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CHAPTER 1: EXECUTIVE SUMMARY

SETTING

The Medicare HMO Demonstration

The Health Care Financing Administration (HCFA) is contracting
with the following eight Health Maintenance Organizations (HMOs)
to demonstrate the provision of Medicare benefits under
prospective risk capitation payment:

o Fallon Community Health Plan
Worcester, Massachusetts

o Greater Marshfield Community Health Plan
Marshfield, Wisconsin

o Kaiser Health Plan
Portland, Oregon

o HMO Minnesota
Minneapolis, Minnesota

o MedCenter Health Plan
Minneapolis, Minnesota

o Nicollet-Eitel Health Plan
Minneapolis, Minnesota

o SHARE Health Plan
Minneapolis, Minnesota

o Health Central
Lansing, Michigan

The objective of the demonstrations is to determine whether HMOs,
operating under prospectively-determined capitation rates paid by
HCFA, can provide Medicare benefits more cost-effectively than
the conventional fee-for-service Medicare program.

Evaluation

HCFA has contracted with Jurgovan and Blair, Incorporated (JBI)
to evaluate these demonstrations. The evaluation effort is being
conducted by JBI and the following subcontractors: Actuarial
Research Corporation, Falls Church, Virginia; Research Triangle
Institute (RTI), North Carolina; SysteMetrics , Incorporated,
Bethesda, Maryland.



This Summary of Observations presents basic facts about the
demonstration site experience to date, plus preliminary-
judgment about the implications of that experience for Medicare
program policy. The planning phase of the evaluation contract
has been completed, and substantive data acquisition and analysis
is just beginning. Most of the formal evaluation findings will
not become available until June, 1983. The evaluation is not
scheduled to be completed until August 1984. It is useful,
however, tp document observations made during the planning phase,
even though they must be recognized as preliminary and, in some
cases, tentative.

ISSUES

Evaluation Issues

The evaluation agenda for these demonstrations covers a broad
spectrum of issues related to prepayment, organized health
systems, and the Medicare program. In our approach to the
evaluation, these issues are grouped into the following four
major categories:

1. HCFA cost impact . Can HMOs provide Medicare benefits
at lower cost to HCFA than the fee-for-service health
care system?

This is the highest-priority question to be answered by
the demonstrations. In this era of budget limitations
for public programs, a "no" answer would sharply
diminish HCFA interest in pursuing the HMO alternative,
even if HMOs were superior health care delivery systems
in aspects other than cost. The question of HCFA cost
impact leads directly to two technical issues:

o How should HMO capitation rates for Medicare members
be established?

o How can there be assurance that the prospectively-
determined capitation rates represent less cost to
HCFA than would have been the case if the HMO
Medicare members were in the fee-for-service health
care system?

2. Feasibility . If the answer to the first issue
question is "yes"— that is, HMOs are indeed cost
containing alternatives—the shaping of federal policy
still requires understanding of related feasibility
issues. For example:



o What is the cost impact for the HMO of adding the
high-risk aged and disabled Medicare groups to its
employed group membership?

o Can HMOs attract Medicare beneficiaries into
membership? Will Medicare beneficiaries accept the
lock-in requirement of an HMO, and other features
that are different from the fee-for-service system?

o What organizational change is required of the HMO to
accommodate this new group, which requires a
different quantity and mix of services than its
employed groups?

o What administrative procedures are necessary to
facilitate HCFA/HMO interaction, which is much
different in content than the conventional
interactions among HCFA, fiscal intermediaries and
carriers, and providers?

3. National cost savings . Given the answers to issue
questions 1 and 2, what is the national cost containment
potential of a policy for developing the HMO
alternative? This question calls for generalization
from the demonstration site experience.

4. Health services research . If the demonstrations
indicate that HMOs are both cost-containing and feasible
for the Medicare population, what can be learned about
how they achieve efficiency and effectiveness vis-a-vis
the fee-for-service system? This has been given lower
priority than the first three questions in terms of
policy-relevant allocation of evaluation resources, but
in terms of replicating the successful aspects of
demonstration experience, the "how" analyses will be
very important.

Chapter 2 briefly describes each of the eight HMOs in the
demonstration. Chapter 3 is a series of brief
narrative summaries of demonstration site experience, addressing
for each site the topics of marketing and enrollment,
reimbursement and rate setting, and utilization. Chapter 4 is
organized into major issue topics that relate closely to the four
issue areas defined in this section. Chapter 5 is a description
of the evaluation plan for this project.



OBSERVATIONS

The following is a brief summary of the observations to be
discussed in this report. For each topic heading, there is shown
the page in the body of the report where the complete discussion
begins

.

Marketing and Membership (page 19 )

Four of the demonstration sites (three in Minneapolis-St . Paul)
initially appeared cautious about marketing to Medicare
beneficiaries. The other four have clearly demonstrated that
HMOs can attract Medicare applicants in large numbers.
Enrollments after one year ranged from around 500 (HMO
Minnesota) to over 5,000 (SHARE, Fallon, Marshfield and Kaiser).

Disenrollment rates (other than deaths) have been low— less than
five percent per year.

There is no evidence of selective marketing, other than the
authorized health screening at the four Minneapolis-St. Paul
HMOs.

Rate Setting (page 45 )

A major rate setting issue is the accuracy and validity of the
Adjusted Average Per Capita Cost (AAPCC) , the statistic used by
HCFA to estimate what HMO Medicare members would have cost had
they not been in the HMO. There is strong evidence that there
can be selection effects that are not compensated by the
demographic adjustments made in the AAPCC calculation.

As part of the first evaluation phase, a critique of the AAPCC
methodology was completed by Actuarial Research Corporation
(ARC). ARC recommended ways in which the current AAPCC
calculation could be improved, and suggested studies that could
lead to further refinement. The critique also pointed out that
the preferred approach of the health insurance industry is to
base prospective rates on actual experience in prepaid settings
whenever possible, rather than on inference from a different
delivery system.

Another important rate setting issue for the demonstration sites
was the minimal amount of prior experience data on provision of
Medicare benefits by HMOs. This problem resolved itself for each
demonstration site as the HMO developed its own experience data,
although it took about 18 months for data from experience to
become available and used in capitation rate development.



Cost Impact for the HMO (page 67 )

Among the eight demonstration sites, only Fallon, Marshfield, and
Kaiser have had enough experience to produce useful cost/revenue
information. Figure 1-1 summarizes the per capita expense and
revenue related to the demonstration, for the first two benefit
periods for each of these three sites.

It can be seen that each of these three sites experienced losses
during the initial demonstration period. For Fallon and
Marshfield, the difference between the budgeted and actual
expense figures was primarily due to higher than expected
hospital utilization. For Kaiser, a substantial part of the
unbudgeted expense during the initial benefit period was due to
extensive out of plan use of hospitals—one-third of hospital
days and nearly half of the hospital inpatient cost was due to
use of non-Kaiser hospitals. During the second benefit period,
Kaiser stopped honoring unauthorized, non-emergency out of plan
use, but the fiscal impact of that policy change has not yet been
reported

.

Clear understanding of the HMO cost impact of the demonstrations
will require more time (to achieve stabilization of utilization
rates) and more extensive analyses (for example, review of cost
allocation procedures, and analysis of fixed versus variable cost
impacts) than have yet been done.

Selection Bias (page 69)

There is strong evidence that selection bias can occur beyond the
ability of the AAPCC to correct with its statistical adjustments.
"Selection bias" means that the HMO obtains a Medicare
membership that is either healthier (favorable selection) or
unhealthier (adverse selection) than the general Medicare
population in the HMO's service area.

In a study of prior Medicare reimbursement for HMO and comparison
groups of Medicare beneficiaries at three demonstration
sites—Kaiser, Fallon and Marshfield—HCFA analyst Eggers found
that, after AAPCC adjustments, Kaiser and Fallon enrollees had
had 21% lower cost to Medicare than did the comparison
population. Most of this difference stemmed from lower
reimbursements for inpatient use. In contrast, Marshfield
enrollees showed no significant differences in inpatient
reimbursements from their comparison group, and higher
utilization of physician and outpatient services*.

Eggers, Paul, " Pre-Enrollment Reimbursement Patterns of
Medicare Beneficiaries Enrolled in 'At -Risk' HMOs." HCFA
Working Paper, September 30, 1981.
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This selection effect can occur for reasons outside of the HMO's
control. There is no evidence of intentional selection of good
risks by the demonstration projects (except for the
HCFA-authorized health screening carried out at the
Minneapolis-St . Paul sites.)

HCFA Cost Impact (page 83 )

No quantitative finding can yet be presented regarding the issue
identified as having top priority in the demonstrations: Can
HMOs provide Medicare benefits at lower cost to HCFA than the
usual f ee-for-service health care system?

Actual measurement of HMO efficiency relative to fee-for-service
is confounded by two factors:

1. Selection effects. These can occur to a degree that
renders the AAPCC inaccurate as a measure of what HMO
members would have cost HCFA had they not been in the
HMO.

2. Unmet need. The service-related out of pocket cost for
the Medicare beneficiary in fee-for-service may be a
barrier to obtaining needed health care. Meeting this
need in the HMO may, in the short run, at least
partially offset the increased efficiency of the HMO.

A more sophisticated approach to quantifying selection bias is
planned as part of our evaluation, but until that analysis is
completed we do not have the necessary benchmark against which to
measure HMO cost to HCFA in contrast to fee-for-service cost to
HCFA.

Organizational Change (page 85 )

The four HMOs with extensive Medicare enrollment have all had a
well-developed capability for planning the demonstration and
organizing reactions to its effects. For example, Fallon and
Marshfield have embarked on new internal programs in response to
the higher than expected utilization of the Medicare members.
Kaiser has used an operations committee, comprising front-line
operational staff from most disciplines within the organization,
to anticipate and act upon the demonstration project needs in a
timely fashion.

This ability to organize responses in anticipation of, or
reaction to, changes in the population served augurs well for the
theory that HMOs are superior to the open health care system, for



the Medicare population as well as other groups. The HMOs have
an organizational structure that does not exist within the open
system to effect both utilization controls and the development of
new service programs for the aged and disabled.

The Continued organizational reaction of the demonstration site
HMOs to the new demands of the Medicare member group will provide
a valuable contribution of the projects—management and
leadership methods replicable in other HMOs interested in serving
this population.

Administrative Issues (page 89 )

The demonstration HMOs generally have high regard for the
cooperative and helpful attitude among HCFA's Group Health Plan
Operations personnel. There still remain, however, many problems
in the content and timing of the administrative procedures which
govern the interactions among HCFA, the HMOs, intermediaries,
carriers, and non-HMO providers. Considering that Medicare is
dominated by operational procedures suitable for a fee-for-
service cost-based reimbursement program such administrative
issues may be expected. Large-scale risk-based HMO contracting
is not impractical—the demonstration sites are managing to cope
with these problems—but significant change in administrative
procedures should be undertaken if HCFA elects to promote further
prepaid contracting within the Medicare program. As presented by
the demonstrations, examples of problems are:

o Delay in HCFA calculation of AAPCC, necessary for
capitation rate calculation, budget projections, and
beneficiary premium calculation.

o Excessive turnaround time for enrollment and
disenrollment transactions within the HCFA master file.

o Lack of positive identification for HMO members
(beneficiaries retain usual Medicare card, facilitating
inappropriate out of plan use).

o Inadequate coordination with intermediaries and
carriers

.

SUMMARY

The most troublesome issue that has arisen in the demonstrations
is selection bias. If, as our actuarial critique has concluded,
the AAPCC is inadequate to adjust for potential selection
effects, and if HCFA continues to establish capitation rates in



reference to the AAPCC, then (1) HMOs, because of attitudes
toward risk taking, may be concerned about the potential cost
impact of adverse selection, and (2) HCFA will also be at risk of
having the hypothetical savings of a capitation contract wiped
out by favorable selection.

The most positive aspect of the demonstrations has been the
ability of the HMOs (at least, the four with significant Medicare
experience to date) to react to the special needs of the Medicare
members. The reaction has been both to control utilization and
to provide new services for this group. In this regard, the
demonstrations are bearing out the theory of organized health
systems functioning under a capitation contract—organizational
structure and financial incentive work together to control cost
and increase effectiveness.

In between these two points on the spectrum are a variety of
other issues with which the demonstration HMOs have had varying
degree of success. In general, the marketing and membership
experience has been very favorable, and administrative problems
have not been serious enough to inhibit growth and good
management

.

On the whole, the initial experience of the demonstrations favor
the theory of prospective risk contracting in Medicare. The cost
containment impact of such contracting cannot yet be precisely
quantified, but the demonstrations show that HCFA, the HMO, and
the beneficiary can and will engage in contract relationships
which create more incentive and opportunity for cost containment
than occurs in the fee-for-service system.





CHAPTER 2: NATURE OF THE DEMONSTRATIONS

2.1 ISSUES BEING TESTED

Fundamental Concept

The underlying premise of the Medicare HMO demonstrations is that
an HMO, as an organized health system, can provide health care
services more efficiently and more effectively than the
relatively unstructured, open health care system that we usually
call fee-for-service. Proponents of Medicare contracting with
HMOs believe that such contracts can have a significant cost
containment effect for the Medicare program and for Medicare
beneficiaries, while at the same time improving quality of
service to the beneficiaries. Additionally, use of Medicare
dollars to purchase services from HMOs will assist in the spread
and growth of such organizations, thus contributing to
development of a more competitively structured and organized
total health care system in the country.

According to this theory, these mutual objectives of HCFA, the
HMO, and the Medicare beneficiary can be realized through an
approach such as the following:

1. Establish the capitation rate that HCFA will pay the HMO
at 95% of the average per capita cost that HCFA would
expect to pay for the HMO Medicare members if they were
in the open, fee-for-service system. This assures that
HCFA realizes a 5% saving from the HMO contract.

2. Permit the HMO to charge Medicare beneficiaries a
premium in addition to the capitation rate paid by HCFA,
but not to exceed the expected average cost per
beneficiary per month for the usual Medicare deductible
and co-insurance. This assures that the Medicare
beneficiaries, on the average, pay no more for Medicare
benefits through the HMO than they would in the open
system.

3. Use an adjusted community rate (ACR) for the HMO as a
benchmark for the HMO's appropriate cost of providing
Medicare benefits. The ACR represents the HMO's
"community rate"—average per capita premium cost to
employed group members—adjusted for Medicare benefit
coverage, the expected higher utilization rates of the
Medicare population, and the expected higher intensity
of service required for Medicare members.

11



4. Since the HMO's ACR is very likely to be less than its
capitation revenue from HCFA and the Medicare
beneficiary, require the HMO to use the difference

—

usually referred to in the context of these
demonstrations as the "savings"—for the benefit of the
Medicare membership. This means either adding services
beyond those ordinarily covered in the Medicare benefit
package, or keeping the beneficiary premium share low,
or both.

Even though details vary among the eight HMOs that are currently
demonstration sites, this theory was generally followed in
constructing the HCFA demonstration contracts. An adjusted
(adjusted for certain demographic factors) average per capita
cost (AAPCC) was established relative to each demonstration site,
intended to represent what HMO Medicare enrollees would have cost
HCFA had they not been enrolled. The beneficiary premium share
was kept below the actuarial equivalent of Medicare deductible
and co-insurance— in most cases, significantly below, and in one
case there was no premium cost to the beneficiary. All HMOs were
required to offer benefit coverage in excess of that ordinarily
provided by Medicare.

12



2.2 DEMONSTRATION SITE DESCRIPTIONS

The HMOs participating in the demonstration are very different
from one another in several respects, and the observations to
date, as well as the final conclusions reached, will be greatly
affected by the individual circumstances of each plan.
Additionally, some evaluation hypotheses can be tested only
within the context of certain HMO structures or certain external
environments. The Minneapolis-St . Paul area, for example, is the
only demonstration area in which issues of competition among HMOs
can be investigated.

This section presents brief narrative descriptions of each
demonstration HMO and its service area to facilitate
understanding subsequent discussions of the sites' experience to
date and the evaluation issues being addressed. The section
concludes with a summary comparison of the participating HMOs
(Figure 2-1)

.

Fallon Community Health Plan

Fallon Community Health Plan (FCHP) located in Worcester,
Massachusetts (population 176,572), serves an area including most
of Worcester County with a total population of 370,000. Within
this area there are approximately 56,000 Medicare beneficiaries

—

an unusually high percentage (15%) of persons age 65 and over.
The FCHP is a group model HMO currently sponsored by the Fallon
Clinic and Blue Cross of Massachusetts. The Health Plan became
operational in early 1977 and received federal qualification in
late 1978. By the fall of 1980, enrollments were in excess of
30,000, of which just under 1,000 were Medicaid beneficiaries and
5,500 were members of the Senior Plan (the Medicare Demonstration
Project)

.

The Fallon Clinic, a multi-specialty group practice with more
than 60 physicians, serves as the primary clinic site for the
FCHP. The clinic also has two satellite sites and numerous
referral arrangements with external providers. The plan also has
three contracting area hospitals and one nursing home with which
it has recently negotiated a guaranteed bed contract.

Blue Cross of Massachusetts, the plan's co-sponsor, is the
largest health insurance carrier in the State and is a Medicare
Part A (hospital insurance) intermediary. It provides several
services to the HMO, including marketing, administrative
services, underwriting of reinsurance, and data development.

13
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Greater Marshfield Community Health Plan

The Greater Marshfield Community Health Plan (GMCHP) , operating
since March of 1971, is a prepaid group practice health plan
co-sponsored by the Marshfield Clinic, St. Joseph's Hospital, and
Blue Cross/Blue Shield United of Wisconsin. GMCHP serves a large
rural area in Central Wisconsin, including all or part of ten
counties. The plan's service area includes approximately 178,000
residents of which 68,850 are enrolled in the HMO. The Greater
Marshfield plan is unique among demonstration sites as it so
fully dominates its service area, despite not being a federally
qualified HMO. To date, GMCHP has affiliations with all area
physicians, optometrists, the area's only podiatrist, and the
majority of the area's practicing dentists. Its 39% penetration
rate within its service area is indicative of its important
market position.

The Marshfield Clinic, located in the service area's largest city
(population 18,000), is a large multi-specialty group practice
with over 180 affiliated physicians. Over 30% of the clinic's
patients are GMCHP enrollees . St. Joseph's Hospital, a plan
co-sponsor, is also the main referral hospital for the plan, with
the area's two other hospitals also participating. St. Joseph's
is a 525-bed acute care facility located adjacent to the clinic.

GMCHP offers enrollment opportunities to virtually all segments
of the Marshfield area population. In addition to traditional
HMO group and individual enrollment health plans, since 1974 the
"near poor" have been able to enroll in the plan through a
community health center program created by the Marshfield Medical
Foundation with the assistance of the Public Health Service's
Bureau of Community Health Services. Since 1977 GMCHP benefits
have been extended to Medicaid recipients through contract with
the Wisconsin State Department of Health and Human Services.
With the inclusion of the current Medicare demonstration project,
the GMCHP is able to offer enrollment to virtually all segments
of the area's population. The Marshfield Medical Foundation, a
non-profit education, research, and community service
corporation, acts as the official contracting body for these
indigent and Medicare programs.

Blue Cross/Blue Shield United of Wisconsin is the third sponsor
of the GMCHP project and primarily handles the marketing, legal,
actuarial, and billing services.

15



Kaiser Permanente Medical Care Program

The Kaiser-Permanente Medical Care program (KPMCP) is by far the
biggest HMO network in the nation. In 1980 KPMCP was. operating
27 hospitals, over 5,800 licensed beds, and more than 70 medical
office facilities. The Medicare HMO Demonstration Project is

being conducted within the Oregon Region of Kaiser. A variety of
corporate entities, including the Kaiser Foundation Health Plan,
Inc., the Kaiser Foundation Hospitals, Inc., and the Northwest
Permanente Professional Corporation are participating in the
region's Medicare Demonstration Project.

The Kaiser program in the Oregon region has a membership well
over 220,000, or about 20% of the population of the Portland,
Oregon-Vancouver, Washington area. Kaiser operates two hospitals
(with a total capacity of 380 beds), seven ambulatory care
facilities, a mental health center, and three dental facilities
in this area. Kaiser employs over 200 physicians in the
Portland -Vancouver area to serve the six county service region.
Kaiser's Health Services Research Center is located in Portland,
and is the contractor for the demonstration.

Prior to the current demonstration project, Kaiser served
approximately 16,000 Medicare enrollees under a Group Practice
Prepayment Plan (GPPP) contract. Under a GPPP contract, which
covers only Part B services, interim payment is in the form of a
capitation rate, but the final payment is based on cost
settlement. Part A services are billed separately to HCFA, under
the usual cost reimbursement procedures. About 1,500 of the
beneficiaries formerly under the GPPP contract were permitted to
enroll in the prospective risk demonstration. The GPPP contract
has continued in parallel with the demonstration contract.

All Kaiser-Permanente Medical Care plans are federally-qualified
HMOs .

InterStudy

InterStudy, itself not an HMO, serves as the coordinator for the
Medicare HMO Demonstration Project in the Twin Cities area. The
Twin Cities site is unique in the country because of the large
number (seven) of HMOs operating in one metropolitan community.
Each of the participating HMOs will be described separately
following a general review of the area's characteristics.

The Twin Cities Metropolitan area, including the cities of
Minneapolis and St. Paul, has a total population of 1.94 million,
of which approximately 13% are enrolled in HMOs (over 250,000
enrollees )

.
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InterStudy has responsibility for the overall coordination of the
Medicare project in the Twin Cities area including relations and
negotiations with HCFA f conducting a "wiser buyer" program of
pre-enrollment education, and the eventual closing down of the
project. This is the only area in which the HMOs are competing
with one another for Medicare enrollees. It is also the only
location in which HMOs are permitted to use health status
screening for high-option plans. The following is a brief
description of the participating Twin Cities HMOs:

HMO Minnesota

HMO Minnesota (HMOM) is an affiliate of Blue Cross/Blue
Shield of Minnesota, governed through a management
agreement. A separate administrative unit has been
established within Blue Cross/Blue Shield to manage the
Health Plan. HMOM is a network HMO, with more than
1,000 physicians participating (although not all are
participating in the Medicare demonstration). The
independent physician groups contracting with HMOM share
in the hospital and medical risks of providing care to
the enrollees and are reimbursed on either a prepaid or
fee-for-service basis with a year end settlement to
determine physician liability. There are over 60 health
care services delivery sites within the plan and over
68,000 enrollees. HMOM is not a federally qualified
HMO.

MedCenter Health Plan

The MedCenter Health Plan (MCHP) is a group practice
HMO, primarily affiliated with the St. Louis Park
Medical Center and Methodist Hospital. The health plan
has been in operation since 1972 and has more than
80,000 enrollees, primarily from the west-suburban Twin
Cities area. The Medical Center operates one large
clinic in St. Louis Park with three satellites and three
other affiliated clinics. There are currently over 100
physicians employed by the St. Louis Park Medical
Center. MCHP is not a federally qualified HMO.

Nicollet-Eitel Health Plan

Nicollet-Eitel Health Plan is a group HMO with over
20,000 enrollees, less than 100 of whom were over age 65
prior to the current demonstration project. The health
plan is jointly sponsored by the Nicollet Clinic and
Eitel Hospital, both located in Minneapolis. The
Nicollet Clinic, a multi-specialty group practice, has a
staff of 50 physicians at four sites in the western
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metropolitan area. Eitel Hospital is a 145-bed general
acute hospital with 140 physicians on its medical staff.
The Plan is also affiliated with Fairview-Southdale
Hospital and with other physicians in specialties and
sub-specialties not otherwise available within the
clinic. Nicollet-Eitel Health Plan is not a federally
qualified HMO.

SHARE Health Plan

SHARE Health Plan is a group model HMO with a full time
physician staff of 15 employed directly by the HMO.
Share has been in operation since 1974 and has over
40,000 enrollees. For inpatient services, it contracts
with three hospitals—Samaritan, Midway and St. Paul
Children's— in the metropolitan area.

SHARE is a federally qualified HMO, and is also the only
demonstration plan in the Twin Cities which had a
previous Medicare contract. It had a cost reimbursement
contract under Section 1876 of the Social Security Act,
and successfully transferred 2,192 enrollees over to the
Demonstration Project contract in December 1980.

Health Central

Health Central, originally formed in response to a perceived
local physician shortage, is a federally qualified staff -model
HMO which has operated since December 1977. Its service area
includes the community of Lansing, Michigan (metropolitan
population of about 300,000). The plan's total enrollment at the
end of 1980 was approximately 25,000 people.

Blue Cross/Blue Shield of Michigan holds controlling interest in
Health Central as a result of financial problems early in the
plan's history. Blue Cross and Blue Shield of Michigan has been
operating since 1939 and presently serves 5.3 million members; it
is now the second largest "Blue" in the nation.

During the first open enrollment period, Health Central's
enrollment climbed to 21,000—deemed a level beyond its capacity.
For an assortment of reasons, control over utilization was lost
and the plan fell behind in its payments to outside providers.
For example, in an attempt to meet the service demands of its
enrollees, Health Central agreed to pay all charges to all
physicians serving its enrollees regardless of the physicians'
lack of affiliation with the plan. Upon purchasing Health
Central, Blue Cross and Blue Shield of Michigan provided
financial assistance to the plan and instituted several
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restrictions on levels of enrollment. Rates have since been
raised, new low-option plans have been offered, and the HMO is
now considered to be on a much more stable financial footing.
The plan was somewhat slow in initiating its Medicare
demonstration program for which marketing began in November 1981

As of August 1980 , Health Central had a staff of 18 full time
physicians and contracts with four area acute care and three
skilled nursing facilities for the provision of services to plan
members

.

19





CHAPTER 3: NARRATIVE SUMMARIES—SITE EXPERIENCE

The observations and analysis in this section are organized into
two areas: (1) marketing and enrollment, and (2) reimbursement,
irate Setting, and utilization experience. Due to the variation
in demonstration project start-up dates, some of the sites will
have a relative wealth of experience to report at this time,
while others, particularly the InterStudy and Health Central
sites, are not far enough along in their projects to have
accumulated reportable demonstration experience. This is
specially the case in the areas of cost and utilization
experience.

SECTION 3.1: MARKETING, ENROLLMENT AND MEMBERSHIP

MARKETING AND MEMBERSHIP

Issues of Concern

The evaluation of issues related to marketing prepaid health
plans to the Medicare membership covers three broad areas of
interest: costs, effectiveness and efficiency of the marketing
process; reasons for decisions to enroll or not to enroll; and
disenrollment patterns. Underlying these areas of consideration
is the fundamental question—Will sufficient enrollment take
place to make HMO contracts a viable alternative for Medicare
cost containment? The answer, in the aggregate from the five
sites and eight health plans to date, is yes—note the enrollment
statistics presented in figure 3-1. There is, however, enough
variability in the resulting enrollments to make it necessary to
evaluate the stated issues fully in order to understand why some
HMOs have been overwhelmingly successful in meeting their
enrollment goals and others have fallen far short.

Cost, Effectiveness and Efficiency

There are some significant costs in marketing to Medicare
beneficiaries that are unlike the HMOs' expenses in the
commercial marketplace. Most obvious, of course, is the need to
enroll individuals (or couples) rather than groups through
employers or unions. In its usual marketing efforts, the HMO
concentrates on convincing the employer or union health and
welfare officer to offer the HMO as a choice during an open
enrollment period. If there are open meetings on the offered
health plans, the HMO may have an opportunity to make a marketing
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Figure 3-1

Number of Demonstration Enrollees
as of August 1982

Demonstration Site
Start
Month

(2)

No. of Demo Members
Aug '82

(1) (3)

Fallon Apr 80 6,278

Marshfield Jun 80 8,901

Kaiser Aug 80 7,334

Interstudy
a) HMOM
b) MedCenter
c) Nicollet-Eitel
d) SHARE

May
May
May
Jan

81
81
81
81

589

1,764
981

8,954

Health Central Sep '81 361
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presentation to interested members of the group. Those who
decide to join the HMO indicate their choices on enrollment cards
which are returned to the employer or union. One HMO marketing
representative can handle a large number of employee groups,
Sometimes being responsible for thousands of memberships.

To enroll Medicare beneficiaries, the demonstration HMO
contractors have had to concentrate on individuals, first letting
them know that they could join, then motivating them enough to
make them identify themselves as interested in joining or getting
more information. Once an elderly person has inquired about
enrollment, the HMO has had to give information, answer
questions, and sometimes provide assistance in completing the
application form.

Most of the demonstration HMOs have tried to make this
time-consuming process more efficient by scheduling group
meetings to which interested beneficiaries are invited, or by
sending information and applications by mail and handling
questions over the telephone. Each of the demonstration plans
has added extra staff, and diverted other staff, during their
initial enrollment periods.

Some of these activities are balanced by certain possible
efficiencies in Medicare marketing, not experienced in commercial
HMO marketing. For example, a high proportion of the people
requesting information from the HMO staff do enroll; the
penetration rate among those Medicare beneficiaries who have
received or heard information about the HMO personally is much
higher than the rate resulting from a meeting with a group of
employees at a factory or other work setting. For example, fewer
than 5% of Marshfield's survey respondents indicated that they
did not enroll in the HMO after attending an enrollment meeting.
Further, the salaries of the staff handling the Medicare
enrollments are generally less than the salaries and commissions
paid to the commercial marketing representatives.

The demonstration plans have variously reported marketing costs.
The most complete cost figures available to date are $2.90 per
member per month from Fallon and about $1.15 per member per month
from Kaiser. Commercial marketing expenses for HMOs enrolling
employed groups usually range, in Jurgovan and Blair's
experience, from about $1.30 per member per month for a
medium-size (25,000-30,000 members) HMO which has been in
operation for several years to as much as $7.50 per member per
month for a small, new plan in its first year. Thus, it seems
that Medicare marketing costs are not greatly different from what
would be expected by an HMO marketing to employed groups.
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However, the costs reported to date from the Medicare sites do
not include the expense for providing member services after
enrollment—usually a responsibility of a commercial marketing
representative for the groups he/she enrolls. These costs may be
much higher for Medicare enrollees than for the HMOs' younger
members. A uniform set of marketing cost elements is not yet
available; one of the tasks of the upcoming fiscal analysis is to
rigorously detail marketing costs for site-to-site comparisons.

Reasons for Joining

Most of the "evidence" to date is subjective. Although it was
hypothesized that Medicare beneficiaries with satisfactory
physician relationships would be least likely to enroll and that
most Medicare beneficiaries would have established relationships,
the enrollment success of the demonstration sites indicates that
elderly patients may be willing to leave established physician
relationships, if they find an HMO's premium and benefit package
to be a "better deal." The evaluation will investigate the
degree of satisfaction these enrollees had with their prior
provider, as compared to satisfaction levels in the non-enrolled
beneficiary population.

Lock-in (the requirement that enrollees use only participating
providers) was also expected to be a deterrent to enrollment.
However, according to demonstration site staff members the
lock-in factor has been less a barrier than expected. While
lock-in has caused difficulties at several of the demonstrations,
the problem seems to have been lack of understanding of the
lock-in requirements rather than an objection to giving up
previous providers. Once the "lock-in" has been understood, most
Medicare members accept it, according to reports from patient
relations staff of all the demonstration sites. Overall,
disenrollment for reason of dissatisfaction with lock-in is less
than two percent.

One survey of people who had requested information about HMO
options, conducted by InterStudy in the Minneapolis-St . Paul
demonstration, found the three most commonly given reasons for
enrollment to be attractiveness of benefits, convenience of
hospital and clinic, and low premium. Those who decided not to
enroll cited an existing physician relationship, along with
inconvenience of HMO facilities, and paid-up supplemental
insurance as the three most common reasons for their choices.

Additional benefits seem to be very attractive to Medicare
beneficiaries. For example, among the enrollees in the Kaiser
demonstration, the number of beneficiaries who chose to pay the
highest rate— $15.18 in 1980—and get a comprehensive package was
twice the number choosing the basic, no-cost ootion.
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The benefit package offered by the Marshfield Medical Foundation
demonstration also was clearly the attractive feature for the
nearly 7000 beneficiaries who enrolled during the first three
months of its marketing program. The attraction is particularly
striking because Marshfield' s premium was nearly 50 percent
higher then the two most popular Medicare supplemental programs
in the area. (Penetration rate after the end of the first year
was 55 percent in the immediate service-area county and almost 40

percent overall.) According to a survey made by Marshfield
during the enrollment campaign, the decisive factor for most of
the respondents was the coverage of services not included in the
usual Medicare benefits (e.g. preventive care, physical exams).
Other important choice factors cited included being able to get
services without having to file claims and the lack of
out-of-pocket expenses. Those who decided not to enroll said
they were concerned about the restrictions on care out of area
and the expense of the premium.

As part of this evaluation, the Medicare Health Survey, a
household interview of 3,000 HMO enrollees and matched control
groups of non-enrollees , which will be conducted in Minneapolis,
Marshfield, and Worcester (Fallon) in the Fall of 1982 with
preliminary results in the Spring of 1983. This survey will
provide data on information sources, reasons for enrollment, and
the relative attractiveness of benefits, premiums, and previous
provider relationships.

Disenrollment Patterns

This disenrollment analysis will be one of the last products of
the evaluation, in order to allow for maximum experience.
Considering that Medicare beneficiaries could end their HMO
memberships at any time, and return without penalty to
traditional Medicare coverage, the very low voluntary
disenrollment rate (3-5 percent for all the HMOs in the
demonstration) is impressive. It should also be recognized that
voluntary disenrollments include those who are moving out of the
area or are no longer able to pay the premium— not just those who
are dissatisfied with the HMO. Those plans which have compiled
reasons for disenrollment report unspecified dissatisfaction and
misunderstanding of the lock-in provision account for about half
of the terminations during initial enrollment periods.

Selective Marketing

The only overt efforts to limit the risk of the HMOs for adverse
selection are the health screening questionnaires required of
applicants for the high benefit option offered by the InterStudy
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demonstration HMOs. During an annual one-month open enrollment
period those who are rejected for the high option may enroll in

the HMO for basic benefits. Since the screening requirement was
accepted by HCFA as a condition of those demonstrations, it
tfahndt be described as selective marketing.

During the first open enrollment period, InterStudy functioned as
an information broker for the plans, through a variety of
outreach and education efforts; in effect, it was unnecessary for
the plans to market unless they particularly wished to attract a
large and potentially adversely selected elderly membership.
Marketing efforts were minimal during the one-month period. The
degree of favorable selection resulting from this screening is

not yet known.

Figure 3-2 shows the enrollment growth trends for each of the
four Minnesota sites. It does not appear that the second open
enrollment period, which occurred in April 1982, had a
significant impact in terms of the number of people enrolled.
Informal reports from the demonstration sites, however, indicate
that a substantial proportion of those who had earlier been
screened out did join during the second enrollment period, but
this has not been substantiated.

Apart from the screening in Minneapolis and its relationship to
marketing activities during open enrollment, there are
differences of opinion among the demonstration HMOs about
marketing methods which have implications for possible marketing
bias. Fallon and Health Central require, as much as possible,
that Medicare beneficiaries come into their offices in order to
enroll. These health plans state their concern that Medicare
beneficiaries must understand where the facility is located and
what it is like before they make an application. Against the
argument that this requires a degree of good health that at least
allows ambulation, these HMOs argue that rather than selecting
good health risks through this approach, they are actually
risking an adverse selection since only those who are really
motivated to enroll will take the trouble to visit the plan—as
opposed to those who might find it easier to enroll by mail.
Kaiser relied on mail enrollment and does not seem fearful of any
misunderstanding that might result from not having made a visit
to the health care facility or the possibility of the severely
ill signing application forms while confined to their homes or
beds and having a friend, attendant, or family member mail them
in. Nonetheless, Kaiser did have two problems early in the
demonstration which might be traced to their marketing and
enrollment practices. They experienced very high out-of-plan use
and high disenrollment rates relative to the other plans. Also,
Kaiser now conducts a program for new members to help counter any
misunderstandings that might arise.
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The eight HMOs have used a wide variety of methods to inform
Medicare beneficiaries and motivate them to contact the plans for
information

.

Fallon Community Health Plan

Fallon Community Health Plan (FCHP) began marketing its Senior
Plan in February, 1980. Senior enrollments first became
effective in April 1980.

Fallon's marketing approach focused on several segments of the
Medicare population. Three primary groups were targeted in the
marketing efforts: the general Medicare population; the group
"Medex" subscribers; and, non-group Medex subscribers. (Medex is
the Blue Cross/Blue Shield supplemental insurance policy for
Medicare beneficiaries.) Figure 3-3, presented below, describes
the targeted marketing techniques used by Fallon. The first
strategy, the Public Relations Campaign, was targeted toward
non-affiliated seniors, but is assumed to have had an impact on
both group and non-group Medex subscribers.

Figure 3-3

Fallon Marketing Techniques

Public Relations
Campaign

- open houses

- newspaper ads
with coupon

- marketing reps
visit Senior
groups

- Senior telephone
center

Non-Group Medex

- letters to individual
Medex subscribers
w/accompanying dual
choice cards

- public relations
campaign

Group Medex

- letters sent
from employers

- meeting with
employees/retirees

- public relations
campaign

Of t

non-
(14%
even
enro
tota
Amon
Seni

he market
group Med
of those

tually en
lied of a
1 Senior
g the 35
or Plan) ,

ing techniques employed, letters to individual
ex subscribers had the most positive response rate
non-group subscribers sent dual choice cards

rolled) and lowest marketing cost per member
11 the techniques. Fifty-seven percent (57%) of the
Plan enrollment were non-group Medex subscribers,
local employers offering dual choice (Medex or the
a penetration rate of thirteen percent (13%) was
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achieved. Fallon reports that this rate matches experience with
the non-Medicare population in enrolling employees in the HMO.
(See Figure 3-4 below.)

Figure 3-4

Percent of
Percent of General Medicare

Enrolled Population Population

Group Medex 14% 13%
Non-Group Medex 57% 41%
Non-Medex 29% 46%

100% 100%

Fallon attained an area Senior penetration rate of 10% within the
first 12 months of enrollment. In slightly over five months of
open enrollment in that first operational year, the plan enrolled
over 5,500 seniors. This is somewhat in excess of the percentage
representation of Medicare beneficiaries in the Plan's service
area; Medicare beneficiaries comprise 16% of the area's
population but 17.1% of the Plan's enrollees . As might have been
expected, and as has been experienced in other plans, second year
enrollments in the Senior Plan were significantly lower than the
first. Total enrollments in the second operational year
increased the Senior plan size by approximately 50%. (See Figure
3-5.)

From the time the first enrollments were effective until April,
1981, 275 members were disenrolled. Of those, 78 are known to
have died, resulting in a reported annual disenrollment rate
(deaths excluded) of 3.5%. A quantitative assessment of the
Plan's disenrollments is not yet available, but Fallon's
preliminary assessment cites the following reasons (not
necessarily in order of frequency):

o misunderstanding of the program
o desire to return to previous physician
o travel time to the clinic
o moved out of the service area

In its annual report, Fallon reports that disenrollment due to
the lock-in provision, while not extensive, was the most
frequently cited reason for voluntary disenrollment, accounting
for about 25% of all responses to a disenrollment survey.

Overall, the current Senior Plan enrollment comprises more than
10% of the Medicare beneficiaries in Worcester County (the Plan's
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Source: FCHP 1980 Annual Report
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primary service area) , a slightly higher penetration rate than
the Plan has achieved in the County's general population (about
8%). Figure 3-6 describes the Senior Plan enrollment patterns
and compares them to the Plan's overall enrollment.

Greater Marshfield Community Health Plan

As part of its marketing activities, the Greater Marshfield
Community Health Plan (GMCHP) initiated training programs for its
own staff, and the staffs of participating physicians, the Social
Security Administration and Blue Cross plan in the service area
prior to its first enrollment period, in the spring of 1980.
Practice enrollment sessions were held with small groups of
beneficiaries. The Health Plan also opened an enrollment office
in order to facilitate the enrollment procedures and to assist in
the answering of questions.

The Health Plan held a series of 49 public presentations with
brief question and answer periods. The Health Plan had developed
a slide presentation for public marketing meetings, but the
demand for enrollment was so great that the slide presentations
were discontinued. The sessions were confined to answering
questions and helping people fill out applications. In addition,
the Health Plan mailed program information to 3,300 Blue
Cross/Blue Shield United Medicare supplemental policy holders and
to 1,000 persons inquiring at the clinic. At the beginning of
the first enrollment period, a press conference was held at the
Marshfield Memorial Foundation to announce the program and
maximize its exposure at the beginning of the first enrollment
period

.

Marketing efforts were sharply curtailed after the first few
months of the program due to the overwhelmingly positive
response, and resulting high enrollments. Marshfield has
calculated its marketing costs for the period April 1980—July
1981 to be $57,852. Of that amount, $24,000 went toward
marketing materials, including radio and newspaper
advertisements, enrollment forms, and slide presentation
development. An additional $14,800 went toward clinic office
expenses and $4,435 went toward conducting public meetings.
Additional costs were incurred for mailings, marketing staff time
and miscellaneous expenses.

The enrollment process generally went very smoothly. Only one
major problem was encountered: the initial influx of new
enrollees caused a back-up in the federal Group Health Plan's
Operations' (GHPO) office in Baltimore which establishes the
enrollees' HMO status. Marshfield dealt with this problem by
keypunching the cards and then shipping them to GHPO. Blue
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Cross/Blue Shield United of Wisconsin was also reported to be
slow at first in distributing membership cards to enrollees,
causing some confusion about eligibility. These start-up
problems subsided shortly after enrollment stabilized. The GMCHP
offered open enrollment to all eligible applicants through June
of 1981. Enrollment as of July, 1981 was 8,500 beneficiaries,
far exceeding predemonstration expectations. Figure 3-7 shows
the age and sex distribution of enrollees through August 1980.

For the six months ending February, 1981, Marshfield experienced
an 8.3% disenrollment rate (743 terminations), of which 59% were
due to deaths. The annual disenrollment rate (deaths excluded)
was thus 3.4%.

Kaiser Permanente Medical Care Plan

Kaiser has a significant advantage relative to other
participating health plans in that it has very good name
recognition nationally, and particularly in the communities it
serves. Thus, in marketing, Kaiser does not need to explain who
it is and what it is doing, but can move directly to an
explanation of its current programs.

Numerous marketing techniques were employed in the Portland area.
Among them were television, radio, newspaper advertisements (a
first for Kaiser, which does not advertise), and letters sent to
current Kaiser members over age 65 and to members under age 65
with the suggestion that they inform their friends and family of
this opportunity. (Unfortunately delays in the initiation of the
media campaign, which resulted in several media being used
simultaneously, confounds assessing the independent effects of
these various marketing techniques.)

Kaiser concentrated its promotional campaign during two periods
in 1980. The first, in late May and early June, included:

o television announcements aired 95 times between May 21
and June 7

o newspaper advertisements appearing 20 times in major
local papers from May 28 to June 20 (this included a
mail-in coupon and resource telephone number)

The television announcements and newspaper advertisements were
repeated during the second half of August on a somewhat smaller
scale. From available media survey data, Kaiser estimates that
the TV advertisements were seen by about 99.6% of the potential
viewers over age 50 in the metropolitan Portland area. It was
not possible to assess similarly the effectiveness of the
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Figure 3-7

GMCHP Medicare Age/Sex
Distribution Based on Person Months Through

August 1980

AGE #

MALE
%

FEMALE
# %

TOTAL
# %

8 5+ 62 3.7% 85 4.5% 147 4.1%

80-84 127 7.6% 160 8.5% 287 8.1%

75-79 282 16.8% 316 16.8% 598 16.8%

70-74 459 27.3% 582 30.9% 1041 29.1%

65-69 690 41.0% 708 37.6% 1398 39.2%

60-64 49 2.9% 17 .9% 66 1.9%

55-59 7 .4% 10 .5% 17 R9-

45-54 6 .4% 2 1 3-
• J. t> 8 .2%

35-44 - - - - - -

>35 - - 2 1 9-
• J. % 2 .1%

TOTAL 1682 100.1% 1882 99.9% 3564 100.0

Source: Annual Report, Medicare Demonstration Project, 1980.
Marshfield Medical Foundation
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newspaper advertisements . An indication of the success of the
media campaign is that 50% of all information requests received
between May 23 and October 21 of 1980 were received during the
first two weeks of the campaign, when the first newspaper and TV
advertisements ran. (See Figure 3-8.) The cost for the TV and
newspaper publicity campaign in May and June was $28,800, and
yielded over 3,500 enrollment applications in the following two
months .

In order to test the attractiveness of differing benefit levels
and the accompanying premiums, Kaiser conducted an optional
benefits experiment by randomly assigning applicants into an
experimental or a control group during the first two months of
the demonstration. One group of applicants was offered only the
basic M-Plan (basic Medicare benefits), and the other group of
applicants was offered the option of choosing other additional
benefit packages with accompanying higher premiums (the M-Plan
required no premium payment by beneficiaries*) . The following
table shows the percentages of applications returned according to
whether or not benefit package options were offered. The
difference in response between the two groups was not found to be
statistically significant.

Figure 3-9

Percent of Packets Returned with at Least One Application,
by Whether or not Options were Offered

Options

No Options Offered
Options Offered

Number of
Packets Sent

N/A
N/A

Percent Returned

49.1%
46.8

Total 8116 47.9

New members under the demonstration began receiving services on
August 1, 1980. Success of the recruitment and enrollment
efforts forced Kaiser to close enrollment and place interested
applicants on a waiting list by November 20, 1980. By the end of

For a comparison of the various benefit packages offered by
participating HMOs, see Figure 3-12 at the conclusion of this
section

.

Source: Kaiser Permanente Medical Care Plan, 1980 Annual Report
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Figure 3-8

Kaiser Permanente Medical Care Plan
Medicare Demonstration Project

Promotional Campaign

Information Requests, by Week of Request

Number Percent Week of Request

2026 23.5% 5/23 - 6/01"^
2140 24.8 6/02 - 6/08 C
648 7.5 6/09 - 6/15
448 5.2 6/16 - 6/22 J
269 3.1 6/23 - 6/29
215 2.5 6/30 - 7/06
234 2.7 7/0 7 - 7/13
170 2.0 7/14 - 7/20
71 0.8 7/21 - 7/27

151 1.8 7/28 - 8/03
100 1.2 8/04 - 8/10
354 4.1 8/11 - 8/17
523 6.1 8/18 - 8/24
265 3.1 8/25 - 8/31
157 1.8 9/01 - 9/07
109 1.3 9/08 - 9/14
130 1.5 9/15 - 9/21
106 1.2 9/22 - 9/28
124 1.4 9/29 - 10/05
126 1.5 10/06 - 10/12
102 1.2 10/13 - 10/19
96 1.1 10/20 - 10/26
49 0.6 10/27 - 10/31

8613 100.0%

* Period of media campaign

Source: Kaiser-Permanente Medical Care Plan, 19 80 Annual Report
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1980, Kaiser had enrolled over 5,500 new members, greatly
exceeding the initial limit of 4,000 agreed to by HCFA and
Kaiser. (After reaching the initial limit of 4,000 enrollees in

October of 1980, the limit was raised to 5,500.) Enrollments
were open to all Medicare beneficiaries in Kaiser's service area
with no medical review, no restrictions on the disabled, and no
restrictions on institutionalized beneficiaries. The single
restriction placed on enrollments during the initial open
enrollment period was that only 1,500 current Medicare Kaiser
enrollees from the previous cost contract with HCFA were to be
enrolled under the demonstration. Kaiser has reported that, thus
far, the 7,500 enrollees (as of September 31, 1981) represent an
age and geographic mix consistent with the general elderly
population in the Portland area, but are on the average, older
than the pre-demonstration Kaiser Medicare members.

During the first eighteen months of operations, Kaiser
experienced an annual disenrollment rate of approximately 7.9%
(494 people disenrolled, excluding deaths and relocations), of
which about one third (150 people) resulted from dissatisfaction
with the lock-in requirements. Kaiser reports that in the second
year the voluntary disenrollment rate dropped to about 4.5%,
although the lock-in requirement continued to be a significant
source of disenrollment.

InterStudy Sites '

The Twin Cities Metropolitan area is unique for three related
reasons

:

o There are four HMOs—HMO Minnesota, MedCenter Health
Plan, Nicollet-Eitel Health Plan, and SHARE Health
Plan—participating in the InterStudy demonstration
project

.

o The participating HMOs perceive themselves to be
competing with one another for HMO Medicare enrollees.
This is the only one of the demonstration sites in which
more than one HMO is participating, and thus, the only
site in which the effect of competition among HMOs can
be measured.

o The HMOs obtained HCFA ' s permission to screen health
status of applicants for the high option benefit
packages offered by each HMO.

Marketing efforts in the Twin Cities demonstration are of two
types. First, InterStudy' s "wiser buyer" program, which have
included educational meetings conducted in various senior and
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community centers, churches, and other public gatherings.
Approximately 80 such meetings were held during April and May of
1981, conducted by InterStudy staff. These public meetings
included slide presentations, distribution of educational
literature, and question and answer periods. A telephone
information line was also set up to respond to questions
emanating from these meetings and from a special HCFA mailing
sent to all Medicare beneficiaries in the service area at the
outset of the first open enrollment period (May 1981)

.

Over 4,000 calls were received by InterStudy during the initial
one month open enrollment period. Nearly 2,000 applications were
received by the HMOs during that time. InterStudy sent survey
forms to all callers to assess the effectiveness of the
enrollment activities. The response rate was approximately 25%;
of those responding, 34.1% had applied for HMO membership. In
response to the question "How did you hear about the phone number
or address for the HMO/Medicare program?", 38.9% cited the HCFA
mailing, 25.2% cited the newspaper advertisements, and the
remaining 35% cited one of a variety of sources of enrollment
information. Figure 3-10 describes the responses to the question
"If you have not applied to become a member of an HMO what were
your reasons for not applying?" Conversely, Figure 3-11
describes the applicants stated reasons for applying to an HMO.

The second level of marketing activities at the Twin Cities
demonstration project sites are conducted by the individual HMOs
in the project. Brief descriptions follow for each of the HMOs:

HMO Minnesota . Marketing efforts began very slowly.
Some HMO Minnesota physicians, characterized by
InterStudy in its annual report as "the primary
marketing agents in the network model HMO," were
reportedly advising their patients, when asked about the
HMO, not to join the plan. The HMO did begin to more
actively market its option during 1981 and marketing
materials were presented to senior groups. By April 1,
1982, HMO Minnesota had a total senior enrollment of
543, but had screened out 1,006 applicants.

The impact of the high option screening permitted at the
Twin Cities sites is perhaps most clearly felt at HMOM.
Although specific application rejection rates have not
yet been released by HMO Minnesota, it reported that a
vast majority of applicants to this option had been
rejected based on their health screens. This rejection
rate is reported to be decreasing in more recent months.
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Figure 3-10

Twin Cities HMO Enrollment Survey

If you have not applied to become a member of an HMO, what were
your reasons for not applying?

Response (multiple)

Physician is not in an HMO

HMO clinic facilities not convenient

Supplemental insurance is paid

Program is experimental

My hospital not affiliated with HMO

Premiums are too high

Spend time away from Twin Cities

Benefits are unattractive

The program is too confusing

Concerned that premium will increase

Other (not eligible, need information,
need to study program, like to choose
doctor, don't think I can get in, spouse
not eligible, not interested)

Not applicable or no answer

N. Adjusted %

249 37.8

142 21.6

130 19.7

129 19.6

127 19.3

105 16.0

90 13.8

85 12.9

76 11.5

70 10.6

134

(361)

20.4

1019 - 361 = 658 valid respondents 1337 182.8

Source: 19 81 Annual Report, "A Medicare Multiple Choice Program
for Minneapolis and Saint Paul", InterStudy
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Figure 3-11

Reasons for Applying to an HMO

Benefits are attractive

Hospital and clinics are convenient

Premium is low

My physician is in an HMO

Friends and family encouraged me to join

I've always wanted to join an HMO

Not eligible for other health insurance

My physician encouraged me to join

I was in an HMO before I retired

Other*

Not applicable or no answer (not
included in percents)

N
Adjusted
Percent

217 64.0

217 64.0

177 52.2 •

138 40.7

56 16.5

43 12.7

17 5.0

17 5.0

12 3.5

27 8.0

(680) —

1601+ 271. 6++

++

*

The total N is greater than 1019 because this is a multiple
response question.

The percents are based on 339 valid respondents

Other write-ins include: dissatisfied with current insurance,
no paperwork, good program, no current doctor.

Source: 19 81 Annual Report, "A Median Multiple Choice Program for
Minneapolis and Saint Paul", InterStudy
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MedCenter Health Plan . MedCenter experimented with
several marketing approaches during 1981, including:

o direct mail campaigns
o newspaper ads
o community group meetings
o testing various advertising agencies

MedCenter reports that inquiries about its program
increased by 300% the week following the appearance of
full -page MedCenter Medicare ads in two local
newspapers. MedCenter has also established
relationships with local senior organizations and senior
leaders in the community. While MedCenter 's senior
enrollment started out very slowly, there has been a
steady increase in their total enrollment. As of April
1, 1982, total senior enrollments in the MedCenter
Health Plan were 1,090. Of the 1,007 processed
applications during 1982, MedCenter screened out 183
from the high option. An unknown number of these
applicants subsequently enrolled in the low option
package during the two open enrollment periods.

Nicollet-Eitel Health Plan . Marketing efforts at
Nicollet-Eitel began slowly, and in a fashion similar to
those of MedCenter. The first mailing was sent to 5,000
clients of the Nicollet clinic, the HMO's primary
outpatient facility. Nicollet-Eitel found that the
first mailing was disappointing, but that a follow-up
mailing was more successful. Further marketing efforts
concentrated on personal presentations to seniors at
senior centers and senior highrise housing units.
Nicollet-Eitel has experienced a steady increase from
its early low senior enrollment, and by April 1, 1982
Senior Plan enrollment was 773.

SHARE . The most active marketer of the demonstration
program in the Twin Cities area has been SHARE Health
Plan. SHARE has also been the most successful of the
Minnesota plans in enrolling new members, with
enrollment as of April 1, 1982 of 7,821. It has:
offered three months of premium-free enrollment for
early enrollees (those enrolling before April 1981),
advertised with placards on the sides of city buses, and
offered premium discounts of $5.00 to enrollees who are
responsible for bringing in new members. Not to be
ignored is the fact that SHARE had been offering HMO
membership to seniors through a cost reimbursement
contract for two years prior to the inception of this
demonstration project. Almost all of these were shifted
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into the demonstration. SHARE began actively enrolling
members by shifting them over from the cost contract
before the open enrollment period in May 1981. 93 of
387 applicants to SHARE'S high option during May 1981
did not pass the screening. SHARE will expand its
Medicare program during 1982 by offering enrollment to
residents of selected Northern Minnesota counties the
option to enroll in the plan.

The Twin Cities demonstration site is the only one in which HMOs
are permitted to screen applicants for its high option benefit
plan. During the two open enrollment periods (May 1981 and May
1982) all applicants had to be accepted into the low option
plans, but during the remainder of the year the HMOs could use
the screen to restrict enrollments under the high option. The
impact of this process has not been assessed but indications are
that some of the HMOs may be screening out a vast majority of
applicants for the high option.

The Metropolitan Senior Federation, a local senior citizens
organization with high visibility and respect in the community,
has endorsed selected plans. In the early months of the project
only two plans, HMOM and SHARE, received the Federation's
endorsement. Later, the HMOM endorsement was withdrawn, but the
two remaining demonstration sites, MedCenter and Nicollet-Eitel

,

were endorsed by the Federation.

Health Central

Marketing of Health Central's Medicare plan began on November 1,
1981. The open enrollment period is continuing at this writing.
Health Central is taking a low key approach to marketing (e.g.,
requiring potential enrollees to come to the Health Central
offices to enroll) in an attempt to avoid repetition of previous
problems the plan had with over-enrollment (see Chapter 2). For
1982 the enrollment goal is 1,500, or between 100 and 150
enrollees per month. As of April 1, 1982 Health Central had
enrolled 204 seniors. In order that potential enrollees fully
understand Health Central and the implications of belonging to a
health maintenance organization (primarily the lock-in
requirement) , marketing demonstrations and orientation sessions
are being combined into the same presentations.

Additional Demonstration Site Information

The following figures compare the marketing and enrollment
experience and benefit packages of the HMOs participating in the
demonstration projects.
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Figure 3-12

COMPARISON OF BENEFIT PACKAGES FOR MEDICARE
BETWEEN STANDARD MEDICARE COVERAGE AND HMO DEMONSTRATIONS

1981
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Figure 3-12
(continued)

COMPARISON OF BENEFIT PACKAGES FOR MEDICARE
BETWEEN STANDARD MEDICARE COVERAGE AND HMO DEMONSTRATIONS

1981
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Figure 3-1

3

MEDICARE CAPITATION DEMONSTRATIONS OPEN ENROLLMENT PERIOD-
PROJECTIONS AND ACTU/L ENROLLMENTS—rem 1

— UK
JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC)oAN FEB MAR APR MAY JUN JUL AUG SEP CCT NOV DEC I

1. Fallon

a. Group Model

b. Total Size: -\.32,000 members
c. Previous Medicare enrollment:

None

d. Projected M«d1c»re enrollment
under Demo: Iftt o' total plan
members

e. Medicare Enrollment to Date:
5497 (16T of total members)

f . Medicaid Enrollment: -vlOOO members I

2. Greater Marshfield

a. Mixed/Network Model (Marshfield
Clinic— largest component)

b. Total Size: t-54,000

c. Previous Medicare enrollment:
None

d. Projected Medicare enrollment
under Demo: No limit

(17,000 beneficiaries in area)
e. Medicare Enrollment to Date:

8,000
f. Medicaid Enrollment:

•^40 (12)(t6,000 low income
under BCHS)

3. Health Central

list Open Enrollment
v),600 enrolled;
met projections

2nd Open Enrollment
M.900 enrolled: met projections

• Marketing
Began

• Appl (ca-

tions

Accepted

• Enrol lees

'

First
Effective
Date

i

• Mn'-kcttruj

Began
t Appl Na-

tions
Accepted

T
• Enrol lies

'

First
Effective
Date

Continuous Open Enrollment

a. Staff Model
b. Total Size: V3.000
c. Previous Medicare enrollment:

80 enrol lees under cost contra
d. Projected Medicare enrollment

under Demo: -8-101 of total pla
members

e. Medicare Enrollment to Date:
None

f. Medicaid Enrollment:
None (planning a contract with
the state)

Kaiser/Portland

• Marketing
Began

• Applica-
tions
Accepted

Enrol lees

'

First Effective
Date

1st Open Expected/
Continuous Until
Tarqet is met.

• Marketing wi 11 begin

Applications will be
Accepted

Group Model
Total Size: "^20,000
Previous Medicare enrollment:
^12,000 under cost contract
Projected Medicare enrollment
under Demo: -v.7,800

Medicare Enrollment to Date:
7,800 (251 were conversions)
Medicaid Enrollment:
-v-50 (cannot be identified,
Oregon does not buy-in)

1st Open Enrol lment

^7,800 enrolled; met
projections

• Marketing
Began

• Applica-
tions

Accepted

• Enrol lees
'

First Effective
Date

5. InterStudy

a. 3 groups , 1 IPA

b. Total Size:
HHOM (IPA): 68,000
MedCenter: 80,000
Nicollet: 21,500
SHARE: 40,000

c. Previous Medicare Enrollment:
HMOM: None
MedCenter: None
Nicollet: None
SHARE: Previous cost contract,

now under present Demo.

d. Projected Medicare enrollment
under Demo:
HMOM: None
MedCenter: stop at 5,000
Nicollet: None
SHARE: stop at 10,000

e. Medicare Enrollment to Date;
HMOM: No breakdown as
MedCenter: yet. Plans will
Nicollet: not release data.
SHARE: M.300 apps. were

received.
1 f . Medicaid Enrollment:

HMOM: None
MedCenter: None
Nicollet: None
SHARE: None

1st Open Enrollment
(Low and High Options)

4 ' «

* Marketing
Began

• Appl ica-

tions

Accepted

Expected
Enrollees

'

First

Effective
Date

ODen Enrollment Continuous
High Option Plans Only

(Admittance to this plan is

subject to health screening
based on past medical his-
tori es

Open Enrollment is defined as that period in „mcn the HMO accepts individuals in irae-
in wmen they apply for enrollment, we nave interpreted this to mean v.hcn marketinc
began ano applications were accepted.

Enrollees' First Effective Date is defined as the first date in wnicn the Medicare
enrol lee was eligible to receive health bene/ us from the HMO.

Prepared by SysteMetrics ^



Figure 3-14

Summary of Demonstration Site Enrollment Statistics

Demonstration Site
(1) (2)

Membership as of July '82

Demo Members
Project Medicare % in as % of

Start Date Total Demo Demo Area Medicare
(3) (4) (5) 6)

1. Fallon

2. Marshfield

Jan '80

Mar ' 8

22,156 6,278 28%

68,000+ 8,901 13'

9%

39%

3. Kaiser Apr '80 220,000 7,334 3% 6%

4. Minnesota

a) HMOM May '81 68,000 589 1%

b) MedCenter May '81 80,000 1,764 2%

c) Nicollet-Eitel May '81 21,500 981 5%

d) SHARE Dec •80 40,000 8,954 22%

8%

5. Health Center Sep '81 25,000 361 1%
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SECTION 3.2: RATE SETTING

In general, there were three major steps in rate development by
the demonstration projects:

1. Estimation of the HMO's cost per member per month (pmpm)
for provision of the benefit package(s) to be offered to
Medicare enrollees.

2. Establishment (by HCFA) of the maximum capitation rate
that HCFA would pay to the HMO. This was usually set at
95% of the projected per capita cost to HCFA of Part A
and Part B benefits under the conventional fee-for-
service system.

3. Derivation of the beneficiary membership premium,
necessary to bridge the gap between the HCFA capitation
and the benefit package per capita cost.

These steps took place interactively rather than sequentially.
For example, when developing the benefit package to be offered to
Medicare beneficiaries, the HMOs took into account the probable
HCFA capitation rate and the resulting beneficiary premium that
would be required. In their contract proposals to HCFA, most of
the HMOs attempted to balance enrichened benefits (relative to
usual Part A and Part B coverage) with cost to the beneficiary,
in the form of a monthly premium or service-specific copayments.

The HCFA Capitation Rate

Among the three components of rate setting, there was most
uniformity across sites relative to development of the capitation
rate to be paid by HCFA. The general principle underlying the
demonstrations was that HCFA would pay HMOs 95% of HCFA's
expected cost for Medicare beneficiaries under fee-for-service.
This expected cost for the benefit period to be covered by the
contract was calculated prospectively by HCFA, at approximately
the same time that the HMOs were developing prospective estimates
of per capita cost.

For the initial benefit period at each site, HCFA calculated an
estimate of the average per capita cost expected for Part A and
Part B benefits (aggregated) in the HMO's service area (defined
in terms of county boundaries). This statistic was labeled the
APC (variously interpreted as average per capita cost, average
prevailing cost, and area prevailing cost) . The HCFA capitation
rate was set at 95% of the APC (with the exception noted below)

.

hi



For the subsequent benefit periods, the HCFA cost estimate was
adjusted to the demographic mix of the HMO Medicare members,
vis-a-vis the demographic mix of the non-member Medicare
beneficiaries in the area. Within this adjustment (details of
which are provided in the next section) , the APC became the
AAPCC— the Adjusted Average Per Capita Cost. The HCFA capitation
rate was then set at 95% of the AAPCC.

In every case, the adjustment of the AAPCC reduced the APC value.
In terms of the demographic factors used in the AAPCC
calculation, the demonstration sites experienced favorable
selection effects. As discussed below, there is evidence of
selection effects beyond those picked up by the AAPCC
adjustments. The immediate point, however, is that in moving
from the APC of the first benefit period to the AAPCC of the
second benefit period, the AAPCC adjustment caused an effective
reduction in HMO revenue from HCFA, net of general inflation
effects

.

Figure 3-15 displays the APC and AAPCC values for each of the
demonstration sites. Following are additional comments:

1. For Marshfield, the APC was so low ($75.16) relative to
projected HMO cost that HCFA agreed to a rate set at 99%
of the APC rather than the usual 95%.

2. Payment to Kaiser was made using a rate book rather than
a single HCFA capitation rate. The rate book has a 95%
of APC rate set for each of the several (150, in fact)
demographic strata used for the AAPCC adjustment. The
capitation payment made to HCFA each month for each
beneficiary was the rate specified for that
beneficiary's demographic "cell" in the rate book.
Thus, the adjustment of the AAPCC was automatically
applied with each month's capitation calculation.

3. For the four Minnesota sites, a rate book was also used,
but in a different way. Here, an aggregate capitation
rate was adjusted from time to time (at inconstant
intervals), taking into account the cumulative
demographic mix at each of the four HMOs. For example,
the initial capitation rate for SHARE was $134.10, but
effective December 1981 the rate was reduced to $124.50.
According to the HCFA project officer for the SHARE
demonstration, this downward adjustment reflects not the
AAPCC calculation as of December 19 81, but the AAPCC
calculation relative to all member-months through December
1981, Over time this approach would have approximately
the same effect as the monthly rate book application at
Kaiser.
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Figure 3-15

APC/AAPCC Values For Demonstration Sites

HMO
(1)

1980
(2)

APC/AAPCC

1981 1982
(3) (4

1983
(5

1. Fallon $ 133.15* $126.59 $152.49 $186.34

2. Marshfield 75.17* 75.60 88.34

3. Kaiser 103.06* 119.63 147.00

4. Minnesota

a

)

HMOM

b) MedCenter

c) Nicollet-Eitel

d) SHARE

5. Health Central

141.16*

141.16*

141.16*

141.16*

119.38*

138.00

139.00

147.00

142.00

146.99*

*APC values; others are AAPCC
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4. For Fallon, Marshf ield , and Health Central, the HCFA
capitation rate is completely prospective. That is,
there is neither concurrent nor retroactive adjustment
for the actual demographic mix of the Medicare members
during the contract year. That demographic mix is taken
into account only in the establishment of the subsequent
year capitation rate.

HMO Per Capita Costs

The four Minnesota HMOs were not required to submit rate
proposals to HCFA, since the intent was to follow the model of
health plan competition in the private marketplace (with HCFA
playing the "employer" role). Therefore, the manner in which
these HMOs estimated their per capita costs for their Medicare
benefit packages is not known.

Following are brief summaries of the approaches that were taken
by the other four HMOs

:

1. Kaiser used an adjusted community rate process. The
first step was to forecast the aggregate health plan
rate increase that would be needed in order to meet the
subsequent fiscal year's projected costs and budget
requirements. From this was derived a new community
rate, which was then allocated into Medicare-related
cost categories. Then, adjustment factors were
developed to account for the differences between
Medicare and non-Medicare members in terms of
utilization rates and intensity of service. These
adjustment factors were developed primarily from
Kaiser's past experience with Medicare members under its
Group Practice Payment Plan contract.

For services not included in conventional Medicare
coverage (e.g.: extended care, ambulance), independent
per capita costs were estimated. Similarly, for
prosthetics, which are not included in the community
rate, an independent estimate of cost pmpm was made.
These estimates were then aggregated into a single
adjusted community rate (ACR) . (For the first year, two
ACRs were calculated, one for the aged and one for the
disabled. For subsequent years, a single rate was
specified, under an assumed aged/disabled mix.)

2. Fallon also followed the adjusted community rate
approach. In contrast to Kaiser, Fallon did not have
previous experience with Medicare members on which to
base the adjustments to the community rate. For the
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first two benefit periods, these adjustments had to be
based on tenuous inference from the Medicare experience
of other HMOs (including Kaiser). By the time rates
were developed for the third benefit period, utilization
and cost data from Fallon's own experience were
available, with the result that the prospective cost
estimates were significantly higher than they would have
been under the original adjustment assumptions. Indeed,
for the third benefit period it is more appropriate to
characterize the rate development as based on actuarial
first principles rather than community rate adjustment.

3. Marshfield was similar to Fallon in all important
respects. The prospective cost estimation can be
considered as following the adjusted community rate
principle for the first two benefit periods, with the
adjustments dependent on inference from HMO Medicare
experience in other settings. Again, by the third
benefit period Marshfield was shifting to cost
projections based on its own Medicare utilization and
unit cost experience.

4. The Health Central per capita cost projections were
based on first principles. That is, explicit
utilization and unit cost assumptions were developed for
each of the categories of service included in the
benefit package to be offered to Medicare beneficiaries.

Figure 3-16 summarizes the capitation revenue requirements
developed by the demonstration HMOs, and compares them with the
HCFA capitation rate.

Risk Limitation Arrangements

By its nature, prospective rate setting cannot escape
uncertainty, since future phenomena are being predicted. This is
particularly the case when there are limited data from past
experience on which to base the predictions, a situation faced by
most of the demonstration sites. It is of interest to note,
then, the ways in which the demonstration HMOs structured their
rate proposals to protect themselves from the financial risk
associated with this uncertainty.

As noted above, the Minnesota HMOs sought, and were given,
permission to screen out applicants on the basis of health
status, except that all applicants for the low option plan had to
be accepted for at least a 30-day open enrollment period once a
year. This practice is common in the insurance industry, where
it is known as underwriting. Underwriting has not been common in
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Figure 3-16

Projected Per Capita Costs and Ratios
to HCFA Capitation

1. 1980

a) Projected cost
b) HCFA capitation
c) Ratio cap/cost

Fallon

$126.62
119.12

0.94

Marshfield

$ 96.09
74.42
0.77

Kaiser

$ 95.
97,

1.

,00
.91
,02

Health Central

1981

a) Projected cost 127.69 100.12 113.62 128.44
b) HCFA capitation 120.19 74.18 113.65 109.83
c) Ratio 0.94 0.74 1.00 0.86

1982

a) Projected cost 159.89 119.46 148.09 148.82
b) HCFA capitation 144.87 87.46 139.65 130.82
c) Ratio 0.91 0.73 0.94 0.88
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the HMO movement (and is in fact precluded by federal
qualification regulations), and was not permitted at the other
demonstration sites.

The extent to which the Minnesota HMOs are using other risk
limitation strategies, such as purchase of reinsurance, is not
known

.

Following are the major risk limitation procedures used at other
demonstration sites:

1. Fallon.

o The first year rate development included an
allowance of $2.23 pmpm (about 1.8% of total cost
pmpm) for "threshold physician" cost. This was the
cost attributed to paying full salaries for new
staff physicians who would not be fully utilized
initially.

o Four types of reinsurance were purchased—aggregate
stop-loss related to hospital utilization rate,
individual stop-loss, insolvency, and out-of-area
utilization. Total premium was $3.35 pmpm, about
2.6% of total cost.

o The Fallon Clinic agreed to a prospective capitation
rate for all primary and specialty referral care,
with the exception of sub-specialty care not
available at the Clinic. Tftis protected Fallon
Health Plan from risk related to these benefits.

2. Marshfield.

o Like Fallon, Marshfield had a capitation agreement
with its affiliated medical group.

o Marshfield also had per diem rate agreements with
the three hospitals in the area, limiting the risk
associated with hospital cost to utilization rates.

o Marshfield had a capitation arrangement— in effect,
a reinsurance agreement—with Wisconsin Blue Cross/
Blue Shield, covering emergency and out of plan
referral services and administrative services. For
the first year the capitation rate was $7.74 pmpm,
about 8.1% of total projected cost. In the second
year of operations, this capitation was $11.22 (11.2%
of projected cost)

.
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3. Kaiser.

o Within Kaiser Health Plan the medical groups are
capitated, but an explicit capitation rate relative
to the Medicare demonstration was not reported.
This is considered by Kaiser to be an internal
matter, not relevant to health plan contract
negotiations

.

o The initial cost projections of Kaiser resulted in a

cost pmpm less than the 95% of AAPCC available from
HCFA (the only demonstration site for which this was
true). Kaiser proposed that the difference ($3.38
in the first year, about 3.5% of the HCFA
capitation) be placed in a Benefit Stabilization
Fund (BSF) . The BSF was a reserve account that
could be drawn upon in future time periods, if the
relationship between per capita cost and HCFA
capitation did not continue to be favorable.

4. Health Central's rate development included a figure of
$6.42 pmpm designated for reserves, derived from
actuarial analysis of the probability of varying levels
of excess cost. This figure represents about 5% of the
total projected cost pmpm and about 5.8% of the HCFA
capitation

.

Beneficiary Costs

The demonstration HMOs were permitted to charge Medicare members
a monthly premium in addition to the HCFA capitation payment, but
not to exceed the rate estimated to equal average costs per
beneficiary per month for coinsurance and deductibles under the
conventional Medicare program.

As noted above, for the first two years of the Kaiser
demonstration there was no perceived need for a beneficiary
premium, since the total cost (of the basic benefit package) was
projected to be less than the HCFA capitation rate. For Fallon,
Marshfield, and Health Central, however, a beneficiary premium
was necessary in order to augment the HCFA capitation with enough
revenue to match total estimated per capita cost.

Presumably this was also the case with the four Minnesota HMOs,
although no explicit estimate of total cost was made public.

Figure 3-17 summarizes the beneficiary premiums charged by the
demonstration HMOs. It can be seen that the percentage of total
membership cost falling to the beneficiary varied considerably
from one site to another. It also appears that there is a trend
toward an increase in that percentage.
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Figure 3-17

Beneficiary Premiums

19 80 19 81

% Total % Total
Amount Cost Amount Cost

(2) (3) (4) (5)

$7.50 5.9% $ 7.50 5.9%

21.67 22.6% 25.94 25.9%

0.00 0% 0.00 0%

1982

% Total
Amount Cost

(6) (7)

$15.00 9.4%

32.00 26.8%

5.00 3.9%

HMO
TTT

1. Fallon

2. Marshfield

3. Kaiser

4. Minnesota - low options

a) HMOM

b) MedCenter

c) Nicollet-Eitel

d) SHARE

5. Minnesota - high options

a

)

HMOM

b) MedCenter

c) Nicollet-Eitel

d) SHARE

6. Health Central - - 19.11 14.9% 18.00 12.1%

21.75 14.0% 27.50 16 6%

15.75 10.5% 16.95 10 9%

12.50 8.5% 12.50 7 8%

13.95 9.4% 18.75- 11 7%

22.85 14.6% 22.85 14.2%

27.75 17.1% 27.75 16.6%

16.55 11.0% 16.55 10.1%

14.95 10.0% 19.75 12.2%

Note: For Minnesota HMOs, total cost is assumed to equal the HCFA capitation
plus the beneficiary premium. For other sites, total cost refers to
projected , not actual, per capita costs.
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SECTION 3.3: UTILIZATION AND COST

In this section we summarize the utilization and cost experience
of the demonstration HMOs , to the extent it is available. The
statistics presented here are based on information contained in

annual reports from the demonstration sites, statistics supplied
by HCFA, and in the cases of Fallon and Marshfield, additional
cost information supplied to the evaluation team.

Fallon Community Health Plan

In the development of its capitation figures, Fallon used a
formula for costing capitated services based on the under-65
capitation, multiplied by over/under ratios (ratios of
utilization of the over-65 population to that of the under-65
population). These ratios were derived through surveys of seven
other health maintenance organizations serving the elderly. For
medical services, the final multiplier was an "extended time
factor" --a HCFA approved multiplier of 1.20 reflecting expected
increases in time and complexity due to the age and health status
of the elderly population (i.e., it takes 20% more time to
service these patients.) It was expected that in subsequent
years both the over/under ratio and the extended time factors
would be refined by the site's experience. Initially, an
over/under ratio of 2.07 was derived for medical services. For
FY 80-81 (April to March) an actual over/under ratio overall was
calculated at 2.02 for the senior plan. For inpatient encounters
only the over/under ratio was 5.40.

There was inadequate time for Fallon's Senior Plan to benefit
from the first year's utilization and cost experience in setting
rates and reimbursement levels for the second operational year.
Thus, the second year rates were based on a priori assumptions
rather than on Fallon's own experience with Medicare members.

The 1980 APC for Fallon decreased from $133.15 to an AAPCC of
$126.54 in 1981. This 5% decrease represents a combination of a
10% increase in the APC from 1980 to 1981, and a 16% decrease due
to the AAPCC adjustment. The AAPCC for 1982 was $152.44 a 20%
increase over the 1981 AAPCC. In both 1980 and 1981 the premium
charge to senior members was $7.50. The current premium is
$15.00.

In their first operational year the Health Plan's staff found
that their pre-operational cost projections were relatively
close; an exception was inpatient care, where utilization
exceeded projections (2,760 actual versus 2,300 projected days
per 1,000) and the inpatient cost/day figures were somewhat below
projections ($299 versus $297) . The latter moderated the former
resulting in a monthly cost for hospital service exceeding
projections by $11.09 per member.
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Most HMOs believe that significant cost savings can be realized
through the substitution of skilled nursing days and outpatient
visits for more expensive days in acute care facilities. In
anticipation of such substitution effect Fallon used the Kaiser
experience to project the first year SNF days at 1,100
days/thousand Medicare population. However, because SNF beds
were not available, only 220 days/thousand were used by plan's
senior members. Realizing that this failure to successfully
substitute skilled nursing for acute bed days was very costly,
FCHP has since contracted for guaranteed beds with a SNF
facility. Fallon has experienced lower-than-expected outpatient
visits (4.59 per person per year) than expected.

Figure 3-18 summarizes current estimates of Fallon's expense and
revenue experience for the period April -Dec ember 1980 and
January-December 1981. These figures indicate that for the first
of these two time periods, revenue was greater than expenses by
$11,600 using reinsurance claims already received. Outstanding
reinsurance claims would bring this to a total of $94,700, if
and when received. Using the larger figure, the excess of
revenue over expenses would be $3.77 per member -month, or 3.0% of
expenses

.

For the second time period, however, revenue was $14.03 per
member-month less than expenses, which represents a 11.0% period
cost overrun.

For both periods, hospital inpatient expense was higher than
anticipated—by $11.09 per member-month in 1980 and $15.85 per
member-month in 1981. The following table shows the change from
the first period to the second in the hospital utilization rate,
the cost per hospital day, and the resultant cost per member-
month :

1980 1981 % Change

1. Inpatient days/1000 2760 2510 - 9.1%
2. Cost per day $297.00 $363.15 +22.2%
3. Cost per member-month $ 68.40 $ 75.96 +11.1%

It can be seen that the hospital utilization rate was actually
reduced from the first period to the second, but that this was
more than offset by a large increase in the average cost per day
As part of the strategy for reducing hospital utilization,
Fallon attempted to increase the use of SNF days. The following
indicates that there was in fact a significant increase in SNF
utilization from 1980 to 1981:
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Figure 3-18

EXPENSE & REVENUE, FALLON COMMUNITY HEALTH PLAN

1980 AND 1981

EXPENSE/REVENUE CATEGORY
(1)

Member-Months. .

.

APRIL-DECEMBER 1980 JANUARY-DECEMBER 1981

BUDGETED ACTUAL VARIANCE BUDGETED ACTUAL VARIANCE
(2) (3) (4) (5) (6) (7)

38,042 25,116 -12,926 60,840 64,035 3,195

A. EXPENSES

1

.

Institutional

a. Hospitalization
b. Skilled Nursing

2. Medical Care

7.31 68.40 11.09 60.11 75.96 15.85
5.79 1.71 -4.08 2.42 3.95 1.53

43.75 40.53 -3.22 43.93 44.62 0.69

3. New Services

a. Pharmacy
b. Eyeglasses

6.30 6.30 0.00 7.78 8.12 0.34
3.17 3.17 0.00 3.31 3.31 0.00

4. Reinsurance 3.35 3.35 0.00 4.32 4.32 0.00

5. Administration

a. Purchased
b. In-House

3.22 3.22 0.00 2.52 2.52 0.00
3.73 2.93 -0.80 3.30 3.27 -0.03

TOTAL EXPENSES 126.62 129.61 2.99 127.69 146.07 18.38

B. REVENUES

1. HCFA Capitation 119.12 119.12 0.00 120.19 120.19 0.00

2. Beneficiary Premium 7.50 7.50 0.00 7.50 7.50 0.00

3 . Reinsurance

a. To date 0.00 3.45 3.45 0.00 4.35 4.35
b. Claimed (1) 0.00 3.31 3.31 0.00 0.00 0.00

TOTAL REVENUE
1

1. Reinsurance to date 126.62 130.07 3.45 127.69 132.04 4.35

2. Plus reinsurance claimed 126.62 133.38 6.76

REVENUE LESS EXPENSES (pmpm)

1. Reinsurance to date 0.00 .46 .46 0.00 -14.03 -14.03

2. Plus reinusrance claimed 3.77 3.77

REVENUE LESS EXPENSES (total $)

1. Reinsurance to date 11,553 11,553 -898,411 -898,411

2. Plus reinsurance claimed 94,687 94,687

NOTES: 1. Reinsurance claimed, not yet received
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1980 1981 % Change

1. SNF days/1000 220 520 +136.4%
2. Cost per day $93.30 $91.15 - 2.3%
3. Cost per member-month $ 1.71 $ 3.95 +131.0%

The aggregate impact of these hospital/SNF changes was to raise
the combined cost per member-month from $70.11 in 1980 to $79.91
in 1981, a 14% increase. At the same time, the revenue from HCFA
capitation and beneficiary premiums remained nearly the same and
the reinsurance revenue (claimed to date) dropped. These factors
account for the shift in financial position between the two
periods

.

Greater Marshfield Community Health Plan

The first-year rates for GMCHP were developed through a complex set
of inferences that adjusted the plan's community rate assumptions to
the expected utilization and unit cost for the Medicare population.
Because the demonstration project became operational for only part
of FY 80, GMCHP had to base FY 81 contract negotiations on similar
utilization assumptions rather than on actual prior year experience.
For the second year, however, the community rate adjustment factors
were themselves adjusted downward, to reflect the APC-to-AAPCC
adjustment that HCFA had made by then. Thus, GMCHP 1 s own estimates
of per capita cost increased only 4% from FY 80 to FY 81. Also,
calculation of the ACR was slowed by the late development of the
basic GMCHP community rate for FY 81. Thus the AAPCC was used as
the primary basis for making utilization and cost assumptions.

The Area Prevailing Cost (APC) for Marshfield 1980-81 was $75.69 and
the ACR was $100.12. For 1981-82 the ACR increased to $147.39. The
Health Plan, in October of 1980, was forced to raise the premiums by
19.7% (to $25.94) for FY 81 in order to maintain its benefit package
while avoiding significant financial losses. For FY 82, the premium
further increased by 23%.

GMCHP 1 s outpatient utilization in the demonstration thus far has
been much as expected. Projections of outpatient use were based
on Kaiser-Permanente ' s outpatient multiplier, which turned out to
be a very accurate predictor. Patient encounters through July of
1981 for Medicare enrollees were 6.40 per person per year, as
compared to the 1978 fee-for-service Medicare population average
of 6.03 encounters per person per year in the Marshfield area.
Unfortunately, the same cannot be said for inpatient use; it was
much higher than expected, with actual hospital days per 1,000
exceeding the projected amount by almost 700. (2,080 days per
1,000 were projected for Year 2 and 2,770 per 1,000 were experienced
through July 1981. The area rate was 3,427 oer 1,000— See Figure
3-19)

.
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- Figure 3-19

UTILIZATION STATISTICS

FALLON

(1980)

MARSH FIELD

(1981)

KAISER

(1980)

Inpatient

Days/1000 Actual

Days/1000 Projected

Cost/Day Inpatient Actual
Cost/Day Inpatient Projected

ALOS (days)

2760

2300

$297

$299

2770
208Q

$254.89

1547

6.9
Other Medicare 7.3

SNF

Discharges/1000
Days/1000 Actual
Days/1000 Projected

Cost/Day Actual
Cost/Day Projected

220

1100

$93.27
$63.16

276
520

429

Encounters

Clinic Encounters Over 65

Clinic Encounters Under 65

Medical Referrals Over 65
(Indv. home health)

Medical Referrals Under 65

5.54

3.59

1.69

.64

5.88 (M.D.

visits only)

Total Outpatient Encounters
Over-65 7.57

5.09
6.4 8.17

No cost data

Note: At the time of writing, utilization data were available for the above
three plans only.
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It is not yet certain why inpatient use has been so much higher
than expected. The three most likely explanations are that
either adverse selection has occurred; Marshfield has simply
experienced the results of pent-up demand due to the influx of
new enrollees; or, the original projections were simply
over-ambitious in terms of the degree of utilization control of
which GMCHP was capable. In support of the hypothesis that
adverse selection occurred, Marshfield staff have made the
following three arguments:

o A "saturation" marketing campaign was conducted
throughout the service area which might expose the
health plan to a less healthy population than would a
less extensive marketing effort.

o There was an extended period of continuous open
enrollment. (This could have the effect of increasing
or decreasing selection bias.)

o The significant cost of joining (in the form of high
premiums ) may have resulted in screening out healthier
Medicare beneficiaries who would have helped moderate
the inpatient utilization rates.

In the latter part of FY 81, more stringent utilization review
procedures were implemented along with other utilization control
activities. These efforts are currently being emphasized and are
expected to have some future effect. One hopeful sign is that
hospitalization rates have shown a relatively steady decline
since the initial days of the demonstration (see Figure 3-20).

By the end of FY 81 Marshf ield' s project staff had rated the
general financial status of the demonstration project as being
"extremely poor," with losses of almost $1.5 million.
Additionally, the Marshfield clinic, in a sense, subsidized the
experiment by not charging the plan for costs in excess of
revenues in the areas of administration, professional services,
and out-of-area services. Thus the estimated loss from the
demonstration at this time could be as high as $2 million.
Figure 3-21 below from Marshfield' s annual report shows the
financial status of the demonstration for the period October,
1980—July, 1981. In Figure 3-22 the service-specific ACR
calculations show the greater than expected costs in medical
services and in-area hospitalizations during the second
demonstration year.
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Figure 3-20

Marshfield Medical Foundation
Medicare Demonstration Program

Inpatient Utilization
(Total)
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Figure 3-21

Financial Status of the Medicare Demonstration from
Blue Cross and Blue Shield United of Wisconsin

October, 1980 - July, 1981

Income

family
Peal th

Medicare* Medicare CRD

Tocal Expenses

Net Gain/Loss

183,421.43

$(24,884.47)

8,865,360.67

$(1,343,998.60)

Tocal
Medicare

Subscription Fees $153,660.99 $ 7 ,428,692.49 $ 44,678.32 $ 7 ,627,031.80
Accounts Receivable(Fees) 3,440.30 - - 3,440.30
Interest Income 305.18 33,831.34 610.38 34,746.90
Other Coverage & Subrogate on 19,277.22 - 19,277.22
Accounts Receivable-
Other Coverage 1,130.49 39,561.02 121.83 40,813.34

Total Income 158,536.96 7 ,521,362.07 45,410.53 7 ,725,309.56

Expenses Incurred
St. Josephs Hospital 70,154.90 3 ,434,105.33 73,790.60 3 ,478,050.83
Neillsville 115.34 300,940.03 - 301,055.37
Med ford 1,072.04

71,342.28 3

231,677.60
,966,722.96

-

4

232,749.64
Sub Total 73,790.60 ,111,855.84

Provision for unpaid
hospital claims 35,000.00 863,700.00 20,000.00 918,700.00

Marshfield Clinic
Capitation 57,419.45 2 ,989,576.18 28.38 3 ,047,024.01
Clinic expenses /CRD - - 33,479.43 33,479.43
Additional benefits, etc. 3,489.66 202,654.17 3,843.17 209,987.00
Provision for unpaid CRD - - 3,800.00 3,800.00
Out-of-Area Capitation 14,552.34 757,975.39 6.45 772,534.18
BCBSU Administrative •

.
'- i':i

Capitation 1,617.70 84,731.97 407.78 86,757.45

135,355.81

$(89,945.28)**

9,184,137.91

$(1,458,828.35)'

Family Health Medicare enrollees are those who, by virtue of their family
size and income, are entitled to have part of their premium paid through
the Family Health Cencer program ac GMCHP.

**The CRD figures do not include income and expenditure figures for the amount

of CRD capitation due Marshfield but withheld for payments by HCFA for certain
renal services. These figures are expected to have the net impact of increasing
the income for CRD.

Source: 1981 Annual Report, Marshfield Medical Foundation
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Figure 3-22

GREATER MARSHFIELD COMMUNITY HEALTH PLAN
Year 2: October 1 , 1980 - September 30, 1981

Capitation

MEMBERMONTHS

EXPENSES

Budgeted Actual

93,933

Variance

o Clinic

Medical Service $39.85
Administration .22

Medical Director .
--

Newsletter

39.70
2.12
2.61

.40

1.50
.96

2.39

o Affiliated Inpatient
St. Joseph's
Neillsville

Medford

o Additional Benefits

o SNF and Home Health
SNF
Home Health

o Affiliated Outpatient

o Out-of-Area Emergency/Referral
Inpatient Hospital

Outpatient Hospital

Professional Services

o BCBSU Administration

o Other Coverage Savings

o Other Adjustments

TOTAL 100.12

REVENUES

$40.08

63.92

114.74

($ -01)

(14.24)

8.58
.70

.88
J

10.18 (.02)

1.06 1 .14 (.08)

(.79) (.44) (.35)

(.06) (.14) .08

(14.62)

o HCFA Payment
o Individual Payment

TOTAL

REVENUES LESS EXPENSES

74.18
25.94

$100.12
99.89

$99.89

($14.85)

$.23
$.23

$14.85

151-A/BC 6U



Kaiser

For its initial demonstration year—August-December 1980—Kaiser
estimated that its basic benefit package for Medicare
demonstration enrollees would cost $95.60 pmpm. Of this amount,
Kaiser estimated that the benefits in addition to those provided
with conventional Medicare Part A and Part B coverage cost $15.18
pmpm. The projected AAPCC for the first demonstration year was
$103.06. Thus, in effect, Kaiser was estimating that it could
deliver Part A and Part B benefits at about 78% of the cost to
HCFA of these benefits in the local f ee-for-service arena.

Figure 3-23 indicates that these projections were not borne out
during the first demonstration contract year. For both hospital
services and medical services, the actual per capita cost was
considerably higher than the budgeted cost. A major cause of
this variance was the extensive out of plan use of inpatient and
outpatient services by new Medicare members. During 1980,
outside service claims for the Medicare demonstration members
totalled $680,000, and in the first month of eligibility there
were more inpatient claims outside the plan than there were at
Kaiser inpatient facilities. Kaiser's policy was to pay all
first out of plan claims for new enrollees, then to follow up
with a letter to the enrollee explaining the lock-in requirement.
Kaiser reports that out of plan claims have decreased
significantly since the early months of the project, and that a
letter sent to area providers informing them of Kaiser's
unwillingness to continue to pay for such services has been
particularly effective.

Kaiser's experience in the demonstration project has been similar
to its experience with its other Medicare enrollees under the
previous GPPP contract. The 1980 hospital utilization rate of
1,547 days per 1,000 was consistent with past experience with
Medicare members, although it was six times the rate of
hospitalization for the under-65 population. (For 1978, the
period prior to the demonstration's inception, hospital inpatient
utilization was 1,628 per 1,000 for the over-65 population and
290 per 1,000 for the under-65 population.)

Average length of stay in acute care facilities was slightly
lower for demonstration project enrollees (6.9 days) than it was
for other Medicare members remaining on the cost contract (7.3
days). Demonstration enrollees also used fewer skilled nursing
and home health services. Outpatient physician visits for the
senior population were 5.88 per 1,000 and total outpatient
encounters for this population were 8.17 per 1,000 for 1980.
Kaiser reports that use of physician outpatient services was
higher for the demonstration project population than for its
other Medicare members.
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Figure 3-23

KAISER-PERMANENTE MEDICAL CARE PROGRAM OF OREGON
Year 1: August 1980 - December 1980

Capitation

Budget Actual Variance

MEMBERMONTHS - 22,856

EXPENSES

o Hospitals
Part A

In-Plan
Out-of-Plan

Part B

o Medical Services
In-Plan, Dir. Pat. Care
In-Plan, Indirect Pat. Care

o Home Health

o Ambulance

o Extended Care

o In/Out-of-Area Claims

o Other Benefits/Services

o Benefit Stabilization Fund

o New Member Entry Program

TOTAL 98.98 114.96 (15.98)

REVENUES

o HCFA Capitation 97.91 99.96 (2.05)
o Member Copayment 1 .07

TOTAL $ 98.98

REVENUES LESS EXPENSES

Included with hospital, Part A for variance analysis.
•** Included with indirect patient care for variance analysis

45.38/
1.35

31.26
28.93
1.53

(11.81)
(.18)

24.76
12.78

39.42
5.21

(14.66)
8.72

2.12 .58 1.54

1.27 1.20 .07

3.00 * --

1.79 .78 1.01

2.00 .86 1.14

3.38 5.19 (1.81)

1.15 ** --
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In an attempt to fully assess the use of outpatient services,
utilization data from the medical records of a 25% sample of
enrollees are being collected. As might be expected, the
physicians seen most frequently by Medicare Plus members are
internists (3,222 visits per 1,000), family practitioners (833
visits per 1,000), ophthalmologists (392 visits per 1,000), and
general surgeons (267 visits per 1,000). Over 80% of all
physician office visits for this population can be accounted for
among these specialties.

Minnesota Demonstration HMOs

As noted above, the four demonstration HMOs in the Minneapolis-
St . Paul area did not need to submit rate proposals to HCFA, nor
have detailed cost reports been supplied by these HMOs. The only
utilization and cost statistics currently available to the
evaluation team are those based on reports that HMOs in the State
of Minnesota are required to make to the State Commissioner of
Health. Figure 3-24 presents statistics developed from the 1981
Annual Report submitted by HMOM, MedCenter, and Nicollet-Eitel

.

(SHARE did not report statistics for the demonstration enrollees
separately from other SHARE members, and through agreement with
the Minnesota Department of Health will not submit them until
late 1983.)

These statistics are presented here with a caveat that their
validity may well be questioned. In particular, the relatively
low cost per member-month and the low inpatient hospital
utilization rate for MedCenter raise doubts about accuracy.
These statistics are the only available benchmarks at present,
but until confirmed through other data sources should not be
taken as definitive of the experience of the Minnesota HMOs.

Health Central

Health Central is the only demonstration project HMO which based
its capitation rate on explicit utilization and unit cost
assumptions rather than on an ACR development. This method
relies on demographic and other actuarially significant factors
to predict utilization, and hence, costs. For 1982, the
actuarially determined capitation rate approved by HCFA is
$148.82. Of that, HCFA will pay Health Central $130.82 (88.9% of
the APC) based on HCFA's calculation of the expected per capita
cost for Medicare benefits only. An $18.00 premium per month
will be paid by Medicare Plus enrollees. Since Health Central
still has very few Medicare enrollees, HCFA is using the area
prevailing cost (APC) — of over 65 population in a particular
area, through the fee-for-service sector—as a benchmark for
reimbursement to the HMO.

No cost data or utilization statistics are yet available from
Health Central.
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Figure 3-24

Cost and Utilization Statistics
For Three Minnesota HMOs

Statistics
(1)

1. 19 81 member-months

2. Health care expense
a) Amount
b) Per member-month

3. Inpatient utilization
a) No. of discharges
b) Total inpatient days
c) Average stay
d) Days/1,000 member-years

4. Ambulatory encounters
a) Number
b) Per member-year

Nicollet-
HMOM MedCenter

(3)

Eitel
(2) (4)

1,640 3,605 3,493

$260,119 $310,480 $350,999
158.61 86.12 100.49

45 49 74
382 375 672
8.5 7.7 9.1

2,171 1,248 2,309

897 1,700 2,126
5,099 5,659 7,304

Sources: (1) Annual Report to the Commisioner of Health, State of
Minnesota, 19 81 (Note: SHARE did not report)

.

(2) Member months taken from InterStudy's "Annual Report,
1981" March, 1982.
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COMMENTS ON HMO COST IMPACT

The obvious measure of cost impact for an HMO under this form of
Medicare contract is the difference between the revenue related
to the Medicare membership and the administrative and health care
cost associated with that membership. Although revenue less cost
appears to be a well-defined measure, its actual significance for
the HMO is dependent on a variety of factors.

One of those factors is the percentage of total costs that is
associated with the Medicare membership. Profitability
associated with the Medicare demonstration would clearly be a
less important issue for Kaiser, where the demonstration
enrollees constitutes less than 4% of the total membership, than
for Fallon, where the Medicare membership is 17% of the total, or
for Marshfield, where the Medicare membership is 12% of the
total

.

Another factor is the extent to which cost to the HMO represents
dollars that actually must be paid out to another entity, in
contrast to in-HMO costs that are allocated to the Medicare
membership. For example, Fallon contracts with hospitals for
inpatient services and inpatient utilization thus represents an
explicit incurred expense that must be paid by the plan. Fallon
contacts with the Fallon clinic for medical services, but on a
capitation basis, which has the following effects:

1. Utilization of medical services does not impact on cost
to the health plan during the contract year, since that
is prospectively-determined by the capitation rate. In
the longer run, of course, if cost of the Medicare
membership to the clinic is higher than clinic revenue,
there would be pressure on the health plan to increase
the capitation rate.

2. Even though the health plan and the clinic are operated
as independent entities, they are in fact under the same
auspices. Higher than expected Medicare membership
utilization is more likely to be viewed as an internal
cost problem than is the case with higher than expected
hospital inpatient utilization.

3. As an "internal" cost, the immediate effect of higher
than expected utilization would be to overload personnel
and facilities. To a large extent, this would represent
spreading fixed costs over more units of service, rather
than actually increasing costs. If the overload becomes
large enough, of course, then "fixed costs" really are
not fixed, and a real cost increase occurs.
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This last issue of fixed versus variable costs associated with
the Medicare demonstration enrollees is specially important for a
valid picture of overall cost impact. In general, there would be
favorable cost impact if revenue for the Medicare membership
covers all of the variable costs associated with adding that
membership to the HMOs existing operation, plus making a
reasonable contribution to fixed cost. This simple rule is most
likely to be applicable in situations where (1) the Medicare
membership represents a relatively small proportion of the total
membership and (2) where a high percentage of Medicare membership
cost is internal, rather than dollars that must be paid out in
the short run to other entities. If one or the other of these
conditions fails to hold, then the fixed/variable argument will
probably not be applicable.

Note also that the separation between internal and external costs
may be rather arbitrary. For example, Kaiser Health Plan
contracts with Kaiser Hospitals, and the hospitals have their own
budgets and cost accounting. This is done purposely to keep the
hospital operations visible as a separate entity, but in another
perspective Kaiser is a unified system. There is at least
qualitatively a difference between the cost to Kaiser Health Plan
of out-of-plan hospital use and the cost attributed to the Kaiser
Hospital contracts.

A final consideration in the cost impact analysis is that time is
required for the cost/revenue picture to become finalized. For
example, Fallon still has an outstanding reinsurance claim in the
amount of $83,000 related to its first nine months of
demonstration operation. Also, where there are provisions for
carrying forward the cost/revenue experience form one contract
year to the next—-such as the benefit stabilization fund at
Kaiser or Fallon's loss carry forward arrangement— the fiscal
impact must be looked at cumulatively as well as by period.

The demonstration sites have not submitted thorough, uniform cost
reports as a part of their demonstration. Most of the revenue
and cost detail has been developed in the context of financial
difficulties perceived by Fallon and Marshfield, as presented
above in Chapter 3. These statistics do not provide the
information necessary to pursue the fixed/variable analysis, so
there cannot yet be a more general or more penetrating analysis
of cost impact than represented by the expense/revenue
comparisons presented in that chapter.

JBI financial analysts are presently visiting demonstration sites
to obtain the more detailed cost and revenue data that are
necessary for a valid assessment of HMO cost impact. The
report on fiscal impact findings, covering cost and revenue
experienced through December 1982, is scheduled to be produced in
August 1983.
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CHAPTER 4: MAJOR ISSUES

SECTION 4.1: SELECTION BIAS AND THE AAPCC

There is no reason to expect that Medicare beneficiaries who
choose to join an HMO will be representative of all beneficiaries
in the HMO's service area, in terms of their need for health
care. On the contrary, findings from previous research create
the expectation that HMO choosers will not be representative of
the Medicare beneficiary population.*

Measuring the extent to which selection bias has occurred in the
demonstration site experience is one of the most important
requirements of this evaluation. This is essential for deciding
whether or not the HMOs provided Medicare benefits at lower cost
to HCFA than would be expected under the conventional fee-for-
service Medicare program in the same area.

Biased Selection—A Definition

"Biased selection" means that the HMO has obtained a member group
that is either generally healthier (favorable selection) or
generally unhealthier (adverse selection) than some reference
population. There are three key elements to this definition:

1. "Healthier" and "unhealthier"—terms which lead into
issues of defining and measuring the health status of an
individual or of a population.

2. "Reference population"—biased selection is a relative
term, and thus has explicit meaning only when a
reference population is clearly specified.

3. "Has obtained" --this phrase is neutral with respect to
the cause of selection bias, if it has occurred; it
covers both the possibility that the bias was due to HMO
actions and the possibility that it represents
self -selection of those who join the HMO.

The conceptualizing and measuring health status is a well
developed discipline in health services research. Rather
esoteric methods have been devised to maximize the sensitivity of
such measures. For the purposes of this evaluation, however, a
very pragmatic approach is taken. Our measurement of sensitivity

Eggers, Paul, "Pre-Enrollment Reimbursement Patterns of
Medicare Beneficiaries Enrolled in 'At-Risk' HMOs." HCFA
Working Paper, September 30, 1981.
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needs to be great enough to detect health status differences that
in turn are likely to cause significant difference in utilization
levels, and thus cost. Our basic analytic approach to compare
the health status of Medicare beneficiaries who join an HMO with
a comparison group who did not join, is to use the indirect
measure of utilization levels under the fee-for-service system,
prior to the decision to join or not join. We are not concerned
with the converse problem of regarding health status as an
outcome of a health care process. Such an analysis requires much
more sensitive measures.

The question of the cause of selection bias, if it has
occurred, is secondary to the technical issue of measuring the
bias and quantifying its cost impact. Our primary concern is to
measure effect, not cause, although when significant effects are
observed there naturally is the need to move on to some level of
understanding of how they were obtained. It is important to
understand, however, that our evaluation approach in this area is
not shaped by the expectation that the demonstration site HMOs
are purposefully selecting good risks (except authorized health
status screening used for the high option, in the Minneapolis-St

.

Paul HMOs). In fact, in terms of handling selection bias in the
context of an operational Medicare program of prospective risk
capitation contracting, self -selection is the more interesting
and difficult issue to resolve.

With respect to the "reference population" there may be several
comparison groups of interest. For example, if the HMO joiners
are compared with Medicare beneficiaries in the service area who
received clear information about their option to join the HMO, a
different result may be obtained rather than comparing them with
all Medicare beneficiaries resident within the HMO service area.
When assessing the cost impact for HCFA of the HMO contract— that
is, the comparison between the HMO capitation payments from HCFA
and the amount that HCFA probably would have paid to supply
Medicare benefits to the HMO members if they had been in
fee-for-service— the reference population is hypothetical. It is
constructed statistically and is intended to represent a
population under fee-for-service in the HMO's service area,
actuarially equivalent to the group that actually has joined the
HMO.

The AAPCC

HCFA uses a statistic that is intended to represent what the
average person in a group of Medicare HMO enrollees would have
cost Medicare had that person not been enrolled in the HMO— the
adjusted average per capita cost (AAPCC) . The "adjusted" part of
the label refers to statistical adjustments that are used in
calculation of this statistic, some of which are intended to
compensate for selection bias.
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Figure 4-1 presents an overview of the AAPCC calculation steps,
without using mathematical notation. In Step 3 the calculation
actually begins with national estimates of Part A and Part B per
capita cost, from which county-specific per capita costs are
derived. This step of moving from the national to the county
level uses a five-year average of historical ratios between the
county average per capita cost and the national average per
capita cost, for each of Part A and Part B.

Relative to each county-Part A and county-Part B combination, the
final step in the AAPCC calculation is to multiply by an
actuarial adjustment factor, which takes into account the
differences between the HMO membership and the non-HMO
beneficiaries in the county, with respect to certain demographic
factors. Those factors, which are detailed in Figure 4-1, are:
age distribution, sex distribution, whether aged or disabled,
whether resident in a long term care institution, and (if not
institutionalized) whether on welfare.

Figure 4-2 contains the relative cost weights that are assigned
for each combination of these factors. For example, note that
for males aged 65 to 69, institutionalized, the Part A weighting
factor is 2.05. This means that if the average Part A per capita
cost for the county is estimated to be $100 per month, the
average for this specific subgroup would be expected to be $205
per month. Following the same example, the per capita cost for
males 65-69, not institutionalized and not on welfare would be
expected to be $7 per month.

If the HMO's service area covers more than one county, then an
aggregate AAPCC for the HMO is calculated by combining the
county-specific AAPCC s matching the HMO member distribution by
county. Thus, after a county-level average per capita cost is
established, the AAPCC attempts to create "actuarial equivalence"
relative to age, sex, eligibility status, institutional status,
welfare status, and distribution among counties of residence.

One of the initial tasks in our evaluation of the Medicare HMO
demonstrations has been a critique of the AAPCC method and
theory. This critique was carried out by staff of. Actuarial
Research Corporation (ARC), an evaluation subcontractor to JBI

,

and the findings have been documented in a separate report.*

This report reviews both the method of AAPCC calculation and the
data sources that are used to implement that method, recommending

Trapnell GR, McKusick DR, and Genuardi JS : An Evaluation of
the Adjusted Average Per Capita Cost (AAPCC) Used in
Reimbursing Risk-Basis HMOs under Medicare, May 1982.
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Figure 4-1

Overview of AAPCC Calculation

1. Average per capita cost (APCC) is estimated prospectively for
Part A and for Part B, for United States in total.

2. For each County, for Part A and for Part B, county-specific
AAPCC is found by following formula:

AAPCC = {Estimated average per capita cost (APCC) for U.S.}
x {Estimated ration of county APCC to U.S. APCC}
x {Actuarial adjustment factor}

3. The actuarial adjustment factor in the preceding formula is
found by estimating the HMO versus fee-for-service
differences with respect to the following demographic
factors

:

a) Age distribution
b) Sex distribution
c) Eligibility status: aged versus disabled
d) Whether resident in long term care institution
e) If not institutionalized, whether on welfare

4. Relative cost impact attributed to each demographic stratum
is given in Exhibit 4-2.

5. AAPCC for each County-Part A and County-Part B combination is
combined into a single AAPCC for the HMO, according to the
distribution of HMO Medicare members among counties.
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Figure 4-2

AAPCC Weighting Factors

DEMOGRAPHIC COST FACTORS FOR THE AGED

Sex and Age Group

Male:
65-69 . . .

70-74 . . .

75-79 . . .

80-84 . . .

85 and over

Female:
65-69 . . .

70-74 . . .

75-79 . . .

80-84 . . .

85 and over

Male:
65-69 . . .

70-74 . . .

75-79 . . .

80-84 . . .

85 and over

Female:
65-69 . . .

70-74 . . .

75-79 . . .

80-84 . . .

85 and over

Institutionalized Noninstitutionalized
Welfare

Noninstitutionalized
Non-Welfare

Part A — Hospital Insurance

2.05
2.15
2.35
2.35
2.35

1.65
1.90
2.20
2.20

2.20

1.35
1.55
1.95
2.30
2.60

.90

1.15
1.50
1.80
2.15

.70

.80

1.00

1.20
1.35

.60

.70

.90

1.10
1.25

Part B — Supplementary Medical Insurance

1.75
1.90
1.90
1.90
1.90

1.55
1.60
1.70
1.70
1.70

1.20
1.40

;.55
1.70
1.70

1.10
1.15
1.25
1.25
1.25

.80

1.00

1.10
1.15
1.15

.70

.80

.95

1.00

1.05

DEMOGRAPHIC COST FACTORS FOR THE DISABLED

Sex and Age Group Institutionalized Noninstitutionalized
Welfare

Noninstitutionalized
Non-Welfare

Part A Hosoital Insurance

Male:

34 or under
35-44 . . .

45-54 . . .

55-59 . . .

60-64 . . .

Female
34 or under
35-44 . . .

45-54 . . .

55-59 . . .

60-64

Male:
34 or under
35-44 . . .

45-54 . . .

55-59 . . .

60-64 . . .

Female:
34 or 'under

35-44 . . .

45-54 . . .

55-59 . . .

60-64 . . .

2.20
1.10
1.00
.90

.55

1.40
1.45
1.55
1.15
.60

.75

.95

1.15
1.60

1.75

1.00

1.20
1.55
1.60

1.45

.40

.50

.60

.85

.95

.40

.65

1.00
1.15
1.20

Part B — Supplementary Medical Insurance

10

15

15

15

95

1.40
1.75
1.95
1.60

1.15

.70

.85

1.10

1.35
1.45

.75

1.10

1.5p
1.60

1.55

.30

.40

.55

.80

.55

.50

.30

1.15

1.25

1.25
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several ways in which improvements could be made. The authors
note, however, that the most serious problem lies not with method
but with concept:

...the general concept behind the AAPCC has never been
successfully used by any other insuror, private or
public. No one has yet been able to identify and
measure enough of the characteristics of individuals or
groups to predict their medical care costs with an
acceptable degree of accuracy. Private insurors reject
the potentially most expensive individual applicants
for coverage. For groups, they rely heavily on the
past medical care cost of the groups to predict future
costs. Neither of these alternatives is well suited to
the problems of government reimbursement to HMOs.
Thus, while the AAPCC can obviously be improved, there
is no experience to date to suggest the improvement
will be widely acceptable to both HCFA and providers.

It should be noted that in the past expert consultants have
reviewed the HCFA method of AAPCC calculation and declared it to
be adequate for its purpose. The adjustment factors used— in
particular, age and sex—have long been recognized in actuarial
work as essential; and in most settings they have proven to be
sufficient. This is not necessarily inconsistent with the ARC
critique, which makes the point that AAPCC-type calculations in a
private sector are usually accompanied by underwriting practices
that diminish the criticality of the actuarial adjustments. The
ARC judgement is that reliance on actuarial adjustments alone, at
the present state of the actuarial art, is problematic.

HCFA is well aware of the issues of AAPCC accuracy, and is
sponsoring both internal and external research to find ways to
improve the calculation. In the meantime, HCFA is continuing to
use the 95% of AAPCC approach to capitation rate setting in other
Medicare demonstration projects that have been initiated
recently

.

The ARC judgement about the adequacy of the AAPCC methodology was
based on review of the methodology itself in the context of
insurance industry experience, rather than direct measures of
experience at the demonstration sites. It is a specific
objective of this evaluation to use demonstration site experience
to contribute to HCFA's AAPCC-related research, but analysis of
data from the demonstration projects relative to selection
effects is not scheduled to begin producing findings until 1983.
Fortunately, however, HCFA analyst Paul Eggers has proceeded with
his own analysis of selection effects at the demonstration sites.
His findings tend to validate the ARC critique, and they were
the major stimuli for HCFA's current efforts to improve the AAPCC
calculation .
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Studies of Prior Utilization

In 1979 , Eggers examined the experience of the first two years of
HCFA's risk contract with Group Health Cooperative (GHC) of Puget
Sound*. He found that the Medicare beneficiaries who joined GHC
during open enrollment had, in the three years prior to that
enrollment, significantly lower hospital utilization rates than a
comparison group of Medicare beneficiaries in the same geographic
area, after making the demographic adjustments that are
incorporated within the AAPCC calculation. On the basis of this
observation and related findings, he concluded that "in summary,
the GHC open enrollment beneficiaries' use of medical services
indicates that, in all probability, a selection process exists."

This was a finding not at all comfortable for proponents of
prospective risk Medicare contracts, who criticized the study
vigorously. Much of the criticism was related to interpretation
rather than methodology, but the following major methodological
weaknesses were pointed out: (1) there had been inadequate
adjustment for the fact that the comparison group contained
people who died prior to the open enrollment period—a very
costly subpopulation—whereas the HMO enrollees obviously did
not; (2) Part B reimbursement data were not used; and (3) there
was no assurance that prior utilization is an accurate predictor
of subsequent utilization for a Medicare population.

All three of these points were addressed in subsequent studies by
Eggers**, which have examined the experience of the first three
demonstration sites to become operational: Fallon, Marshfield
and Kaiser. For these studies, a special data file was created,
which included (1) all Medicare HMO enrollees as of April 1981,
for each of the three sites and (2) a comparison group for each
site, constructed from a 5% sample of all Medicare beneficiaries
residing in the HMO service areas, alive as of July 1980. For
each beneficiary in each of the two groups, the total Part A and
Part B Medicare reimbursements were found, for each of the
calendar years 1976 through 1979.

Part A and Part B reimbursement rates were calculated for each
year, for each of the two groups, using person-years of
eligibility as denominators. An AAPCC-type adjustment was used
to examine the contrast between the HMO enrollees and the

**

Eggers, Paul: "Risk Differential Between Medicare
Beneficiaries Enrolled and Not Enrolled in an HMO," Health
Care Financing Review , Winter 1980.

Eggers, Paul: "Pre-Enrollment Reimbursement Patterns of
Medicare Beneficiaries Enrolled in 'At -Risk 1 HMOs." HCFA
Working Paper, September 30, 1981.
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comparison group. A summary of Eggers findings is presented in
Exhibit 4-3. They were:

1. Fallon—enrollees had 20% lower reimbursement rate than
the comparison group, for Part A and Part B together,
for the four prior years aggregated (after an AAPCC-type
adjustment was applied) . The difference for Part A
alone was 23% and for Part B alone was 13%, and these
differences were generally consistent for each of the
four years (not shown in this exhibit). The four-year
differences were all statistically significant (as were
most of the individual year differences).

2. Kaiser—enrollees had 21% lower reimbursement rate than
the comparison group, for Parts A and B together, for
the four years aggregated. This was a combination of
25% lower for Part A and 12% lower for Part B. All of
these four-year differences were statistically
significant, and the individual year differences were
generally consistent.

For Fallon and Kaiser, then, this study produced strong evidence
of favorable selection, beyond the sensitivity of the AAPCC
adjustments. Additional analysis of the data indicated that the
lower prior reimbursement rates were due both to lower incidence
of users of health care and lower reimbursement per user.
Moreover, the differences persisted when extremely high-use cases
were omitted.

For Marshfield, on the other hand, the study indicated that there
might be adverse selection, although the difference was not large
enough (given the size of the 5% sample comparison group) to be
statistically significant.

Predictive Validity of Prior Utilization Measure

The Eggers approach to measuring selection effects assumes that
prior utilization is a good predictor of subsequent utilization.
If this assumption can be validated, it not only continues the
Eggers findings but also indicates that prior utilization
measures may be used to improve the AAPCC calculation. Eggers
did examine the extent to which prior utilization was predictive
of subsequent utilization. For this study, he used the
f ee-for-service comparison groups that had been created for each
of the three sites, including only beneficiaries who were
eligible for Medicare benefits in 1976 as well as the subsequent
three calendar years. For 1976, the beneficiaries were grouped
into the following six cohorts:
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Figure 4.-3

Comparison of Prior Reimbursement Rates,
HMO Enrollees and Non-Enrollees at Three Sites

Statistic Fallon Kaiser Marshf ield
(1) (2) (3) (4)

1. Total person-years, 1976-1979

a) HMO 15,797 18,729 21,514
b) Comparison 13,538 20,091 3,606

2. Medicare reimbursements
per person-year

a) HMO $497 $436 $403
b) Comparison $721 $614 $471
c) Comparison, adjusted $625 $554 $388
d) Ratio of HMO to

adjusted comparison 0.80 0.79 1.04

Part A reimbursements

a) HMO $326 $277 $241
b) Comparison $501 $417 $314
c) Comparison, adjusted $423 $369 $250
d) Ratio of HMO to

adjusted comparison 0.77 0.75 0.96

Part B reimbursements

a) HMO $160 $149 $189
b) Comparison $198 $180 $148
c) Comparison, adjusted $183 $169 $131
d) Ratio of HMO to

adjusted comparison 0.87 0.88 1.21

Source: Tables 3, 4 and 5 in Eggers (1981). Rates are for the
four year period. 1976-1979.

* Person-years for beneficiaries covered by Part A and/or Part B
For Part A and for Part B considered separately, the numbers
of person-years were slightly less.
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1. The top 5% of users in terms of cost ("users" means any
amount of Medicare reimbursement during 1976) . The
average per capita cost for this group during 1976 was
$9,169.

2. Users within the 76 to 95th percentile range. Their
average per capita cost during 1976 was $2,322.

3. Users within the 51st to 75th percentile. Average per
capita cost was $382.

4. Users within the 26th to 50th percentile range. Average
per capita cost was $93.

5. Users in the lowest 25%. Average per capita cost was
$25.

6. Non-users—that is, no Medicare reimbursement during
1976.

The average per capita cost for each of these six groups was then
calculated for each of the subsequent calendar years—1977, 1978,
and 1979. The graph in Figure 4-4 is based on the statistics
calculated. Here, the per capita costs for the years 1977-1979
are represented in terms of 1976 dollars. The graph does show an
expected "regression to the mean"—that is, the tendency for the
initial magnitude of differences among the six cohorts to
diminish over time. Note, however, that in terms of average per
capita cost the ranking of the six cohorts remains the same for
each of the three subsequent calendar years. The top 5% of users
in 1976, with an average cost of $9,169, had an average cost in
1979 of $1,242 (measured in 1976 dollars), still by far the
highest average among the six cohorts. The non-users in 1976 had
an average cost of $304 in 1979, to remain at the low end of the
spectrum.

Caveat

Although the picture presented in Figure 4-4 supports the concept
that prior utilization can be used to predict subsequent
utilization, it does not necessarily imply that the same
magnitude of difference between two groups during a prior
period—such as the Medicare reimbursement rate differences
observed by Eggers for Fallon and Kaiser—will be reproduced in a
subsequent time period. We illustrate this with Figure 4-5 which
is based on statistics developed by Eggers for 1976 and 1977.

Here, the same cohorts are used, defined in terms of percentile
groups for 1976 Medicare reimbursement. Column 2 shows the
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Figure 4-4
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5 = 1ST - 25TH PERCENTILE

6 = NON-USER DURING 1976

81



Figure 4-5

1977 Per Capita Costs for Hypothetical
Distributions by 1976 Percentile Group

1976
PERCENTILE PERCENT 1976 1977

GROUP DIST $/CAP $/CAP
HYPOTHETICAL
DIST 1 DIST 2

(1) (2) (3) (4) (5) (6)

96-100 2.07 9169 2434 1.40 2.35

76-95 8.29 2322 1562 7.20 4.20

51-75 10.35 382 981 10.00 6.00

26-50 10.21 93 679 10.50 8.00

1-25 10.51 25 611 12.60 10.00

NON-USERS 58.57 260 58.30 69.35

TOTAL 100.00 434 567 100.00 100.00

1. Avg Per Capita Cost for 1976... 347 346

2. Ratio to APCC of Col. 2 Dist... 0.80 0.80

3. Avg Per Capita Cost for 1977... 545 478

4. Ratio to APCC of Col. 2 Dist... 0.96 0.84
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distribution among these groups observed by Eggers, column 3 the
1976 average per capita cost and column 4 the 1977 average per
capita cost. The next two columns present alternative
hypothetical distributions among the 1976 percentile groups, both
of which produce an aggregate average per capita cost 20% below
the actual aggregate 1976 figure observed by Eggers, (line 1).
This was approximately the magnitude of difference found in the
Fallon and Kaiser comparisons.

As shown in the exhibit, these two alternative distributions
produce very different aggregate average per capita costs for
1977 (line 3). Relative to the actual 1977 aggregate average,
one distribution produces a figure that is 4% lower and the other
produces a figure that is 16% lower (line 4). This suggests that
the HMO versus non-HMO differences in prior Medicare
reimbursement rates, expressed as the difference between average
per capita costs to HCFA, are not as predictive as would be a
comparison between distributions among reimbursement strata.
Such a comparison is planned as part of our evaluation analysis,
but has not yet been done.

Another point to keep in mind when considering these figures is
that deaths have been omitted. The statistics depicted in Figure
4-3 are based on beneficiaries who were alive as of the middle of
1980, as well as being eligible for Medicare benefits through the
four-year interval 1976-1979. Thus, the 1976-to-1977 transitions
may not reflect the typical Year 1-to-Year 2 transitions, when
"Year 2" includes people who died during that year.

The cost impact of deaths is significant, because in a given
12-month period people who die represent about 25% of the cost to
the Medicare program. The per capita cost during a 12-month
period is about five times higher for decedents than for people
who survive through the period.*

Until decedents are entered into the analysis, the exact
implications of prior period differences in utilization or
reimbursement rates cannot be quantified.

Site-Specific Comments Regarding the Eggers Studies

The evidence produced through the studies of Paul Eggers
indicates that there probably was favorable selection at two of

Lubitz, J., Gornick, M., and Prihoda, R. "Use and Costs of
Medicare services in the Last Year of Life." (Draft), HCFA,
DHHS, September 21, 1981.
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the demonstration sites—Fallon and Kaiser. Using prior Medicare
reimbursement rates as a measure, the HMO enrollees had costs
about 20% lower than the non-HMO comparison group. Although this
does not necessarily mean that the HMO enrollees under the
demonstrations would have cost HCFA 20% less than the "average"
Medicare beneficiaries if they had remained under fee-for-
service, the probability is that they would to some degree have
been less expensive.

From our review of these two demonstration sites, there is no
indication that this selection effect was do to purposeful action
on the part of HMOs. Instead, it is properly characterized as
self-selection—the result of the balancing out of choice factors
on the part of the Medicare beneficiaries. Fallon and Kaiser are
both closed-panel HMOs, so it is likely that a major contributing
factor was the tendency of beneficiaries with established
physician relationships, more likely to have expensive health
care needs, to stay in those relationships rather than join the
HMO.

For Marshfield, Eggers findings indicated a slight degree of
adverse selection, although it was not statistically significant.
Just as it is possible that the Fallon and Kaiser 20%
reimbursement rate difference during a prior time period would
largely disappear during the period of initial enrollment, it is
possible that this slight degree of adverse selection, as
represented by prior reimbursement rates, in fact could mean a
significant degree of adverse selection during the initial
enrollment period.

The other five HMOs among the demonstrations—Health Central in
Lansing, and the four HMOs in the Minneapolis-St . Paul area—have
not yet been operational long enough to permit replication of the
analyses that Paul Eggers performed for Fallon, Marshfield, and
Kaiser. Nor do we have other data that would shed light on the
issue of selection bias at these sites. Recall, however, that
the four Minneapolis-St. Paul sites are using health screening of
Medicare applicants, in order to limit their risks. This should
create a significant selection effect.

This health screening is with the permission of HCFA, and is
consistent with HMO practice in the State of Minnesota. During a
period of open enrollment the HMOs must admit all Medicare
applicants into the low-option plan which they offer, without
health screening (or regardless of the outcome of screening).
Thus far there have been two open enrollment period—May 1981 and
May 1982. Even during such an open enrollment, however, the fact
that Medicare beneficiaries are aware of a screening process may
keep many of them from applying, which taken together with other
factors would add to the favorable selection tendency. As the
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data become available relative to the Minneapolis-St . Paul
demonstrations, it will be specially interesting to observe the
extent of selection bias.

Health Central is proceeding very cautiously to add Medicare
enrollees under its demonstration, so it will be some time before
there are enough HMO enrollees to support the type of analysis
that Paul Eggers did for the other sites. At this writing we
have no indication of what to expect in the area of selection
effect at this demonstration.

Biased Selection and the AAPCCt HCFA Cost Impact

The highest-priority issue in the demonstrations is HCFA cost
impact—does demonstration site experience indicate that HMOs can
indeed provide Medicare benefits at lower cost to HCFA than the
open and unstructured health care system? In theory, the
analysis needed to answer this question is relatively simple. It
requires only comparing of the capitation rate HCFA paid to each
of the demonstration sites with a reasonably accurate estimate of
what the Medicare beneficiaries enrolled under the demonstrations
would have cost HCFA had they not been enrolled. Unfortunately,
there is not yet an accurate estimate of what the demonstration
enrollees would have cost HCFA in the absence of the
demonstrations. The AAPCC, intended to represent this estimate,
may not be sufficiently precise for this purpose, particularly if
selection bias occurs.

Among the five remaining demonstration sites, the four in the
Minneapolis-St. Paul area have been using health screening
extensively, and it is reasonable to suppose that this has
produced an even higher degree of favorable selection than
appears to have occurred at Fallon and Kaiser. Thus, the fact
that the HCFA capitation rates for these four HMOs' were set at
95% of the AAPCC by no means guarantees that HCFA has realized a
true 5% savings with these contracts.

The four demonstration sites which thus far have significant
numbers of Medicare members all have utilization control
procedures that are non-existent in the open fee-for-service
health care system, and they are continuing to refine these
procedures. At Marshfield, where higher than expected
utilization has been most severe, utilization controls have
included review of all hospitalizations by the medical
directors of both the plan and the Marshfield clinic within 48
hours of admission. Pre-admission certification is also being
considered by the plan.
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From the HCFA perspective, however, there is a difference between
efficiency in health care delivery and cost to the Medicare
program. That is, in the open f ee-for-service system, the
deductible, the co-insurance, and the difference between
physician charges and Medicare allowable fees, all represent ways
of constraining cost to HCFA, which have little to do with
efficiency. From the restricted perspective of cost to HCFA, the
effects of these factors need to be offset against the putatively
greater efficiency of the HMO, in order to understand the extent
to which the HMO is a cost containing alternative.

Even though our quantitative analyses of selection effect have
not yet begun, the work of HCFA analyst Paul Eggers has
contributed strong evidence that there can be selection bias
considerably beyond the ability of the AAPCC calculations to
detect. This presents a significant technical issue for
proponents of establishing Medicare capitation rates for HMOs
based on what the HMO enrollees would have cost HCFA if they had
remained in fee-for-service.

We do expect to develop a more precise quantification of the cost
impact of selection bias during our evaluation, and related
measure of HMO efficiency relative to the open fee-for-service
system, for provision of Medicare benefits. The concept that
establishing capitation rates at 95% of the AAPCC guarantees HCFA
a 5% saving is an oversimplification. Both the method of AAPCC
calculation and the likelihood of selection bias undetected by
that calculation make it impossible to establish a probable level
of savings with that degree of precision.
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4.2 ORGANIZATIONAL CHANGE

The "Organizational Change" aspects of our initial observations
of the Medicare demonstrations have emphasized two major areas of
interest and concern:

1. The effect of the demonstrations on organizational
behavior and change i.e., describing how the presence
of the new Medicare project at each of the HMOs has
affected day-to-day operations, and overall direction in
key medical and program management areas.

2. The highlighting of areas of administrative concern ,

involving mainly the relationships among HMOs, HCFA, and
intermediaries/carriers

.

The method being used to discover and document the major issues
in each of these areas has been one of conducting a qualitative
analysis during the initial phase of the evaluation. This
analysis has relied mainly on personal field contacts at all
eight project sites, supplemented by research of historical and
current project documents at both the HMOs and at HCFA. Data
gathering at the sites was somewhat structured at the outset,
based on four "interview guides," which covered the areas of
medical management, medical practice, marketing management, and
general management/administration. These questionnaires were
used as guides for addressing potential concerns, not as formal
questionnaires. In practice, interviews often ranged widely
beyond the basic issues suggested by the guides—indeed, this was
the goal of the procedures. Between five and eight people were
interviewed at each site, with each interview lasting between
one-half to three hours.

The ultimate purposes of this effort are seen as:

o A compilation of the organizational change which
occurred at each of the sites, so that both HMOs and
HCFA can be prepared for the service delivery and
operational consequences of introducing a new, mainly
geriatric population to an existing, usually younger,
patient base;

o The presentation of a practical list of suggestions for
the changes necessary on the part of HCFA to make
prepayment contracting more practical and attractive for
HMOs ; and

o The development of an organizational "primer" for the
use of HMO management teams planning for prepayment
contracts with HCFA in the future.
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In the main evaluation phase of this project (1982-1983) , we
shall follow the paths of each HMO, and of HCFA, regarding the
issues and concerns uncovered during the interview and research
process. In this way, we hope to trace the evolution of
organizational response, and the gradual resolution of issues and
problems by the HMOs and HCFA, in a way which will be instructive
to health plans and government policy makers in the years ahead.

In this section we briefly summarize our major findings to date.
It should be noted that this is not a complete statement of all
issues and concerns which have arisen. Instead, it is an effort
to highlight the most salient and wide-ranging consequences of
the demonstrations.

The Effect of the Demonstrations on Organizational Behavior and
Evolution

The most interesting findings to date encompass:

o Methods for addressing the planning and organizational
communications needs of the projects; and

o Methods for addressing the new members' medical service
needs made apparent by the projects, including the need
for increased control and "orchestration" of care, as it
applies to both Medicare and other populations.

With regard to planning and communications, we have noted a
continuum, from one extreme represented by apparent
organizational isolation of the Medicare demonstration function,
to another extreme of a rigorously planned and integrated effort,
involving line and staff personnel from all relevant areas of
the organization. Perhaps not surprisingly, the HMOs which have
obtained the most successful enrollment records appear also to
have had the most carefully thought out and implemented
organizational planning and communications functions. A
particularly instructive example of this is the Kaiser-Portland
demonstration. At this site, both a "steering committee" (for
overall policy direction) and an "operations committee" (for
day-to-day functions) have been formed. " The operations committee
includes front-line operational people from most disciplines
within the organization. These people are expected to exercise
professional judgment and responsibility in performing the
project coordination function with which the operations committee
is charged. This committee has been meeting regularly for over
two years, and it reportedly has enabled Kaiser to anticipate and
act upon program needs in a timely fashion, thus minimizing acute
adjustment problems, and facilitating a deliberate and
coordinated approach to the needs of the Medicare population.
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Some of the other plans, notably Marshf ield f Fallon, and SHARE,
have also developed well coordinated approaches. One cannot help
but notice the correlation between this type of effort and
success in attracting and keeping Medicare members. However, the
financial results indicate that the presence of a well-integrated
organizational approach does not guarantee ultimate "business"
success for the HMO. Unfortunately, efficiency of
decision-making does not necessarily assure substantive success
of decisions made. It helps greatly, however, in providing for
the organizational flexibility needed to change direction and
take new action rapidly.

This point is illustrated best by two of the demonstration
projects, Marshf ield and Fallon, where the advent of the Medicare
project has pointed up prodems of a general nature related to
their health care delivery systems. Both of these organizations,
admittedly motivated by the demands and the worse-than expected
utilization statistics of their Medicare patients, have embarked
upon major new programs in utilization and cost control. This is
potentially the most significant organizational effect we have
found, as it makes clear the impact that a Medicare influx can
have on the whole operating psychology of health plans.

For example, severe utilization and cost concerns at both
Marshfield and Fallon have resulted in specific new contract
thrusts applicable to each organization as a whole. At Fallon, a
"case conference committee" has evolved, which takes a structured
approach to examining various measures of control. Among the
concepts to have come out of this and other management efforts at
Fallon, is that of the need for "orchestration" of care, (i.e.,
better coordination among branches of service delivery, to ensure
control and continuity) . This theory is behind much of the
evolution in the organizational approach to health care being
experienced at Fallon.

Similarly, at Marshfield—a loosely coordinated grouping of many
individual physician practices under an overall clinic umbrella

—

they have begun to realize the need for control, based on the
financial imperative that utilization figures must be improved.
This is a most interesting evolutionary process, because of the
largely unstructured medical organization and the decided lack of
precedent for any kind of coordinated effort at cost/utilization
containment. Marshfield has begun targeted departmental reviews
of hospital stays and discharge plans, initially addressing those
areas (e.g., oncology and rehabilitative medicine) which are most
amenable to discharge planning and post-hospital coordination of
care. However, Marshfield Foundation and Clinic management both
acknowledge the need for further action, tempered by the
necessity for considering the many deep-seated sensitivities and
professional concerns surrounding these issues.
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While the above are two of the major issue sets in terms of
organizational response to the demonstrations, there are numerous
other findings from our initial work which deserve follow-up,
whether as subsets of the major issues, or as noteworthy
site*-specif ic problems and responses. Among these are particular
"make-buy" decisions on such services as extended care and home
health care, the effect of the screening process at the
Minneapolis-St . Paul sites on types of services delivered and on
physician reimbursement and relations, the particular need to
adjust to the difficulties of communication with a senior
population, and the potential underwriting and patient relations
effects of maintenance of waiting lists and of potential
discontinuation of the projects, and the potentially perverse
effect of production-oriented incentive systems on HMO
utilization. Perhaps the clearest example of the latter problem
is the eight percent bonus awarded to physicians at the
Marshfield clinic based on the total billings, regardless of
whether patients were HMO enrollees or fee-for-service patients.
Such production-oriented incentives run counter to the incentives
present in HMOs.

An understanding of how the HMOs address and resolve these varied
and challenging issues will be a most important aspect of the
continuing organizational analysis of the HCFA Medicare
Demonstrations

.
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4.3 ADMINISTRATIVE ISSUES

If the demonstration evaluation ultimately supports the
conclusion that providing health services to Medicare
beneficiaries through HMOs is both feasible and cost saving, and
if such programs are to become a more routine part of HCFA
operations than they are now, some important decisions will have
to be made regarding which regulations, procedures, and operating
instructions are appropriate and necessary. There are at least
five perspectives from which these issues must be addressed,
including those of (1) HCFA, (2) the HMOs, (3) Medicare members
of the HMOs, (4) providers not associated with the HMOs, and (5)

Medicare intermediaries and carriers. The ultimate goal, of
course, would be to encourage the evolution of a system which
would be clear, simple and economical to run, yet would satisfy
the needs of all of the above.

Our impression, based on research and extensive interviews in the
field is that, despite what is almost universally praised as a
cooperative and helpful attitude among HCFA Group Health Plan
Operations (GHPO) personnel, there are still many outstanding
problems in the substance and timing of HCFA/HMO/intermediary/
carrier procedures which mitigate against the above goal being
attained. Over fifty discrete administrative issues were
identified through our interviews with clemonstration
participants

.

For summary purposes, we shall outline five issue areas under
which we feel administrative concerns can be subsumed. We shall
briefly describe for each issue set some specific issues. The
reader will note that many of these points also appear in other
chapters of this document, especially as their substance relates
to matters of finance and reimbursement. The five issue
categories to be addressed are:

1. Reimbursement procedures and reporting
2. Information interchange
3. Bill processing controls and procedures
4. Enrollment procedures and requirements
5. Intermediary and carrier procedures

Reimbursement Procedures and Reporting

This issue set deals with problems surrounding such areas as
average adjusted per capita cost (AAPCC) and adjusted community
rate (ACR) calculations and timing, cost reporting to HCFA,
calculation of allowable member premium charges, payment for
special categories of beneficiaries (for example, those with
chronic renal disease) , the safeguarding against other aspects of
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unexpected risk, the high and often unreimbursed costs of certain
necessary developmental activities (especially promotion and
extensive new member orientation), audit requirements, and the
fear of retrospective adjustments (taking the form of rate
renegotiations for successful plans). The following are three
sample issues, among the 21 we have identified in this area:

o ACR ; Can the ACR for Medicare members be accurately
calculated by an HMO? Problems noted include:

It is sometimes difficult to relate community rates
for the over-65 age group to the under-65 HMO
membership (basis for accuracy of adjustment
factors, especially after negative experience on the
part of both Fallon and Marshfield).

It is sometimes difficult to project accurately and
reliably, utilization of selected services not
previously provided on a risk basis (for example,
skilled nursing facility services)

.

Cost-related rates do not provide an HMO with needed
growth and development funds.

ACR adjustments do not provide sufficient allowance
for the marketing and new member orientation costs
related to Medicare members.

Plan staff do not feel they have an accurate basis
for pricing and projecting Medicare cost sharing
requirements

.

o Billing and membership reconciliation : All plans
indicated problems with the billing and membership
reconciliation procedures supporting the HCFA capitation
payments to HMOs. The HMOs in general want an HMO/HCFA
billing system which provides effective membership
reconciliation on a regular basis, monthly if possible,
and a system which adjusts the capitation for membership
mix changes periodically to minimize the financial
impact of such adjustments.

o Will HCFA adjust capitation rates downward if an HMO
demonstrates financial success with the program ? If
rates are subject to downward adjustment based on HMO
performance, what are the guidelines for doing this, and
should not the HMOs know about them in order to make
fully rational decisions about entering this market in
the first place? This issue reflects a basic HMO
concern as to whether a "cost-finding" kind of
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psychology will dominate HCFA thinking, thus cancelling
the incentives inherent in a true system of risk and
reward

.

Information Interchange

These issues primarily relate to timing of such procedures as
AAPCC calculation, negotiation of operational contracts, delays
in enrollment/disenrollment turnaround time, membership transfer
problems (i.e., from HMO to HMO in the same area), a lack of
consistency among sites of waivers and variances granted leading
to a more complex method of implementing and operating these
projects, uncertainty as to the role to be played by local Social
Security Administration (SSA) offices, and the need for a central
authority clearinghouse for approvals and dissemination of
information among HMOs, HCFA, intermediaries and carriers. Two
sample issues among the 15 we have delineated in this area are:

o Delays in the turnaround time for enrollments and
disenrollments : All of the HMOs commented on the
length of the turnaround time for enrollment and
disenrollment actions. Most were able to accommodate
their operations to the accretion schedule, but all
noted problems with the processing of enrollments and
terminations. Of particular concern was the inability
to inform members on a prospective basis of their
status with the HMO. The inability of the system to
handle retroactive terminations forces the HMOs to
absorb costs for which no premium was received.

o Delays in notifying intermediaries and carriers
regarding participating HMOs and Claim/Query processing
instructions

.

It appears that the instructions to intermediaries and carriers
regarding at least two of the sites were not sent out until after
the demonstrations were operational. This opened up significant
possibilities of incurred but not reported claim liabilities for
the HMOs, and of "misdirected claims," inconveniencing the
beneficiaries and adding extra administrative costs.

Processing Controls and Procedures

Among the four discrete issues we identified in this area, one
example is the requirement that certain claims data, especially
"information only" forms 1453 for hospital inpatient stays, be
submitted by the HMO to update HCFA Master Files regarding
"spells of illness" and "lifetime reserve" requirements for
demonstration program members.
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Enrollment Procedures and Requirements

Among the eleven individual issues identified in this
sub-category, two which appear representative are:

o A positive system of identification for HMO members is
needed ; The HMOs would like to have a special
beneficiary identification card for HMO members which
would clarify the HMO lock-in, and facilitate the
provision of and billing for out-of-area and emergency
services to HMO members. If a special beneficiary card
cannot be issued by HCFA, the HMOs recommend that some
alternative ID system be devised for HMO Medicare
members

.

o Some HMOs maintain that expense allowances are necessary
to fund the special communication, orientation, and
member services necessary for the Medicare member of an
HMO.

Medicare beneficiaries are learning a new system which my leave
them confused. This confusion is heightened when optional
programs are offered, particularly those, like the
demonstrations, which incorporate such provisions as "lock-in,"
conversion from a cost to a risk contract (which, to the
beneficiary, means signing a new enrollment form for the same
HMO!), and different levels of benefits. There is general
agreement that communicating with Medicare beneficiaries, before
and after enrollment, is substantially more difficult and time
consuming than with the group or individual enrollees of an
HMO's commercial program. Expense allowances for programs
similar to Kaiser's "New Member Entry Program" are considered
desirable, even necessary, from the HMOs' perspective.

Intermediary and Carrier Procedures

This set of problems, of which we have identified five, seems
generally to revolve around the fact that prepaid health plans
are, for the most part, a minor component of total intermediary
and carrier operations. Thus, important claim processing
instructions often are misunderstood by intermediary and carrier
staff because of lack of day-to-day familiarity with concepts, or
alternatively, they simply get lost in the shuffle. For example,
in our demonstrations:

o HMOs often were not notified routinely and immediately
regarding provider inquiries concerning the status of
Medicare beneficiaries who were members of the HMOs, or
the admission and provision of services to HMO members.
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o Providers often were not routinely instructed by either
HMOs or intermediaries to bill the HMOs directly for
services provided to HMO members, even though the HMOs
had selected the HCFA bill payment option which called
for this notification to occur.

o Duplicate submission and payment of provider claims were
reported by the plans.

o There were incidents of claims being paid by
intermediaries and carriers for services not authorized
by the HMO, and not meeting standards for authorization
as "emergency care."

The above sampling of administrative issues is probably
symptomatic of typical difficulties in start-up of a complex
program. The experience of the demonstrations provides an
outstanding opportunity to identify the problems associated with
expanding this concept and making it replicable, and to design
and test solutions to those problems. Thus, if a major public
policy thrust toward Medicare prepayment develops, both the
health plans and the government would, as a result of effective
use of this demonstration experience, be in the best possible
position to take advantage of it.

95



4 . 4 SUMMARY

The demonstration site experience thus far has been generally
positive. The four HMOs which actively pursued Medicare
marketing had little difficulty in attracting Medicare
beneficiaries into membership. They have had very low voluntary
disenrollment rates, indicating that the Medicare members are
satisfied with their HMO experience.

Perhaps the most positive aspect of the experience at these four
demonstration sites has been their ability to react to the
special needs of the Medicare members. This reaction has been
both to control utilization and to provide new services for this
group. In this regard, the demonstrations are bearing out the
theory of organized health systems functioning under a capitation
contract—organizational structure and financial incentive work
together to control cost and increase effectiveness.

Two of the demonstration site HMOs—Fallon and Marshfield—did
have adverse cost experience under the demonstrations, during
their initial operational contract periods. This resulted
primarily from higher than expected utilization rates, and may
also be related to effects of the prospectively-determined AAPCC,
which is of dubious accuracy. For Marshfield particularly, with
its exceptionally high penetration rate, adverse selection and
AAPCC inaccuracy may have combined to place the health plan under
an unrealistic degree of financial risk.

The most troublesome issue relative to the demonstrations is
clearly the inability to estimate accurately what the
demonstration Medicare enrollees would have cost HCFA under the
open f ee-for-service system. This is a problem inherent in the
AAPCC approach, exacerbated by the potential for selection bias.
As long as HCFA continues to use a prospectively-determined AAPCC
as part of the rate setting process, this problem will cloud
HCFA/HMO contract negotiations. The HMOs will properly be
concerned about the adverse fiscal impact of an artificially low
AAPCC, while HCFA will be equally concerned about hypothetical
savings being wiped out by favorable selection.

There are a variety of other issues affecting the feasibility of
HCFA/HMO prospective risk capitation contracts for Medicare

—

particularly in the are of administrative procedures—but none is
so critical as this issue of using an AAPCC approach to rate
setting. Aside from this issue, our observations of the Medicare
HMO demonstration experience to date indicate that Medicare
capitation contracts with HMOs are both feasible and desirable.
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CHAPTER 5: EVALUATION PLAN

Evaluation of the eight Medicare HMO demonstrations is scheduled
to extend until August 1984. In this chapter we will present an
overview of the expected schedule for evaluation activities.

Data Acquisition

The schedule for production of evaluation findings will be
determined primarily by the time required to obtain the data
necessary to support evaluation analyses. Most of these data
will be a byproduct of administrative procedures—the internal
management information systems of the demonstration site HMOs

,

medicare beneficiary master files, the enrollment files of HCFA's
group health plan operations (the unit which administers
capitated Medicare contracts), and files derived from Medicare
f ee-for-service claims processing.

Among these data sources, the Medicare claims files create the
longest delay in access to complete information needed for
evaluation purposes. For example, claims data representing
services to Medicare beneficiaries during calendar year 1981 will
not be reasonably complete until late in 1982; and the internal
HCFA files that would be most convenient to work with will not be
completed until the end of 1982.

The evaluation analyses need to differentiate between the initial
experience of the demonstration sites--that is, the first year or
so of working with new enrollees—and the more mature experience
for which a greater degree of stabilization can be expected.

Three of the demonstration sites began enrolling new Medicare
members during the first half of 1980, so data representing the
initial period of experience—for both the HMO members and the
non-enrolled comparison group of beneficiaries—are now
available. Data requests have been made to these hMOs and to
HCFA. We expect to have this initial set of data files in hand
by the end of June.

The four Minneapolis-St . Paul HMOs began enrolling under the
demonstration in May 1981, so complete data representing the
initial period of experience will not be available until the end
of 1982. For three of these HMOs, the rate of growth of Medicare
membership has been slow, and it may take even longer to
accumulate enough data to support accurate evaluation.
Enrollment at the remaining demonstration site—Health Central

—

did not begin until November 1981 and has moved at a very slow
pace. Sufficient data for this site will not be available until
well into 1983.
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Data representing more mature demonstration site experience—that
is, beyond the first year or so—-will similarly be staggered in
time of availability, occurring in each case approximately one
year later than the dates just given. Because of this timing,
most of the evaluation analyses will be done iteratively, with a
preliminary series of reports reflecting the initial
demonstration experience, followed by a final series updating the
analyses with data from later demonstration experience. This
iterative process is reflected in the report schedule described
below.

There will be one very significant data acquisition effort not
dependent on existing sources. During October-November, 1982,
Research Triangle Institute (RTI), an evaluation subcontractor to
JBI , is conducting a household interview survey. This survey
will include a sample of 3,000 HMO enrollees and a comparison
sample of non-enrollees at three locations: Minneapolis-St.
Paul, Worcester, Massachusetts (Fallon), and Marshfield,
Wisconsin

.

The survey instrument is expected to take approximately one half
hour on the average to administer, and covers the following major
topic areas:

A. HMO enrollment status
B. Residence and demographic characteristics
C. Health insurance
D. Usual source of care and access
E. HMO as a source of care
F. Utilization
G. Prescribed medicine
H. Other medical expenses
I. Attitudes toward health care and social support
J. Health status
K. Background information—whether working, education,

income

Data from the survey will be available early in 1983. These data
will be most useful in support of marketing analyses— clarifying
choice factors and characterizing Medicare beneficiaries who are
HMO joiners, in contrast to those who are not—and will also help
clarify the biased selection issue.

Content Areas

The evaluation issues are being addressed under the following
task areas:
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1. Utilization analysis—comparison of health service
utilization patterns within the HMOs with those in the
open f ee-for-service system, with standardization for
population differences; examination of changes in
utilization patterns over time for HMO enrollee cohorts.

2. Marketing analysis—clarification of the factors that
are most significant in the Medicare beneficiary
decision to join or not to join an HMO; examination of
causes for voluntary disenrollment.

3. Analysis of selection bias—quantification of the cost
impact of favorable or adverse selection that has
occurred at the demonstration sites; analysis of the
relative efficiency of the HMO versus f ee-for-service,
adjusting for selection effects.

4. Fiscal analysis—clarification of the cost impact that
the demonstrations have had for HCFA, the HMO, and the
Medicare beneficiaries; review for procedures for
setting capitation rates and calculating the AAPCC.

5. Organizational and administrative impact—documentation
of the organizational changes that have occurred as a
result of the demonstration experience; analysis of the
administrative issues to be resolved in order to
facilitate more extensive Medicare capitation contract
with HMOs.

6. Policy implications—the final summarization of the
evaluation findings, with emphasis on the potential cost
containment impact for Medicare of more extensive
capitation contracting.

Target dates for completion of major evaluation reports under
each of these topic headings are:

Utilization Analysis

The utilization analyses are scheduled to occur in four rounds,
each six months in length, as follows:

1. Round 1—July-December 1982.

a) Begin analysis of Fallon, Marshfield, and Kaiser
experience, using HMO data from 1980 and 1981, and
Medicare data from 1976 through 1981.

b) Begin use of 1980-81 data from the Medicare carrier for
the Marshfield area.
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2. Round 2—January-June 198 3.

a) Complete analysis of 1980-81 experience for Fallon,
Marshfield, Kaiser.

b) Complete 1982 experience analysis for Kaiser.

c) Begin analyses using data from Medicare Health Survey.

d) Begin 1982 experience analysis for all sites except
Kaiser, using HMO internal data.

3. Round 3—July -December 1983.

a) Complete analysis using data from Medicare Health
Survey.

b) Complete 1982 experience analysis for all sites, using
HMO internal data.

c) Begin 1982 experience analysis using Medicare fee-for-
service comparison data.

d) Analyze data from Medicare carriers, for selected sites
(time and budget permitting).

4. Round 4—January-June 1984.

a) Complete analyses with Medicare fee-for-service
comparison data.

b) Revise, refine and complete all analysis covering
demonstration experience through end of 1982.

Marketing Analyses

Following is the anticipated schedule of reports of marketing
findings

:

1. March 1983: Analysis of disenrollment experience.

2. March 1983: Report on Kaiser benefit experiment.

3. March 1983: Brief paper on enrollment source/
reason for disenrollment/satisfaction/
pre- and post-enrollment utilization,
for Marshfield.

4. April 1983: Report findings for Medicare Health
Survey data on choice factors.
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5. April 1983: Comparison of Kaiser internal survey
data with Health Survey findings.

6. June 1984: Consolidated report of findings for
inclusion in Final Report.

Biased Selection

The next definitive findings on selection effects will probably
come directly from HCFA. Paul Eggers is currently preparing to
replicate his studies of prior Medicare reimbursement levels, for
the Minnesota demonstration sites. Findings of this analysis
should be available circa October 1982.

Our evaluation will extend the Eggers method to incorporate an
estimate of the cost impact of selection bias. Following are
target dates for reports of biased selection findings from the
evaluation project:

1. March 1983—Report on selection effects for Fallon,
Marshfield, and Kaiser, based on utilization and cost
data from Medicare administrative files, and HMO
internal utilization data for first year of
demonstration experience.

2. June 1983—Report on selection effects for Fallon,
Marshfield, and Minnesota sites, based on health status
measures from the Medicare Health Survey.

3. June 1983—Report on selection effects for Minnesota
sites, based on utilization and cost data from Medicare
administrative files. (Availability of HMO internal
data is dubious at this point.)

4. December 1983--Updated study of selection effects, using
demonstration site experience through end of 1982.

Fiscal Analysis

Following is the anticipated schedule for production of fiscal
analysis findings:

1. November 1982: Initial report analyzing rate setting
methodologies employed by the different sites.

101



2. August 1983: Fiscal analysis findings based on
financial model, using plan data through
December 1982, taking into account
selection bias findings, to cover:

a) HCFA cost—HMO vs. fee-for-service
b) Beneficiary cost—HMO vs. fee-for-

service
c) Use of "savings" for added benefits
d) HMO financial report—simulation of

what financial performance would
have been without demonstration.

3. June 1984: Update of August 1983 report for
inclusion in Final Report.

Organizational and Administrative Impact

The target dates for reports of findings are:

1. Feb-May 1983: Analysis of general plan
characteristics; update of plan profiles
and description of quality assurance
functions

.

Kaiser - February 1983
Fallon - March 1983
Health Central - April 1983
Minnesota Sites - May 1983

2. August 1983: Primer on organizational preparation for
serving Medicare beneficiaries in HMOs,
intended as resource for other HMOs or
"alternative health plans" considering a
capitated Medicare contract.

Policy Implications

The reports listed above will be primarily presentation of
quantitative findings, but they will also include discussion of
policy implications of those findings. Both the quantitative
findings and the policy analysis will be consolidated in the
Final Report of the evaluation, due August 1984. We also expect
to produce occasional papers on policy issues during the course
of the evaluation, as requested by HCFA.
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Summary

The evaluation reports produced thus far, including this one, are
based on observations of readily available statistics and
discussions with demonstration site personnel. Findings based on
new data analysis will not become available until the end of
198 2, and then will be developed in stages through the end of the
evaluation project in August 1984.
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