for compensating physicians and physician groups. FFS, capitation,
and salary. FFS compensation encourages greater provision of services. Discounted fees are used to
reduce both expenditures and the incentive to provide more services, but the overall incentive is to provide
moreservices. It isdifficult to measure the degree of discounting because few payers may actually pay

the full fees.

*We ignored hospital, home health, and skilled nursing facility payment arrangements, because only
two of the cost contracts pay for any hospital care, and because home health and SNF billing is a small part
of Part A services. For the remainder, hospitals are paid by HCFA through the prospective payment
system.
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The effectiveness of capitation as an incentive isaffected by three factors: the services covered by the
capitation, the method for setting the capitation rate, and the capitation amount. Under capitation, a
physician receives afixed amount per patient regardless of the amount of services used. Thispayment
system typically gives physiciansthe incentiveto limit the provision of services.

The more services covered by the capitation rate, the greater the incentive for physicians to control
total expenditures. For example, when specialist referrals are not included in the capitation rate, primary
care doctors can reduce their effort by increasing referrals, which counteracts the cost-control effect of the
incentive. None of the planscapitate providers for Part A services, so capitation may have little bearing
on these costs.

The method for setting the capitation rate may also affect the potential to control utilization and clearly
affects costs to the plan (and therefore to HCFA). For example, two respondents to our survey reported
that their capitation rates are adjusted annually by a fraction of the rate of inflation in medical care. In these
cases, the services provided by the doctors in the prior year have no effect on the rate in the next year.
However, if the capitation rate is set higher for physicianswith greater service utilization in the past year,
then each year the physician has an incentive to increase the provision of services so that future capitations
arehigher. Four of the plans reported that the physician groups project expenses on the basis of the
group’ s experiencein the prior year, and the capitation 1s based on that projection. Somerisk plans pay
higher capitation rates to physicians who use less of the services that are not covered under their capitation
(e.g., hospital daysor referralsto specialists), but the plans we surveyed did not report sufficient detail to
identify such arrangements. Furthermore, there is no incentive for plans to hold down hospital days, given
that they will be neither re*varded nor penalized financially for their use of hospital days.

Finally, physicians may respond to the level of the capitation. If the capitation amount islow,
physicians may feel compelled to be more aggressive about controlling utilization in order to free up time

to take on more patients. And, of course, whether the capitation rate paid by the plan is above or below
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the cost that HCFA would have incurred for the services covered by the capitation is the sole determinant
of whether HCFA will save money on these services.

The effect of salary on the provision of services is aso difficult to determine without further
information. Physicians paid asalary will not directly increase their income by prescribing unnecessary
visits. However, unlike capitation arrangements, they also will not increase their income (unless bonus
arrangements are in place) by being as efficient as possible in order to add new patientsto their practice.
Paying physicians a salary is more likely than FFS compensation, but less likely than capitation, to reduce
utilization. If a physician’s utilization profile is used to determine their salary increment for the subsequent
year, however, physicians behavior may be influenced. The influence may be to increase utilization, if
salaries are greater for physicians whose patientsuse< more care than average (to compensate for adverse
selection).  Alternatively, paying salaries may decrease utilization, if salaries are higher for those whose
patients used |essservices than average (as an incentive to conserve resources). Again, the cost effect of
paying physicians on a salary basis depends upon how high the salary is set and what service utilization
is examined in setting the rates.

These primary payment methods can be supplemented with withholds, bonuses, and risk pools.
Under withholds and bonuses, plans (or groups) base some of the physician’s income on performance
measures. Withholds and bonuses can be based on the performance of the plan, physician group, or
individual physician. They can depend on utilization, productivity, quality, patient satisfaction, other
factors, or a combination of factors. Withholds and bonuses that reward physicians for low utilization are
most likely to reduce utilization. The amount of the withhold or bonus relative to the primary payment
method is very important to the strength of the incentive it creates. For example, if aphysicianispaid on
aFFS basis and has awithhold that penalizes prescribing ambulatory care, then the withhold would have

to be large relative to the fees in order to counteract the incentives of FFS reimbursement.
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Many plans pay their physicians directly, but many contract with physician groups (about half of our
sample). A plan’sintended financia incentives for the groups with which it contracts can be altered by
the payment arrangement between the groups and their members (Hillman, Welch, and Pauly 1992).
Physician groups may wish to ensure that all of their members are contributing to the productivity of the
group, so they may pay their members according to the amount of services they provide or how much
revenue they raise. Lee(1990) found that many physician groups link pay to productivity but notes that
this link becomes less likely as managed ~~re gains a larger share of the group’ s .tients. For example,
aplan may capitate a group but account for only asmall proportion of the group’s patients. Thisgroup
may pay its members FFS, thereby defeating the plan’ sincentives. Contradicting incentives may also be
aproblem when the physicianissdaried and thegrc  i5 paid FFS. In this case, physicians, who generally
also own the group, can increase the group’ s revenue and their own income by increasing utilization.

Financial incentives may a so be weakened when physicians receive income from multiple sources.
Physicians are likely to have only one practice style, so the payment arrangement that covers most of their
patientsis likely to have the most influence on their behavior.® An advantage of staff model HMOs in this
respect isthat the physicians tend to see only HMO enrollees.

Financial incentives may be most effective when (1) doctors are directly capitated by the plan, and
the capitation covers the most expensive goods and services; (2) groups are capitated for the most
expensive services, and physicians are salaried; (3) withholds or bonuses reward lower utilization and are
large enough to offset any contradictory incentives; and (4) the payment arrangement covers most of the
physician’s patients. Salaries paid directly by the plan are also better incentives than FFSin that at least
thereis no incentive to provide more care. Other payment arrangements are likely to weaken the incentive

to cut costs.

*When changes in one payor’s reimbursement are large relative to a physician’s income, spillovers
between payment mechanisms may occur even without this assumption (McGuire and Pauly 199 1).
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None of the plans using capitation have the strongest possible incentives. If we combine HCPPs and
cost HMOs, four of the plans directly capitate their physicians, 11 capitate groups that pay salaries to
physicians, and 8 capitate groups that pay physicians on a FFS basis.” Of 18 plans with complete
information on capitation rates, only 2 include all inpatient care in the capitation rates, 11 include hospital
vigits, and al either include referras or directly capitate speciaists. The two plansthat include all inpatient
care in the capitation rate capitate the group but pay the physicians FFS, so the fees counteract the
capitation. Three plans using capitation and withholds have contradictory incentives. The groups
projections of expenses, based on utilization in the prior year, are used to set capitation rates. But they also
have small withholds (5 to 20 percent) for the groups based on utilization, and so the two incentives may
cancel each other out.

The withholds and bonuses offered by the plans are quite a small part of any physician’s compensation
package, and so we do not expect them to affect utilization much.” Among the four plansthat directly
pay their doctors on aFFS basis, the average withhold is 15 percent of compensation. These withholds
may have little effect on utilization when fees encourage the provision of more services. The average
withhold or bonus is 6.2 percent of compensation for the six plans that both pay their groups capitated rates
and report the size of the withholds and bonuses paid to groups. Two plans with salaried physicians pay
small bonuses--3 percent on average--based on a wide variety of performance measures in addition to
utilization. An apparent, but not actual, exception to this pattern is a plan that directly capitates individual

physicians. It reported withholding half of total compensation in arisk pool for al of the capitated

‘@These data are based on the sample of plans examined in our case study analysis (Nagatoshi and
Brown, 1995). That sample included two plans that were not included in the cost-effectiveness analysis,
dueto amissing cost report for one and limited time in operation in 1993 for the other.

“The plans could not report on the details of the withholds, bonuses, and risk pools operated by
groups for their members.
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individual physicians. However, the incentive to cut costs created by paying the individua physician a
capitation rate may be offset by the spreading of risk acrossal of the physiciansin the group.

In identifying the plans with the strongest financial incentives, we found that for most plans, financial
incentives are likely to be weakened by multiple payers and out-of-area utilization. However, it is difficult
to ascertain the extent to which the plan isthe physician’ s predominant payer because each plan has only
arough idea about the physicians' patients who are not insured by the plan. The staff model HMOs,
however, were more likely to report that their physicians see only (or amost only) HMO enrollees. A few
plans using FFS indicated that incentives for physicians who treat Medicare beneficiaries are weaker than
those for doctors treating enrollees with commercial coverage. Out-of-plan useis aspecial problem for
cost HMOs and HCPPs, because enrollees can directly bill Medicare. Utilization control is made more
difficult because neither financial incentives for the physicians nor UR are likely to affect out-of-plan
utilization.

Financial incentivesfor physiciansto constrain inpatient utilization are very limited. Furthermore,
since al but one of the plans' hospitals directly bill Medicare, any physician efforts to shorten hospital stays
would not have reduced costs to HCFA. Only two plansinclude inpatient chargesin the capitation rates
paid to groups, and both of these groups pay their physicians salaries. Physicians paid under FFS or salary
have little or no incentive to control hospital use, and withholds are small as a proportion of total
compensation.

One-fourth of the plans had reasonably good incentives for constraining utilization. Among the 48
plans (including cost HMOs) with complete information on physiciansincentives, three directly capitate
their doctors. Nine plans capitate their groups in ways that do not reward high prior utilization, and the
groups pay salaries to physicians. Another 20 plans have salaried physicians, a neutral incentive. The

remaining 16 plans provide incentives that either encouraged utilization or were contradictory.
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This classification of financial incentives does not completely characterize the strength of each plan’s
incentives for physicians. Plans did not report what measures were used to rate physician performance.
Nor did they report the details of how physician performance affects salaries, capitation rates, withhol ds,
and bonuses. Information on incentives for controlling service provided to patients outside the Medicare

plan was not obtained.

3. Comparison of Plan Types, HMO Models, Utilization Review, and Financial Incentives

Our information on UR and financial incentives comes from the 32 HCPPs and 14 cost HMOs that
responded to al relevant questions during our interview. For the other 17 plans, we know the plan type
(HCPP, HMO, employer/union, clink) and HMO model. In assessing the relationship between plan
characteristics and cost-effectiveness, we decided to use these other 17 observations. Consequently, we
can compare the more easily observed plan characteristics with the detailed responses from the interviews.
This comparison will reveal whether plan type and HMO model are useful ways of describing plans.

Several plans have aggressive financia incentives for physicians, aggressive inpatient UR, or
aggressive outpatient UR (Table I1.4). Not surprisingly, the cost HMOs tend to have stronger financial
incentives and more thorough inpatient and outpatient UR than the HCPPs. Half of the 16 cost HMOs
capitate their physician groups, all of which pay their members salaries. Only 27 percent of the HCPPs
use this payment method, but another 9 percent directly capitate their physicians. Thirty-six percent of the
cost HMOs have the most aggressive inpatient UR, and 14 percent have the most aggressive outpatient
UR. In contrast, only 13 and 6 percent of HCPPs have more aggressive inpatient and outpatient UR,
respectively. Because there were few employers/unions and clinic HCPPs in our sample, it would be
difficult to draw strong conclusions about these plans except that both clinics pay their physicians on a

salary basis and have weak UR.
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At least half of the HMO plans have aggressive or most aggressive inpatient UR. For each type of
HMO model, 24 to 36 percent had aggressive or most aggressive outpatient UR.  Group model HMOs
are somewhat less likely to have most aggressive UR.

The greatest differences among HMO modelsliein the physician financial incentives. IPA models
arethe most likely to directly capitate physicians (20 percent), but most of the IPAs do not create strong
financial incentives. The groupsin just over half of the group model HMOs are capitated, and the groups
pay their physicians salaries; the rest of these plans have weak financial incentives, All of the staff model
HMOs have at least neutral financial incentives, because the physicians are salaried.

Table I1.4 also suggests why one would not expect the cost-reimbursed plans to be generaly
successful at controlling costs to Medicare. Over one-third of the plans have financial incentives for
physicians that are not likely to constrain Part B expenditures. Only one-third of the plans have aggressive
or most aggressive UR procedures to constrain Part B expenditures. Twenty-eight plans do not have good
controls on Part B expenditures through either UR or financia incentives (not shown). More than half of
the plans might be expected to do quite well in constraining inpatient utilization, but there may be little
opportunity for them to reduce inpatient costs to Medicare because shortening lengths of stay will not
generate savings (under DRGs), and previousresearch (Brown et al. 1993) suggeststhat Medicare HMOs

have no effect on hospital admissions.
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[Il. DATA AND SAMPLES FOR COST-EFFECTIVENESS
AND BIASED SELECTION ANALYSES

Cost-effectiveness and biased sel ection analyses were conducted for each sample plan, for groups of
plans classified by characteristics (such as model type and plan size), and for al HCPPs and all cost HMOs
overal. Datafor these analyses came from plan enrollees and a comparison group of nonenrollees who
resided in each plan’s service area In this chapter, we describe the samples and data used for our analyses

of cost-effectiveness and bhiased selection.

A. SAMPLE DESIGN
1. Analytic Time Period

The evauation period for the cost-effectiveness analysis was caendar year 1993. This was the most
recent year for which we could assemble complete Medicare claims data and retrospective adjustments
to these data. Furthermore, there were no major changes to the Medicare program in 1993 that might

make our estimates nonrepresentative or affect the interpretation of our results.

2. Sample Plans

The evauation includes only cost HMOs and HCPPs with more than 1,000 enrollees as of December
1, 1993. We chose this size because smaller plans would be more likely to yield anomalous estimates,
given the substantial variance in Medicare costs across beneficiaries. In December 1993 there were 23
cost contract plans, 18 (78 percent) of which had more than 1,000 Medicare members. Of the 62 HCPPs
operating at that time, 48 (77 percent) had more than 1,000 members. Plans with fewer than 1,000
members account for atiny proportion of total enrollment (approximately 1 percent of al enrollees in cost
HMOs and less than 1 percent of al enrollees in HCPPs), so excluding them from the overal analysis has

little or no effect on program wide estimates.
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Our final sample included 18 cost HMOs and 45 HCPPs. Three HCPPs with more than 1,000
enrollees were excluded from this sample. One plan the United Mine Workers, was excluded at HCFA’s
request becauseit is being evaluated separately. The second plan lacked a cost report for 1993, and the
third plan wasin operation for only three monthsin 1993.

Tablelll. 1 shows summary characteristics of the sample plans. One-third of the 63 sample plans once
had risk contracts. In 21 plans, 30 percent or more of the enrollment lies outside the plans’ service areas,
and in 16 plans, 15 to 30 percent of the enrollment is out-of-area. Out-of-areaenrolleesarelikely to have
their bii paid directly by Medicare rather than through the plan. Plans with a high proportion of out-of-
areaenrollees are therefore likely to have little or no control over alarge portion of utilization and costs,
operating, in effect, as traditional Medigap policies. Forty plans are nonprofit, which may affect their
administrative costs and how aggressively they seek to control costs. Only four of the 36 surveyed HCPPs
reported screening applicants for health risks. These four plans may have more favorable risk selection
than other plans. Appendix Tables A.1 and A.2 indicate for each plan its state, model type, member

months, percent of out-of-area enrollees, and whether it was formerly arisk plan.

3. Selection of Enrollee Samples

Our primary analysis of cost-effectiveness and biased sel ection was based on Medicare beneficiaries
who were enrolled in a sample plan for at least one month in 1993 and who resided in a county from which
the plan drew at least 5 percent of itsenrolleesin 1993. We also included counties containing less than
5 percent of total enrollment, in order of enrollment size, until the percentage of al enrollees who resided
in the included counties reached 95 percent or until the proportion of enrollees coming from the largest of
the excluded counties fell below 1.5 percent. This restriction on the enrollee sample was used to limit the
area from which the comparison sample for each plan would be drawn, so that the geographic distribution

of the two groups being compared would match.
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TABLEIII. 1

SAMPLE PLAN CHARACTERISTICS

Number of Plans

Plan Characteristics All cost HMOs HCPPs
Contract Type

cost HMO 18 18 -

HCPP 45 - 45
Type of Organization

HMO/CMP 49 18 31

Employer/Union 1 -- 1

Clinic 3 - 3
Model Type

IPA 19 8 1

Group 26 2 24

Staff 18 8 10
For-Profit Tax Status

For-Profit 23 5 18

Not-For-Profit 40 13 27
Enrollment

1,000 to 4,999 37 8 29

5,000 to 9,999 14 6 8

More than 10,000 12 4 8
Prior Risk Contract

Yes 21 7 14

No 42 11 31
Enrollment in Service Area*

<70 percent 21 2 19

70 - 85 percent 16 4 12

85 + percent 26 12 14

*“Serviceared’ includes all counties from which the plan draws at least 10 percent of its total Medicare
enrollment.
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Because it is important to have complete Medicare claims data for sample members during their
enrollment in a sample plan, we included only beneficiaries who were continuously enrolled in both Part
A and Part B of Medicare either from January 1993 or at the time of plan enrollment (if after January 1993)
through December 1993 or death, and for whom Medicare is the primary payer. We also excluded
beneficiaries eligible for Medicare on the basis of end-stage renal disease because these atypical
beneficiaries tend to have much higher costs, and including them in the sample may have skewed our
results.

For sample plans with more than 10,000 enrollees, we drew a random sample of 10,000 enrollees who
resided in a county containing at least 1.5 percent of the plan’s enrollees. For plans with fewer than 10,000
enrollees, we included al eligible beneficiaries. For each sample plan, welist in Table 111.2 the plan start
date, number of enrollees, the enrollee sample size, and the nonenrollee sample size. Asthe table shows,
the sample frame includes over 90 percent of enrollees in al but 15 plans, and over 85 percent of enrollees
for al but 6 plans. A substantial numbers of enrolleesin these six plansresidein distant states.

The restrictions on the sample should have little effect on our estimates of program costs, which
require combining claims data with cost reports. (See Chapter V for adiscussion of adjustments to net

out the costs of ESRD patients from plan’s cost reports.)

4. Selection of Nonenrollee Comparison Samples

We used data from beneficiaries not enrolled in a managed care plan (nonenrolled beneficiaries) to
(1) estimate econometric models that were used to predict FFS costs of enrollee sample membersand (2)
compare measures of biased selection. Our objective was to select samples of nonenrolled beneficiaries
who face health care market conditions that are as similar as possible to their respective enrollee sample
members, except that the comparison beneficiaries are not enrolled in amanaged care plan.

A random sample of nonenrollees was drawn as the comparison group for each sample plan. The
comparison group was drawn from the set of nonenrolled beneficiaries who were alive as of January 1,
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TABLEIII.2

MEDICARE ENROLLMENTS AND SAMPLE SIZES BY PLAN

Sample Plans by Market Area

Start Date

Enrollees as
of 12/1/93

Enrollee
Sample
Size

Nonenrollee
Sample
Size

Boston Region

HO749 Physicians Health Services
H4101 Harvard Community HP

New York Region

H3104 AetnaHeadth Planses NJ

H3 149 HIP of New Jersey

H3308 Capita Area Community HP
H3349 Capital Area Community HP
H3356 Blue Cross of Rochester

Philadelphia Region

H5 102 HP of Upper Ohio Valley
Atlanta Region

H1010 Capital Group Health Svc
Chicago Region

H1449 Rush Prudential HMO
H1553 TheM Plan
H3602 Heath Guard

Denver Region
HO602 Rocky Mountain HMO
San Francisco Region

HO502 ContraCosta HP
H1203 Hawaii Medical Service

Seattle Region

H3801 PACC
H3851 HMO Oregon
H5002 Group Health NW

12/31/90
10/30/75

10/17/85
2/3/93
12/31/85
12/1/89
12/1/92

8/14/85

12/31/85

12/31/89
12/1/92
10/1/87

9/5/85

1/1/86
5/30/86

1/16/86
12/7/92
8/1/85
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8,817
4,799

14,074
10,190
1,776
4,901
18,829

8,130

1,550

5,017
3,736
1,005

10,245

1,178
25,540

8,812
17,518
5,025

9,104
4,732

9,380
9,600
1,768
4,764
9,753

8,191

1,502

5,564
3,697
1,045

9,646

1,257
8,969

9,574
9,788
4,865

16,831
8,782

18,006
17,833
4,508
8,910
18,076

15,209

4,488

10,211
6,779
4,498

14,313

4,163
16,481

16,436
18,056
9,130



TABLE II.2 (continued)

Sample Plans by Market Area

Start Date

Enrollees as
of 12/1/93

Enrollee
Sample
Size

Nonenrollee
Sample
Size

Boston Region

HO704 Kaiser Foundation HP of CT
H2551 HMO Blue
H2254 Kaiser Fndn HP of Mass

New York Region

H3301 Kaiser Fndn HP of NY
H6331 Boro Medical Center
H6333 NYSA-ILA Coord. Comm.
H6334  Union Family Med. Fund

Philadelphia Region

H6091  Group Health Assoc. Inc.
H2150 Kaiser Fndn HP of the Mid-Atl
H6391 Police and Fire Med. Assoc.

Atlanta Region

H6102 BoroMedical Corp.
H6336 HIP Network of Florida
HI149 Kaiser Fndn HP of GA
H3451 Kaiser Fndn HP of NC
H3452 Kaiser Fndn HP of NC

Chicago Region

H1605 Heritage National HP
H6140 Wabash Mem Hosp

H6141  Sidney Hillman HC

H6142 Union Health Services, Inc.
H6144 Dreyer HMO

H6152 Welbom HMO

H6151 Amett HMO

H2449 HMO Minnesota/Blue Plus
H2450 Medica

H2451 Medica

H2453 Medcenter Health Care
H3601 Headth Ohio, Inc.

H6521 Dean HIth Plan Inc

2/1/81
7/1/92
1/1/93

8/1/77
1/1/87
5/1/85
1/1/87

2/1/83
1/1/91
1/1/87

12/1/87
1/1/89
1/1/93
1/1/90
1/1/92

10/1/87
1/1/87
2/1/83
2/1/83
7/1/85
9/1/86
1/1/86
1/1/90
1/1/90
1/1/91
1/1/92
7/1/80
6/1/84

62

2,476
13,304
2,462

1,952
7,425
13,703
2,949

8,228
5,272
3,993

2,781
2,805
2,560
1321
2,124

10,587
2,108
1,275
2,152
3,012
5,531
5,323

12,863

37,164
2,369

12,738
5,018
9,770

2,652
9,777
2,512

2,022
8,452
9,480
2,696

6,890
4,625
4,095

3,979
2,934
2,312
1,279
2,013

9,838
1,214
1,180
1,994
2,997
5,443
5,333
9,898
9,864
2,525
9,859
4,731
9,727

4,953
18,092
4,644

4,382
15,019
17,203

4,681

13,483
8,552
7,674

7,454
5,736
4,514
4,576
4,543

18,533
4,514
4,324
4,325
5,483

10,254
9,882

17,914

17,614
4,680

17,408
8,655

18,054



TABLE IlI. 2 (continued)

Enrollee  Nonenrollee

Enrollees as  Sample Sample
Sample Plans by Market Area Start Date  of 12/1/93 Size Size
Dallas Region
H1949 OCHSNER Health Plan 9/1/90 1,710 1,586 4,536
H4555  Scott and White HP 4/1/91 3,539 3,451 6,035
H4556  SantaFe Employee Hosp. 1/1/92 2,443 1,656 4,499
Kansas City Region
H1649 United HC of lowa 1/1/91 1,572 1,671 4,543
H6161 Medica Assoc HP 5/1/83 8,003 7,973 14,410
H1703 Kaiser Fndn HP of KS City 7/1/84 1,041 1,002 4511
H6171 AT & SF Emp. Bene. Assoc 1/1/87 8,903 5,104 9,129
H2601 Group Health Plan 2/1/82 13,554 9,686 18,243
H6361  St. LouisLabor Hlth Inst. 1/1/87 2,180 2,138 4,518
Denver Region
HO651 Takecare of Colorado 1/1/91 4,312 4,278 7,645
HO652 Takecare of Colorado 1/1/91 2,756 2,765 4,998
H4600 FHP, Inc. 1/1/87 9,745 9,629 17,595
San Francisco Region
H6052 Kaiser Foundation HP 1/1/87 203,188 9,547 16,788
H6053 Santa Fe Emp. Hosp. Assoc. 1/1/87 1,741 1,468 4,109
H6054 CignaHC of Southern CA 1/1/87 4,382 4,782 8,266
H6055 Ross-LoosHP of SCA 1/1/87 4,583 4,458 8,024
H6056 CignaHeathcare of S CA 1/1/87 2,730 2,239 4,801

Source: HCFA, “ Monthly Report, Medicare Prepaid Health Plans,” December 1993.

NoTes: For some plans, the enrollee sample size is larger than the number of enrollees as of December 1, 1993
because the enrollee sample included beneficiaries who died or disenrolled before December 1, 1993.

The actual enrollee sample sizes were dlightly smaller than the sample sizes discussed in this chapter
for several plans because we eliminated some beneficiaries from the sample after the initial samples
were drawn. For plans with more than 10,000 beneficiaries, we initialy drew a sample of 10,000
enrollees.  Some of these enrollees were subsequently eliminated from the sample for the reasons
discussed in this chapter (for example, Medicare was not their primary payer or they were not
continuoudly enrolled in both Medicare Parts A and B since their initial date of Medicare enrollment

or January 1, 1990, whichever is later).
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1993 and had Medicare Part A and Part B coverage anytime in 1993. The samples were selected to match
the distribution of zip codes of enrollees so that predicted FFS costs reflect market areainfluences, such
asnumber of providers, practice patterns, and demand for services. The comparison beneficiaries were
also screened for three additional criteria. First, we included only beneficiaries who were not enrolled in
arisk HMO, cost HMO, or HCPP plan at any time during calendar year 1993. This ensured that the
comparison beneficiaries received only FFS care in 1993. Second, the comparison samplesincluded only
beneficiaries for whom Medicare was the primary provider of coverage for 1993. Thus, we excluded both
beneficiaries who discontinued either Part A or Part B coverage any time during 1993 for any reason
except death and beneficiaries for whom Medicare was not the primary payer. Third, we excluded
beneficiaries who were ligible for Medicare because of end-stage rena disease, just as we excluded
enrollees with end-stage renal disease.

For each sample plan with fewer than 2,500 enrollees, we drew a comparison group sample of 5,000
nonenrollees. For sample plans with 2,500 or more enrollees, we drew a comparison group sample that

was twice the size of the enrollee sample. '

5. Precision of Estimates
These sample sizes yield fairly precise estimates of biased selection and differences between enrollees

and nonenrollees on Part A. For example, a simple comparison of the mean mortality rates for enrollees
in aplan with 3,000 members and the nonenrollee comparison sample for the plan would be sufficient to
detect a difference of 1.4 percentage points at the.05 significance level (two-tailed test) with 80 percent
power (assuming a mortality rate of 5 percent for the comparison group). For large plans with samples
of 10,000 enrollees (and 20,000 nonenrollees), we can detect differences of 0.8 percentage points. For Part
A costs, we have 80 percent power to detect effects of 16 percent of the comparison group mean for plans

with 3,000 enrollees and 9 percent of the mean for planswith 10,000 enrollees (assuming a coefficient of
variation of 2.5 for Part A Medicare costs). Modest levels of biased selection or small effects on Part A
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costs for some plans may not be detected with our samples for some plans. However, we can be confident
that moderate and sizeable degrees of biased selection and program effects will be captured by our

statistical tests, especially for the larger plans.

6. Designation of Plan Service Areas

The average risk-based payment that a plan would receiveif it holdsarisk contract instead of a cost
contract depends on the geographic location (county) of its enrollees and the distribution of its enrollees
within each county into each AAPCC rate cell.” To compute estimated risk-based payments for each plan,
we designated a“ service area’ for the plan made up of the smallest number of counties from which (1)
at least 10 percent of plan enrollees resided in 1993 or (2) in which there were at least 200 enrollees. Each
county in each plan’s designated service area was then given aweight based on its enrollment level, and
the weights were used to construct projected risk payments (see Chapter VI). The countiesin the service
area of each plan are listed in Appendix Table A.3. Thistable also indicates for each plan the percentage
of al plan enrollees residing in the plan’s designated service area, and the percentage of dl plan enrollees
residing in the set of counties used to draw the beneficiary samples.

For most plans, the service area used to estimate risk-based payments contained fewer countiesthan
the geographic area used to draw the enrollee samples (Table A.3). Ingeneral, for planswhose enrollees
are highly concentrated in one or two counties, the number of counties in the service area used to compute
risk-based payments is equa to or very close to the number of counties from which the beneficiary sample
was drawn. At the other extreme, some plans enrolled 10 percent or more of it members from five or more
counties. For these plans, our samples were drawn from many more counties than those in our designated

serviceareas.

‘The AAPCC rate cells are based on beneficiaries’ age, gender, ingtitutional status, and Medicaid
eligibility.
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For over half the plans, the service area used to compute estimated risk-based payments included at
least 80 percent of all plan enrollees. Our estimates of risk-based payments would probably not change
much if we included additional counties in the computation because each additional county would be

assigned arelatively low weight.

B. DATA
Datafor drawing the beneficiary samples and conducting the analyses of biased selection and cost-
effectiveness came from Medicare enrollment and demographic data, Medicare cost reports filed by plans,

claims data, and Medicare risk-based payment data.

1. Medicare Enrollment and Demographic Data

HCFA’s group health plan (GHP) masterfile, denominator file, and enrollment database provided the
frame for drawing the beneficiary enrollee and nonenrollee samples. The GHP masterfile includes a history
of thelast six enrollment spellsfor every beneficiary ever enrolled in any Medicare plan, identifying the
plan and dates of enrollment and disenroliment. The denominator file and enrollment database contain
comprehensive information on Medicare beneficiary eligibility, demographics, and mortality. The

enrollment database was used to identify beneficiaries for whom Medicare was the primary payer.

2. Medicare Use and Cost Data
The nationa claims history (NCH) file was the source of 1993 Medicare use and cost data for all Part
A services for enrollee sample members (except for two cost HMOQs) and for all Medicare-covered

services they received from providers outside their plan’ s network.> The NCH files were a so the source

2All but two cost HMOs arranged for the HCFA fiscal intermediary to pay providers for Part A
services used by plan enrollees. All Part A services used by HCPP enrollees are paid for by the HCFA
fiscal intermediaries.
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of all useand cost datafor nonenrollee sample members. The NCH filesfor 1992 provided information
on hospital admissionsfor the year proceeding our analysis period.

Data on the amount paid by HCFA to plans for services were obtained from the plans' annual cost
reports for 1993. These reports include information on enrollment, plan costs by type of expense, and plan
average cost per member per month. The reports are submitted to HCFA’s Office of Managed Care by
each cost HMO and HCPP. HCFA audits the cost reports of medium and small plans every three to four
years, and it audits the reports of large plans every year. Often, a cost report is not audited until several
years after it has been received by HCFA. We used the most recent cost reports that were available as of
April 1995. At that time, not all audits for 1993 were complete. However, on average over the past
several years, the result of cost report auditsis that allowed costs are about 5 percent lower than the
amount recorded on the plans' unaudited cost reports. Since some Part B costs (such as those for services
delivered by providers who are not part of the plan’s network) are reflected in claims datarather than in
the cost reports, our estimates of Part B costs for enrollees in cost and HCPPs may be overstated by about
3 or 4 percent. Estimates for Part A costs are not affected because (with the exception of 2 plans) Part A

costs are not paid for by the plan.

3. Risk-Based Payment Data

To estimate what enrollee sample member costs would have been under Medicarerisk contracts, we
collected data on 1993 AAPCC payment rates, and we estimated for each plan the proportion of enrollees
ineach AAPCC rate cell. The AAPCC payment rate filesfor 1993 provided the risk-based payment rates
for each county in each plans’ service area We could not directly determine the distribution of sample plan
enrollees in each AAPCC rate cell because there are no HCFA data on which cost HMO or HCPP
enrollees reside in nursing homes (institutions). We estimated the distributions of enrollees across the
AAPCC rate cells using data on the probability of being in an institution, conditional on Medicaid
coverage, P(ijm). Data from the GHP masterfile for 1991 and 1993, and the Medicare stacked
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demographicsfilefor 1993 were used to develop arange of estimates of P(ijn). We used the 199 1 GHP
masterfile to calculate P(i]ms) for enrolleesin former risk plans during the last year in which the plansheld
arisk contract (1988 to 1 992).* We used the 1993 GHP masterfile to calculate P(i|m) for enrolleesin 1993

risk plans serving the same counties as the sample plans. The 1993 stacked demographics file was used
to estimate P(ijm) for nonenrollees in the counties served by the sample plans. See Chapter |V for a

detailed description of these calculations.

*We attempted to use the GHP master-files for 1988-1 992 to compute the values of P(ijm) for the last
year (between 1988 and 1992) that the plan had its risk contract, but there were serious problems with
missing variable values or missing observations for the GHP master-files for 1988-1990. Therefore, we
used the GHP master-file for 1991 and 1992. Thisis not likely to affect our estimates much because
P(ilm) is probably quite stable from year to year.
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IV.BIASED SELECTION

The potential of the Medicare program to realize savings from cost HMOs and HCPPs is affected by
biased selection. A health plan experiences favorable selection when those who enroll are on average
hedlthier than other consumers in the eligible population. A health plan experiences adverse selection when
those who enroll are on average less healthy than the eligible population. HMOs are most effective at
conserving resources for patients with the greatest needs (Hill et a. 1992). Therefore, if cost HMOs and
HCPPs enroll less hedlthy individuals, there is greater potential for cost savings to Medicare. To study
biased selection, we compared indicators of enrollee and nonenrollee health status.

Knowledge of the extent of biased selection is aso important for obtaining accurate estimates of cost
savingsor cost increasesto HCFA. If plans experience favorable selection, then predictions that are not
based on health status measures will overstate what FFS expenditures would have been and overestimate
savingsfrom the program.

The degree of biased selection also affects the potentia for savings if plans were to change to TEFRA
risk contracts, but it does not reveal whether costs to HCFA would increase or decrease under such a
change. TEFRA risk payments are based on demographic characteristics correlated with medical
expenditures (AAPCC risk factors), but risk payments are not based on detailed health status measures
that directly determine medical expenditures. Brown et a. (1993) reported that coststo HCFA increased
under risk contracting because the HMOs experienced favorable selection, controlling for AAPCC risk
factors. Payments based on AAPCC demographic characteristics were greater than what the FFS costs
of treating the enrollees would have been. 1f cost HMOs and HCPPs have favorable selection controlling
for demographic characteristics as well, no such overpayment should result. Thus, the cost HMOs could

lead to savings relative to what government costs would be under risk contracting. On the other hand,

69



plans converting from risk to cost contracts do so in the expectation of receiving greater revenues, which
suggests that government costs for these plans are likely to increase.

Cost HMOs and HCPPs may experience less favorable selection than plansin the risk program for
severa reasons. First, enrollees in cost HMOs and HCPPs retain their Medicare coverage, unlike risk plan
enrollees. Thus, beneficiaries with health problems who are concerned about their access to particular
physicians may be less reluctant to joint a cost contract plan than arisk plan. Second, because the plans
are reimbursed for costs rather than being paid prospectively, they may have less incentive to promote the
enrollment of healthier people. Third, the employee/union plans enroll retirees from a particular employer
or union, and these typically blue collar retirees may need more health care on average than the general
Medicarepopulation. Fourth, plans converting from risk to cost contracts and HCPPs tend to have less
favorable selection than other risk plans (McGee and Brown 1992). On the other hand, HCPPs may have
more favorable selection than risk plans because HCPPs are allowed to screen prospective enrollees (as

they screen commercial members). However, only four plans actually do screen enrollees.

A. METHODOLOGY

We used two health status measures to estimate the degree of biased sel ection--enrollee-nonenrollee
differences in (1) adjusted 1993 mortality rates and (2) 1993 hospitalization rates for nondiscretionary high
cost conditions.” These two measure are not likely to be influenced by managed care organizations or FFS
providers, and both are strongly linked with high medical expenditures. Thus, they are reasonable
measures of risk selection. Among nonenrollees, beneficiaries who died in 1993 and beneficiaries who

had the health conditions we examined account for 66 percent of Medicare payments but only 12.3 percent

‘Although differences in mortality rates could reflect differences in the qudity of care between plans
and FFS providers and in selection, most evidence suggests that HMOs and FFS providers deliver care
of comparable quality, and there is no evidence that suggests that HMOs affect mortality rates, so we
expect any differencesin mortality to be due to biased selection.
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of beneficiaries. On average, these beneficiaries had expenditures 13.5 times those of other beneficiaries.

They account for 82 percent of the nonenrollees with expenditures above $2,000 per member month and
59 percent of nonenrollees costing from $1,000 to $2,000 per member month. These beneficiarieswith
high expenditures are critical to the study of biased selection.

We considered and rejected two other measures of the degree of biased selection: pre-enrollment
expenditures in traditional FFS Medicare and average Medicare DRG weights. Enrollees’ pre-enrollment
expenditures in traditional FFS Medicare are not a reliable indicator of costs in subsequent years because
of regression toward the mean; that is, a group of people with very high costsin one year tends to have
average costs closer to the overall population average in subsequent years. In addition, only 12 percent
of 1993 plan enrollees were enrolled in traditional FFS Medicare in 1992 or 1991. Going back further in
time would not yield very useful indicators of biased selection because expenditures three years ago have
very little predictive power for current expenditures. By using death rates and the probability of admission
for a diagnosis associated with high future costs, we have at least some data on a/l enrollees concerning
their current health status. Brown (1988) and Hill and Brown (1990) found that mortality rate
comparisons yield overall conclusions about biased selection that are similar to those from prior use
comparisons. DRG weights do not alow us to separate diagnoses for which hospital admission is
discretionary from those for whichitisnot. Thus, DRG weights are not an unbiased measure of health

status, because HMOs may reduce hospital admissions for some diagnoses.

1. Mortality

We compared 1993 mortality rates of plan enrollees to those of the local nonenrollee comparison
group. The rates were adjusted for differences between the groups on available demographic
charactenstics. For each plan, we estimated alogit model for the probability of death in 1993 using data

from the samples of enrollees and nonenrollees. The model controls for observable demographic
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characteristics.  age, sex, race, welfare recipiency, and whether the beneficiary was originally entitled to
Medicare because of a disability. These control variables include two characteristics not included in
determining AAPCC payments to risk plans in order to provide some indication of the importance of
including health status measures as well as demographic characteristicsin predicting FFS expenditures.
We measured differences between enrollees and nonenrollees by including in the model a binary variable
indicating whether the beneficiary is an enrollee or nonenrollee. The coefficient on this binary variable
indicates whether there is a difference between enrollees and nonenrollees in the probability of death that
cannot be accounted for by differencesin the control variables.

We estimated logit regressions using weights for each beneficiary that equaled the number of months
the beneficiary was in the sample. The nonenrollee sample, described in Chapter 111, Section A.4, excludes
any beneficiaries enrolling in managed care at any time in 1993. Some of the enrollees, however,
disenrolled from their cost HMO or HCPP sometime during calendar year 1993 (and others joined after
theyear began). To control for the shorter periods for which enrollees are at risk of dying, we weighted
observations by the number of months each beneficiary was in the sample, but we gave full weight (12
months) to beneficiarieswho died.

For each plan, the adjusted difference in average mortality was calculated using the estimated
coefficients of the regressions and the average characteristics of the pooled sample of enrollees and
nonenrollees. The adjusted difference was based on the coefficient of the enrollee/nonenrollee binary
variable. For abeneficiary with average demographic characteristics, the coefficients of the model were
used to predict the probability of dying (1) if enrolled in traditional FFS Medicare (setting the enrollee
binary variable equal to zero) and (2) if enrolled in the cost-reimbursed plan (setting the enrollee binary
variahle equa to one). The difference in these predicted probabilities is the adjusted difference in average

mortality.
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2. DCG Hospital Admissions

We also compared enrollees and nonenrollees on 1993 hospitalization rates for certain high-cost
diseases adjusting for demographic differences between the groups. Diagnostic cost groups (DCGs)
defined by Ellis and Ash (1995/1996) were used to identify beneficiaries admitted to a hospital for a
condition (1) for which there isrelatively little discretion regarding the need for hospitalization and (2)
which is related to higher-than-average costs in the year following the hospitalization. There are eight
DCG categories (DCGO through DCG7) defined according to the ICD-9 diagnosis codes from inpatient
hospital admissions, DCGO includes beneficiaries who were not hospitalized or were admitted for
diagnoses that were not associated with higher than average future costs or for which admission was
considered somewhat discretionary. A higher DCG number indicates higher expected future costs for
people hospitalized with those diagnoses.*

Following Ellis and Ash, only primary diagnoses were used in classifying patients into DCG
categories, and only hospi.al stays lasting 3 days or longer were counted. Each beneficiary was classified
into the highest-cost DCG cell for which they qualified.

Our analysis examines the probability of having a hospital stay classified in DCG1 through DCG7
because such stays are associated with average future costs that are substantially higher than average for
Medicare beneficiaries. We used ICD-9 diagnosis code data from the Medicare national claims history
filefor 1993 for each sample member to det~~mine into which DCG category they fell.

Approximately 7.2 percent of the elderly beneficiaries in our nonenrollee sample fell into DCG1

through DCG7 in 1992, slightly less than the 7.8 percent found by Ellisand Ash.? This modest difference

*See Appendix D tor acomplete list of the diagnoses for each DCG.

*The nonenrollee percentage with DCG hospital admissionswas cal culated over the entire sample of
nonenrollees, weighted by months as abeneficiary.
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may be due to differences between the areas in which cost HMOs and HCPPs operate and the rest of the
country, or to differences over the years examined.

For each plan, we estimated a logit model for the probability of being hospitalized in 1993 for a
diagnosisfalling into DCGI through DCG7. We include both aged and disabled beneficiaries since it is
likely that diagnoses associated with high future costs for elderly beneficiaries are also associated with high
future costs for disabled beneficiaries under age 65. These models were essentially identical to those used
to estimate enrollee-nonenrollee differences in mortality rates. The coefficient on the binary variable
indicating whether the beneficiary was an enrollee or a nonenrollee provides atest of whether thereisa
difference between enrollees and nonenrollees in the probability of having one or more of these
nondiscretionary, high-cost hospital stays that cannot be explained by differences between the two groups
on demographic characteristics,

For each plan, we calculated the adjusted difference in the average probability of nondiscretionary
high-cost hospitalization using the estimated coefficients of the regressionsand the average characteristics
of the pooled sample of enrollees and nonenrollees. For each plan, we used the coefficients of the model
to predict the probability of being admitted for a DCG diagnosis (1) if enrolled in traditional FFS Medicare
and (2) if enrolled in the plan. The difference in these predicted probabilities isthe adjusted differencein

the average probability of nondiscretionary high-cost hospitalization.

B. EVIDENCE OF FAVORABLE SELECTION
Most of the plans appeared to experience favorable selection as measured by demographic
characteristics, differencesin mortality rates, and differencesin the probability of nondiscretionary high

cost hospitalization.
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1. Differences in Demographic Characteristics Correlated with Medical Expenditures

Enrolleeswere younger and less likely to be on Medicaid than nonenrollees and therefore are likely
to increase lower Medicare costs (Table IV.1). Medicaid recipients tend to be less healthy than other
beneficiaries and many are in long-term care facilities. On average across plans, only 3.7 percent of cost
HMO enrollees received Medicaid, versus 8.9 percent of nonenrollees. The difference for HCPPs were
even greater: 3.3 percent of HCPP enrollees recelved Medicaid, versus 9.6 percent of nonenrollees. Only
three plans had a greater proportion of enrollees who received Medicaid than nonenrollees. In one of these
plans, Cignaof Southern California(H6056), an extremely large proportion (82 percent) of its enrollees
recerved Medicaid. Cigna also operates two other plansin Los Angeles County (H6054 and H6055) and
may have geographically segmented the market. This plan declined to schedule a site visit, so the situation
is not well understood.*

Fewer enrollees than nonenrollees were originally eligible for Medicare because of disability.
Disability is associated with greater medical expenditures. All but three plans had lower proportions of
enrollees than nonenrollees originaly eligible because of disability. One of the three, Cigna of Southern
California(H6056), isan extremeoutlier: 46.2 percent of enrollees versus 22.8 percent of nonenrollees
were originally eligible for Medicare because of disability. Thisis the same plan that has such alarge
proportion of Medicaid enrollees. Not surprisingly, the focus on Medicaid eligibles yields a high
proportion of disabled individualsaswell.

Both the cost HMOs and the HCPPs tend to have relatively young enrollees. On average, across cost
HMOs, 55 percent of enrollees were between the ages of 65 and 74, versus 49 percent for nonenrollees;

19 percent of enrollees were age 80 or older, versus 21 percent of nonenrollees. The average differences

“Recall that the nonenrollee comparison group was drawn on the basis of the distribution of enrollees
zip codes, so the nonenrollee sample and its characteristics may vary considerably for plans operating in
the same county. In this case, they clearly do (3 1 percent of nonenrollees in the comparison group for plan
6056, versus 16 and 19 percent for the other two Cigna plansin Los Angeles county).
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were nearly the same for HCPPs. For one-third of both cost HMOs and HCPPs, however, enrollees tend
to be older than nonenrollees. The enrolleesin all of the clinic HCPPs were older than the nonenrollee
comparison groups. Enrolleesin two of the union plans, Sidney Hillman and Union Family, were much
older.

Table 1.2 shows the averages across plans for enrollees and nonenrollees for the demographic
characteristics used in thelogit models of mortality rates and DCG admissions. The greater detail in the
age categories shows that staff model cost HMOs tend to have alower percentage of enrollees age 85 and
over, the most expensive age group. Cost HMOs and HCPPs also had lower percentages of enrollees
under age 65, who are eligible because of disability. For each of the types of plansin the table, the
percentage of enrollees eligible because of disability isroughly half the percentage among nonenrollees.
Enrollees in union and employer plans were more likely than enrollees in other plans to be men. Compared
with the nonenrollee sample, al categories of plans, except for clinic HCPPs, had lower percentages of
nonwhite Medicare beneficiaries, but nine plans had greater percentages of nonwhite Medicare
beneficiaries. Cigna of Southern California (H6056) was also an outlier in terms of its large nonwhite
enrollment (52.5 percent).

By some demographic measures, enrollees in cost plans are likely to be less healthy than enrollees in
risk plans. Although enrollees in cost plans tend to be younger than beneficiaries in the comparison group,
they are older than enrolleesin risk HMOs. Hill and Brown (1990) found larger age differences between
enrollees in TEFRA risk plans and nonenrollees. The differencein Medicaid recipiency rates between
enrolleesin the cost- reimbursed plans and the nonenrollee comparison group is similar to the difference
between enrollees in risk plans and local nonenrollees. Although enrolleesin risk planswere more likely

to be male, this was not the case for cost HMQs and clinic HCPPs.
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Age, Medicaid recipiency, and disability indicate that, to varying degrees, enrollees in cost HMOs and
HCPPs are likely to be healthier than nonenrollees in the same area HCFA takes these factors into account
in setting risk payments. In the next section, we discuss measures of health status that do not affect risk

payments.

2. Biased Selection Measures That Control for Demographic Differences

Both the cost HMOs and the HCPPs had favorable selection, on average, when measured by the
adjusted difference in average mortality rate and the adjusted average probability of nondiscretionary high-
cost hospitalizations (Table 1V.3). These adjusted differences are due to the highly statistically significant
coefficients on enrollment status estimated from our logit models. Inthese models, Medicaid recipiency,
original eligibility because of disability, and older age categories are aso significantly associated with
higher mortality rates and higher admission rates for nondiscretionary high-cost hospitalizations.

On average across plans, the mortality rate was 0.041 for cost HMO enrollees and 0.049 for
nonenrollees. Demographic characteristics account for some of the difference, but results from our logit
model indicate that even when demographic differences were controlled for, the average enrollee-
nonenrollee difference in mortality rates was -0.005, or 10 percent lower for cost HMO enrollees. For
HCPPs, the average difference when demographic characteristics were controlled for was -0.009, 17
percent lower than the nonenrollee rate. Enrollees in 12 of the 18 cost HMOs and 34 of the 45 HCPPs had
significantly |ower mortality ratesthan nonenrollees (after adjustment). In only two cost HMOs and four
HCPPs, enrollees had significantly higher mortality rates. The estimated difference ranged from alow of
-3.9 percentage points to a high of 1.7 points. The estimated difference was twice as large on average for
unions and clinics as for HMOs. The three clinics had especially high mortality rates, about twice the

overall average, for both enrollees and the comparison group of nonenrollees.
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TABLE IV.3

BIASED SELECTION MEASURES USING EVALUATION YEAR (1993) DATA

-
Mortality Rates DCG Admission Rates
Difference Difference
Controlling for Controlling for
Demographic Demographic
Plan Enrollees  Nonenrollees Characteristics* Enrollees  Nonenrollees Characteristics®
AU Cost HMOs : :
Average 0.041 0.049 (0.005) 0.079 0.089 (0.005)
IPA Model
Average 0.042 0.049 (0.006) 0.080 0.082 0.00 1
H3851 0.027 0.056 (0.023)**+ 0.053 0.070 (0.010)**=
H3356 0.036 0.051 (0.010)*** 0.077 0.087 (0.004)***
HO749 0.035 0.053 (0.007)**= 0.078 0.084 0.007**=
H5102 0.048 0.052 (0.005)*** 0.116 0.115 0.001
H3104 0.037 0.045 (0.005)**= 0.098 0.103 0.002
HI203 0.037 0.037 (0.003)**+ 0.057 0.061 (0.002)*
HO602 0.048 0.039 0.001 0.077 0.063 0.012%*=
H3801 0.071 0.055 0.005%** 0.083 0.075 0.004%***
Group Model
Average 0.042 0.051 (0.006) 0.078 0.093 (0.012)
H3149 0.037 0.049 (0.006)*** 0.075 0.096 (0.014)***
H1553 0.047 0.052 (0.006)*** 0.081 0.090 (0.008)***
Staff Model
Average 0.039 0.049 (0.004) 0.079 0.095 (0.009)
H1449 0.041 0.056 (0.017)**+ 0.090 0.111 (0.020)**+
H3308 0.026 0.047 (0.014)*** 0.077 0.091 (0.000)
H4101 0.030 0.050 (0.013)**+ 0.068 0.100 (0.023)***
H3349 0.033 0.047 (0.003)**+ 0.072 0.087 (0.005)***
H1010 0.031 0.050 (0.001) 0.060 0.085 (0.008)**+
HO502 0.048 0.050 (0.002) 0.092 0.089 0.000
H5002 0.040 0.047 (0.002) 0.081 0.081 0.007**+
H3602 0.063 0.044 0.017%*+ 0.091 0.113 (0.026)***
Alt HCPP Plans
Average 0.041 0.053 (0.009) 0.078 0.090 (0.007)
HMOS
Average* 0.038 0.048 (0.007) 0.071 0.087 (0.010)
H1949 0.019 0.052 (0.026)**+ 0.093 0.100 0.004
H4555 0.022 0.048 (0.021)**+ 0.062 0.082 (0.010)**+
H3452 0.025 0.055 (0.017)**+* 0.054 0.092 (0.02] y**+
H6091 0.031 0.051 (0.015)*** 0.070 0.089 (0.009)***
H2453 0.038 0.049 (0.012)*** 0.071 0.079 (0.008)***
H2449 0.045 0.048 (0.012)%*= 0.091 0.080 0.006***
H6056 0.040 0.051 (0.011)*** 0.066 0.106 (0.060)***
H3451 0.027 0.043 (0.011 )y*=* 0.056 0.084 (0.025)%**
H2251 0.034 0.050 (0.011)*** 0.077 0.092 (0.008)***
H6336 0.030 0.051 (0.010)**+ 0.064 0.092 (0.019)**=
H6521 0.046 0.050 (0.010)*** 0.088 0.079 0.004*+*
' H1703 0.033 0.057 (0.008)*+* 0.051 0.103 (0.040)**=
-’ H2450 0.048 0.049 (0.008)*** 0.083 0.082 0.001
H6052 0.037 0.052 (0.007)*** 0.064 0.085 (0.011)%*+
H4600 0.031 0.046 (0.007)**= 0.007 0.008 0.000
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TABLE IV.3 (continued)

Mortality Rates DCG Admission Rates
Difference Difference
Controlling for Controlling for
Demographic Demographic
Plan Enrollees  Nonenrollees Characteristics’ Enrollees Nonenrollees Characteristics®
HI149 0.037 0.049 (0.005)*** 0.072 0.098 (0.015)***
H6054 0.047 0.052 (0.004)*=*+ 0.080 0.095 (0.003)**
HO652 0.030 0.034 (0.004)*** 0.056 0.081 (0.020)***
H2601 0.041 0.050 (0.004)*** 0.085 0.109 (0.015)%**
H2150 0.026 0.047 (0.004)*** 0.063 0.086 (0.004)**
H6055 0.042 0.052 (0.003)*** 0.072 0.093 (0.008)***
H3601 0.042 0.046 (0.003)** 0.089 0.091 0.004**
HO651 0.036 0.046 (0.003)** 0.063 0.079 (0.010)***
H6152 0.044 0.052 (0.002)** 0.079 0.099 (0.014)**+
H3301 0.032 0.043 (0.002) 0.069 0.092 (0.014)*=*
H2254 0.039 0.050 (0.001) 0.057 0.083 (0.017)***
HO704 0.032 0.047 (0.002) 0.061 0.082 (0.009)***
H6144 0.052 0.046 0.001 0.092 0.096 0.001
H2451 0.053 0.038 0.002 0.073 0.076 (0.008)***
H6151 0.053 0.049 0.004%*+ 0.085 0.084 0.003*
H1649 0.053 0.046 0.009*** 0.096 0.091 0.011%**
Union Plans
Average 0.037 0.051 (0.015) 0.095 0.099 0.001
H4556 0.012 0.054 (0.039)*** 0.078 0.085 (0.002)
H6053 0.020 0.057 (0.036)*** 0.092 0.093 0.005*
H6171 0.012 0.050 (0.035)*** 0.082 0.090 0.002
H6140 0.017 0.049 (0.030)*** 0.089 0.095 0.007+*
H6141 0.053 0.053 (0.017)**+ 0.099 0.111 (0.026)***
H6142 0.043 0.055 (0.012)*#*+ 0.089 0.109 (0.015)**=
H6333 0.049 0.049 (0.002)**+ 0.109 0.095 0.013%*=
H6261 0.044 0.050 0.001 0.097 0.103 0.008***
H6334 0.061 0.045 0.002 0.105 0.100 0.006***
H1605 0.042 0.048 0.004**+ 0.087 0.091 0.006***
H6391 0.056 0.054 0.005%%* 0.118 0.116 0.008***
Clinics
Average 0.084 0.104 (0.012) 0.083 0.092 (0.010)
H6331 0.087 0.109 (0.022)**= 0.083 0.097 (0.012)***
H6161 0.096 0.094 (0.009)** 0.089 0.088 0.001
H6102 0.070 0.109 (0.007)*** 0.075 0.093 (0.020)***

Note:  For enrollees, rates are weighted by months enrolled in the plan in 1993. For nonenrollees, monthsin Medicare is the weight. In
caculating mortality rates, persons who died are given the full weight of 12 months.

‘The mortality rate difference controlling for demographic characteristics cal culated using the estimated coefficients of theiogit model and the
average characteristics of the pooled sample of enrollees and nonenrollees. It is based on the coefficient on the enrollee/nonenrollee binary
variable, and thesignificancelevelsshown are. for thiscoefficient. For abeneficiary with average demographic characteristics (across plan
enrollees and nonenrolless), the coefficients of the model are used to predict the probability of dying (1) if enrolled in traditional FFS Medicare
and (2) if enrolled in the plan. The difference in these predicted probabilities is the adjusted difference in average mortality. It isinterpreted
as ameasure. of the health status of enrollees relative to nonenrollees: negative numbers (in parentheses) indicate favorable selection, and
positive numbersindicate adverse selection.

*The DCG difference controlling for demographic characteristicsis cal culated in the same way asthe mortality rate difference. Seefootnotea.
¢ Unweighted averages across plans, with number of plans as the denominator.
Statistical tests were not performed on the average differences.

*Significantly different from zero at the.10 level, two-tailed test.

**Significantly different from zero at the.05 level, two-tailed test.
***Sgnificantly different from zero at the .Ol level, two-tailed test.
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On average across the plans, 7.9 percent of cost HMO enrollees had nondiscretionary high-cost
hospital admissions, compared to 8.9 percent for nonenrollees. When we controlled for demographic
characterigtics, the average enrollee-nonenrollee differences narrowed, falling to -0.5 percent. For HCPPs,
the average model -adjusted difference was-0.7 percent.

The relatively small average difference masks statistically significant differences for the great majority
of plans, with somein each direction. For 10 of the 18 cost HMOs and 26 of 45 HCPPs, enrollees had
significantly lower DCG admission rates. However, several plans appeared to have adverse selection--
enrolleesin 4 cost HMOs and 12 HCPPs had significantly higher adjusted DCG admission rates than their
comparison sample. Estimated model-adjusted differences ranged from -6.0 percentage points (43 percent
lower than nonenrollees) to 1.3 percentage points (14 percent above the nonenrollee rate).

When the coefficients (and hence adjusted differences) are statisticaly significant, the two measures
of biased selection for each plan arein the same direction for the majority of plans (see Table1V.4). For
30 of the 63 plans, the coefficients are negative and significant for both measures. For 5 plans, the
coefficients are positive and significant for both measures. For 18 plans, only one of the coefficientsis
significant, and for 2 plans, neither coefficient is significant. The two estimates are statistically significant

and contradictory for only 8 plans.

3. Biased Selection and Plan Characteristics

Selection biasis not strongly linked to plan characteristics. Two types of plans seem to have
somewhat |ess favorable selection: IPA model cost HMOs and employer/union HCPPs (see summary rows
of Table1V.3). The average adjusted differences in mortality rates for these types of plans are similar to
those in other plans, but their DCG differences were positive, on average, indicating adverse selection.

The differences in average mortality rates and in DCG admissions of former risk plans are similar to those
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TABLE IV .4

DISTRIBUTION OF PLANS BY RISK SELECTION MEASURES

Number of Plans with DCG Admission
Rate Difference, Controlling for
Demographic Characteristics

Negative
and Not Positive and
Significant Significant Significant Total
Number of Plans with Mortality Rate
Differences, Controlling
for Demographic Characteristics
Negative and significant 30 9 7 46
Not significant 2 4 11
Positive and significant 1 0 5 6
Total 36 11 16 63

NOTE: Estimates are classified as“significant” if the estimated coefficient on enrollment status from
the logit model is statistically significant at the 10 level.
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of plans that were not once risk plans (Table IV.5). However, the DCG measure suggests that plans with
prior risk contracts had more favorabl e selection on average than plans without such a background.

On average, HCPPs that screen potentia enrollees for health status did not have more favorable
selection than other plans. Among the four HCPPs that screen, three showed significant evidence of
favorable selection in both measures, but the other HCPP showed significant evidence of adverse sdlection
in both measures. It is possible that adverse selection in the fourth plan may have been even worse had
it not screened.

HCPP perceptions of biased selection reported in our survey do not match the results of our anayss.
Regardless of whether they reported adverse or neutral selection, the interviewed HCPPs experience
favorable selection, on average. Those that claimed they experience adverse selection had somewhat |ess
favorable selection. Thetwo plansthat reported favorabl e selection had very favorable selection in terms
of their DCG admission rates, but in terms of mortality rates, they are similar to other plans. Interviews
arenot likely to licit useful responses on selection bias, however, because planstypically have no basis
for assessing how their enrollees compare to the local Medicare population. Furthermore, the HCPPs are
paid on a cost basis, so they havelittle incentive to monitor their risks.

On average, the extent of favorable selection in the cost HMO and HCPP programs is |ess than that
found in the TEFRA risk payment program (Hill and Brown 1990). In that program, the average DCG
difference was -0.015, which is greater than the average found for either the cost HMOs, -0.005, or the

HCPPs, -0.007.” Furthermore, Brown and Hill found none of the 98 plans to have significant adverse

*The results from the two studies are not directly comparable. Hill and Brown (1990) examine pre-
enrollment hospital admissions for recent enrollees, because data on hospital stays for enrolleesin risk
plans was not available. The current study examines hospital stays during the time enrolled and includes
all enrolleesin the analysis. |If regression toward the mean occurs, we would expect the estimated
difference for the risk program to decline. Furthermore, the results estimated here control for differences
in race and original reason for entitlement, whereas Brown and Hill control only for observed AAPCC risk
factors.
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TABLEIV.5

MEAN BIASED SELECTION MEASURES BY PLAN CHARACTERISTICS

Mortality Rate

Difference, DCG Differences,
Controlling for Controlling for
Demographic Demographic

Plan Characteristic N Characteristics’ Characteristics®
cost HMOs 18 (0.005) (0.005)
HCPPs 45 (0.009) (0.007)
Prior Risk Contract

Yes 22 (0.007) (0.009)

No 41 (0.008) (0.005)
Contract in 1996

Risk 7 (0.009) (0.009)

Cost or HCPP 53 (0.008) (0.005)

None 3 (0.006) (0.030)
HCPP Screened Potential Enrollees for
Hedlth Status

Yes 4 (0.002) (0.005)

No 29 (0.011) (0.007)
HCPP Reported Biased Selection

No 11 (0.010) (0.011)

Yes, adverse 7 (0.007) (0.010)

Yes, favorable 2 (0.008) (0.020)

NOTES.  Unweighted means across plans of estimates in Table V.3, with the number of plans as the
denominator. Negative numbers indicate favorable selection. No statistical tests were
performed on these averages across plans.

‘The mortality rate difference is the average of the adjusted enrollee-nonenrollee differencesin morality
rates. See Table V.3 and text for afull description of these calculations.

“The DCG difference measure is the average of the adjusted enrollee-nonenrollee differences from table
IV.3inthe probability of nondiscretionary high cost hospitalization. See TablelV.3.
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selection, whereas we find a small number that do. The differencesin mortality rates are similar to what
Riley, Lubitz, and Rabey (1991) found for risk plans. They found that no plans had adverse selection, and
that 58 percent had adjusted mortality rates below 80 percent of expected FFS mortality rates. This is
somewhat consistent with our finding that 46 of 63 cost and HCPP plans had significantly lower mortality
rates than the comparison samples in our logit models. However, only about one-thud of our plans had

adjusted mortality rates that were more than 20 percent below the mortality rate for nonenrollees.

C. IMPLICATIONS OF FAVORABLE SELECTION

Favorable selection may reduce the amount of cost savings HCFA is likely to receive from the HCPP
and cost HMO programs relative to costs under traditional FFS. HMOs are most effective at controlling
costs for the least healthy patients (Hill and Brown 1992). However, most of the cost HMOs and HMO
HCPPs in our analysis enrolled relatively healthy populations. Thus, the effect of these organizations on
HCFA'’scostsare likely to be smaller than if they had enrolled a more representative mix of beneficiaries
(assuming they do lower costs by reducing the use of resources).

On the other hand, enrolling beneficiaries in cost-reimbursed plans could reduce costs to HCFA
relative zo riskcontracting if favorable selection occurs. The favorable selection experienced by many of
the plansindicates that had these plans held risk contracts, HCFA would have paid more than under FFS
reimbursement. With cost-based reimbursement, favorable selection alone does not affect HCFA' s costs
relative to FFS reimbursement. Thus, HCFA’s costs for cost HMOs and HCPPs with favorable selection
should be lower than risk payments would have been. Whether these plans yield savings for HCFA,
however, depends on whether they actually reduce the use of resources or provider prices paid below what
they would have been under FFS, and whether administrative costs incurred by the plans outweigh any

savingsfor HCFA.
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V. COMPARING PAYMENTS UNDER COST AND HCPP CONTRACTS
TO FFS MEDICARE PAYMENTS

Do cost HMOs and HCPPs save money for the Medicare program? If there are savings, then these
programs may be useful ways of enrolling beneficiaries in managed care. If there are losses, HCFA may
want to consider terminating the cost-reimbursement programs. This chapter first reviews the reasons for
expecting cost HMOs and HCPPs to reduce costs to Medicare and the reasons why they may not, We then
describe our methodology for comparing the actual costs to Medicare for the enrollees in cost HMOs and
HCPPs to estimates of what payments would have been had these beneficiaries been in the traditiona FFS
Medicare program. Our results indicate that there are large losses to the Medicare program for

beneficiariesin plans with cost and HCPP contracts.

A. EXPECTEDEFFECTS

Cost HMOs and HCPPs have very little incentive to constrain Medicare payments for several reasons.
First, plans neither benefit from reducing these costs nor suffer if they areincreased. Second, the plans
opportunitiesfor constraining costs are limited by low enrollment and by Medicare’ s coverage of out-of-
plan services. Given the weak external forces and the small number of enrolleesin most plans, the plans
may have little incentive to negotiate favorable (and separate) pricing and payment arrangements with
providersfor Medicare enrollees.

Cost HMOs and HCPPs have less financial incentive than risk HMOs to provide care more efficiently
than FFS providers because they are contractually prohibited from profiting from reducing expenditures
(except on the supplemental coverage they offer). Reimbursement is on a cost basis, and cost HMOs and
HCPPs are at risk for only deductibles and coinsurance, for which they may charge a premium. Cost
HMOs were potentially at risk for expenditures exceeding the AAPCC. This provision was never

enforced, however, and it would not have been effective. As explained in Chapter 1V, plans tend to attract

91



better-than-average risks, and the “constraint” on them to charge Medicare no more than what Medicare
paysfor the average beneficiary isvery weak.

Plans' opportunities to constrain expenditures may be limited. Enrollees may receive servicesthrough
nonplan providers, and these services are billed directly to Medicare. HCPPs do not pay for any Part A
services, and so they may have little ability to control these costs. Plans may aso need alarge enrollment
in order to spread administrative costs and bargain effectively with providers to obtain low prices and
establish strong incentives for efficient behavior.

The reason for expecting cost savings is based on the incentives and controls internal to the plans,
rather than on Medicare’ s method of paying the plans. Plans are expected to practice the same cost-
effective style of care for Medicare patients as they do for non-Medicare members. We classified plans
according to the degree to which we expected them to control costs based on the results from our survey
of 53 cost HMOs and HCPPs, in which plans described their internal incentives. We included measures
of the aggressiveness of their inpatient and outpatient UR, and the type of financial incentive faced by

physicians.

1. Hypotheses for Part A and Part B Payments

Throughout the analyses, we first discuss impacts on total Medicare costs and then estimate effects
separately for Part A and Part B services. Thelikelihood of achieving savingsdiffersfor these two types
of services. In general, HMOs are believed to reduce hospital use and have little or no effect on the use
of physician services. However, the incentives and degree of control in cost HMOs and HCPPs are quite
different from thosein risk contract plans.

Given that plans seldom pay for Part A services and that reductions in hospital admissions are
unlikely, we expect little or no effect on Part A coststo HCFA. HCPPs are not allowed to pay for any Part
A services, and all but two of the cost HMOs el ected to have hospitals bill HCFA directly for servicesto
their members. Thus, plans do not pay hospitals on a per diem basis and have no incentive to shorten stays,
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nor would such shortening save money for HCFA. Because HCFA uses the prospective payment system
for the direct-bill inpatient services, HCFA’s payments for these services can be reduced only if
admissions, not length of stay, are reduced. Brown et a. (1993), however, found that despite a strong
incentive, Medicare risk plans have no effect on admissions, which suggests that reductions in hospital
costs under cost reimbursement are likely. In Chapter I1, Section C. 1, we identified some plans with
aggressive inpatient UR. These plans may have the lowest actual expenditures relative to predicted FFS
costs--that is, the greatest savings or least |osses.

Plans may have somewhat greater Part B expenditures than traditional FFS Medicare. HMOs in
generd try to reduce inpatient care, which may require increases in less expensive outpatient care. Cost
plans may aso provide preventive care, screening for health problems, and low out-of-pocket costs, which
may encourage increased use of ambulatory care by beneficiaries.  Finaly, plans are not bound by
resource-based relative value scale (RBRVS) or reasonable charges, so they may actually pay more for
Part B services (through higher FFS rates or indirectly through salaries or capitation rates) than HCFA
would pay under Medicare FFS. There is no incentive for plans to consider how their physician
compensation compares to the amount HCFA would have paid under FFS.

On the other hand, one way in which HMOs save money is through substituting primary care for
specidlist care and reducing the number of unnecessary tests and procedures performed. To the extent that
cost HMOs and HCPPs do this, Part B costs could decline.

Given that the plans have little incentive to constrain Part B costs, Medicare must rely on the
incentives and controls that plans may routinely have for their physicians. However, evidence of the
HMOs’ ability to constrain outpatient utilization islacking (Miller and Luft 1994). In Chapter I, Section
C, we examined the internal mechanisms of cost HMOs and HCPPs. We found, indeed, that outpatient
UR appears to be less developed than inpatient UR, and few HMOs directly capitate physicians. We

identified the plans with aggressive outpatient UR and planswith the physician financia incentives most
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likely to constrain outpatient utilization. We expect these plans to also have the lowest actual Part B costs

relative to predicted FFS costs--that is, the greatest savings to Medicare or the least |0sses.

2. Hypotheses for Different Types of Plans

We expect plans with more aggressive UR and stronger financial incentives to reduce costs to
Medicare. In Chapter 11, Section C.4, we reported that plan types and HMO models correspond only
loosely with the aggressiveness of UR and the strength of physician financial incentives. None of the seven
employee/union HCPPs or the two clinics that we surveyed had aggressive inpatient UR.  We found
heterogeneity within HMO models for the aggressiveness of inpatient and outpatient UR. All of the staff
model HMOs capitate their physician groups, and the groups pay their physicians salaries. Amongthe
group model HMOs, half pay their physicians salaries, and the rest are FFS.  Thus, physicians do not have
strong incentives to control costsin any of these plans. The IPA models are even less likely to have strong
incentives for physicians, but two IPAs directly capitate physicians, and physicians in these two IPAs have
the strongest incentives. Both of the clinic HCPPsfor which we have data pay salariesto their physicians.

Thus, only some predictions based on plan type and HMO model areclear. On average, for Part B
expenditures, we expect clinic HCPPs and staff model HMOs to have the most potential for savings to
HCFA, group model HMOs to have the next most potential, and IPAs to have the |east potential, on
average. We aso do not expect clinics and employee/union plans to lower inpatient costs.

Other factors may also be related to the likelihood that plans will affect HCFA’s savings or |0sses.
Plans with more enrollees outside their service areamay beleast able to influence enrollee costs, Parent
corporations of plans with alow Medicare enrollment may not be particularly concerned about the financial
performance of their Medicare plan, so these plans are likely to devote little attention to controlling costs

of the Medicare services for which they are at risk.
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B. METHODOLOGY
In this section, we describe the calculation of the actua costs to Medicare for the beneficiaries in the
plans. Actual costs per member month are presented for each of the plans in the sample. We also describe

our model for estimating what these beneficiaries' costs would have been if they were in the FFS sector.

1. Calculating Actual Payments for Enrollees

Under cost contracting, HCFA (1) reimburses a plan for the costs the plan incurs in providing
Medicare-covered services to enrollees and (2) through the fiscal intermediary, directly reimburses
providers for Medicare-covered out-of-plan services delivered to enrollees. Total Medicare paymentsfor
enrolleesin cost HMOs and HCPPs are equal to the sum of paymentsto the HMO (including retroactive
adjustments) and paymentsfor services made directly by HCFA to providers. We report total Medicare

payments for 1993 on a per member month basis.

a. Methods

Average actual costs per member month to Medicare were obtained primarily from two sources: cost
reportsfor services paid for by the plansand the National ClaimsHistory (NCH) filefor servicespaid for
by Medicare directly. Each plan files an annual cost report with HCFA,” and these reports contain the
plan’s total expenditures per member per month. For cost HMOs that paid for any Part A services, Part
A expenditures may be for inpatient, home health, skilled nursing facility (SNF), and/or administrative
services. Expenditures for Part B medical and administrative services are also in the cost reports.? Some

cost reports cover periods beginning prior to the 1993 calendar year. Expenditures for these plans are

* Audited cost reports were not yet available for 1993. Medium and small plans are audited every
three to four years; large plans are audited every year. The Office of Managed Care has determined that
the average reduction in payments to cost plans after audit was 4.92 percent. This includes audits
conducted over several years prior to 1993. We used this average in qualifying our results.

*Some administrative costs may not be itemized separately from services. However, the total costs
in the cost reportsinclude all expenditures billed to HCFA.
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inflated by afraction of the growth in the national average AAPCC from 1992 to 1993 to account for
medical care inflation between 1992 and 1993. Two cost reports covered multiple plans. Kaiser of North
Carolina(H3451 and H3452), and CIGNA of Southern California (H6054, H6055, and H6056) filed cost
reportswith averages acrosstheir HCPPs. For these five HCPPs, the averages from the cost reports are
our estimates of actual costs paid by HCFA to each plan.

We adjusted the cost reports to remove estimated expenditures for beneficiaries with end stage rena
disease (ESRD) because these individuals were excluded from our claims samples. We assumed that each
plan paid the same proportions of Part A and Part B expenditures on enrollees with ESRD as for other
Medicare enrollees. For each plan, we also assumed that the ratio of plan expenditures on enrolleeswith
ESRD to plan expenditures on other enrollees was the same astheratio of the state AAPCC for ESRD to
our estimate of the risk payments plans would receive, based on the characteristics of their nonESRD
enrollees. (See Chapter VI for a detailed discussion of the estimation of risk payments.) All but six plans
had less than the Medicare average portion of enrollees with ESRD (0.6 percent). ESRD enrollment
ranged from 0.02 to 1.7 percent of plan enrollees. Our adjustment reduced total actual coststo HCFA for
nonESRD enrollees by about 2 percent on average across plans, with arange of 0to 7 percent depending
upon the proportion of enrolleeswho were ESRD.

Our second data source is the NCH file, 1993, which contains payments for services paid for by
Medicare directly. HCPPs did not pay for Part A services, and although seven cost HMOs paid for some
Part A medical services, most Part A services for cost HMO members were billed directly to HCFA. For
each plan, we calculated average Part A and Part B direct-bill payments per member month. For those
enrolling or disenrolling during 1993, only payments for the services received during the enrollment period
were included in the computation of payments for direct-bill services. For those enrolled throughout the

year, payments for the entire calendar year were included.
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We adjusted these average direct-bill expenditures with estimates of HCFA's administrative costs of
processing the claims. Thisis the ratio of administrative costs to benefits paid nationally for 1993. We
multiplied the actual costs from the NCH file by administrative cost ratios for Part A (0.0027) and Part B
(0.0230) to obtain estimates of administrative costs incurred by HCFA.

Finally, we summed the payments to the plans (adjusted for ESRD beneficiary costs) and thedirect-

bill costs (adjusted for administrative costs) to obtain the total cost to HCFA.

b. Expenditures by Cost HMOs and HCPPs

Table V. 1 shows the actua average costs to HCFA for enrollees in each plan in 1993. The first two
columns show the average expenditures by plan per member month. Among the 18 cost HMOs, six paid
for no Part A costs, five paid for only administrative costsfor Part A services, and seven paid for various
combinationsof services. Only two of the cost HMOs paid for any inpatient services, and five paid for
some of the SNF and/or home health care services.? Eleven plansincurred administrative costs for Part

A services, and these averaged $3.70 per member month.

c. Expenditures Billed Directly to HCFA

Expenditures billed directly to the Medicare intermediary are in the third and fourth columns of Table
V.1 Part A direct-bill costs were substantial in 1993--on average $ 177 per member month for cost HMOs
and $197 for HCPPs. All of the cost HMOs and HCPPs, except for the Hawaii Medical Service
Association (HMSA), had Part B direct-bill costs. The average Part B direct-bill costs were higher for the
HCPPs than for the cost HMOs, and this difference is due to the higher levels of direct-bill costs for the
employee/union plans and clinic HCPPs. Part B direct-bill costs as a percentage of total Part B costs,

shown in the ninth column of the table, were aso much were higher for the HCPPs that are not HMOs.

*Several plans reported paying for a service in the survey, but no costs for that service were on the cost
report.
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The average percentage of Part B costs that were direct-billed are 68 percent for employee/union plans,
60 percent for clinics, 24 percent for HMO/CMP HCPPs, and 2 1 percent for cot HMOs. HCPPs are not
required to cover al services, and employee/union plans have more out-of-area enrollment, which leads

to more directly billed expenditures.

d. Total Expenditures

Total costs to HCFA in 1993 were similar for cost HMOs and HCPPs. For cost HMOs, Part A costs
to HCFA averaged $192 per member month, and Part B costs averaged $166, for atotal of $3 58. For
HCPPs, HCFA'’s average total cost per member month was $362.

Both Part A and Part B payments varied considerably across plans, and this variation is due in part
to local variation in medical care prices and practice patterns.  To account for such differences, we
compared the total payments to the weighted average AAPCC for each plan.*

Total Part A payments were less than the average AAPCC, and total Part B costs were greater than
the average AAPCC. On average, Part A payments were 17 percent less than the weighted average
AAPCCsfor the cost HMOs ($192 versus $23 1) and 19 percent lessfor the HCPPs ($197 versus $244).
Part B payments were 18 percent greater than the weighted average AAPCCs for the cost HMOs ($166
versus $140) and 17 percent greater for the HCPPs ($165 versus $151). Averaged over all plans, the
average payments for Part A and Part B services combined for enrolleesin the cost HMOs ($358) were
4 percent less than the average combined AAPCC, and average costs for HCPP members ($362) are 3
percent less than the average combined AAPCC. These differences do not control for the biased selection

described in Chapter 1V, but they do indicate large Part B payments, especially for the HMOs.

“The weighted average AAPCCs are Simply mean AAPCCsfor the elderly, weighted by enrollment,
over the counties with 3 percent or more of the plan’s enrollment. The 3-percent cutoff was chosen
because enrollment in most of the plans diminishes rapidly below that level, and in most cases, we had
accounted for at least 90 percent of the plan’s enrollment.
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2. Predicting FFS Payments

To predict Medicare paymentsfor cost HMO and HCPP enrollees had they received al their carein
the FFS sector, we estimated four linear regression models for each plan using data from each plan’s
sample of geographically matched nonenrollee beneficiaries. The dependent variables are inpatient
payments, SNF payments, home health payments, and Part B payments, all per member month. The
beneficiaries’ observed risk factors and personal characteristics are the independent variables. We
calculated predicted 1993 FFS payments for each plan’s enrollees from the estimated coefficients of each
linear regression model and the enrollees actual values for the independent variables. The regressions are
summarized in Table V.2 and described in Section 2 b below. For each type of service, the regressions
are similar across plans in terms of their linear specification, the dependent variables, most of the
independent variables, and the use of the nonenrollee sample. The differences arise because (1) for some
costs and some plans, each enrolleg’s costs are available in addition to each nonenrollee’s cost, and (2) for
nearly al plans, there is additional information about the health status of enrollees from 1992. These two
types of additional data allowed us to estimate more comprehensive models for many plans and the

paymentsfor many services. These models are described in Section 2. b below.

a. Independent Variables in the Payment Models

The independent variablesin the regressions are ones that we expect to affect expenditures, but that
are not affected by whether the Medicare beneficiary isin managed care or FFS. The variables are
indicators of risk that have been found to be significant predictors of Medicare costsin previous studies
and are availablefrom HCFA datasources. These variablesinclude the AAPCC factors (age, gender, and
welfare status),® race, original reason for Medicare entitlement, mortality (whether died in 1993 and

whether died in 1994), and nondiscretionary hospitalizations for high-cost diagnoses (as designated by

*We cannot include institutional status, which is one of the AAPCC risk factors, because institutional
status data are available only for beneficiaries who are enrolled in arisk plan.
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DCGs). We represented DCG stays with a binary variable for each DCG between 1 and 7.° These data
are available for the full sample of nonenrollees and al enrollees.

We used DCG stays from the NCH files for both 1992 and 1993, and we used separate variables for
hospitalization in each year. People with health conditionsthat led to aDCG stay in 1992 were likely to
have high costsin 1993, but their 1993 costs were likely to be less than those of people with aDCG stay
in 1993. However, an enrollee’s 1992 DCG stays are available only if the enrollee’ s plan was not a risk
planin 1992. For the three plans that were risk plansin 1992, we used only the 1993 DCG stay variables
in our regressions, for these plans, we estimated the basic regressionsin the first, third, or fifth columns
of Table V.2. For the 60 plans that were not risk plans in 1992, we used both the 1993 and the 1992 DCG
stays; for these plans, we estimated the augmented regressions in the second, fourth, and sixth columns
of TableV.2. To usethe 1992 DCG stay information, we limited our sample to those beneficiaries who

werein Medicare (though not necessarily in the plan) during all of 1992.

b. Dependent Variables and Model Specifications

For each plan, we estimated four regressions. one for Part B expenditures and three for the major
components of Part A expenditures—-inpatient, SNF, and home health care. For each plan and service, the
model we estimated depends upon whether the service is paid for by the plan. Each modd is a linear

regression of theform:

(D R=bX+e,

where R; isthe average Medicare FFS payments per month for servicesto beneficiary i in 1993; X, isa
vector containing AAPCC characterigtics, race, digibility, the mortality variables, and the DCG indicators;

b isthe coefficient vector; and e; is the disturbance term.

*One plan had no one in the treatment or control groups in DCG?7, so this variable was dropped from
al models for this plan.
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All of the plans pay for Part B services, so each of these Part B regressions has a similar specification.
For each plan, we estimated the regression over the sample of nonenrollees, and the dependent variable
isthe beneficiary’ s average Part B expenditures per month in the Medicare program. The independent
variables, shown in Table V.2, depend on whether the plans had a risk contract in 1992, as described
above.

For each plan and each Part A service, the regression specification depends on whether the plan paid
for that service. For the Part A services paid for by the plan, the specification is the same as for Part B
services, equation (1). Thus, among the cost HMOs, some of which paid for some Part A services, 11 of
the 54 cost HMO Part A regressions had this specification. None of the HCPPs paid for any Part A
services, and so no HCPP Part A regressions had this specification.

When the Part A service was not paid for by the plan, asis generaly the case, then al Medicare
payments for that Part A service are available from the NCH files for all of the plan’s enrollees.  These data
allowed us to estimate a model through which we can directly estimate the effect of each plan on

expendituresfor that service. This model includes enrollee and nonenrollee observations:

(2) Ri=bX,+cH, +e,

where H; isabinary variable indicating whether the beneficiary was an enrollee or nonenrollee, and cis
the coefficient on that binary variable. The coefficient c measuresthe effect of the plan on costs. When

the observed characteristics of plan enrollees are controlled for, if the plan decreases costs, then cis
negative. |If the plan increases costs, then c is positive. In thismodel, R; for nonenrollee observationsis
average Medicare FFS payments per month on Medicarein 1993; for enrollee observations, R, isaverage

M edicare payments per enrolled month in 1993.
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The estimated coefficients on control variables in the model show that the health status indicators are
strong predictors of costs, but other factors have little effect. We have not included these coefficients in
the report because of their sheer number (we estimated 252 regressions, 4 for each of the 63 plans). Table
V.3 presents the set of results for atypical plan. The coefficients on the 1993 mortality and DCG variables
are highly significant, large, and positive in both the Part A and Part B regressions, and this pattern holds
for virtually all of the plan regressions. The coefficients on mortality in 1994 and three of the four indicator
variablesfor DCG admissionsin 1992 are smaller and positive, and there is more variation across plans
in the sign and significance for these coefficients, but seldom are they negative and significant.
Coefficients on other variables are neither as consistently significant nor as important in explaining
expenditures. For inpatient and Part B expenditures, the R*s are 0.33 and 0.3 1. For SNF and home health
expenditures, the R*s are much lower, 0.11 and 0.07. The R*'s for inpatient and Part B expenditures are
much higher than those of linear Medicare expenditure regressions in the literature, which are generally
under 0.10 (Ellis and Ash 1995/1996, Brown and Hill 1994, Thomas and Lichtenstein 1986a,b). Our
model has greater predictive power due to inclusion of the mortality variables and the current year DCG
variables.

The results from the Part A regressions for services not paid for by the plans [(equation (2)] indicate
that very few plans reduce Part A costs. The estimated coefficient ¢ is significant and negative for very
few servicesand plans. Theresultsof TableV. 1 showing that unadjusted Part A costs were substantially
below the Part A AAPCC appear to be due to favorable selection. The plans and servicesfor which é is

significant are discussed in Section C below.

¢. Predicted FFS Costs

We use regression results to predict what the average costs per member month of the enrollees would
have been if they had been enrolled in the traditional FFS Medicare program. For each service paid for
by the plan, including Part B expenditures, we inserted the mean characteristics of enrollees into equation
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(1), which was estimated on the nonenrollee comparison group for that plan. For these services, HCFA's

predicted FFS costs for enrollees are:

) R = b'x,

where b isthe vector of estimated coefficients, and X isavector of the means characteristics of the plan
enrollees. For services never paid for by the plan we used the estimated effect of the plan on costs, which
is the estimated coefficient & from equation (2). To predict what FFS costs for these services would have
been for enrollees, we subtracted the estimated effect of the plan on costs from actual HCFA costs for

enrollees. Thus, the predicted FFS costs for enrollees are:

4 R = R ¢

where R; is HCFA's actual mean cost per member month for the enrollees. Predicted Part A costs are the
sum of predicted inpatient costs, predicted SNF costs, predicted home health costs, and actual costs for
components that are minor relative to total Part A payments, such as hospice and sanitorium expenditures.

The last step adjusts both Part A and Part B payments for the administrative costs that HCFA would
incur were it to process all of the predicted claims. We used the same administrative cost ratios used to
adjust actual FFS claims for administrative costs. the ratios of administrative costs to benefits paid

nationally, for 1993, for Part A and Part B claims.

C. RESULTS

In general, cost HMOs and HCPPs did not reduce Medicare payments relative to traditional FFS
Medicare. In fact, nearly all of the plans were more expensive than predicted FFS payments. Savingsto
Medicare from each cost HMO and HCPP on a per member month basisare shownin TableV.4. These

savings were calculated as the percentage difference from the predicted FFS payments (the difference
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TABLE V4

COMPARISON OF PREDICTED FFS COSTS TO ACTUAL AVERAGE

| — COSTS FOR COST HMO AND HCPP PLANS, 1993
Statistical
Significance of the
Plan’s Effect on
Part A Costs Part A Part B Total
Predicted Predicted Predicted
Mean Percentage Mean Percentage Mean Percentage
Actual Cost Savings Actual Cost Savings Actua Cost Savings

I’ S H costs (Loss) _ costs

(Loss)

costs (Loss)

358 (20.7)

2 192 Q.1 $166
IPA Mode
Average® $176 3.1 $152 (48.4) $328 (15.6)
HO602 + + e $179 (13.8) $162 (89.0) $341 (40.3)
HO749 . - $186 7.0 $186 (5 17) $372 (15.3)
H1203 c d e  $147 8.8 $144 (52.8) $292 (13.9)
H3104 $208 145 $204 (48.1) $412 B.D
H3356° $170 7.6 $125 (32.8) $295 6.0)
H3801 d e 211 (75 $144 (43.9) $354 (19.8)
=" H3ss1 e $125 (37 $137 (50.4) $262 (23.8)
H5102 - $185 12.2 $113 (18.3) $298 2.6
Group Model
Average® $204 7.7 $206 (78.3) $410 (22.1)
H1553f e $216 7.2 $177 (69.0) $393 (16.4)
H3149 + $192 8.2 $235 (87.6) $428 (27.7)
Staff Model
Average® $205 (9.8) $171 (54.6) $376 (25.4)
HO502 c d $352 (9.4) $265 (85.2) $617 (32.7)
H1010 : $135 132 $109 99) $244 42
H1449 +  $254 (L7) $235 (94.8) $489 (3 19
H3308 - $144 101 $153 (52.0) $297 (14.0)
H3349 - $145 2.2) $141 (35.2) $286 (16.2)
H3602 + $219 (62.0) $103 (9.9) $323 (40.6)
H4101 $179 @.n $186 (84.0) $364 (32.0)
H5002 e $212 (239 $174 (66.2) $386 (40.0)

$196 (1.1) $165 (49.0) $361 (1 8. '6“)
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TABLE V.4 (continued)

statistical
Significance of the
Plan’s Effect on
Part A Costs Part A Part B Total
Predicted Predicted Predicted
Mean Percentage Mean Percentage Mean Percentage
Actual Cost Savings Actua Cost Savings Actua Cost Savings
I’ S ol costs (Loss) costs (Loss) costs (Loss)
HMOS
Average® $176 0.2 $169 (58.1) $345 (21.2)
HO65 1 $156 0.6 $155 (67.9) $311 (24.9)
HO652 $139 14.3 $135 (41.6) $275 (6.4)
HO704 $166 22.8 $206 (69.9) $372 (10.7)
H1149f $181 12.7 $157 (43.3) $338 (6.7)
H1649 $188 (4.7) $93 11.9 $281 15
H1703 $154 (1.1) $158 (48.3) $312 (20.5)
H1949 $271 (4.6) $200 (61.4) #71 (23.0)
H2150 + - $143 7.5 $182 (52.8) $325 (18.7)
H225 1 $216 (2.4) $172 (55.0) $388 (20.6)
H2254 $135 19.4 $167 (75.7) $303 (15.0)
H2449 + $185 (12.1) $126 61.0) $311 (27.8)
H2450 + $187 (17.6) $133 (51.7) $320 (29.7)
H2451 $148 (32.4) $102 (41.9) $249 (36.1)
H2453 $159 8.7 $150 (71.3) $308 (18.0)
H2601 + $233 (354) $166 (62.2) $399 (45.4)
H3301 $171 5.7 $204 (52.8) $374 (19.2)
H3451 $106 41.7 $174 (97.9) $280 (3.9)
H3452 + $135 (2.9) $148 (76.6) $283 (316)
H3601 + $168 (2.2) $128 (30.0) $295 (12.6)
H4555 + $205 (52.5) $191 (126.2) $396 (80.9)
H4600 + $157 8.9 $123 (77.0) $280 (15.8)
H6052 - $170 26.4 $162 (31.0) $332 6.4
H6054 $230 6.0 $223 (29.6) $453 (8.7)
H6055 $213 8.1) $223 (48.4) $436 (25.5)
H6056 $189 30.2 $215 (10.7) $404 131
H609 1 $185 6.8 $307 (140.2) $491 (50.8)
H6144 $190 (7.3) $191 (78.3) $381 (34.1)
H6151 + + $186 (37.3) $140 (59.2) $326 (46.0)
H6152 $168 (2.3) $157 (75.7) $325 (28.2)
H6336 $151 6.0 $215 (19.7) $366 (7.6)
H6521 - $168 10.7 $131 (57.1) $299 (10.2)
union Plans

Average® $254 (4.7 $157 (28.0) $411 (12.6)
H1605 $154 24 $152 (63.0) $306 (21.9)
H4556 $226 (15.5) $140 (33.3) $366 (21.8)
H6053 $282 (2.9 $188 (38.2) $470 (14.6)
H6140 $215 (16.1) $153 (42.8) $368 (25.9)
H6141 $265 2.6 $162 (29.5) $426 (7.5)
H6142 $245 (0.3) $144 (27.5) $389 (8.9)
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TABLE V.4 (continued)

Statistical
Significance of the
Plan’s Effect on
Part A Costs Part A Part B Totd
Predicted Predicted Predicted
Mean Percentage Mean Percentage Mean Percentage
Actual Cost Savings Actua Cost Savings Actual Cost Savings
' St H costs (Loss) costs (Loss) costs (Loss)
H6171 + $200 (37.3) $132 (38.3) $31 (37.7)
H626 1 + + $240 (0.6) $152 (32.6) $393 (11.0)
H6333 $306 131 $165 1.3 $71 9.3
H6334 $357 2.3 $190 (15.2) $547 (3.1)
H6391 $310 0.2 $148 11.6 $458 4.2
Clinics
Average® $190 (1.2) $155 (315 $345 (13.0)
H6102 - $177 13.9 $157 (15.2) $334 2.3
Hé6161 + + $154 (13.3) $135 (57.9) $289 (30.5)
H633 1 $240 (4.3 $172 (21.5) $411 (10.9)
Nom: Actua average costs are the sum of costs per member month from the plan’s cost report adjusted to remove the estimated

costs of enrollees with end stage rena disease, and average claims per member month, calculated from the National
Claims History file, 1993, adjusted to include administrative costs. Predicted percentage savings (losses) are defined
as (1 - actual cost/predicted FFS cost) x 100. Thus, costs to HCFA for enrollees in cost HMOs were 20.7 percent greater
on average than what HCFA would have incurred had enrollees been in FFS. For the 60 plans that were not risk plans
in 1992, predicted FFS costs and cost savings are based on Augmented regression models (Table V.2), because
additional data were available. Otherwise, the Basic regression model was used.

‘Predicted Part A costs are based on expenditure regressions for inpatient, SNF, and home health care for each of the plans. When
a service is paid for by a plan, coefficients from an expenditure regression run on a nonenrollee group were used to predict costs for
that service. Notes ¢, d, and e indicate plans that pay for hospitalization, SNF, and/or home health respectively. For al other services
and plans, enrollee and nonenrollee samples are pooled for the regression, and the coefficient on the enrollment status variable is used
to adjust actua costs. A positive (negative) coefficient indicates enrollees have higher (lower) expenditures than nonenrollees, and
so predicted FFS expendituresfir that service are lower (higher) than actual expenditures. Signs (+ and -) are used in columns
labeled I, S, and H to indicate statistical significance at the 10 percent level (or better) of the coefficients on the enrollment variable
in the inpatient, SNF, and home health care equations, respectively. The absence of asign or footnote indicates that the estimated
coefficient on enrolhnent was statistically insignificant for that plan and service.

*Unweighted averages across plans, with the number of plans as the denominator,

‘At least some hospitalization paid for by the plan.

4At least some SNF care paid for by the plan.

‘At least some home health care paid for by the plan.

‘Predicted FFS costs and savings are based on Basic regression models (Table V.2), because plans were risk plansin 1992.
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between actual payments and predicted FFS payments as a percentage of predicted FFS payments).
Positive percentages indicate savings, and negative percentages indicate losses. Most of the percentages
are negative, indicating that coststo HCFA wereincreased by the cost program. Table V.5 summarizes

the distribution of plans by their predicted savings or lossesto HCFA.

1. Overall Impact on Costs

Nearly all cost HMOs and the HCPPs lost money for Medicare in 1993. On average, for the 18 cost
HMOs, actual costs were 20.7 percent (about $61 per member month) greater than predicted FFS costs,
and ranged up to 60 percent of costs. Only two of the cost HMOs appeared to save money for HCFA.
Most of the cost HMOs generated lossesin the 10 to 29 percent range. Among the HCPPs, the average
loss was very similar, 18.6 percent ($57 per member month), with over half the plans generating losses
in the 10 to 29 percent range. Only 8 of the 45 plans had actual average payments below predicted FFS
payments, and only one had apparent savings in excess of 10 percent of predicted FFS costs,

The cost increase to HCFA for the HCPP program as a whole is somewhat smaller than the estimated
average across plans, but is still considerable. The means reported above are not weighted by plan
enrollment; thus, they indicate the average success of the plansin the program rather than total program
impacts on costs to HCFA. When the effects on cost to HCFA per enrollee month for each plan are
weighted by member monthsin the plans, the estimated loss to Medicare from HCPPs declines because
one of the more cost-effective plans, Kaiser of Northern California, accounts for 44.0 percent of total
HCPP enrollment. The weighted average effect was aloss of 7.0 percent for the HCPPs. The weighted
estimate for cost HMOs (17.6 percent) was only dlightly lower than the unweighted average (20.7 percent).

As aresult of audits, actual costs to HCFA are typically dlightly smaller on average than what is
reported in plans' cost reports, but the difference istoo small to materially influence our estimates. The

cost reports we used to calculate actual payments were not audited in time for thisreport. Auditing has
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TABLEV.5

DISTRIBUTION OF PLANS BY PREDICTED SAVINGS OR LOSSES TO HCFA

HCFA Savings (Losses) Relative to
Predicted FFS Costs Part A Part B Total

All Plans

Number with Losses to HCFA

Over 60 percent 1 22 1
30 to 60 percent 5 27 14
10 to 29.9 percent 7 9 30
010 9.9 percent 19 2 10
Number with Savings to HCFA
Over 10 percent 14 2 |
0 to 10 percent 17 1 7
Total Number of Plans 63 63 63
Cost HMOs
Number with Losses to HCFA
Over 60 percent 1 7 0
30 to 60 percent 0 8 6
10 to 29.9 percent 2 1 8
0t0 9.9 percent 6 2 2
Number with Savings to HCFA
Over 10 percent 4 0 0
0to 10 percent 5 0 2
Total Number of Cost HMOs 18 18 18
HCPPs
Number with Losses to HCFA
Over 60 percent 0 15 1
30 to 60 percent 5 19 8
10 to 29.9 percent 5 8 22
0to 9.9 percent 13 0 8
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TABLE V. 5 (continued)

HCFA Savings (Losses) Relative to

Predicted FFS Costs Part A Part B Total
Number with Savings to HCFA
Over 10 percent 10 2 l
0 to 10 percent 12 l 5
Total Number of HCPPs 45 45 45

NOTE: Predicted percentage savings (losses) are defined as (I-actua costg/predicted FFS costs) x 100
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historically reduced HCFA'’s payments to plans by 4.92 percent on average. However, auditing does not
affect payments for out-of-plan services. In addition, only the largest plans are audited annually, and so
the savings are generated only every three to four years for the small plans. For our estimates, we divided
plans into four groups. (1) Kaiser plans with more than 10,000 enrollees, (2) other Kaiser plans, (3) other
plans with more than 10,000 enrollees, and (4) other plans with less than 10,000 enrollees. For the first
group, we reduced payments made to Kaiser plans by the historical savings rate from auditing Kaiser plans
(4.27 percent). To account for the periodicity of the audits of the second group, we reduced payments
made to Kaiser plans by one-third of the historical savingsrate from auditing Kaiser plans, For the non-
Kaiser plans, we reduced HCFA'’s payment to each plan by the savings rate from auditing non-Kaiser
plans (5.65 percent), and we used one-thud of that savings rate for the small non-Kaiser plans.

Thisyielded the following changes to our estimated effects on HCFA’ s costs:

Unweighted Weighted
cost HMOs
No audit adjustment -20.7 -17.6
With audit adjustment -19.7 -16.5
HCPPs
No audit adjustment -18.6 -7.0
With audit adjustment -17.9 -5.8

On average, the cost HMOs are still 16.5 percent more expensive than FFS, and the HCPPs are 17.9
percent more expensive than FFS.  Combining the effects of auditing and weighting for enrollment, the
total effect on HCFA’s costs is an increase of 16.5 percent for the program, and an increase of 5.8 percent

for the HCPP program.

"The estimate was obtained from HCFA' s Office of Managed Care.
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2. Impact on Part A and Part B Costs

HCFA’s Part B costs, rather than Part A costs, are the source of thelosses. The cost HMOs and the
HCPPs had small effects on Part A costs, on average. These small predicted effects are based on the
regression results for the three components of Part A FFS cost predictions: inpatient, SNF, and home
hedlth costs. The three columns at the far left of Table V.4 indicate the significance of effectsin each of
these regressions. Inthefirst column, apositive sign indicates that the coefficient on the binary variable
for whether the beneficiary was an enrollee is positive and significant in the inpatient cost regression.
Thus, a positive sign indicates that, when demographics and health status are controlled for, enrollees had
higher inpatient costs than nonenrollees. If these enrollees were in the regular FFS Medicare program, we
would expect that their inpatient costs would have been lower than the costs incurred under cost
contracting. A negative sign indicates that, when demographics and health status are controlled for,
enrollees had significantly lower inpatient costs than nonenrollees. For these enrollees, we would expect
that costs for their inpatient care would have been higher had they been in FFS Medicare than what HCFA
paid under cost contracting. If the plan paid for some inpatient services, then the enrollment status variable
is not in the regression. In this infrequent case, the prediction is based on the mean characteristics of
enrollees, and the coefficients on al of the independent variables are estimated on the nonenrollee sample
(equation 3). This specification is indicated with note “c.” Where the column is empty, a coefficient was
estimated, but it isnot significantly different from zero.

The second and third columns convey the same information about the coefficients on the enrollment
status indicator variable from the SNF and home health care payment regressions, respectively. 1n the SNF
column the footnote “d” indicates that the plan paid for some or al SNF services, so the enrollment status
variableisnot in the regression, and the prediction isfrom equation (4). Inthe home health column, the
footnote “€” indicates that the plan paid for some or all home health services, so the enrollment status

variableisnot in the regression, and the prediction isfrom equation (4).
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Plans did not tend to significantly reduce Part A payments relative to FFS, and many plans had
significantly higher costsfor at least one Part A service. For 9 of the 61 plans for which tests could be
conducted, inpatient payments were significantly higher for enrolleesthan for nonenrollees, and for 4 of
the plans, inpatient payments were significantly lower for enrollees. Among the 10 plans that had a
significant effect on SNF payments, 7 increased payments and 3 decreased payments. Among the 17 plans
that had a significant effect on home health payments, 12 decreased payments and 5 increased them.

Average Part A losses to HCFA were small. For Part A payments, the average cost to Medicare per
member month from cost HMOs was 2.1 percent greater than our estimate of what FFS costs would have

=~ been. For half of the 18 cost HMOs, HCFA' s Part A costs exceeded projected FFS costs. For the HCPPs,
the average extra cost per member month for Part A HCFA payments was 1.1 percent. About half (23)
of the 45 HCPPs had costsin excess of FFS projections.

The predicted increase in Part B costs to HCFA per member month are quite large (Table V.4).
These extra costs averaged $59 (55 percent of projected Part B FFS costs) for cost HMOs and $54 (49
percent) for HCPPs. For none of the cost HMOs and for only three of the HCPPs were actual payments
lessthan predicted Part B FFS costs. However, these plans (two of which were union-sponsored plans)
actually paid for only 44, 3 1, and 17 percent of their members' Part B coststo HCFA. It is likely that these
estimated savings are spurious. The low percentages of expenditures paid by the plans are not likely to

betheresult of cost-containment measures.

3. Impacts by Plan Characteristics

For al types of plans, costs to HCFA were greater in 1993 than if the enrollees were in traditional FFS
Medicare, but the cost increases were greater for some types of plans than others, on average (Table V.6).
Surprisingly, HCFA’s costs increased by 13 percent on average for employee/union and clinic plans versus
21 percent for HMOs and CMPs. Employer/union and clinic HCPPs tended to be smaller, nonprofit, staff
model plans that pay their staff salaries, and alarge proportion of their Part B bills are paid by HCFA
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MEAN SAVINGS (LOSS) TO HCFA RELATIVE TO PREDICTED
FFS COSTS, BY PLAN CHARACTERISTICS

TABLE V.6

Mean Percentage Savings (L0ss)

Plan Characteristics N Part A Part B Total
Contract Type

cost HMO 18 (2.1) (54.5) (20.7)

HCPP 45 (1.1) (49.0) (18.6)
Typeof Organization

HMO/CMP 49 (0.7) (56.8) (21.0)

Employer/union 11 (4.7) (28.0) (12.6)

Clinic 3 (1.2) (31.5) (13.0)
Model Type

IPA 19 (2.0) (45.7) (18.0)

Group 26 1.0 (60.2) (21.3)

Staff 18 (4.2) (41.8) (17.3)
For-Profit Tax Status

For-profit 23 (2.2) (57.3) (22.0)

Not-for-profit 40 (0.9) (46.7) (17.5)
Enrollment

1,000 to 4,999 37 (0.9) (45.8) (17.5)

5,000 to 9,999 14 (5.4) (62.5) (25.6)

More than 10,000 12 19 (51.3) (17.0)
Prior Risk Contract

Yes 22 2.8 (55.9) (18.4)

No 41 (3.6) (47.0) (19.6)
Enrollment in Service Ared’

< 70 percent 21 (9.9) (45.7) (22.7)

70 - 85 percent 16 4.2 (59.6) (18.2)

85 + percent 26 2.0 (49.0) (16.9)
Physician Financial Incentives

Plan directly paid physicians

capitation 3 3.0 (50.2) (18.1)
Plan directly paid physicians
saaries 17 5.7 (42.8) (18.4)
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TABLE V.6 (continued)

Mean Percentage Savings (L 0ss)

Plan Characteristics N Part A PartB Tota

Plan paid group capitation and

group paid salaries 11 3.9 (64.8) (21.7)

Other 18 (0.3) (54.6) (19.7)
Inpatient Utilization Review”

Most aggressive 10 18 (52.5) (18.0)

Aggressive 13 13 (74.8) (26.3)

Other 25 (3.9) (38.8) (16.2)
Outpatient Utilization Review”

Most aggressive 4 (3.5) (59.6) (22.0)

Aggressive 9 (1.8) (46.3) (17.3)

Other 36 (1.1) (52.5) (20.0)
HCPP Covers Preventive Care

Yes 30 (0.4) (54.5) (20.3)

No 4 2.4 (29.4) (12.3)

Mortality Rate Difference,
Enrollee - Nonenrollee?

<(0.010) 22 (2.0) (57.5) (22.1)
(0.010) - 0 30 39 (50.4) (15.8)
>0 11 (14.6) (37.2) (22.5)
DCG Difference,
Enrollee - Nonenrolleg”
<(0.010) 22 3.0 (51.2) (16.9)
(0.010)- 0 17 (1.4) (59.1) (22.8)
>0 24 (5.4) (44.0) (18.7)

NOTE: Estimates are unweighted means across plans, with the number of plans as the denominator.
Predicted percentage savings (losses) aredefined as (I-actual costs/predicted FFS costs) x 100.

““Serviceared’ includes all counties from which the plan draws at least 10 percent of its total Medicare
enrolIment.

**Based on six point scale, with a point each for (1) preadmission authorization required, (2) concurrent
review by a specia plan employee, (3) retrospective review, (4) preadmission discharge planning by a
specia plan employee, (5) case management for high cost or chronic conditions, and (6) profiles of
physicians inpatient utilization A scoreof six islabeled“ most aggressive,” and ascore of fiveis|abeled
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TABLE V.6 (continued)

“aggressive.” The number of plans with each score are: zero score - 4 plans; one - 1 plan; two-5 plans,
three-10 plans, four-4 plans; five-13 plans; six-9 plans.

“ Based on specialist referrals and primary ambulatory care. The most aggressive plans require doctors
visits to obtain referrals and profile both physicians' specialist referrals and primary ambulatory care.
Aggressive planseither: (1) require telephone pre authorization for referrals and profile both physicians

specidlist referrals and primary ambulatory care, or (2) require doctors visits to obtain referrals and profile
physicians speciaistreferrals.

Difference in mortality rate between enrollees and nonenrollee comparison sample, adjusted for

demographic differences. Negative numbersindicate favorabl e selection, and positive numbersindicate
adverse selection.

“ Difference between enrollees and nonenrollee comparison samplein the incidence of nondiscretionary
high cost hospital stays. Based on Ellis and Ash’'s (1995196) diagnostic cost groups. See Table V.3, note

6 for adescription of the calculations. Negative numbers indicate favorable selection, and positive
numbersindicate adverse selection.
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directly. Itisunclear which of these characteristics, if any, isresponsible for the lower losses. Because
these plans cover fewer services, there isless opportunity for these HCPPs to generate large losses for
HCFA, relative to plansthat provide more services.

Staff and IPA model plans are associated with slightly smaller cost increases to HCFA (17 and 18
percent) than group models (21 percent). Although staff model plans were expected to have lower |osses
because they do not pay doctors on aFFSbasis, group model planswere expected to perform better than
IPAs because of the tendency of IPAs in our sample to have poor financial incentives for providers. Cost
increases from not-for-profit plans were 4 percentage points less than those of for-profit plans.

One of thelarger differences among groups of planswas that planswith ahigher proportion of their
enrollees in their service area generated lower losses. These plans may be better able to control inpatient
utilizl ation, although aggressive inpatient utilization by itself does not appear to have generated saving in
the aggregate. The relationship between plans financial incentive and losses to HCFA is unclear. Losses
on plans that directly pay physicians capitations or salaries are only dightly lower than those on plans with
other financial incentives. A more important factor seems to be coverage of preventive services, which
is associated with cost increases 8 percentage points higher than those of plans not covering preventive
services. The cost of these additional services would be difficult to separate from traditional Medicare
services and are likely to be included in the cost reports. While preventive services might lead to lower
total costs, the cost effectiveness of some forms of preventive services has been questioned (Russell 1986).
In any case, this difference should be interpreted with caution since only 4 plans do not provide preventive
Services.

The relative magnitude of Part A lossesincurred by HCFA for different types of plansis somewhat
consistent with predictions (Table V.6). HMQs averaged lower Part A losses to HCFA than
employee/union and clinic plans. The plans with aggressive inpatient UR, plans with prior risk contracts,

and plans with over 10,000 members on average actually generated savingsin Part A costs for HCFA.
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Plans with higher proportions of enrolleesin their local service area aso reduced Part A costs, whereas
those with less than 70 percent of enrolleesin the local area had sizeable losses on average. However,
other findings are anomalous. Plans with adverse selection incurred the greatest losses to HCFA, under
either selection measure.

The correlation between Part B losses and plan characteristics is generally not consistent with
predictions (Table V.6). HMOs are associated with larger Part B losses for HCFA than employee/union
and clinic plans. Thisfinding is consistent with HMOs saving on inpatient care by substituting outpatient
care, but the lack of savings on Part A costs (and the magnitude of increases for part B costs) suggests that
HMOs are not doing this. Furthermore, outpatient UR and physician financial incentives are not
consistently linked to lower Part B losses. Outpatient UR has no consistent effect. Plansthat directly pay
physicians saaries generated the smallest Part B losses for HCFA. Plansthat directly capitate physicians
generated losses for HCFA that were about 4 percent lower than those for plans with poor financial
incentives. Plansthat capitate groups which in turn pay their physicians salaries generated larger Part B

lossesfor HCFA.

4. Eight Plans Associated with Savings to HCFA

Eight plans were associated with savings to HCFA, but these plans have no distinctive features that
might explain their lower observed costs (Table V.7). For four of the plans, over haf of total Part B costs
were paid directly by HCFA, so their “savings’ are more likely to be random noise. That is, since over
haf Part B care to enrollees was hilled directly to HCFA, these plans had relatively little control over the
total use of services by their members. Another plan, CIGNA of Southern California(H6056), did not
respond to repeated survey efforts, so little is known about their practices. The planisunusua interms
of its large Medicaid enrollment (82 percent). We are likely to have underestimated its actual costs,
because CIGNA included all three of the HCPPs it marketed in Southern California in one cost report, and
the other two CIGNA plans had healthier enrollees. The three remaining plans are those most likely to
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have generated real savings to HCFA. These plans are similar primarily in terms of their non-profit HMO
status, evidence of favorable selection, and larger predicted savings on Part A services offsetting relatively
modest losses on Part B. However, they differ on most other characteristics. Kaiser of Northern California
isalarge, group model HCPP with decades of experience in managed care. Capital Group Healthisa
small staff model cost HMO, and Health Plan of the Upper Ohio Valley isamodest size, IPA-model cost
HMO, with about 8,000 members and over 90 percent of its enrollment within its service area. Neither
the financial incentives for physicians nor the UR procedures of these plans appear to be strikingly different

from those of other, less cost-effective plans.

5. Discussion

The pervasiveness and magnitude of the losses to HCFA, which arise from higher Part B costs under
cost contracting, isdifficult to explain. Administrative expenses, at an average of $10 per member month,
are higher than in the FFS program, but they account for only asmall portion of the large average |osses
to Medicare ($61 per member month for HCPPs).® More plausible explanations arise from the market for
physicians services.

There are severa reasons to expect the cost HMOs and HCPPs to pay physicians more than they
would earn through the Medicare FFS program. First, there is no incentive to keep physician
reimbursement below the amount they would earn under Medicare. Because the plans do not share any
profits that result from keeping costs down there is no incentive to do so. Furthermore, M edicare member
often comprise only a small fraction of the total enrollment of these plans. Thus, plan executives are
unlikely to antagonize physicians by insisting on salaries, capitation rates, or fee schedules that are low
relaive to Medicare FFS payments, given the small savings that would accrue to the plan.  Second, even

if plans had the incentive to do so, it would be difficult under many physician payment arrangementsto

‘Executives at one HMO said that the plan switched from arisk contract because the cost contract
alowed it to allocate more fixed coststo Medicare.
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determine how to set rates below Medicare rates. For example, if physicians are paid asalary, what rate
would be equivalent to the amount they would earn treating the same patients under Medicare FFS
reimbursement? Similarly, determining a capitation rate for physician services that would be equivalent
to the reimbursement that physicians would receive under Medicare FFS would be difficult. Since plans
have no incentive to hold these costs below those that M edicare would have incurred, they often choose
the more expedient approach of basing physicians' pay on the amount that they earn for serving the plan’'s
commercial clients. These rates will typically result in higher coststo Medicare. Finally, plans may not
be able to negotiate rates for physician services as low as those paid by Medicare. Asalarge governmental
purchaser, Medicare has the power to set fees below those of the commercia insurers. A cost HMO or
HCPP with a few thousand enrollees has much less bargaining power.

Our interviews with the plans provide some limited evidence to support this theory. Only 8 of the 29
plans that answered our questions about physician pay said that they paid physicians the Medicare
allowableratefor servicesto Medicare patients or paid physicianslower FFS rates for Medicare patients
than for commercial clients. Eighteen (60 percent) of the plans said that their physicians' pay does not
differ for services to Medicare and non-Medicare members. This group includes about equal numbers of
plans paying salaries, capitation rates, and fee-for-servicerates. Another 3 plans pay capitation rates that
differ for Medicare and non-Medicare clients, but the rates are not tied to expected earnings under

Medicare FFS
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VI. COST OR SAVINGS RELATIVE TO RISK CONTRACTING

Many of the cost HMOs and HCPPs in our study had converted from risk contracts. Their reasons

for converting and the relative costs to HCFA of cost and risk contracting are the subjects of this chapter.

A. REASONS FOR CONVERTING FROM RISK TO COST CONTRACTS

One-third of the 65 cost HMOs or HCPPs with more than 1,000 enrollees in December 1993 once
held a Medicare risk contract. Twenty former risk plans converted to cost or HCPP contracts between
1990 and 1992. In 1994, we interviewed 8 cost HMOs and 11 HCPPs that formerly held Medicare risk
contracts to learn why risk plans convert to cost or HCPP contracts and the factors they consider when
choosing betweea a cost or HCPP contract. The discussion below is drawn from our interim report on the
plan case studies (Nagatoshi and Brown 1995).

The 19 former risk plans we interviewed identified four reasons for converting to cost or HCPP
contracts: financial concerns, market factors, regulations, and adverse selection. Financial concernswas
the leading reason. Only two plans identified adverse selection as areason for conversion. (Plans were
allowed to specify multiple reasons.)

Eighteen plans stated that they lost money under their risk contract. During the same time, about half
of these plans were also losing money on their commercial business. Most plans (79 percent) indicated
that their financial problems were due to low AAPCC rates. On average, the 1993 AAPCC rate was about
$40 (11 percent) lower for former risk plans than for cost HMOs and HCPPs without a prior risk contract.
Over 40 percent of the plans also said that their financial problems were due to difficulties controlling their
costs. For example, one plan stated that it was unable to control hospital admissions and hospital days.
Another plan stated that due to its rapid growth, some enrollees had to seek care from non-network

providers at higher cost.
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Some former risk plans are in markets where other risk plans have continued to operate successfully.
These plans also attribute their withdrawal to market factors or problems with program regulations. A few
plans stated that because they had low enrollment levels, they had problems obtaining discounts from
providers and were unable to spread their risk adequately. Three plans mentioned problems with
regulations, For example, one plan converted after the state mandated that all insurers and HMOs pay
hospitals on a DRG basis. This plan had been paying hospitals on a per-diem basis, which was more
advantageous than the state DRG rates to the plan.  This change to DRG rates eliminated a major strategy
used by risk plansto save money, which isto shorten hospital stays (Hill et a. 1992).

The converting plans gave severa reasons for remaining in the Medicare market as a cost or HCPP
plan rather than exiting it completely. Many wanted to continue serving all age groups and/or felt obligated
to their communities to continue serving Medicare patients. Many of the HCPPs remained at the request
of their clientswho are employers. A few remained in the market to avoid bad publicity or to maintain
relationships with their providers, sincethey were interested in eventually offering arisk plan again.

The main reason the HCPP contracting option was selected instead of cost contracting was to avoid
the regulations that pertain to cost plans. Most cost plans chose the cost contracting option because of
information or advicethey received from HCFA or fromtheir own advisors. One cost plan stated that it
was interested in returning to risk contracting, and a cost contract was more similar to arisk contract.
Another cost plan stated that the cost program is consistent with its belief in the benefits of comprehensive
services.

These former risk plans converted to cost contracts with the expectation that their revenues would
increase under cost-based reimbursement. The nature of the problems many of them identified, such as
trouble controlling costs and inadequate AAPCC rates, suggests that under cost-based reimbursement, they

may not be saving HCFA money relative to Medicare FFS.
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If the cost and HCPP contract options were not available, most of the former risk plans would not have
continued their risk contract because their financial losses would have been too great. One-third of the
plans said they would have instead offered Medigap policies. Almost one-fourth would have dropped out
of theMedicare market. Only one plan would have continued asarisk plan.

About three-fourths of the cost HMOs and HCPPs that are eligible to sign arisk contract have
considered doing so." Plansare morelikely to consider risk contracting if thereis asizeable increasein
thelocal AAPCC rates, if they have competition from other risk plans, or if their providers become more
willing to share some of therisks. If the cost and HCPP programs were discontinued, about one-third of

the cost HMOs and HCPPs eligible to sign risk contracts said they would do so.

B. METHODOLOGY

To evaluate the cost-effectiveness of cost-based payment relative to risk-based payment, we compared
Medicare payments in 1993 for each cost HMO and HCPP sample plan to our estimate of what each plans
M edicare payments would have been under aMedicarerisk contract. Our method for computing actual
Medicare payments for each sample plan is described in Chapter V.2 Our method for computing estimated
risk payments for each cost and HCPP plan is explained below.

The Medicare payments to arisk plan can be written as:

(1) Medicare riskpayment = ZAAPCC,*ARF,*N,,

‘Forty-two plans were eligible to sign risk contracts. Union/employer-sponsored plans are not allowed
to enter into Medicarerisk contracts.

Our estimates of actual costs used in this chapter differ slightly from those in Chapter V, because
here we restrict the sample over which actual costs are calculated to enrollees residing in the plan’s defined
service area. This change is necessary to ensure that costs are measured over the same geographic area
that we use in generating risk contracting revenues.
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where A4PCC, isthe AAPCC rate for county k, ARF, isthe average risk factor for plan enrollees from this
county, and N, is the number of enrollee months from county k. For the purpose of calculating average risk
factors for each plan, we defined each plan’s service area as all counties with at least 10 percent of the
plan’s M edicare enrollment.* M edicare risk payments were cal cul ated separately for Medicare Part A and
Part B and summed to yield total payment.

Dataon 1993 AAPCC ratesfor each county in the country are published by HCFA, and the number
of enrollee months by county in 1993 for each sample plan can be computed from the GHP master-file.
Average risk factors for each county, however, had to be estimated. Average risk factors are the weighted
average of HCFA’ s demographic cost factors, the weight being the estimated distributions of plan enrollees
over the AAPCC rate cells. Thus, the Part A and Part B average risk factors (ARFA and ARFB) for
county k were calculated as:

(2A) AREA = Z E C] ¢f

(2B) ARFB, = T E C] ¢

y

where

Cif = Part A demographic cost factor for rate cell ij

B _ . ..
C,; = Part B demographic cost factor for rate cell i,j, and

k

e; = Percent of county k sample enrolleesthat fell into rate cell 4,

Demographic cost factors indicate HCFA' s estimate of the relative cost of caring for risk plan
enrollees in the various AAPCC rate cells. The AAPCC risk cells separate each age/gender group into

threecategories:

*In Chapter 111, we describe how we defined each plan’s service area for purposes of calculating
averagerisk factorsand estimating Medicare risk-based payments. Chapter 111 also contains atable that
lists the countiesin each plan’ s service area.
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1. Not institutionalized, non-Medicaid
2. Not institutionalized, Medicaid
3. Institutionalized

Table VI. 1 displays the 1993 demographic cost factors for individuals according to their age, gender,
Medicaid status, and ingtitutional (nursing home) status. For example, arelatively low-cost individual is
afemale, age 65 to 69, who is not on Medicaid and who is not in an ingtitution. In 1993, her risk factor
was.55. A relatively high-cost individual isafemale, age 85 or older, who isin an institution; her risk
factor was 2.0.

If dataon al of the characteristics needed to identify the rate cell into which an enrollee falls were
available for each enrollee from the GHP masterfile or Enrollment Database file, we could calculate the
risk payment amount exactly. However, these files lack data on whether cost and HCPP enrollees reside
in an institution.* Thus, for each plan we estimated the distribution of each age/gender group of enrollees
across these three AAPCC célls.

We used several approaches to estimate the distribution of enrollees across the rate cells needed to
compute the ARF, depending upon the type of dataavailable for each plan:

1. For plans that previously held arisk contract, we used the actual distribution of enrollees
across rate cells to compute the average risk factor for the plan during the last year of
operation as a risk plan. We used this as the estimate for the current contract, assuming that
the mix was not likely to have changed greatly. The percentage of enrolleeson Medicaid in
these plans during the time the plan held a risk contract was calculated from the GHP file and
compared to the current percentage to confirm the similarity of the enrollment base.

2. For all plans, we used the observed distribution between Medicaid and non-Medicaid for each
age/gender category, together with external information, to estimate the proportion in
institutions. Several external sources were used. For each approach, the objective was to
determine for each age/gender cell the probability of being in a particular
institution& Medicaid group (P.,,), based on the observed proportion of enrollee months on

Medicaid (P,), and an estimate of the conditional probability of being in an ingtitution, given
Medicaid status [P(i|m)]:

“The GHP master-file does contain data on whether risk plan enrollees reside in ingtitutions.
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TABLE VI. 1

AAPCC DEMOGRAPHIC COST FACTORS FOR 1993

Mae Female
Non-Institutionalized Non-hstitutionalized
Non- Non-
Institutionalized Medicaid Medicaid Institutionalized Medicaid Medicaid

Aged
85 and over 2.40 2.50 1.30 2.00 1.95 1.10
80-84 2.40 2.35 1.20 2.00 1.65 1.00
75-79 2.40 2.10 1.10 2.00 1.40 .80
70-74 2.40 1.70 .85 1.80 1.10 70
65 - 69 1.90 1.30 70 1.55 85 .55
Disabled
60-64 1.85 65 1.30
55-59 1.50 .95 .95
45-54 1.30 1.20 75
35 -44 1.10 1.40 .60
Under 35 1.10

1.85 55

Aged
85 and over 1.90 1.65 1.15 1.70 1.25 1.00
80-84 1.90 1.65 1.15 1.70 1.25 1.00
75-79 1.90 1.60 1.10 1.70 1.25 .95
70-74 1.85 1.40 100 1.65 1.15 .85
65 - 69 1.60 1.10 75 1.50 1.05 70
Disabled
60-64 .95 1.50 1.00 1.25 1.65 1.30
55-59 1.10 1.30 .80 1.45 1.45 1.15
45-54 1.25 1.15 .60 1.60 1.25 95
35 -44 1.35 1 .00 .50 1.75 1.10 .80
Under 35 1.55 1.00 40 1.80 95 .70
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(3) Py =P,*P(iim),

where i is a binary indicator for whether the beneficiary is ingtitutionalized or not, and #2 indicates whether
the beneficiary is on Medicaid. We used three methods to obtain three different estimates of P(i|m) for
each plan:
« An average of the P(ilm) estimates from the plans that had previous risk contracts (calculated
from the GHPfile)

. The average P(iim) for risk plans (if any) operating in the counties served by the cost plan or
HCPP in 1993 (calculated from the GHP file)

« Anestimate of P(ilm) calculated from nonenrollees in the counties served by the plan:
P(i=0im=1) = PY(i=0,m=1)/P"(m=1) = P*(i=0,m=1)/[P"(i=0,m=1)+P"(i=1)P"(m=1,i=1)]

P(i=0lm=0) = P(i=0, m=0)/P ¥(m=0) = P ¥(i=0,m=0)/[P ¥(i=0,m=0)+
PYi=1)(1-P'(m=1li=1)]

Pi=1im=1) = 1 - P’(i=0\m=1)

P(i=1lm=0) = 1 - P(i=0|m=0)

where PY(i=0, m=0), and PY(i=0, m=1), and P"(i=1) are the proportions of nonenrollees in the county who
areinthethreeinstitutional/Medicaid cells defined by HCFA (fromHCFA’s stacked demographicsfile)
and PYtm=1|i=1) = .6 (Short & al.1992).3

After these estimatesof P(ijm) were derived, for each plan we constructed P, for different values of
institutional status and Medicaid status for each age/gender cell using the plan’s actual proportion of

enrolleeson Medicaid P(m=1)

(4A)  Not in ingtitution, not on Medicaid: P(i=0,m =0)=P(i =0jm =0) *P(m =0)

* Another approach would be to use P(m=I) and P(m=0) from the GHP masterfile, but this could lead
to anomal ous results (conditional probabilitiesthat are negative or greater than 1) because the numerator
and denominators would come from two different data sources.

135



(4B)  Notininstitution, on Medicaid: P(i=0,m = 1) =P(i=0jm = 1) *P(m = 1)

(4C) Iningtitution: P(i=1)=15(i:1]m =0) *P(Im=0)+P(i=1jm=1)*P(m=1)

The average risk factors were then calcul ated as the weighted average of the cost factorsfor the AAPCC
risk cells, the weight for each factor being the estimated proportion of plan enrolleesin that risk cell.

A comparison of the average risk factors obtained under the alternative estimation methods described
above reveals differences of about 30 percent between method one and method three. The first two
methods yielded fairly similar estimates because previous analysis of risk plans suggests that none of the
plansislikely to have enrolled asizeable portion of nursing homeresidents. The third method yielded a
somewhat higher ARF estimate because the proportion of nonenrolleesin nursing homesis used to
estimate the proportion of cost HMO or HCPP enrollees who would be in a nursing home. Thus, this
should be viewed as an upper bound on the estimate, whereas the other two measures should be considered
reasonable lower bound estimates for the ARF.

Theratio of actual coststo projected costs under risk contracting was computed for each planinthe
analysis, for all cost HMOs combined, for all HCPPs combined, and for subgroups of HCPPs and cost
plans defined by plan characteristics. We also computed the ratios for Part A and Part B costs separately.
Theratio of actual plan costs to the AAPCC for Part A serviceswill reflect biased selection, any effects
that plans have on Part A service use, and errorsin the local AAPCC. Theratio for Part B costs will reflect
these factors plus the rates that plans pay for particular services.®

One issue that could lead to inappropriate inferences about the cost-effectiveness of cost contracting
relative to risk contracting isthat differences between the two could be partly the result of overestimates

or underestimates of the USPCC, HCFA'’s projection of the average cost per Medicare beneficiary inthe

®To obtain the full AAPCC rates we divided the published county AAPCC rates by .95 since the
published rates are the risk program payment rates for each county (i.e., 95 percent of the estimated
AAPCC for acounty).
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United States, for calendar year 1993. County AAPCC rates for risk plans are equal to the USPCC,
multiplied by a geographic adjustment factor that reflects historic differences across counties in payment
per capita However, the USPCC is projected nearly two years before a contract year. Errors in projecting
the USPCC for 1993 will clearly affect imputed capitation payments for enrollees and the cost-
effectiveness of cost HMOs and HCPPs relative to risk contrasts. Compared with ayear when the USPCC
is projected accurately, overestimates of the USPCC in 1993 will raise imputed capitation payments,
making cost HMOs and HCPPs more cost-effective relative to risk plans than they would be if the USPCC
were accurately estimated. Underestimates of the USPCC will have the opposite effect. Over the past 10
years, over-predictions and underpredictions of the USPCC have been roughly balanced, indicating that
over time, it isan unbiased predictor of average cost to Medicare per beneficiary, although it may be off
afew percent in either direction in any given year.

HCFA'’s retrospective calculations for 1993 show that the error in the projected USPCC for aged
beneficiaries that was used in calculating the 1993 AAPCC rates was quite small for Part A but fairly large
for Part B. For 1993, the Part A USPCC was underestimated by 0.5 percent, but the Part B USPCC was
overestimated by 18 percent. Thus, our estimated ratio of Part B costs under cost contracting to what they
would have been under risk contracting for 1993 would be larger if the USPCC had not been
overestimated so greatly. The actua USPPC rates for beneficiaries eligible because of adisability were
2.7 percent lower than the AAPCC rates for both Parts A and B.

C. COMPARISON OF ACTUAL PAYMENTS TO PAYMENTS UNDER RISK

CONTRACTING

HCFA'’s actual cost-based payments exceed estimated risk-based payment levels by a substantial
margin on average, but costs were lower than risk payment levels for over one-third (38 percent) of the
plans, Although we present our resultsfor al sample plans, only plansthat arefederally qualified HMOs

or CMPs that comply with federal and state regulations regarding quality assurance plans, marketing
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practices, and reporting requirements can sign risk or cost contracts. HCPPs that are sponsored by unions
or clinics are not eligible to convert to the risk program. We did not drop union or clinic-sponsored plans
from our analysis, however, because it isuseful to know whether cost-based plans asagroup are more or
less cost-effective to HCFA relative to risk-based plans, and whether union and clinic plans are more or

less cost-effective than HMO and CMP plans.

1. Impacts on Total Payments

On average across plans, HCFA payments for enrollees in cost plans in 1993 were 10.8 percent higher
than the average risk-based payments would have been, and payments for enrollees in HCPPs exceeded
risk-based payment levels by 6.9 percent.” Table VT.2 (columns 2 and 3) presents our comparison of
actual average Medicare cost-based and risk-based payments separately by plan and for cost HMOs and
HCPPsoverall.

Although HCFA payments on average were higher for enrollees in cost and HCPP plans, HCFA
payments for enrollees in over one-third of the cost and HCPP plans were lower than they would have been
under risk contracting. For six cost plans (33 percent) and 18 HCPPs (40 percent) HCFA'’ s costs were
lower under cost contracting. |If these 24 plans had converted to risk contractsin 1993, HCFA's average
payment for beneficiaries enrolled in these plans would have increased (assuming no changes in plan
enrollment or operations). The plan with the greatest overall savings relative to risk contracting was Cigna
of Southern California (H6056), an HCPP HMO/CMP, which had 39 percent savings.” Four additional
plans had overall savings of 10 percent or more relative to risk contracting costs: Health Plan of Upper

Ohio Valley (HS5102), Capital Group Hedth (H1010), HIP Network of Florida (H633 6), and Boro Medical

"Asindicated in Table V1.2, these are unweighted averages across all sample plans, with the number
of plans as the denominator. Weighted averages are presented and discussed in Table VT.3 below.

*This is likely to be somewhat of an overestimate of savings, however. Cignafiled asingle cost report
for this and two other Cigna HCPPs, which both had more favorable selection. Thus, Cigna probably
incurred higher costs per member month on the Southern California plan than the other two Cigna plans.
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TABLE VI.2

OVERALL COMPARISON OF ACTUAL AVERAGE MEDICARE
COSTSAND AAPCC RATESTOTAL COSTS

Percentage Cost Savings (Loss) to HCFA Relativeto”:

Predicted AveragePayments ~ AAPCC Adjusted for
Actud Average as Risk Plan’ Risk Factors’
Costs® (95% AAPCC) ( 100% AAPCC)

verag (10.8) (5.
IPA Model
Average $330 (6.0 0.7
HO602 $344 (15.8) (10.0)
HO749 $377 (17.3) (11.5)
H1203 $292 3.7 85
H3 104 $420 (20.6) (14.6)
H3356 $299 5.8 105
H3801 $353 (7.9) 2.5)
H3851 $262 (7.9) (2.5)
H5102 $293 11.8 16.2
Group Model
Average $415 (21.7) (15.6)
H1553 $393 (12.7) (7.0)
H3149 $438 (30.6) (24.1)
Staff Model
Average’ $375 (12.9) (7.2)
HO502 $626 (36.5) (29.6)
H1010 $233 12.7 17.0
H1449 $501 (26.9) (20.4)
H3308 $291 05 55
H3349 $286 9.1) (3.7)
H3602 $309 6.4 111
H4101 $367 (19.) (13.1)
H5002 $390 (31.2) (24.6)

Average $362 (69)
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TABLE V1.2 (continued)

Percentage Cost Savings (Loss) to HCFA Relativeto”:

Predicted Average Payments ~ AAPCC Adjusted for

Actud Average asRisk Plan” Risk Factors
Costs® (95% AAPCC) (100% AAPCC)
HMOs
Average $346 (6.4) (1.1
HO65 1 $312 (14.4) (8.7)
HO652 $273 4.1 8.9
HO704 $387 (23.2) (17.1)
H1149 $338 (6.7) (14)
H1649 $282 36 85
H1703 $314 4.9 9.7
H1949 $480 (28.8) (22.4)
H2150 $325 (34 17
H2251 $386 (18.3; (12.4)
H2254 $306 (14.2) (85
H2449 $302 (15.9) (10.1;
H2450 $340 (1.1) 4.0
H2451 $252 6.1 10.8
H2453 $306 7.7 12.3
H260 1 $389 (13.6) (7.9)
H3301 $362 5.3 10.0
H3451 $280 4.2) 1.0
H3452 $280 (9.0) (3.6)
H3601 $309 19 6.8
H4555 $396 (45.0) (37.7)
H4600 $280 (4.8) 05
H6052 $328 9.5 14.0
H6054 $453 5.4 10.1
H6055 $434 9.4 139
H6056 $404 39.2 42.2
H609 1 $510 (21.8) (15.7)
H6144 $388 (30.0) (23.5)
H6151 $315 (21.1) (15.0)
H6152 $326 (19.5) (13.5)
H6336 $361 12.4 16.8
H6521 $300 (13.2) (7.6)
Union Plans
Average $413 9.3) (39)
H1605 $305 (22.7) (16.5)
H4556 $370 (25.3) (19.1)
H6053 $466 (1.5) 3.6
H6140 $369 (319 (25.3)
H6141 $434 0.1 5.1
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TABLE V1.2 (continued)

Percentage Cost Savings (Loss) to HCFA Relative to*
Predicted AveragePayments ~ AAPCC Adjusted for

Actual Average as RiskPlan® Risk Factors
Costs® (95% AAPCC) (100% AAPCC)
H6142 $380 4.4 9.2
H6171 $295 (2.8) 2.3
H626 1 $400 (18.2) (12.3)
H6333 $474 0.6 5.6
H6334 $562 (9.8) (4.3)
H6391 $484 5.0 9.7
Clinics
Average $348 (34) 18
H6102 $344 2.8 7.7
H6161 $295 (23.2) (17.0)
H633 1 $405 10.3 14.8

* Percentage savings = (1 - actual cost/projected costs under risk contracting) * 100.

®Actual average costs for enrolleesin the plan'slocal servicearea. Sum of costs per member month from the
plan’s cost report adjusted to remove estimated expenditures for enrollees with ESRD, and average claims per
member month calculated from the National Claims History file, 1993, adjusted to include administrative costs.

““Adjusted” AAPCC rates given in columns 3 and 4, are obtained by averaging the imputed demographic cost
factors for sample members over enrollment months for each county; multiplying by the sample proportion of
enrollee months for that county, and the county AAPCC rate; and summing over counties in the market area.
Average payments in column 3 are equa to 95 percent of this adjusted AAPCC. (Published AAPCC rates,
which already incorporate the .95 factor, were scaled up to equal the full AAPCC.)

4Unadjusted AAPCC rates an computed from the published county payment rates, divided by .95 to yield the full
county AAPCC for the elderly. The estimate is aweighted average of the county AAPCCs for the market area,
using as weights the population of plan enrollment from each county. They do not incorporate average risk
factors.

“ Unweighted averages across plans, with number of plans as the denominator.
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TABLEVI.3

142

»
CHARACTERISTICS OF PLANS WITH HIGH SAVINGS RELATIVE TO PREDICTED RISK PAYMENTS
Plans with Predicted Savings Greater Than 10 Percent
‘ Average
ag
8 Health Over Plans Average
Plan of with 0-9.9 Over
Cigna of Capital HIP Upper Boro Percent Plans with
Southern Group Network Ohio Medical Predicted Predicted
California Health of Florida Valley Center Savings L osses
Characteristics (H6056) (H1010) (H6336) (H5 102) (H633 1) (N=19) (N=39)
Predicted Percentage Savings
(Losses) Relative to Predicted
Risk Payments
Part A 52.5 179 27.8 16.0 231 135 (1.9)
Part B 19.9 5.8 @0 44 (12.1) 9.2) (41.7)
Total 39.2 12.7 12.4 118 10.3 4.6 (17.4)
Predicted Percentage Savings
(Losses) Relative to FFS
Part A 30.2 132 6.0 12.2 (4.3 (0.3 (3.9)
Part B (10.7) (9.9) (19.7) (18.3) (21.5) (31.0) (64.5)
Total 131 4.2 (7.6) (2.6) (10.9) (11.3) (25.5)
Contract Type
Cost HMO v/ v 21% 31%
HCPP v v / 79% 69%
Plan Type
HMO v v v/ v/ 74% 79%
Employer/Union 21% 18%
Clinic v/ 5% 3%
Model Type
IPA v/ v 3% 26%
Group 32% 51%
Staff v v v/ 32% 23%
Enrollment (Member Months) 25,908 17,940 31,739 97,324 83,107 192,794 81,892
Prior Risk Contract v/ 32% 38%
Contract on March, 1996
Cost/HCPP 4 v v 79% 90%
Risk v 16% 8%
None 4 5% 3%
For-Profit Tax Status
For-profit v 32% 41%
Not-for-profit v v v v/ 68% 59%
Percent of Enrollmentin
ServiceAred 88.2 7.7 85.4 931 82.4 77.4 726
Percent of Part B Costs Billed
Directory to HCFA 12.2 25.0 25.3 26.5 75.6 383 30.2



TABLE V1.3 (continued)

Plans with Predicted Savings Greater Than 10 Percent

Average
Health Over Plans Average
Plan of with 0-9.9 Over
Cigna of Capital HIP Upper Boro Percent Planswith
Southern Group Network Ohio Medical Predicted Predicted
California Health of Florida Valley Center Savings Losses
Characteristics (H6056) (H1010) (H6336) (H5 102) (H6331) N=19) (N=39)
Mortality Rate Difference
Enrollee-Nonenrollee® (0.011) (0.001) (0.020) (0.005) (0.022) (0.004) (0.020)
DCG Difference
Enrollee-Nonenrollee (0.060) (0.008) (0.019) 0.001 (0.012) (0.009) (0.004)
Percent Receiving Medicaid 822 14 03 31 3.7 17 21
Percent Eligible Dueto
Disability 371.2 5.8 8.0 5.6 24 4.7 55

NoTE:  Unweighted meansacross plans, with the number of plans asthe denominator. Predicted percentage savings (losses) are defined
as (I-actual costs/predicted FFS costs) x 100.

‘“Service area’ includes al counties from which the plan draws at least 10 percent of its total Medicare enrollment.

® Difference in mortality ratebetween enrollees andnonenrollee comparison sample, adjusted for demographic differences. Negative numbers
indicate favorable selection, and positive numbers indicate adverse selection.

¢ Difference between enrollees and nonenrollee comparison sample in the incidence of nondiscretionary high cost hospital stays (based on Ellis
and Ash’ s(1995/1996) diagnostic cost groups). Negative numbers indicate favorable selection, and positive numbers indicate adverse
selection.
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Center (H633 1). Among the five plans for which HCFA' s costs were 10 percent or more below rnisk
payment levels, four areHMOs or CMPs, four are nonprofit, and four were not formerly risk plans(Table
VI.3). All five plans had evidence of favorable selection (according to both mortality and DCG measures),
and for al five, at least three-fourths of their enrolleesresidein their servicearea.® Thirty percent of the
24 plans that saved HCFA money relative to risk contracting are former risk plans, roughly the same
proportion that former risk plans comprise among the plans for which HCFA lost money. Of special
interest is the fact that four of the cost-effective plans had converted to arisk contract by January 1996.
Most of these 24 plans are nonprofit, most had favorable selection (according to both measures), and most
did not have aggressive inpatient or outpatient utilization review programs. Thus, no characteristics
especially distinguished the successful and unsuccessful plans.

For thirteen plans, coststo HCFA exceeded risk payment levels by 25 percent or more. If these 13
plans had converted to risk contracts in 1993, HCFA payments per beneficiary enrolled in these plans
would have decreased substantially (assuming no changes in plan enrollment or operations). The two plans
for which costs exceeded risk payment levels by the largest margin are Scott and White Health Plan
(H4555), an HCPP whose enrollees cost HCFA 45 percent more than risk payment levels, and Contra
Costa HMO (H0502), a staff model cost HMO whose enrollees cost HCFA 37 percent more than risk
contracting would have.

HCFA'’s cost for enrollees in cost HMOs and HCPPs exceeds even the full AAPCC. The fourth
column in Table V1.2 (AAPCC adjusted for demographic risk factors) indicates our estimated HCFA
payments if each plan were paid 100 percent of the relevant AAPCC rate for their enrollees instead of 95
percent of the AAPCC rate. That is, this column indicates HCFA's actuarial estimate of payments for risk

plan enrollees (assuming no biased selection) if they had instead been receiving al their carein the FFS

°In this case, we define each plan’s service area as all counties where 10 percent or more of plan
enrollees reside.
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sector. Cost-based payments to over half the plans (33 plans out of 63) exceed this presumed upper bound
on what costs should be. HCFA’ s cost for enrollees in cost HMOs exceeded the AAPCC by 5.3 percent,
while cost for enrollees in HCPPs were 1.6 percent above the AAPCC on average. Given that most plans
had significant favorable selection, we should expect HCFA’s costs to be lower than the AAPCC

The estimates reported above should be interpreted as the average loss to HCFA per member month
for the sicalcost HMO or HCPP plan. We also estimated program-wide cost savings or losses to
HCFA for the cost and HCPP programs relative to risk contracting by weighting the net savings per
member month (in dollars) for each plan by the plan’s total member months (see Table V1.4). These
weighted averages of plan savings or |osses are a more appropriate measure of the savings or losses to
HCFA for the cost contracting programs as awhole, but can mask important differences across plans.

The estimated program-wide lossesto HCFA are dlightly lower than the average | osses across plans
for cost HMOs, and HCFA may have actually saved a small amount overall on the HCPP program. The
total loss to HCFA for all enrolleesin cost HMOs is 9.5 percent (versus 10.8 percent under equal
weighting across plans). HCFA saved 1.2 percent relative to risk contracting on enrollees in HCPP plans,
asubstantialy different finding from the unweighted average across plans showing a 6.9 percent loss to
HCFA. The difference is due solely to the fact that the largest plan (Kaiser of Northern California), which
accounted for 44 percent of all HCPP enrolles, generated savings of 9.5 percent relative to what risk
contracting costs would have been.

These estimates do not reflect the dlight impact of auditing on actual costs paid by the plans, because
audited cost reports were not yet available. We again use the same methodology as described in
Chapter V, adjusting for the historical savings generated by the auditing of Kaiser and other plans, and
accounting for the frequency of audits, which vary with plan size. Average losses to HCFA across plans
would be reduced from 10.8 percent to 9.9 percent for cost HMOs, and from 6.9 percent to 6.3 percent

for HCPPs. Combining both the effects of auditing and weighting by member months, HCFA lost 8.5
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TABLEVI.4

OVERALL COMPARISON OF ACTUAL AVERAGE MEDICARE COSTS
AND AAPCC RATES IN 1993 WEIGHTED BY PLAN ENROLLMENT

Percentage Cost Savings (L 0ss)

Relative to Predicted Average
Payments as Risk Plan
Actua Average Costs’ (95% AAPCC)
All cost HMOs
Unweighted Average® $360 (10.8)
Weighted Average* $346 (9.5)
IPA Model
Unweighted Average $330 (6.0)
Weighted Average $323 (4.6)
Group Mode
Unweighted Average $415 (21.7)
Weighted Average $426 (25.7)
Staff Model
&weighted Average $375 (12.9)
Weighted Average $382 (19.1)

All HCPP Plans
Unweighted Average $362 (6.9)
Weighted Average $345 12

HMOs
Unweighted Average $346 (6.9)
Weighted Average $337 24

Union Plans

Unweighted Average $413 (9.3)

Weighted Average $398 (5.8)
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TABLE V1.4 (continued)

Percentage Cost Savings (L 0ss)

Relative to Predicted Average
Payments as Risk Plan
Actua Average Costs® (95% AAPCC)
Clinics
&weighted Average $348 (3.9
Weighted Average $346 (1.4)

“ Actual average costs for enrollees in the plan’s service area. Sum of costs per member month from the
plan’s cost report, adjusted to remove the estimated costs of beneficiaries with ESRD, and average clams
per member month calculated from the National Claims History file, 1993, adjusted to include
administrative costs.

*Unweighted averages across plans, with number of plans as the denominator.

*Weighted averageisaverage acrossal plans, with each plan estimate of cost savings per member month
weighted by plan enrollment.
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percent overall on enrollees in cost HMOs relative to risk contracting, but saved 2.2 percent on enrollees
inHCPPs.

This estimate of small savingsto HCFA from the HCPP program relative to risk contracting should
be taken as an optimistic estimate. Table V1.5 presents our alternative predicted saving or lossto HCFA
for each plan from cost-based contracting relative to risk-based contracting for four different methods of
estimating risk-based payments. These estimates give us arange of predicted risk-based payments for
each plan. The methodology used to compute these four estimates is described in Section B of this chapter.

For each plan, the alternative methods yield larger estimated losses to HCFA than the results
discussed above and reported in Table V1.2 (method 3). With method 3, the estimated conditional
probability of being in an ingtitution, P(m) (which is needed to estimate risk-based payments) is calculated
using the conditional probability of being in an institution for local nonenrollees. The estimates from
method 1 (which uses the average P(i|lm) for plans that formerly held arisk contract) are similar to the
estimates from method 2 (which uses P(ijm) estimated from local risk plansin 1993). Compared to
method 3, risk-based payments estimated from methods 1 and 2 suggest that losses to HCFA would be
12.8 or 13.8 percent on average across cost HMOs (compared to 10.8 under method 3), and 10.1 or 9.1
percent (compared to 6.9 percent) for HCPPs on average. Under these alternative estimates, HCFA would
essentially break even on the HCPP program overall, rather than save money. Asexplained in the next

section, the less conservative estimates are probably more accurate.

2. Impactsfor Former Risk Plans
The estimated risk payments cal culated using method 4, probably the most reliable method, shows
generaly greater losses to HCFA for the 19 plans for which it could be computed (those that previously

held risk contracts).” For each of these 19 plans, we used the actual value of P(i|m) during the last year

Using HCFA’s December 1993 report for Medicare Prepaid Health Plans (HCFA 1993), we
identified 20 sample plans that previoudy held risk contracts. Data were available in the GHP masterfile
to compute P(ijm) for 19 of these 20 plans.
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TABLEVI.5

THE EFFECT OF ALTERNATIVE ESTIMATES OF PREDICTED RISK

| — PAYMENTS ON ESTIMATES OF SAVINGS
Actua Predicted Savings (Loss)
Average
Costs® Method 1' Method2¢  Method 3 Method 4
Averaget $360 (13.8) (12.8) (10.8)
IPA Model
Average® $330 (9.2) (8.1) (6.0)
HOB02 $344 (22.2) (20.9) (15.8)
HO749 $377 (19.4) (18.6) (17.3) (23.1)
H1203 $292 1.0 2.1 3.7
H3104 $420 (22.8) (21.8) (20.6)
H3356 $299 3.0 39 5.8 (1.5)
H3801 $353 (11.6) (10.0) (7.9)
H3851 $262 (9.6) (8.7) (7.9)
H5102 $293 8.1 9.1 118
-
Group Mode
Average* $415 (24.3) (23.2) (21.7)
H1553 $393 (15.8) (14.6) (12.7) (17.7)
H3149 $438 (32.8) (31.8) (30.6) (47.3)
Staff Model
Average® $375 (15.8) (14.8) (12.9)
HO502 $626 (40.3) (39.0) (36.5)
H1010 $233 114 119 12.7
H1449 $501 (29.7) (28.3) (26.8) (37.2)
H3308 $291 2.5) (1.8) 0.5
H3349 $286 (11.1) (10.4) (9.1) (13.9)
H3602 $309 2.2 3.0 6.4
H4101 $367 (22.1) (21.2) (19.1) (25.1)
H5002 $390 (34.0) (32.9) (31.2)
|
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TABLE VI. 5 (continued)

Actua Predicted Savings (L0ss)”
Average
Costs® Method 1' Method 2¢ Method 3 Method 4
HMOs
Average® $346 9.7) (8.8) (6.4)
HOB5 1 $312 (16.8) (15.9) (14.4) (20.0)
HOB52 $273 18 2.7 41 (2.4)
HO704 $387 (25.8) (25.1) (23.2)
H1149 $338 (8.1) (7.3) (6.7) (5.4)
H1649 $282 0.1 10 36 (4.8)
H1703 $314 35 4.0 4.9
H1949 $480 (30.7) (29.9) (28.8)
H2150 $325 (4.9) (4.9) (3.4) 5.2
H2251 $386 (21.9) (20.9) (18.3) (2.8)
H2254 $306 (17.3) (16.3) (14.2) (21.2)
H2449 $302 (24.3) (22.5) (15.9)
H2450 $340 (7.3) (5.9) (1.1) (10.0)
H245 1 $252 0.6 18 6.1 (6.0)
H2453 $306 25 3.6 1.7
H2601 $389 (16.0) (15.0) (13.6)
H3301 $362 3.6 4.3 53
H3451 $280 (6.6) (5.7 (4.2) (11.5)
H3452 $280 (10.9) (10.3) (9.0) (9.5)
H3601 $309 (1.7) (0.8) 19
H4555 $396 (51.3) (49.9) (45.0)
H4600 $280 (6.6) (5.9) (4.8)
H6052 $328 1.6 8.2 9.5
H6054 $453 2.0 31 54
H6055 $434 6.3 7.2 94
H6056 $404 37.7 38.2 39.2
H609 1 $510 (25.5) (24.5) (21.8)
H6144 $388 (33.9) (32.3) (30.0)
H6151 $315 (27.7) (26.5) (21.1)
H6152 $326 (24.4) (23.1) (19.5)
H6336 $361 11.9 124 12.4 135
H6521 $300 (17.2) (15.7) (13.2)
Union Plans
Average® $413 (12.1) (11.0) (9.3)
H1605 $305 (25.2) (24.3) (22.7)
H4556 $370 (29.9) (28.7) (25.3)
H6053 $466 (4.9) (3.9) (1.5)
H6140 $369 (36.0) (34.4) (31.9)
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TABLE V1.5 (continued)

Actua Predicted Savings (L 0ss)”
Average

Costs® Method 1” Method 2¢ Method 3 Method 4
H6141 $434 (2.9) (1.2) 01
H6142 $380 2.6 34 4.4
H6171 $295 (6.0) (4.8) (2.8)
H626 1 $400 (20.2) (19.4) (18.2)
H6333 $474 (1.5) (0.5) 0.6
H6334 $562 (12.8) (11.4) 9.8)
H6391 $484 3.7 45 5.0

Clinics

Average® $348 (6.8) (5.8) (3.9)
H6102 $344 17 2.5 2.8
H6161 $295 (30.1) (28.8) (23.2)
H6331 $405 8.0 9.0 10.3

*HCFA enrollment data do not contain institutional status for beneficiaries enrolling in cost HMOs and HCPP
plans. Alternatives methods differ in the ways of estimating the conditional probability of being in an institution
given Medicaid status. See text.

®Actual average costs for enrolleesin the plan’slocal service area.  Sum of costs per member month from the
plan’s cost report, adjusted to remove estimated expenditures for enrollees with ESRD, and average claims per
member month calculated from the National Claims History file, 1993, adjusted to include administrative costs.

‘Estimated conditional probability of an enrollee being in an ingtitution given Medicaid status is based on
averages across plans that had previous risk contracts from 1988-1993.

4For each plan, the estimated conditional probability of an enrollee being in an ingtitution is based on the
probability for enrolleesin local plans with risk contractsin 1993.

For each plan, the estimated conditional probability of enrollees being in an institution given Medicaid status
is based on the conditional probability for local nonenrollees.

f For each plan with a prior risk contract after 1987, the estimated conditional probability of being in an ingtitution
in 1993 is equal to the conditiona probability of being in an ingtitution the last year the plan had arisk contract.

¢Unweighted averages across plans, with number of plans as the denominator.
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the plan had arisk contract to compute estimated risk payments. For 14 of these 19 plans, the projected
risk payments from method 4 were lower than the projected risk payments from all three of the other
methods, suggesting that even methods 1 and 2 probably overestimate projected risk payments. Thus, the
costs that HCFA incurs under cost contracting generally exceed the amount it would have paid under risk

contracting by more than what is indicated under any of the aternative estimates reported in Table VI. 5.

Under method 4 for estimating risk payments, HCFA'’ s costs are lower under cost contracting than they
would be under risk contracting for only 2 of the 19 plans, HIP Network of Florida (H6336) and Kaiser
of the MidAtlantic states (H21 50), compared to 5 of the 19 plans when method 3 is used to project risk
payments.

Our finding that 17 of the 19 former risk plans had higher cost-based payments from HCFA than they
would have received as a risk plan (using our best estimate of the ARF ) is consistent with what these plans
told us during our case study interviews. The leading reason that these plans gave for converting from risk
contracts to cost or HCPP contracts was financial concerns (see Section B). Eighteen plans stated that they
lost money under their risk contract, and by converting to cost and HCPP contracts, they hoped to avoid
future financial losses. Representatives of HIP Network of Florida, one of the two plans that did hold costs
below projected risk payments, did not mention financial |0sses as a reason for dropping their risk contract.
In 1995, HIP Network of Florida converted to arisk contract.

HCFA also lost money on 18 out of these 19 former risk plans relative to estimated Medicare FFS
costs. The only former risk plan for which HCFA’s costs under cost contracting were lower than estimated
Medicare FFS payments was United Healthcare of lowa (H1649). This plan experienced adverse selection
according to both biased selection measures (see Chapter V), a characteristic that we expect to be

associated with greater HM O efficiency.
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3. Impactson Part A and Part B Payments

HCFA’s 1993 costs for Part A services to enrollees in cost HMOs and HCPPs are somewhat lower
than Part A risk-based payments would have been, but Part B costs are much higher than they would have
been under risk contracting (TableVI1.6). On average across plans, HCFA saved 2.8 percent on Part A
costs, relative to risk contracting, on cost HMOs, and saved 5.9 percent on HCPPs. However, HCFA lost
3 1.8 percent on Part B costs for cost HMOs and 27 percent on HCPPs, on average.

For most plans(41), HCFA had Part A savings relative to projected Part A AAPCC risk payments,
while only 7 plans generated Part B savings relative to Part B AAPCC rates (Table VI. 7). For about one-
third of the plans, HCFA’s Part A savings were 10 percent or more, while Part B losses exceeded 25
percent for over half of theplans. The patterns are similar for cost HMOs and HCPPs.

The estimates are due to the fact that most plans experience favorable selection and have control only
over Part B payment rates. Due to favorable selection, patients spend less time in the hospital and use less
nursing home and home health care services than beneficiariesin FFS, so the AAPCC overestimates the
Part A care needed by cost and HCPP enrollees. Thus, cost contracting saves HCFA money relative to
risk contracting for Part A services. While one might argue that these Part A savings are duein part to
plans utilization review activities or price negotiations, our estimates in Chapter V show that cost HMOs
and HCPPs are no more efficient than FFS providers in providing Part A services. HCFA would not
overpay these plans as it would risk plans when there is favorable selection. The costs per unit of Part A
service are equal to what ispaid in FFS because these services are billed directly to HCFA for all HCPP
enrollees and nearly all cost HMOs. Part B costs, however, are determined in part by the payment
arrangements plans have with physicians, which may be more generous than Medicare FFS.

These findings are also consistent with the findings from our case study findings on plan utilization
management practices. In Chapter |1, we noted that the plans have weak utilization review and physician

financial incentivesto constrain costsfor Part B services (Table JJ.4). Over one-third of the plans have
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TABLE VI.6

COMPARISON OF PREDICTED RISK PAYMENTS TO ACTUAL AVERAGE
COSTS FOR COST HMO AND HCPP PLANS 1993

Part A Part B Total
Predicted Predicted Predicted
Mean Percentage Mean Percentage Mean Percentage
Actua Cost Savings Actua Cost Savings  Actua Cost Savings

costs (LOSS) costs (LOSS) costs (LOSS)

Average’ $191 2.8 $168 (318 $360 (10.8)
IPA Model
Average’ $177 6.2 $153 (24.9) $330 (6.0)
HO602 $179 (8.0) $165 (25.7) $344 (15.8)
HO749 $192 13 $186 (45.7) $377 (17.3)
H1203 $148 16.4 $144 (14.7) $292 37
H3104 $215 0.6) $204 (52.5) $420 (20.6)
H3356 $173 18.3 $126 (19.1) $299 5.8
H3801 $207 (1.9) $145 (17.8) $353 (7.9)
H3851 $125 8.3 $137 (28.6) $262 (7.9)
H5102 $178 16.0 $115 44 $293 11.8
Group Model
Average’ $209 1.2 $207 (57.9) $415 (21.7)
H1553 $216 15 $177 (36.6) $393 (12.7)
H3149 $202 0.9 $236 (79.2) $438 (30.6)
Staff Model
Average’ $201 (0.3 $174 (32.2) $375 (12.9)
HO502 $353 (27.5) $273 (50.1) $626 (36.5)
H1010 $123 17.9 $109 5.8 $233 12.7
H1449 $263 (4.3) $238 (66.3) $501 (26.8)
H3308 $136 20.2 $155 (27.1) $291 0.5
H3349 $142 5.0 $144 (27.9) $286 (9.1)
H3602 $200 33 $109 11.6 $309 6.
H4101 $180 6.0 $187 (60.3) $367 (19.1)
H5002 $214 22.7) $176 (43.1) $390 (312

Average’ $195 5.9 $167 (27.0) 52 6.9)
HMOs

Average’ $175 10.6 $171 (32.9) $346 (6.4)

HO85 1 $156 45 $156 (42.7) $312 (14.4)

HO652 $137 18.3 $136 (16.3) $273 41
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TABLE VI.6 (continued)

Part A Part B Total
Predicted Predicted Predicted
Mean Percentage Mean Percentage Mean Percentage
Actua Cost Savings Actual Cost Savings Actual Cost Savings
costs (Loss) costs (Loss) costs (Loss)
HO704 $177 6.2 $210 (67.5) $387 (23.2)
H1149 $181 53 $157 (25.0) $338 (6.7)
H1649 $184 (2.3) $98 13.2 $282 3.6
H1703 $152 21.3 $162 (18.1) $314 49
H1949 $280 (24.7) $200 (35.1) $480 (28.8)
H2150 $143 18.4 $182 (30.8) $325 (3.4)
H2251 $214 (10.4) $172 (29.9) $386 (18.3)
H2254 $135 131 $171 (51.9) $306 (14.2)
H2449 $179 (1.5) $123 (46.1) $302 (15.9)
H2450 $205 7.5 $135 (17.6) $340 (1.1
H2451 $149 18.2 $104 (19.4) $252 6.1
H2453 $155 285 $151 (32.0) $306 7.7
H2601 $222 (1.4) $167 (35.2) $389 (13.6)
H3301 $156 331 $206 (38.2) $362 5.3
H3451 $106 35.8 $174 (67.2) $280 (4.2)
H3452 $129 19.8 $151 (57.6) $280 (9.0)
H3601 $179 49 $130 (2.5) $309 1.9
H4555 $205 (18.1) $191 (91.6) $396 (45.0)
H4600 $152 10.2 $127 (31.0) $280 (4.8)
H6052 $166 22.4 $161 (9.2 $328 9.5
H6054 $227 12.2 $226 (2.7) $453 54
H6055 $208 20.0 $226 (3.2 $434 9.4
H6056 $186 52.5 $218 19.9 $404 39.2
H6091 $200 18.4 $311 (78.5) $510 (21.8)
H6144 $194 (9.5) $194 (60.1) $388 (30.0)
H6151 $173 (6.7) $143 (44.6) $315 (21.1)
H6152 $166 33 $160 (58.3) $326 (19.5)
H6336 $145 27.8 $217 @2n $361 124
H6521 $170 0.1 $130 (37.1) $300 (13.2)
Union Plans
Average’ $255 (7.3 $158 (12.8) $413 (9.3)
H1605 $150 25 $155 (63.4) $305 (22.7)
H4556 $237 (30.7) $133 (16.8) $370 (25.3)
H6053 $280 (7.6) $186 6.5 $466 (1.5)
H6140 $216 (26.4) $153 (40.6) $369 (31.9)
H6141 $272 3.8 $162 (6.7) $434 0.1
H6142 $236 7.5 $144 Q1.0 $380 44
H6171 $172 (2.3) $123 (3.5) $295 (2.8)
H626 1 $246 (13.2) $154 (27.1) $400 (18.2)
H6333 $296 2.1 $178 2.0) $474 0.6
H6334 $372 (13.5) $190 (3.3 $562 (9.8)
H6391 $324 (2.4) $160 17.0 $484 5.0
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TABLE VI.6 (continued)

Part A Part B Totd
Predicted Predicted Predicted
Mean Percentage Mean Percentage Mean Percentage
Actual Cost Savings Actual Cost Savings Actual Cost Savings
costs (Loss) costs (Loss) costs (Loss)
Clinics

Average’ $183 6.6 $164 (18.2) $348 (3.4)
H6102 $173 9.8 $171 (5.4) $344 2.8
H6161 $156 (13.0) $138 (37.2) $295 (23.2)
H633 1 $221 23.1 $184 (12.1) $405 10.3

Notes: Estimated risk payments are based on the assumption that the proportion of aplan’s enrollees who reside in a
nursing home, conditional on being on Medicaid, is equal to the conditional possibility for nursing home residence
given Medicaid status for beneficiaries in fee-for-service in the plan’s market area.  This estimate leads to dightly
higher nredicted risk payments for cost and HCPP enrollees than alternative assumptions (and therefore smaller
predicted losses or larger predicted savings). See Table V1.3.

Actual average costs are for enrollees in the plan ’s focal service area, defined as those counties contributing at
least 10 percent of total plan enrollment. Actual average costs are the sum of costs per member month from the
plan’s cost report, adjusted to remove estimated expenditures on enrollees with ESRD, and average claims per
member month calculated from the Nationa Claims History file, 1993, adjusted to include administrative costs.

“Unweighted averages across plans, with the number of plans as the denominator.
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TABLE VI.7

DISTRIBUTION OF PLANSBY PREDICTED
SAVINGSORLOSSES TO HCFA

HCFA Savings (Losses) Relative to Expected
Costs Under Risk Contracting Part A Part B Total

Lossesto HCFA
Over 25 percent 3 35 9
10 to 25 percent 7 10 18
010 9.9 percent 12 1 12
Savings to HCFA
010 9.9 percent 19 3 19
10 percent or more 22 4 5

Pl

Lossesto HCFA
Over 25 percent l 12 4
10 to 25 percent 1 3 5
010 9.9 percent 4 0 3
Savingsto HCFA
010 9.9 percent 7 2 4
10 percent or more 5 l 2

| Total Number of Cost HMO

"L ossesto HCFA

Over 25 percent 2 23 5

10 to 25 percent 6 7 13

0 to 9.9 percent 8 1 9
Savings to HCFA

010 9.9 percent 12 1 15

10 percent or more 17 3 3
Total Number of HCPPs 45 45 45

Note:  Predicted percentage savings (losses) are defined as (I-actual costs/predicted costs under risk
contracting) x 100.
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financial incentives for physicians that are not likely to promote good utilization management practices, and

28 plans have weak utilization review procedures and weak physician financial incentives

4. Comparison of Estimated Cost Savings Relative to FFS and Relative to Risk Contracting

The percentage savings or loss from cost contracting relative to (1) FFS Medicare and (2) risk
contracting for each plan are displayed side by sidein Table VI.8. HCFA lost money on enrolleesin most
plans (39) relative to both FFS Medicare and risk contracting. In sixteen plans HCFA lost money relative
to FFS Medicare but saved money relative to risk contracting. The eight plans that appeared to save
HCFA money relative to FFS Medicare al so saved money relativeto risk contracting. Six of these eight
plansareHCPPs. Most of the plans tend to be HMOs, nonprofit, and staff model plans. Predicted savings
do not appear to be related to financia incentivesfor physicians or to inpatient or ambulatory utilization
review programs. Half of these 8 plans have favorable selection according to both measures we used, and
half have a weighted AAPCC rate that is below the average AAPCC rate for its plan type (cost HMO or
HCPP plan). One plan had converted to arisk contract by January 1996.

Thisfinding of greater savings (smaller losses) relative to risk contracting than relative to FFS
reimbursement is not surprising, given the studies showing that HCFA oses money on risk contracting,
By eliminating overpayments due to favorable selection, cost contracting reduces some costs. However,
because of the large cost increases for Part B services, HCFA’s costs under cost contracting still exceed
the cost they would incur under risk contracting by a substantial margin for most of the plans,

The 24 plansfor which HCFA saved money relativeto risk contracting would probably earn profits
under risk contracting. The difference between the risk-based payment from HCFA and the actual costs
HCFA ispaying for their members would be profit (assuming that the costs now billed directly to HCFA
would not increase when under the plan’s control). Four of the plans that saved HCFA money (in 1993)

relativeto risk contracting had converted to arisk contract by January 1996.
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TABLE

V1.8

COMPARISON OF PREDICTED FFS COSTS AND PREDICTED RISK PAYMENTS
TO ACTUAL AVERAGE COSTS FOR COST HMO AND HCPP PLANS 1993

Part A Part B Total
Percentage Cost Percentage Cost Percentage Cost
Savings (L0ss) Savings (Loss) Savings (L0ss)
Relative To: Relative To: Relative To:
FFS Risk HMO’ FFS FFS

Risk HMO'

Average®

IPA Modd
Average®

HO602
HO749
H1203
H3104
H3356
H3801
H3851
H5102

Group Model
Average"

H1553
H3149

Staff Model
Average®

HO502
H1010
H1449
H3308
H3349
H3602
H4101
H5002

Average®

2.1

3.1
(13.8)

8.8
145

7.6
(7.5)

(3.7)
12.2

7.7

7.2
8.2

(9.8)

(9.4)
13.2
1.7)
101
(2.2)
(62.0)
@.1)
(23.9)

2.8

6.2

(8.0)
13
16.4
0.6)
183
(1.9
8.3
16.0

1.2

15
0.9

(0.3)

(27.5)
17.9
(4.3)
20.2
5.0
33
6.0
(22.7)

(1.1)

5.9
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(54.5)

(48.4)

(89.0)
(51.7)
(52.8)
(48.1)
(32.8)
(43.9)
(50.4)
(18.3)

(78.3)

(69.0)
(87.6)

(54.6)

(85.2)

(9.9)
(94.8)
(52.0)
(35.1)

(9.9)
(84.0)
(66.2)

(49.0)

(318

(24.9)

(25.7)
(45.7)
(14.1)
(52.5)
(19.1)
(17.8)
(28.6)

4.4

(57.9)

(36.6)
(79.2)

(20.7)

(15.6)

(40.3)
(15.3)
(13.9)
8.n
(6.0)
(19.8)
(23.8)
2.6

(22.1)

(16.4)
(27.7)

(25.4)

(32.7)
4.2
(319
(14.0)
(16.2)
(40.6)
(32.0)
(40.0)

(18.6)

Risk HMO'
(10.8)

(6.0)

(15.8)
(17.3)
3.7
(20.6)
5.8
(7.9)

(7.9)
11.8

217)

(12.7)
(30.6)




TABLE VI.8 (continued)

Part A Total
Percentage Cost Percentage Cost Percentage Cost
Savings (Loss) Savings (L0ss) Savings (L0ss)
Relative To: Relative To: Relative To:
FFS Risk HMO' FFS Risk HMO' FFS Risk HMO'
HMOs
Average® 0.2 10.6 (58.1) (32.9) (21.2) (6.4)
HOB5 1 0.6 45 (67.9) (42.7) (24.9) (14.4)
HO652 14.3 18.3 (41.6) (16.3) 6.4) 41
HO704 22.8 6.2 (69.9) (67.5) (10.7) (23.2)
H1149 12.7 53 (43.3) (25.0) (6.7) (6.7)
H1649 (4.7) 2.3) 11.9 13.2 15 3.6
HI703 (L.1) 21.3 (48.3) (18.1) (20.5) 49
H1949 (4.6) (24.7) (61.4) (35.1) (23.0) (28.8)
H2150 7.5 18.4 (52.8) (30.8) (18.7) (3.4)
H2251 2.4) (10.4) (55.0) (29.9) (20.6) (18.3)
H2254 19.4 131 (75.7) (51.9) (15.0) (14.2)
H2449 (12.1) (1.5) (61.0) (46.1) (27.8) (15.9)
H2450 (17.6) 7.5 (51.7) (17.6) (29.7) (1.1)
H2451 (32.4) 18.2 (41.9) (19.4) (36.1) 6.1
H2453 8.7 285 (71.3) (32.0) (18.0) 7.7
H2601 (35.4) 1.4) (62.2) (35.2) (45.4) (13.6)
H3301 5.7 331 (52.8) (38.2) (19.2) 53
H345 1 41.7 35.8 (97.9) (67.2) 3.9 (4.2)
H3452 2.9 19.8 (76.6) (57.6) (3 16) (9.0)
H3601 2.2) 49 (30.0) (2.5) (12.6) 19
H4555 (52.5) (18.1) (126.2) (91.6) (80.9) (45.0)
H4600 8.9 10.2 (77.0) (31.0) (15.8) (4.8)
H6052 26.4 22.4 (31.0) (9.2) 6.4 9.5
H6054 6.0 12.2 (29.6) (2.7) (8.7) 54
H6055 8.1 20.0 (48.4) (3.2) (25.5) 9.4
H6056 30.2 52.5 (10.7) 19.9 131 39.2
H6091 6.8 18.4 (140.1) (78.5) (50.8) (21.8)
H6144 (7.3) (9.5) (78.3) (60.1) (34.1) (30.0)
H6151 (37.3) (6.7) (59.2) (44.6) (46.0) (21.1)
H6152 (2.3) 33 (75.7) (58.3) (28.2) (19.5)
H6336 6.0 27.8 (19.7) @n (7.6) 124
H6521 10.7 0.1 (57.1) (37.0) (10.2) (13.2)
Union Plans
Average® (4.7) (7.3) (28.0) (12.8) (12.6) 9.3)
H1605 24 25 (63.0) (63.4) (21.9) (22.7)
H4556 (15.5) (30.7) (33.3) (16.8) (21.8) (25.3)
He6053 2.9 (7.6) (38.2) 6.5 (14.6) (1.5)
H6140 (16.1) (26.4) (42.8) (40.6) (25.9) (319
H6141 2.6 3.8 (29.5) (6.7) (7.5) 0.1
H6142 (0.3) 7.5 (27.5) (1.0) (8.9) 44
H6171 (37.3) 2.3) (38.3) 3.5) (37.7) (2.8)
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TABLE V1.8 (continued)

Part A Part B Totd
Percentage Cost Percentage Cost Percentage Cost
Savings (Loss) Savings (Loss) Savings (L0ss)
Relative To: Relative To: Relative To:
FFS Risk HMO FFS Risk HMO' FFS Risk HMO
H626 1 0.6) (13.2) (32.6) (27.1) (11.0) (18.2)
H6333 131 2.1 13 2.0) 9.3 0.6
H6334 2.3 (13.5) (15.2) (3.3 (3.1) (9.8)
H6391 0.2 (2.4) 11.6 17.0 4.2 5.0
Clinics
Average® (1.2) 6.6 (31.5) (18.2) (13.0) (3.4)
H6102 13.9 9.8 (15.2) (5.4) 2.3 2.8
H6161 (13.3) (13.0) (57.9) (37.2) (30.5) (23.2)
H6331 (4.3) 23.1 (21.5) (12.1) (10.9) 10.3

*Savings are based on actual average costs for enrollees in the plan’s service area

*Unweighted averages across plans, with number of plans as the denominator.
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Total program-wide losses to HCFA relative to risk contracting are also much lower than the total
losses relative to FFS.  Comparing the program-wide (weighted) estimates for losses relative to risk
contracting to comparable estimates for losses relative to FFS reimbursements, we see that, for the cost
HMO program, HCFA’s losses relative to FFS (17.6 percent) are nearly twice as large as losses relative
to risk contracting (9.5 percent). (SeeTableV1.9.) For the HCPP program, HCFA loses 7 percent relative
to the costs it would have incurred under FFS, but saves 1.2 percent relative to costs that it would have
incurred under risk contracting for the HCPP enrollees. Among the cost HMOs, HCFA’s overall program
losses are much smaller for the IPAs than for group or staff model plans, relative to either risk contracting
or FFS. Savings on the HCPP program occurred only for the HMOs. This pattern differs somewhat from
the program-wide estimates of losses relative to FFS. Losses to HCFA relative to FFS on HCPPs that
were HMOs were very similar to thelossesrelative to union plans. This difference suggests that HMOs

had more favorable selection, especially among the larger plans, than did union-sponsored plans

5. Impacts by Plan Characteristics

We also examined whether HCFA losses on cost contract enrollees relative to risk contracting tend
to vary by plan characteristic (Table V1. 10). All of the plan characteristics we examined are associated
with losses relative to predicted risk payments on average, except for the 3 plans that have dropped out of
Medicare contracting altogether.” However, some plan characteristics are associated with lower mean
losses to HCFA. These characteristics include type of organization (lowest for clinics), model type (lowest
for IPAs), enrollment in service areas (lowest for plans with at least 8.5 percent of its enrollees residing in
the plan service area), inpatient utilization review (lowest for plans with less aggressive programs),

whether plan covers preventive care (lowest for plansthat do not), and biased selection (lower for plans

“ This exception, however, is probably spurious. One plan, Cigna(H6056), is driving this result, and
the savings that are attributed to it are likely overstated because its cost report also includes costs for two
other Cigna plans with substantialy hedthier enrollees.
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TABLEVI.9

SUMMARY OF COST SAVINGS (LOSSES) TO HCFA,
WEIGHTED AND UNWEIGHTED
BY PLAN ENROLLMENT

Percentage Cost Savings (L oss) Relative to:

FFS Risk HMO

All Cost HMOs

Unweighted Average’ (20.7) (10.8)

Weighted Average® (17.6) (9.5)
IPA Model

Unweighted Average (15.6) (6.0)

Weighted Average (13.7) (4.6)
Group Mode

Unweighted Average (22.1) (21.7)

Weighted Average (24.7) (25.7)
Staff Model

Unweighted Average (25.4) (12.9)

Weighted Average : (28.4) (19.1)

All HCPP Plans
Unweighted Average (18.6) (6.9)
Weighted Average (7.0) 12
HMOs
Unweighted Average (21.2) (6.4)
Weighted Average (6.7) 24
Union Plans
Unweighted Average (12.6) (9.3)
Weighted Average (6.7) (5.8)
Clinics
Unweighted Average (13.0) (3.4)
Weighted Average (14.5) (1.4)

“ Unweighted average across plans, with number of plans as the denominator.

*Weighted averageistotal savings (losses) across al plans, divided by total predicted FFS or Risk costs.
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with the more favorable selection). Many of these patterns make little sense, perhaps because of the small
number of plans and the combination of factorsthat could influence plans' cost efficiency relative to the
local AAPCC. Attemptsto statistically control for other factorsthat could affect program savings or loss
using aregression model were unsuccessful, given the large number of potentially important factors and
small number of plans.

One particularly interesting finding is that plans that had a prior risk contract appear to generate losses
to HCFA relative to risk contracting of approximately the same magnitude as those incurred by plans that
never held arisk contract. This suggests that while HCFA loses money when risk plans convert to cost
contracts, the losses are similar to what HCFA incurs by allowing plans to select cost contractsinitially
instead of risk contracts. The estimates also suggest that the reason these plans converted tends to be their
inability to control Part B costs, not Part A costs. Planswith prior risk contracts generate greater Part A
savings for HCFA relative to risk payments (9.9 percent), perhaps because of more favorable selection,
than plans without such experience. However, excess Part B costs (a 34 percent increase over projected
risk-based payments) are higher for the converting plansthan for plansthat never held arisk contract, or

for most other subgroups of plans.
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VII. CONCLUSIONS

Our investigation of the 18 Medicare cost HMOs and 45 HCPPs that had 1,000 or more enrollees in
1993 clearly indicates that HCFA is spending more for these enrollees than if they were covered under
traditional FFS Medicare or under aMedicarerisk plan. Our analysis, which included an assessment of
operational issues for HCPPs, suggests that beneficiaries are not likely to encounter quality of care
problems because of the lack of regulations governing HCPPs. The cost-contracting program does not
appear to be serving a noticeably higher-risk population than the Medicare risk program, despite
expectations to the contrary. The increased costs suggest that the cost HMO and HCPP programs should

probably be eliminated or significantly modified.

A. SUMMARY OF FINDINGS
1. Operational Features of HCPPs and Cost HMOs

Our interviewsin mid-1994 with 36 HCPPs and 17 cost HMOs yielded information on utilization
management, quality assurance programs, grievance procedures, marketing practices, and beneficiary
protection in case of plan insolvency. It also showed that plans detected relatively low levels of duplicate

payments, averaging about $2 per member per year.

a. Utilization Management

Most of the cost HMOs and HCPPs rely primarily on physician education and monitoring rather than
on physician financia incentives to contain costs. In general, plans seem to be more aggressive about
managing inpatient rather than outpatient service use. Over half the sample plans usefive or six of the six
inpatient utilization review procedures we examined (including preadmission authorization, concurrent
review, and retrospective review). Only one-third of the plans profile specialist referrals and require a

physician visit or telephone pre-authorization for speciaist referrals. Twenty-eight plans (over half) lack
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both utilization management procedures and strong financial incentives for physicians to control Part B
COsts.

In general, the cost HMOs provide their physicians with stronger financia incentives and have more
comprehensive inpatient and outpatient utilization review procedures than the HCPP plans. Although half
the cost HMOs capitate their physician groups, these groups pay their physician members salaries or fee-

for-service.

b. Quality Assurance

Most of the HCPPs have comprehensive quality assurance programs, although these programs are
not required. Over three-fourths of the plans audit patient records, monitor patient complaints and cancer
screening rates, and/or credential providers. Most plans also conduct patient satisfaction surveys.
However, the findings suggest that a nontrivial number of plans (particularly union plans) do not have

aggressive quality assurance programs.

c. Grievance Procedures

All the HCPP plans have grievance procedures that are well-disseminated to enrollees. The 24
responding HCPPs received an average of 12 complaints per 1,000 members. Most of the complaints are
about benefit coverage (52 percent) and access issues (36 percent). Except for hospital- or clinic-
sponsored plans, there were few complaints about physician care. About two-thirds of the complaints
received by hospital- or clinic-sponsored HCPPs involve physician care, but the total incidence of

complaintswas lower for these plans.

d. Marketing

Only one-fourth of the plans actively market their HCPP product because they focus primarily on their
commercial products for the under-65 population. Many offer an HCPP product essentially because their
commercial clientsrequested aretirement plan for their employees.
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Most of the marketing materials prepared by the plans promote comprehensive coverage, low costs,
reduced paperwork, and the convenience and accessibility of their care. Most of the materials do not
explain that HCPP enrollees are till covered by Medicareif they use physicianswho are not in the plan

network.

e. Protection for Beneficiariesin Case of Insolvency

HCFA does not require HCPPs to protect enrolleesin case of plan insolvency. But protectionsare
required by some state governments, and they are required for federal qualification as an HMO.
Consequently, three-fourths of the HCPP plans have contingency plans. With one exception, all of the

plansthat do not have these contingency plans are clinic or union/employee-sponsored plans.

f.  Analysis of Duplicate Payments

Cost HMOs and HCPPs are required to check for duplicate payments and return them to HCFA.
Most plans are doing this and believe they detect all duplicate payments. However, the methods many
plans use allow many duplicate claimsto go undetected. For example, some plans only check asample
of their records. Some plans a so identify additional duplicate claimsfrom the “explanation of Medicare
benefits’ documents that enrollees bring into the plan, indicating that some duplicates are missed by the
plan’s usual methods. A few plans do not check for duplicate payments because they did not receive the
appropriate documents (HCFA’s Payment Records Posted report) from their carriers.

Plans spend an average of $2,150 per 1,000 enrollees to check for duplicate payments. Theaverage
dollar amount of duplicate payment identified per 1,000 enrollees is about $1,800 for cost HMOs and
$2,100 for HCPPs. Thus, since plans can include in their administrative costs their expenditures for
detecting duplicate payments, there is no net gain to HCFA from these checks unless they can be done

more efficiently and effectively.
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To improve their ability to check for duplicate payments, plans said that they would like to receive
payment data from the carrier on magnetic tape so that the process can be automated. HCPPs also told
us that they could check for duplicate payments more efficiently if the carriers sent them payment data only

for the services covered by the plan instead of including data for Part A services, which they do not cover.

2. Biased Selection

Forty-four of the 63 sample plans experienced statistically significant favorable selection in 1993.
Nine plans experienced adverse selection We measured biased selection by comparing enrollees and local
area beneficiaries in FFS in terms of mortality rates and the proportion who had nondiscretionary high-cost
hospitaizations, both adjusted for AAPCC risk factors and original reason for entitlement.
Nondiscretionary high-cost hospitalizations were designated through the use of DCGs developed by Ellis
and Ash (1995/1996). For 30 plans, the values for both measures were statistically significant and
indicated favorable sdection, and for 14 more plans, the value for one measure was statistically significant
and indicated favorable selection. Selection bias was statistically significant and adverse on both measures
for only 5 of theplans. The resultsfor another 4 plans showed statistically significant adverse selection
on the DCG measure but no difference on the mortality measure. For 8 plans, estimated enrollee-
nonenrollee differences for the two measures were statistically significant, but they contradicted each other,
indicating both favorable and adverse selection. The biased selection estimates for two plans were not
statistically significant for either measure.

Favorabl e selection was strong in both cost HMOs and HCPPs. However, both cost HMOs and
HCPPs had less favorable selection, on average, than risk plans studied by Hill and Brown (1990). In
addition, none of the risk plans had adverse selection, but one in seven of the cost HMOs and HCPPs did.
Less favorable selection for cost HMOs and HCPPs is consistent with expectations because (1)

beneficiaries who enroll can go outside the plan and still be covered by Medicare, thus reducing a key
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barrier to entry for beneficiaries with serious health problems, and (2) these plans have littleincentiveto
avoid high-risk beneficiaries.

No plan characteristics are strongly associated with favorable or adverse selection. Thisistrue for
such characteristics as having a prior risk contract and HCPP screening of potential enrollees based on
health status. However, if the incentive for risk selection were stronger, we would expect plansto screen
more effectively. Differences in nondiscretionary high-cost hospitalizations indicate adverse selection, on
average, into IPA cost HMOs and union- and employer-sponsored HCPPs, but these results do not appear
in the mortality rate comparisons.

Favorable selection per se does not affect savingsto HCFA for cost contract plansasit doesfor risk
contract plans, but it is still important for two reasons. First, since HMOs generate greater cost savings
for patients requiring more care, plans with more favorable selection are less likely to produce savings in
costs to HCFA. Second, if planswith cost contracts convert to risk contracts, HCFA may lose money if
these plans have favorable selection. Conversely, for plans that have adverse selection, a cost contract may

enable HCFA to save money relative to FFS while protecting the plan from underpayment.

3. Cost-Effectiveness Relative to FFS Medicare

In 1993, HCFA’s costs were increased rather than decreased by the cost HM O and HCPP programs,
The agency’s total payments for enrollees in cost HMOs were 16.5 percent ($49 per member month) more
than estimated FFS payments. Payments for enrollees in HCPPs were 5.8 percent ($10 per member
month) more than estimated FFS costs would have been. HCFA'’s costs increased for 55 out of 63 plans,
On average across plans, HCFA lost 20.7 percent relative to FFS cost on cost HMOs, and lost 18.6 percent
on HCPPs on average. We estimated the effects of cost contracting for each plan by comparing
Medicare's actual costs for enrollees (payments to the plan plus direct payments to providers) to estimates
from regression models of what FFS costs would have been for enrollees, controlling for mortality, DCG
admissions, and demographic characteristics. Plan-specific estimates of savings to HCFA were then
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summed to yield the program-wide effect on costs, We also subtracted off the average percentage of plan
costs that were disallowed on audit. The average percentage loss across plans provides an indication of
the experience of a typica plan.

Actual paymentsfor Part B expendituresin 1993 greatly exceeded predicted Part B FFS payments,
and these Part B losses account for virtually all of HCFA’s overall losses. HCFA'’s Part B losses averaged
$59 per member month (55 percent of predicted FFS costs) for cost HMOs and $54 per member month
(49 percent) for HCPPs. Part B losses to HCFA are not correlated with our measures of the
aggressiveness of utilization review or physician financial incentives. For Part A, HCFA averaged only
small losses from both cost HMOs and the HCPPs, but there was considerable variation across plans with
losses to HCFA on half the plans and savings on the other half The losses exceeded 10 percent of Part
A FFS costsfor 13 of the 63 plans, while 14 plans appear to have saved HCFA 10 percent or more. Part
A losses were smaller for HMOs than for other types of plans, and for plans with more aggressive inpatient
utilization review. For Part A and B combined, however, HCFA lost money on all types of plans.

Employer, union, and clinic HCPPs are associated with lower losses than HCPPs that are HMOs.
These planstend to have more enrollees living out of their service areas, and large proportions of Part B
services that were billed directly to the Medicare intermediaries. The most likely explanation for the lower
losses to HCFA for these plans is that most cost-reimbursement plans drive up the costs to HCFA for the
services they pay for, but plans that pay for fewer services drive up costs on only a small proportion of
bills. However, there is no association overall between percent of enrollment in the service area and losses
to HCFA on Part B.

Even among the eight plans that appeared to generate savings in 1993, the estimates for most are
probably due more to chance than to real savings for five of these plans, and the savings for the other three
plans are probably idiosyncratic. Four plans for which the lower costs were probably due to chance were

HCPPs with very high levels of direct billing to Medicare for Part B services (56 to 83 percent). Itis
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difficult to argue that these plans exerted strong controls over costs when such alarge proportion of
services was billed directly to HCFA, just like normal, unmanaged fee-for-service care. Two of the plans
show large savings on Part B services, whereas HCFA’s Part B costs were 57 percent greater than

predicted FFS costs for the 55 plans with predicted overall losses. For another plan, a union-based HCPP,
estimates suggest savings on Part A services of 13.1 percent. However, only 30 percent of the plan’s
enrollees lived in the plan’s service area These facts suggest that enrollees in these three plans by chance
needed fewer services during 1993 than would normally be expected, or that the plans have favorable
selection that is not fully reflected in the DRG and mortality variables. Among the other low-cost plans,
Cignaof Southern California(H6056), did not respond to repeated survey efforts, and so littleis known
about it, except that it is unusual in terms of its large Medicaid (82 percent of enrollees), disabled, and

nonwhite enrollment. The cost report for this HCPP included costs for two other Cigna plans with healthier

enrollees, so actual cost paid by the plan arelikely to be understated.

The other three plans are those most likely to have generated real savings to HCFA. These plansare
similar primarily in terms of their being HMOs, being non-profit, having evidence of favorable selection,
and with predicted savings on Part A services of 10 percent or more offsetting modest losses on Part B.
However, they differ greatly on other characteristics. Kaiser of North Californiaisalarge, group model
HCPP (over 200,000 enrollees) with decades of experience in managed care. It is the only plan among
the nine Kaiser plans studied that generated savings, however, which suggests that its enormous size
provides an opportunity for savings. This may be duein part to spreading fixed costs over more member
months. Capital Group Health is a small staff model HCPP with about 1,500 enrollees. Health Plan of
the Upper Ohio Valley isan IPA model cost HMO with over 8,000 members. Neither the financial
incentives for physicians nor the UR procedures appear to consistently account for their savings to HCFA.

The main reason for the large increase in costs to HCFA appearsto, be alack of incentive for plans

to drive hard bargains with physicians on prices, sdaries, or capitation rates. The problem is exacerbated
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for plans owned by physicians, such as the clinic HCPPs and some of the HMOs, because physicians can
pay themselves higher compensation than they could eam at Medicare's normal FFS rates. Other factors
may contribute to the losses but fail to account for their magnitude. For example, administrative expenses,
at an average of $10 per member month, are higher in the cost-contracting program than in the FFS
program, but they represent less than one-fifth of the large average losses to Medicare. Plans paying
salaries or capitation rates would find it difficult to determine what level of compensation would be
consistent with Medicare FFS reimbursement, and have no incentive to do so. Furthermore, their small
share of the Medicare market limits their ability to set highly competitive rates for physician compensation.
Plans finds it easier to pay their physicians a single rate, whether they are delivering services to Medicare
or non-Medicare members. These rates typically exceed the FFS rates set by Medicare.

There also is no constraint on plan costs. Although statutes indicate that payments to cost HMOs may
not exceed the AAPCC, that rule is extremely difficult to implement and does not account for out-of-plan
use. Furthermore, HCPPs do not cover all Part B services.

It is possible that the higher Part B coststo HCFA are due in part to beneficiary characteristics and
behavior, but this explanation is unlikely to account for much of the large observed difference.
Beneficiariesenrolled in plans with cost contracts may need or desire ahigher level of ambulatory care,
despite the fact that in most plans, enrollees are less likely to die and less likely to be hospitalized for high-
cost conditions than FFS counterparts in their areas. Enrolleesin plansthat are employer or union-based
may have been accustomed to generous first dollar coverage for health care during their working years,
and developed a habit of more intensive use of ambulatory services. However, our estimates suggest that
losses to HCFA are lower for union-and employer-sponsored plans than for other plans.  Thus, these

explanations are not likely to account for much, if any, of the large cost increase under cost contracting.
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4. Cost-Effectiveness Relative to Estimated Risk-Based Payments

Overall, HCFA payments for enrolleesin cost HMOs and HCPPs in 1993 were higher than the
estimated cost had these individuals been enrolled in Medicare risk plans, though not by as large a fraction
as compared to FFS costs. Using our estimates of average risk factors that produce the smallest estimates
of lossesto HCFA, wefind that the average coststo HCFA for cost HMOs were 10.8 percent (about $35
per member month) higher than the average risk-based payment would be, and for HCPPs the average
difference was 6.9 percent (about $23 per member month). For 39 of the 63 plans (12 cost plans and 27
HCPPs) HCFA's costs increased. For 9 of these plans, HCFA'’s losses exceeded 25 percent, Our
estimates of risk-based payments from a less conservative (and probably more accurate) method yield
larger average losses to HCFA per plan--13.8 percent for cost HMOs and 10.1 percent for HCPPs.

On average, cost-based Part A payments were lower in 1993 than Part A AAPCC payments would
have been, but cost-based Part B payments were much higher than risk-based Part B payments. For most
plans (41) HCFA saved money on Part A, but did so on only 7 plans for Part B services. HCFA's average
Part A savings were 2.8 percent on cost HMOs and 5.9 percent on HCPPs. The average Part B losses
were 3 1.8 percent on cost HMOs and 27.0 percent on HCPPs.

The Part A savings on cost-based plans relative to risk-based payment is likely to be due to favorable
selection. Whereas the plans with favorable selection would be overpaid under risk contracting, this does
not occur under cost-based reimbursement. (If the Part A savings were dueto true efficiencies, we would
have observed reductionsin Part A costsrelative to the FFS comparison group.) Part B payments would
also be too high under risk contracting, but results from a study of the Medicare risk program suggest that
overpayment as a result of favorable selection is much less for Part B than Part A (see Brown et al. 1993).

We find a strong positive relationship between plans extent of favorable selection and cost savings to

HCFA relative to risk contracting. The Part B savings from not overpaying as a result of favorable
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selection are overwhelmed by plans paying higher pricesthan Medicare doesfor physicianservices (and
perhaps using more Part B services).

HCFA'’s savings and losses for particular plans are not strongly linked to observed characteristics,
such as type of sponsoring organization, enrollment level, physician financial incentives, or aggressiveness
of utilization review programs. The results from our descriptive and regression analyses were anomalous,
suggesting that some factors affecting plan savings or losses were not accounted for (or measured well
enough) and that our sample was too small to allow us to separate out the most influential factors.

Twenty-four cost-based plans saved HCFA money relative to what HCFA would have paid them as
risk-based plans. Most of these 24 plans are nonprofit, most have evidence of favorable selection and most
do not have aggressive inpatient or outpatient utilization review programs. Five plans had savings of 10
percent or more relative to what HCFA would have paid them as risk-based plans. All fiveplans have
evidence of favorable selection. Four of these plans are HMOs or CMPs, four are nonprofit, and only one
wasoncearisk plan. All but one of these plans also saved money relative to FFS Medicare.

When the plan-level estimates of cost savings to HCFA per member month are weighted by member
months and summed (and adjusted for the expected effects of audits), we find that the overall coststo
HCFA are 8.5 percent above projected risk payments for the cost HM O program, but 2.2 percent below
projected risk paymentsfor the HCPP program. These overall savings from the HCPP program relative
to risk contracting are due solely to the finding that one large plan (with 44 percent of al HCPP enrollees)
had savings of 9.5 percent. The savings on this one plan offset the combined losses on the other 62 plans.
However, this plan has since converted to a risk contract. When the 7 cost HMOs and HCPPs that
converted to risk contracts or dropped out of Medicare managed care altogether are removed from the
calculations, total lossesto HCFA relative to risk contracting are 6.8 percent for cost HMO program and

6.5 percent for the HCPP program.
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5. Risk Plansthat Converted to Cost or HCPP Contracts

Of the 65 cost or HCPPs with more than 1,000 enrolleesin December 1993, one-third once held a
Medicare risk contract. Twenty former risk plans converted to cost or HCPP contracts between 1990 and
1992. The 19 former risk plans we interviewed identified four reasons for converting: financial concerns,
market factors, regulations, and adverse selection. The reason most frequently stated was financia
concerns.  Only two plans cited adverse selection as areason for converting.

All but one of these former risk plans said they lost money under their risk contract, and half also lost
money on their commercial business. Most plans attributed their financia problems to low AAPCC rates.
About 40 percent of the plans also said that they have problems controlling costs.

These former risk plans decided to remain in the Medicare market because they felt obligated to their
communities or because employers to whom they were providing coverage asked them to retain a
Medicare plan of sometypefor their retirees. If, however, the cost and HCPP contracting options were
not available, only one plan reported that it would have continued asarisk plan. One-third of the plans
would haveinstead offered Medigap policies, and one-fourth would have withdrawn from the Medicare
market.

For the 19 plans in our sample that converted from risk to cost contracts between 1990 and 1992, we
used the actual distribution of plan enrollees across the AAPCC rate cells during the last year that the plan
had arisk contract to estimate the risk payments. This method islikely to be more accurate than others
used to generate estimates. We found that for 17 of the 19 former risk plans, costs to HCFA under cost-
based reimbursement exceeded costs that would have been incurred under risk contracting. Average
losses to HCFA for converted cost HMOs were 23.7 percent, and average losses for converted HCPP
plans were 6.2 percent, but the impact of conversion varied widely across plans, ranging from aloss of

47.3 percent to asavings of 13.5 percent. This pattern of increased costs to HFCA from conversionsis
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consistent with what the planstold us during our case study interviews--they lost money under their risk
contract, and by converting to cost and HCPP contracts, they hoped to avoid future financial losses.

If HCFA had discontinued the cost and HCPP programs in 1993, about one-third of the cost or HCPP
plans eligible to sign risk contracts indicated that they would have done so in 1993. Cost HMOs and
HCPPs are more likely to consider risk contracting if there is an increase in their AAPCC rates, if they have
competition from other risk plans, or if their providers are more willing to share some of the risks. Plans
may have underreported their willingness to sign risk contracts, however, if they believed that such a

responseislikely to encourage the continuation of the cost and HCPP programs.

B. POLICY IMPLICATIONS

HCFA islosing money by cost contracting with HMOs and HCPPs.  The losses relative to FFS occur
for both types of plans and are widespread. Only for 8 of the 63 planswere HCFA's costs lower than they
would have been under FFS. The losses are due entirely to substantialy higher Part B costs for enrollees.
Although aggregate, program wide costs for the HCPP program in 1993 may have been dightly below the
costs that would have been occurred for the same enrollees under risk contracting, this result is due amost
entirely to savings on one large plan (with 44 percent of all HCPP enrollees) that has since converted to
arisk contract. Furthermore, the estimate that HCFA saved money on the HCPP program overdl (relative
to risk contracting) is probably overly optimistic even for 1993. More plausible estimates of the proportion
of enrollees in nursing homes would increase estimated |osses by about 3 percentage points. HCFA's
finding that the 1993 Part B USPCC overestimated FFS costs by 18 percent aso suggests that had another
year been chosen the estimated cost increase to HCFA relative to risk contracting would be considerably
larger (on average, the USPCC predicts average FFS costs reasonably accurately). Of the one-third of
plans that converted from risk to cost or HCPP contracts in recent years, for all but two HCFA’s costs

were increased by the conversion.
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It islikely that these losses occur because the financial incentives for cost HMOs and HCPPs to
contain costs is very weak. They are only at risk for the deductible and coinsurance amounts for the
services they provide. Previous research suggests that the primary savings for Medicare risk HMOs comes
from reductions in the length of hospital stays. However, for all HCPPS and nearly all cost HMOs,
inpatient bills were sent directly to HCFA and paid for under Medicare’s DRG system. Shorter lengths
of stay, evenif achieved, would not |ead to savings under this system.

Other characteristics about plan operations and behavior may also explain why HCFA’s costs
(primarily Part B costs) for enrolleesin cost plans are greater than they would be under FFS Medicare.
First, cot HMOs and HCPPs tend to pay their physicians for treating Medicare members as they pay them
for treating their commercial members. Commercia fees and prorated salaries for plan physicians are
likely to be greater than the amounts these physicians would be receiving under the Medicare fee schedule.
Plans would have difficulty deter-mining salary or capitation rates that compared favorably to expected cost
under Medicare FFS rates, even if they chose to do so. Second, plans that serve both commercial and
Medicare clients have the incentive to include as many operating or administrative costs as possible in the
amount to be allocated between Medicare and nonMedicare. Third, many plans cover services (like
preventive care) that are not covered by Medicare. The costs of providing some of these services cannot
be readily distinguished and netted out of plans’ costscalculations. Thisis especially true for plans that
pay their physicians salaries or pay physician groups acapitation rate.

Differences between plan enrollees and nonenrollees in liability for out-of-pocket costs for Medicare-
covered services may aso partially explain why Medicare pays more for cost HMO enrollees. All cost
HMO and HCPP enrolleesin our sample plans had Medigap coverage through their plan, but about 11
percent of the nonenrollee sample members are likely to have lacked Medigap coverage (see Chulis et al.
1993). Estimates by Hill et d. (1992) and Christiansen, Long, and Rogers (1987) suggest that this liability

for a share of the cost reduces beneficiaries’ use of Medicare-covered services (and costs). Thus, the

177



difference between HCFA' s costs for enrollees and nonenrollees would be slightly smaller than reported
if comparably insured nonenrollees were used in the analysis. The difference would not, however, be
eliminated.

Oneway to induce cost-based plans to provide more efficient care would be to change the payment
arrangements between the plans and HCFA. If plans shared some risk with HCFA and had an opportunity
to earn profits by holding costs below a FFS-based target, they would have to become more efficient to
stay in business or withdraw from the market. Of course, once these plans are asked to assume financial
risk for Medicare-covered services, they would no longer be cost-based plans. Furthermore, identifying
an appropriate limit on costs would be administratively difficult and might involve considerable time lags,
However, there may be some intermediate arrangements between full risk and no risk that could provide
both someincentive to be efficient and some protection against losses for plans.

Our findingsindicate HCFA would save money by phasing out cost and HCPP contracts for HMOs,
alowing plansto either convert to arisk contract or to end contracting with HCFA entirely. Given that
losses are incurred for almost al cost contract plans, it appears to be disadvantageous for HCFA to sign
new cost or HCPP contracts.. The problem may be disappearing, however, because the recent trend has
been for plans to move away from cost contractsinto risk contracts. Nonetheless, it may be prudent for
HCFA to eliminate the possibility of converting from risk to cost contracts because the agency could suffer
asaresult of plan self-selection. That is, plans that profit because of favorable selection of enrollees may
remain in the risk program, while those that |ose money because they areinefficient may convert to cost
contracts. Thus, HCFA’s |osses on managed care contracting for Medicare could be maximized by

offering both options.
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COST CONTRACT PLAN CODES, NAMES, AND CHARACTERISTICS

TABLE A

Plan 1993 Percent of Former Contract
| dentification Member Enrollees Risk in March,
Number Plan Name State  Model Months® Out-of-Area Plan? 1996
94,578 16.2 39.9%

Average Over All Plans

HO502 Contra Costa HMO CA Staff 14,599 5.9 N Cost
HO602 Rocky Mountain HMO co IPA 119,168 6.1 N Cost
HO749 Physicians Health Services CT IPA 106,723 14.4 Y Cost
H1010 Capital Group Health FL Staff 17,940 223 N Cost
H1203 Hawaii MSA HI IPA 290,569 12.6 N Cost
H1449 Rush Prudential HMO IL Staff 67,363 91 Y Cost
H1553 The M Plan IN Group 44,800 15.7 Y Cost
H3104 Aetna Health Plans of NJ NJ IPA 168,356 45.2 N Cost
H3149 Hip-Rutgers NJ Group 122,342 29.3 Y Risk
H3308 Capital Area Community NY Staff 20,703 8.9 N cost
H3349 Capital Area Community NY Staff 58,605 8.6 Y cost
H3356 Blue Cross of Rochester NY IPA 218,853 12.8 Y cost
H3602 Health Guard OH Staff 12,665 45.0 N cost
H3801 PACC Hedlth Plan OR IPA 112,319 117 N cost
H3851 HMO Oregon OR IPA 115,423 19.2 N cost
H4101 Harvard Community HP RI Staff’ 56,329 11.6 Y cost
H5002 Group Health Northwest WA Staff 58,863 6.6 N cost
H5102 HP of Upper Ohio Valley wvV IPA 97,324 6.9 N cost

Sources:  Each plan’ sannual cost report for 1993 for member months, Group Health Plan masterfile for percent of out-of-area enrollees, and

Medicare Managed Care Plans: Monthly Report, March, 1996.

‘Models may differ from those in HCFA reports due to the results of our site visits.

®For cost reports not covering a12-month period, member monthsareannualized. For cost reports covering multiple plans, member months
are allocated on the basis of our enrollee sample from the Group Health Plan masterfile.

< Percent of enrollees residing in counties with less than 10 percent of the plan’s Medicare enrollment.

4One of the plans, H2453, participated in the diagnositc cost group (DCG) payment system demonstration from 1989 to 1991. Because the
data available for this plan is the same as that available for plans that did not have former risk contracts, the plan is coded as not having

participated in the risk program.
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TABLE B

HCPP PLAN CODES, NAMES, AND CHARACTERISTICS

1993 Percent of Former Contract
Member Enrollees Risk in March.
Code Plan Name State Tvpe Months Out-of-Area®  Plan? 1996
120,233 28.5 31%

Average. Over AU Plans
HO65 1 Take Care of Co-Pueblo co HMO 50257 29 Y None
HO652 Take Care of Co-Colorado Springs co HMO 31,162 5.9 Y None
HO704 Kaiser Foundation HP CT HMO 29,300 132 N HCPP
HI149 Kaiser Foundation HP GA HMO 28,587 333 Y HCPP

Employerl
HI605 Heritage National IL Union 127,170 47.3 N HCPP
H1649 United HC of lowa 1A HMO 20,352 4.7 Y HCPP
H1703 Kaiser Foundation HP KS HMO 11,493 37.9 N HCPP
H1949 OCHSNER LA HMO 18,771 27.8 N Risk
H2150 Kaiser Foundation HP MD HMO 58,013 46.9 Y HCPP
H2251 HMO Blue MA HMO 158,641 22.2 Y HCPP
H2254 Kaiser Foundation HP MA HMO 28,664 10.1 Y HCPP
H2449 HMO MN/Blue PLUS MN HMO 158,772 50.3 Y HCPP
H2450 PHPPLUS MN HMO 461,377 41.7 Y HCPP
H2451 Medica MN HMO 29,455 4.5 Y HCPP
H2453 MEDCENTERS MN HMO 154,113 20.5 Y HCPP
H2601 Group Hesalth Plan IN MO HMO 159,192 33.0 N Risk
H3301 Kaiser Foundation HP NY HMO 22,568 15.0 N HCPP
H3451 Kaiser Foundation HP NC HMO 15,324 19.9 Y HCPP
H3452 Kaiser Foundation HP NC HMO 23,772 27.3 Y HCPP
H3601 HEALTHOHIO OH HMO 58,790 38.1 Y HCPP
H4555 Scott and White HP X HMO 36,608 34.4 N HCPP

Employer/
H4556 Santa Fe Employees X Union 28,629 60.2 N HCPP
H4600 FHP of Utah, Inc uT HMO 76,346 22.4 N HCPP
H6052 Kaiser Foundation HP CA HMO 2,382,310 47.0 N Risk

Employer/
H6053 Santa Fe Employees CA Union 21,870 55.6 N HCPP
H6054 CIGNA OF S CA CA HMO 58,895 132 N Risk
H6055 ROSS-LOOS CA HMO 56,771 14.7 N Risk
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TABLE B (continued)

1993 Percent of Former Contract
Member Enrollees Risk in March,

Code Plan Name State Type Months Out-of-Area®  Plan? 1996

H6056 CIGNA OF SCA CA HMO 25,908 11.8 N None

H6091 Group Hedlth Assn DC HMO 97,870 27.0 N HCPP

H6102 Boro Medical Corp FL Clinic 39,364 14.8 N HCPP
Employer/

H6140 Wabash Memorial IL Union 25,081 56.3 N HCPP
Employer/

H6141 Sidney Hillman Health IL Union 13,657 20.1 N HCPP
Employer/

H6142 Union Health Service IL Union 25,227 11.3 N HCPP

H6144 Dreyer HMO IL HMO 35,189 11.0 N HCPP

H6151 Amett HMO IN HMO 62,234 319 N HCPP

H6152 Welbom HMO Evansvil IL HMO 66,405 355 N HCPP

H6161 Medical Assoc Health 1A Clinic 95,252 16.4 N HCPP
Employer/

H6171 AT& SF Employees Benefit KS Union 108,416 82.8 N HCPP
Employer/

H6261 St Louis Labor Inst MO Union 26,212 235 N HCPP

H6331 Boro Medical Center NY Clinic 83,107 175 N HCPP
Employer/

H6333 NY SA-ILA Coordinating NY Union 164,098 70.4 N HCPP
Employer/

H6334 Union Family NY Union 36,431 223 N HCPP

H6336 HIP Network of Florida FL HMO 31,739 14.6 Y Risk
Employer/

H6391 Police & FireMed As PA Union 52,047 321 N HCPP

H6521 Dean Care HMO Wi HMO 114,966 320 N HCPP

Sources:  Each plan’sannual cost report for 1993 for member months, Group Health Plan Masterfile for percent of enrollees out-of-area,
and Medicare Managed Care Plans: Monthly Report, March, 1996.

‘For cost reports not covering a 12 month period, member months are annualized For cost reports covering multiple plans, member months
are alocated based on our enroliee sample from the Group Health Plan Magterfile.

“Percent of enrollees residing in counties with less than 10 percent of the plan’s Medicare enrollment.
* One of the plans H2453, participated in the DCG payment system demonstration from 1989 to 1991. Because the data available for this
plan is the same as that available for plans that did not have former risk contracts, predicted FFS and risk payments were calculated as

if it were not arisk plan. But because the DCG payment system demonstration was held plans at risk for costs, we grouped this plan with
former risk plans when reporting results by plan characteristics.
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TABLE C

SERVICE AREA DESIGNATIONS

Percent of All Plan Cumulative Percent of All Cumulative Percent of All
Plan State and Enrollees Residing in Plan Enrollees Residing in Plan Enrollees Residing in
Contract county Counties Used to Define Counties Used to Define Counties Used to Draw
Number Code Plan Service Area Plan Service Area Beneficiarv Sample
costT HMOs

HO502 05060 94.1 94.1 94.1
HO602 06380 67.8 67.8

06140 14.8 82.6

06420 113 93.9 95.4
HO749 07000 85.6 85.6 97.1
H1010 10360 77.7 77.7 96.8
H1203 12020 71.3 71.3

12010 16.1 87.4 98.8
H1449 14141 79.5 79.5

14250 11.4 90.9 94.5
H1553 15480 84.3 84.3 94.6
H3104 31270 21.2 21.2

31260 13.2 34.4

31150 10.4 44.8

31160 10.0 54.8 93.2
H3149 31270 29.5 29.5

31150 15.4 44.9

31160 14.8 59.7

31100 11.0 70.7 96.2
H3308 33230 74.4 74.4

33740 16.6 91.1 96.0
H3349 33000 28.2 28.2

33650 20.5 48.7

33600 18.1 66.8

33640 141 80.8

33200 10.5 91.4 96.3
H3356 33370 87.2 87.2 97.2
H3602 36060 55.0 55.0 94.4
H3801 38020 41.0 41.0

38250 24.3 65.3

38330 12.2 775

38230 11.8 89.3 94.1
H385 1 38190 43.7 43.7

38230 234 67.1

38210 137 80.8 95.6
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TABLE C (continued)

Percent of All Plan Cumulative Percent of All Cumulative Percent of All

Plan State and Enrollees Residing in Plan Enrollees Residingin ~ Plan Enrollees Residing in
Contract county Counties Used to Define Counties Used to Define Counties Used to Draw
Number Code Plan Service Area Plan Service Area Beneficiarv Sample
H4101 41030 54.8 54.8

22020 19.3 74.1

41010 14.3 88.4 96.4
H5002 50310 80.8 80.8

13270 12.6 934 95.0
H5102 36060 41.3 41.3

51340 38.6 79.9

51250 13.2 93.1 95.1

HCPP s

HO651 06500 97.1 97.1 97.1
HO652 06200 94.1 94.1 96.1
HO704 07010 76.5 76.5

07000 10.3 86.8 91.1
HI149 11370 28.5 28,5

11470 24.4 52.9

11290 13.8 66.7 86.2
H1605 16060 27.3 27.3

14890 25.4 52.7 88.2
H1649 16760 74.8 74.8

16900 20.4 95.3 95.3
H1703 26470 39.3 39.3

17450 22.8 62.1 92.4
H1949 19250 35.3 353

19160 18.7 54.1

19350 18.1 72.2 89.9
H2150 21150 23.1 23.1

49290 15.4 38.5

21020 14.7 53.1 88.3
H2251 22070 51.3 51.3

22130 145 65.7

22040 121 77.8 95.8
H2254 22080 62.6 62.6

22060 27.3 89.9 96.8
H2449 24680 39.1 39.1

24080 10.6 49.7 915
H2450 24260 453 45.3

24610 13.0 58.3 90.8
H245 1 24680 95.5 95.5 95.5
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TABLE C (continued)

Percent of All Plan Cumulative Percent of All Cumulative Percent of All

Plan State and Enrollees Residing in Plan Enrollees Residingin ~ Plan Enrollees Residing in
Contract county Counties Used to Define Counties Used to Define Counties Used to Draw
Number Code Plan Service Area Plan Service Area Beneficiarv Sample
H2453 24260 65.5 65.5

24610 13.9 79.5 96.0
H2601 26940 44.2 44.2

26950 22.8 67.0 93.1
H3301 33800 85.0 85.0 88.4
H345 1 34590 80.1 80.1 92.6
H3452 34910 54.3 54.3

34310 184 72.7 92.2
H3601 36520 61.9 61.9 95.3
H4555 45120 65.6 65.6 96.5
H4556 45720 26.3 26.3

45120 135 39.8 73.0
H4600 46170 63.3 63.3

46240 14.3 77.6 93.7
H6052 05000 16.0 16.0

05060 133 29.3

05440 12.0 41.3

05530 117 53.0 88.2
H6053 05460 294 294

05200 15.0 44.4 834
H6054 05200 66.0 66.0

05400 20.9 86.8 94.9
H6055 05200 73.2 73.2

05400 12.1 85.3 95.3
H6056 05200 88.2 88.2 95.8
H6091 09000 34.8 34.8

21150 22.9 S7.7

21160 15.3 73.0 90.1
H6102 10040 85.2 85.2 85.2
H6140 14660 30.3 30.3

26870 13.4 43.7 64.0
H6141 14141 79.9 79.9 85.7
H6142 14141 88.7 88.7 91.0
H6144 14530 76.4 76.4

14550 12.6 89.0 96.7
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TABLE C (continued)

Percent of All Plan Cumulative Percent of All Cumulative Percent of All

Plan State and Enrollees Residing in Plan EnrolleesResidingin ~ Plan Enrollees Residing 1n
Contract county Counties Used to Define Counties Used to Define Counties Used to Draw
Number Code Plan Service Area Plan Service Area Beneficiarv Sample
H6151 15780 46.7 46.7

15360 10.7 575

15110 10.6 68.1 95.4
H6152 15810 64.5 64.5 93.6
H6161 16300 52.5 525

52210 20.9 734

14510 10.2 83.6 95.6
H6171 17880 17.2 172 63.3
H626 1 26940 42.9 42.9

26950 33.6 76.5 92.4
H633 1 33020 19.5 19.5

33590 19.2 38.7

33400 12.0 50.8

31370 10.8 61.6

3333 1 10.7 72.3

33800 10.2 825 93.6
H6333 33331 29.6 29.6 81.3
H6334 33590 27.2 27.2

33420 22.6 49.9

33331 16.7 66.6

33020 111 77.7 81.8
H6336 10490 49.2 49.2

10050 36.2 85.4 93.3
H6391 39620 67.9 67.9 88.4
H6521 52120 413 41.3

52270 15.1 56.3

52550 11.6 68.0 94.3

NoTtes:  The service area of each plan that was used to calculate plan-level estimated risk payments was defined as
follows: Include al countiesin each plans' service area are that contain the most enrollees, with the number of
counties limited to the smallest of either (1) those containing at least 10 percent of all plan enrollees, or (2) those
containing at least 200 enrollees. Each county in each plans service area was given a weight based on its
enrollment level.

The service area of each plan that was used to draw the beneficicary samples was larger than the service area used
to calculate risk payments, and it was defined as the geographic area containing counties in which at least 1.5
percent of plan enrollees resided in 1993, until a cumulative percentage of 95 percent of all enrollees was
reached.
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TABLE D

LIST OF DIAGNOSES (ICD-9's) FALLING IN EACH
DIAGNOSTIC COST GROUP (DCG)

DCG1

001-004, 006, 007, 010-012, 014-018, 020-027, 030-037, 039-041, 050-057, 060-066,071-076,080-
091, 096-098, 100-104, 110, 111, 117, 118, 120-134, 136, 172, 179, 182, 230-234, 303-304, 451-453,
457, 459, 460-465, 520-523, 5263-5268, 5273, 5274, 5283, 560, 562, 566, 567, 568, 5770, 5771, 590,
598, 614-615, 711-712, 720, 725, 730-738, 740-742, 744-746, T48-755, 757-759, 852-854

DCG2

140, 225, 235-238, 290-298, 410, 430-434, 436, 437, 680-683, 685, 690-691, 693, 694,697, 700-706
DCG3

153, 154, 181, 185-187, 189, 330, 332-337, 441-442, 444, 446, 480-487, 555, 556, 599, 710
DCG4

013, 038, 045-049, 070, 093-095, 1124, 1125, 1128, 114-116, 135, 160, 161, 164, 165, 2501-2503,
2510, 2511, 2513-2515, 252-254, 320-326, 340-345, 347-348, 3491-3492, 3498-3499, 3523, 3526,
3530-3536, 356-359, 390-398, 402405, 411, 415-417, 420-425, 4274, 4275, 4295, 4296, 570, 5720-
5724,573, 960-990, 992-994, 9950-9951, 9954, 9958, 996

DCGS

180,184, 188, 255, 260-273, 275, 277-279, 282-284, 286-289, 493-495,500-507,510-514,516-519,
7854, 7855

DCG6

141-149, 151, 152, 155, 156, 158, 159, 162, 163, 170, 171, 183, 190, 193-196, 199, 200-203, 443,
447, 448, 557, 580-585, 7990, 7991

DCG7
150, 157, 191, 192, 197, 198, 204-208, v580-v581

SOuURCE: Ellisand Ash (1988, Table 3-5).

NOTE: Diagnoses are listed as the first three or four digits of their ICD-9 codes. All intervals are
inclusive.
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