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PURCHASING HEALTH CARE SERVICES IN A
COMPETITIVE ENVIRONMENT

THURSDAY, APRIL 3, 2003

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:18 a.m., in
room 215, Dirksen Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

Also present: Senators Thomas, Santorum, Baucus, Rockefeller,
Breaux, Conrad, and Lincoln.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. I thank all of you for being so prompt, because
this is kind of an unusual starting time for a committee. Usually
we would do this at 10:00. We accommodate more members by
starting at 10:00 rather than 9:15, but today’s early start is be-
cause, as I told some of the witnesses privately, later on I am going
to have to go down the hall here and probably spend most of the
time of this hearing in the Judiciary Committee, where there is a
piece of legislation that I have worked hard on for about 5 years
that is going to be up for consideration in that committee.

So I welcome not only the witnesses, but obviously I welcome ev-
erybody who has come to our hearing, and particularly for the time
that it takes our witnesses to prepare for testimony and to help us
in what might appear to be an inconsequential subject. But it is
very basic to some of the legislation that this committee will be
considering during the month of June that is very, very comprehen-
sive.

Making health care in general, and Medicare in particular, more
competitive has been a goal of many legislators over the years from
both sides of the aisle.

And just to mention two members of this committee that have
been involved in that. Senator Breaux, for one, and Senator Frist,
the Majority Leader, for another, are just two examples of 100 Sen-
ators—well, I am not saying 100 Senators are interested in making
Medicare more competitive, but at least a large number of people
have been.

I believe that competition in Medicare, if done right, has the po-
tential to change the lives of patients by improving benefits and in-
creasing quality.

What this hearing is about, is gathering information so that that
can be done in the right manner. Today, our witnesses, all of whom
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have had experience purchasing health care services in a competi-
tive environment, will tell us what it takes to do this job right.

Before I turn to their introduction, I would like to again acknowl-
edge the bold commitment of President Bush in putting $400 bil-
lion on the table this year to strengthen and improve Medicare.

Besides putting $400 billion on the table, the President, at a
meeting I had with him in roughly the December 10th time frame,
also said that he was willing to expend political capital on bringing
about bold changes in Medicare, along with a very prominent pre-
scription drug program for that.

The President’s principles include adding prescription drugs
and—this is very important—making the program stronger and
better for beneficiaries. That means improved benefits and higher
quality care, more in synch with what is available in private insur-
ance today, like we in the Federal employees’ plan have. The Presi-
dent’s principles look to the Federal employees’ plan as a model for
Medicare.

In the Federal employees’ plan, all workers, even those in rural
States, including even the postmaster in my hometown of 650 peo-
ple called New Hartford, Iowa, all of these have a choice of health
plans. Employees choose among competing plans for one that best
suits their own needs.

Why should seniors living in the same town of New Hartford or
any other rural community not have the same choice? Unfortu-
nately, our attempts to bring those kinds of choices to seniors in
Medicare have failed, especially in rural areas like mine, where in-
surance companies have given Iowans a firm no, even after we
have given these companies bonuses and raised their base pay-
ments, which I think now, under Medicare, would be $490 per
ISnonth, which is well above what fee-for-service pays within our

tate.

As a result, Jowa seniors then have few, if any, choices beyond
fee-for-service Medicare. The environment is anything but competi-
tive. So I will be especially interested in the views from our panel-
ists who have made competition work for their beneficiaries, as I
understand it, both urban as well as rural and how we can rep-
licate some of those successes, and obviously we want to avoid fail-
ures in Medicare.

Our first witness, Abby Block, serves as Senior Advisor, Em-
ployee and Family Policy at the Office of Personnel Management.
OPM administers the Federal Employees Health Benefit Plan,
which requires plans to submit bids each year so that beneficiaries
can measure a plan’s value themselves.

Next, is Rear Admiral Thomas Carrato, who serves as Deputy
Assistant Secretary of Defense for Health Administration, over-
seeing TRICARE, the system that serves our Nation’s active and
retired military, as well as their families. TRICARE is also based
on a competitive model.

Third, Bruce Bradley, who serves as director of Health Plans
Strategy and Public Policy, General Motors. This is one of the larg-
est private purchasers of health benefits in the country and it pro-
vides competitive health plan choices to its 1.2 million employees.

Finally, we have Lois Quam, chief executive officer of Ovations,
United Health Group Company, addressing her own company’s ex-
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perience with competition, providing us with a plan’s perspective
on what works and what does not, and particularly when it comes
to competition in health care.

I am going to call on Senator Baucus for opening comments. Sen-
ator Baucus, I indicated to them, which I think you know, that I
may be called out of here to handle a bill at Judiciary and I have
been informed that you would be willing to chair the meeting.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucus. Thank you, Mr. Chairman. I appreciate the to
opportunity to explore these issues, particularly the issue of pur-
chasing health care services in a competitive environment.

This is a little bit different from some of our other hearings. This
is more of a “big think” hearing. this is more of a policy hearing.
I hope that it enables us to kind of stand back a little bit in a little
more perspective and try to figure out how to improve various sys-
tems, particularly as we try to enact a Medicare drug benefit, and
perhaps reform Medicare as well.

We have the opportunity here to learn more about the competi-
tive bidding structure that large purchases of health care currently
use. I think this is very important, because the President recently
has put forward a Medicare reform proposal, or at least the outline
of a plan that emphasizes choice and competition among private
health plans.

We are not here to pick at the administration’s proposal. That is
not the purpose. Rather, we are here to think about how a competi-
tive model might or might not work for Medicare.

As I see it, there are many lessons here, both for the current
Medicare+Choice program, as well as for traditional fee-for-service.
In particular, some of the questions I hope our witnesses will help
answer include, is it necessary to have losers in a bidding process
like the TRICARE system, or is competition possible when essen-
tially all bidders are accepted, like the FEHBP program?

How can quality be incorporated in a competitive purchasing sys-
tem as GM has done? What are the challenges of bringing in PPOs
to serve all parts of the country. Is a PPO model any less expensive
or more efficient in a rural area than traditional Medicare?

My sense is that, with higher administrative costs, profits, and
risk load, combined with an inability to contract with preferred
providers in remote areas, that PPOs would actually be more ex-
pensive than traditional fee-for-service Medicare.

As I understand it, CBO happens to agree with this assessment.
They also believe that getting regional PPOs to participate in Medi-
care will be very costly. At any rate, increased enrollment in PPOs
certainly will not improve Medicare’s solvency.

This leads to my last questions. Are these competitive systems
truly transferrable to Medicare, and to what degree, to what degree
not? Perhaps more importantly, are there lessons from these sys-
tems that we could apply to traditional Medicare, not just to pri-
vate plans?

It is important to keep in mind that almost 90 percent of seniors
are enrolled in traditional Medicare, and I do not see that ratio
changing anytime soon. My State of Montana does not have any co-
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ordinated care plans. We have a private fee-for-service plan in
Medicare, but only 146 enrollees have signed up.

As we have tried to make improvements to Medicare, moderniza-
tions, reforms, or whatever you want to call them, we must think
carefully about whether a competitive model truly can flourish in
all areas of the country.

My colleagues on the committee know full well that I am skep-
tical that competition is the answer for seniors in my home State.
That is why one of the biggest priorities is making sure that tradi-
tional fee-for-service Medicare remains a strong option for bene-
ficiaries in Montana, as well as in other States.

These beneficiaries should have access to the same level of drug
benefits as those who choose to enroll in private plans. We should
spend just as much time, if not more, exploring ways to ensure that
the fee-for-service program is operating efficiently, and think about
other improvements we can make.

I am interested in hearing from our witnesses, learning more
about how competition currently operates in other parts of the gov-
ernment and in the private sector, and how we might be able to
apply these experiences to the Medicare program.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Baucus.

Normally, just the two leaders speak. But since Senator Thomas
represents a group called The Rural Health Caucus in the Senate,
I would like to turn to him for a few comments, if he would like
to make them, at this point.

Senator THOMAS. Thank you, Mr. Chairman. I did not come to
make a statement. I am very pleased that you are having this
hearing, however, because I am committed to the idea that we can
better distribute health care through the private sector in a com-
petitive way, and we have to find a way to do that.

I am also pleased that we are talking about it at this time in pol-
icy. That is where we ought to be in the first place, is deciding
where we want to be and then get into the great details of how you
get there.

So I think this is a great opportunity and appreciate each of you
being here. I hope that you will give some thought as you give your
comments as to how we might be able to provide these services
through these kind of techniques.

So, thank you, Mr. Chairman.

The CHAIRMAN. I want to add to just what you say, though, and
follow up on a strong point that Senator Baucus made that I think
we all have to agree with. If we can do what Senator Thomas said,
all three of us share the view that Senator Baucus made, that we
want to make sure that it can be delivered in rural areas, and not
find a way not to make it work, but to find a way that it would
work. If we do it, we want to make sure it works.

Senator THOMAS. Well, we deliver services there now.

The CHAIRMAN. All right. Point well made. I do share Senator
Baucus’ comments, though, that we want to make sure that rural
America is treated fair with urban America on this.

Now we will go to Ms. Block. Then we will hear from all four
panelists, and then we will ask questions. Also, let me suggest that
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all of your comments, if they are longer than the time allotted, will
be included in the record, so we ask you to summarize.

Also, members who are here, and as well as for sure members
who might not be able to come, might have questions for answer
in writing. We would ask you to respond accordingly.

Would you start out, Ms. Block?

STATEMENT OF ABBY L. BLOCK, SENIOR ADVISOR FOR EM-
PLOYEES AND FAMILY POLICY, OFFICE OF PERSONNEL
MANAGEMENT, WASHINGTON, DC

Ms. Brock. Thank you, Mr. Chairman and members of the com-
mittee. I did submit a longer statement which I hope will be in-
cluded in the record.

The CHAIRMAN. Yes. Absolutely.

Ms. BLOCK. I am pleased to be here today to discuss the Federal
Employees Health Benefit Program. During the more than 40 years
that the FEHBP program has been in operation, the Office of Per-
sonnel Management has developed widely recognized expertise in
the complexities of arranging health care coverage with more than
100 private health sector plans for a covered population of more
than 8 million people. That includes 2.2 million employees, 1.9 mil-
lion retirees, and members of their families. In 2002, the plan ac-
counted for $24 billion in annual premium revenue.

The program relies heavily on market competition and consumer
choice to provide our members with comprehensive, affordable
health care. In 2003, 188 discrete options are being offered by 133
health plans.

An important and distinctive feature is nationwide availability.
All members may choose from among a dozen options offered by
nationwide fee-for-service preferred providing organization plans
that are open to all.

Some members may elect one of the six nationwide plans limited
to members of sponsoring organizations, and many may choose
HMOs in their local geographic area. About 3 million Federal en-
rollees are in fee-for-service PPO plans, and 1 million are in HMOs.

There is an opportunity to enroll in the program, change plans,
or change enrollment status at least once a year during the 4-week
annual open season that begins in November.

Although all participating plans offer a core set of benefits broad-
ly outlined in the statute, benefits vary among plans because there
is no standard benefit package. Even where coverage is nearly
identical, cost sharing provisions may differ significantly.

While benefits and rates are negotiated annually, OPM does not
issue a request for bids. Instead, we issue a call letter to partici-
pating carriers in the spring that provides them guidance for the
upcoming negotiations.

Plans remain in the program from year to year unless they
choose to terminate their contracts for business reasons, including
failure to reach agreement with OPM on benefits and rates for the
coming year.

Under current law, the window for new plans to enter the pro-
gram is limited to HMOs. Unlike the 1980’s when we were flooded
with applications in the current market, we average about six new
plans a year.
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Rates are negotiated with the national plans based primarily on
their claims experience. About 93 percent of premium, or 93 cents
out of every dollar, reflects benefit costs. The remaining 7 percent
covers the plans’ administrative costs.

The community-rated plans rate negotiations are based on a per-
member, per-month community rate. Adjustments may be nego-
tiated to the base rate for a variety of reasons, including changes
to their standard benefits package, the demographics of the Federal
group, and the utilization of benefits by the Federal group.

Our oversight focuses on key areas of plan performance, includ-
ing attention to quality, customer service, and financial account-
ability. Measures and expectations are built into our contracts.

Results are reported to our members in both print and electronic
format. Members used the information, often in conjunction with
decision support tools that we provide on our web site, to choose
their health plans during the annual open season. All of our con-
tracts include mechanisms through which profits can be adjusted
based on performance.

In addition to oversight by the contracting office, all carriers are
subject to audit by the independent OPM IG. As a result, we aver-
age yearly about $100 million in defective community rate findings,
or unallowable administrative expense or benefit cost findings.

We administer the program in a way that mirrors other em-
ployer-based health insurance programs. While the program has a
statutory and regulatory framework, key aspects of plan design
such as coverage or exclusion of certain services and benefit levels
are in neither law nor regulation.

Within broad parameters set by OPM, plans have the flexibility
to determine both their benefits package and their delivery system.
Because policy guidance is developed by OPM and provided to the
plans annually prior to the start of negotiation, policy changes can
be made very rapidly.

The CHAIRMAN. Let me make clear that we obviously do not peo-
ple to go on forever and ever, but we do want to get information
out. So is there maybe some way you can finish by summarizing,
or at least finish your main points?

Ms. BLock. All right. Thank you.

We did, for example, this year accept a proposal from one of our
plans for a new consumer-driven option that reflects developments
in a fluid market. We do have special arrangements, and I think
I would like to get to that point, for rural areas in particular. I
think the best example I can give of that, is the Blue Cross/Blue
Shield basic option which was introduced a couple of years ago.

Because that option has only an in-network benefit, it was nec-
essary for them to demonstrate that they could, in fact, provide in-
network services in every single place in the country, and they did
manage to accomplish that. So, that is an example of how you can
use networks in a universal, nationwide health plan. Other plans
have other arrangements. We do have a statutory provision for
medically under-served areas.

In final words, I would like to say that our experience has been
very useful in terms of our partnership and cooperation with the
private sector and other members of the public sector, including all
the members on the panel here today that I have worked very
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closely with, and we strongly believe that such a public/private
partnership is very useful and can work well. Thank you for invit-
ing me today.

The CHAIRMAN. My staff is way ahead of me, but let me suggest
that where you talked about rural areas, we probably will get into
depth on that more in this hearing. But if we do not, I would urge
my staff, and hopefully even Democrat staff members, to sit down
maybe in the same room with you to get some more details on that,
because that is a very important part of our concern here.

Ms. BrLock. We would be happy to provide that information.

[The prepared statement of Ms. Block appears in the appendix.]

The CHAIRMAN. Now, Mr. Carrato.

STATEMENT OF TOM CARRATO, DEPUTY ASSISTANT SEC-
RETARY OF DEFENSE FOR HEALTH PLAN ADMINISTRATION
AND CHIEF OPERATING OFFICER FOR THE TRICARE MAN-
AGEMENT ACTIVITY, WASHINGTON, DC

Admiral CARRATO. Mr. Chairman, distinguished committee mem-
bers, thank you for inviting me to participate in today’s very impor-
tant hearing and to provide you with the Department of Defense’s
experience in delivering health care to a large worldwide popu-
lation of military service members, their families, and military re-
tirees and their families.

TRICARE provides health benefits to 8.7 million beneficiaries.
We are a unique health care system, in that we both directly de-
liver health care services and also purchase a significant amount
of health care from the private sector. Our total medical budget in
DOD is over $27 billion, and we process almost 90 million claims
per year.

Our health care system’s primary mission is to provide a fit
fighting force, and to be able to provide combat medical care and
evacuation anywhere in the world, a mission, as you know, that is
being carried out with great professionalism and success in Iraq
today.

Because of our mission, our organizational structure, and our
population, we are not a microcosm of the U.S. health care system.
Yet, I believe that there are a number of elements of our system
that can offer instruction on issues to consider in reshaping Medi-
care and on purchasing health care through a competitive process.

First, like Medicare, TRICARE provides one of the most com-
prehensive health care benefits in the world in a benefit design
that is determined by Congress. Second, while active duty service
members are our primary customers, we also serve more than 1.5
million Medicare-eligible military retirees and their families.

Finally, with the passage of the TRICARE for Life benefits in the
National Defense Authorization Act of 2001, we significantly in-
creased the benefits for this Medicare-eligible population and in-
cluded a prescription drug benefit.

As we have developed partnerships with the private sector over
the past 15 years, we have learned a great deal about how to struc-
ture this relationship in a manner that first provides our bene-
ficiaries with high-quality, accessible health care, and also provides
a means for the government to cost-effectively manage this care.
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Among the many lessons learned from our experience, I would
like to briefly share three relevant lessons with you. One, main-
taining patient choice is essential. As we migrated to a managed
care system, we have always maintained a fee-for-service benefit
option that allowed patients to continue with their previous benefit,
if that is what they wished to do.

The new benefits we introduced, TRICARE Prime and TRICARE
Extra, offered inducements such as improved access to care, high-
quality networks, reduced co-payments, or reduced paperwork to
draw them into these latter options.

Two, partnerships with the private sector need to be collabo-
rative rather than adversarial. We are about to enter into our third
generation of contracts and we have learned a great deal since we
began.

Perhaps most importantly, we have structured our newest con-
tracts in a manner that ensures both the government and the pri-
vate sector partner have shared goals that can only be achieved
through a cooperative and helpful relationship. We share potential
rewards and we share the risks.

Three, information systems need to be established and provide
timely information to health care providers. When we introduced a
TRICARE senior pharmacy benefit for Medicare-eligible persons in
2001, we were fortunate to have already implemented a worldwide
pharmacy data transaction system that integrated pharmacy deliv-
ery from military facilities, retail pharmacies, and our mail-order
pharmacy system.

This system has had dramatic improvements in patient quality
and safety and avoided thousands of potential life-threatening drug
interactions. It supports our medical surveillance programs that as-
sist homeland security efforts, and it provides us with insight into
high users of prescription drugs for whom we can develop programs
to better manage their conditions.

Finally, I would like to add that our most recent efforts to pro-
cure health care services have been conducted in a very open proc-
ess. We met frequently with our beneficiaries and their associa-
tions. We solicited frequent input from the health care industry.
Comments and questions from potential offerers were incorporated
into our contract documents and posted on an Internet site for pub-
lic review.

Our program has seen ever-increasing levels of patient satisfac-
tion, the quality of care has been sustained through this effort, and
in some cases such as pharmacy, we have effectively used tech-
nology to improve.

Thank you very much.

Senator BAucus. Thank you, Mr. Carrato.

Mr. Bradley, please proceed.

STATEMENT OF BRUCE BRADLEY, DIRECTOR OF HEALTH
PLANS STRATEGY AND PUBLIC POLICY, GENERAL MOTORS,
WASHINGTON, DC

Mr. BRADLEY. Thank you, Mr. Chairman, Ranking Member Bau-
cus, and distinguished members of the committee. I am Bruce
Bradley, and it is a real pleasure to be here today to discuss pri-
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vate sector approaches to purchasing the delivery of high-quality,
efficient health care.

I believe our approach to health care value purchasing and qual-
ity improvement at General Motors not only benefits our employ-
ees, retirees, and our stockholders, but also makes a contribution
to improving the overall health care system by encouraging health
care delivery changes that benefit other patients, purchasers, and
especially our communities.

We strongly believe that the quality- and performance-based
strategies by other purchasers, such as Medicare as a purchaser,
can, and will, improve the health care system for all consumers
and payors of health care.

With this in mind, we support the Employers Coalition on Medi-
care and bipartisan efforts to modernize and improve the Medicare
program. In fact, your efforts to reform the Medicare program will
have a direct effect on the continuing interest of employers in pro-
viding voluntary retiree health benefits.

General Motors provides health care coverage for over 1.2 million
employees, retirees, and their dependents, at an annual expense of
over $4.5 billion. We are self-insured and provide numerous plan
choices for our beneficiaries, including traditional indemnity plans,
HMOs, and PPOs.

We believe there is significant clinical and administrative waste
in our Nation’s health care system today that contributes to not
only excessive expenditures, but far more important, substandard
or less than optimal health care.

Moreover, nearly 100,000 Americans a year die as a result of pre-
ventable medical errors just in hospitals alone. These figures trans-
late into the preventable deaths of one to two General Motors bene-
ficiaries every single day.

General Motors has made a company-wide commitment to im-
proving the health care of our employees and retirees by focusing
on value. To do this, we developed and implemented performance
expectations, performance measures, and real incentives for
change.

First, we chose four major expectations or goals for health care
delivery: high quality health care, including positive medical out-
comes; patient satisfaction; effective and responsive health plan
and provider service; and value and cost effectiveness.

Second, we implemented performance measurements for our
health care suppliers to determine if we were achieving our goals.
For example, we require proven measures that have been clinically
linked to better patient outcomes, such as frequent blood testing,
eye exams, and foot exams for diabetics, use of computers for pre-
scription drug orders in hospitals, and intensive care unit staffing.
We also survey our members to determine satisfaction with their
plan and providers. Finally, we evaluate plan and provide cost per-
formance.

Third, and perhaps most important, we use our measures to
drive accountability. The scores that our plans, and indirectly the
providers they contract with, receive are used to provide incentives
for beneficiaries to move to higher quality plans, as well as to drive
quality improvement in the plans.
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We do so through offering lower premium contributions for high-
er quality plans, coupled with quality report cards. Our members
vote with their feet. The best plans significantly improve their mar-
ket share.

For example, over the past 6 years, enrollment in our bench-
mark, our very best HMOs, has increased by well over 200 percent,
while enrollment in our poorest performing HMOs has declined by
63 percent. The beneficiaries have moved through the organized de-
livery systems that improve their performance and produce higher
quality health care.

This leads our HMOs, which largely provide very similar benefit
packages, to compete on the basis of quality and cost, not on the
basis of who can attract the healthiest beneficiary.

Mr. Chairman, I would like to share some of the techniques we
use to manage our $1.5 billion prescription drug benefit. GM has
a full-time doctorate level clinical pharmacist to lead the manage-
ment of our drug benefits.

To ensure we are as effective as possible, we have performance-
based financial arrangements with our PBM to assure appropriate
utilization, the use of quality generic drug products, and customer
service.

We use drug benefit designs with multi-tier co-payments to en-
courage the use of the most therapeutically and cost-effective medi-
cations. We have implemented prescription drug counseling and
drug utilization review programs to help ensure enrollees avoid ex-
cessive and inappropriate use of medications, and we encourage
plans to contract with hospitals that use computer-based pre-
scribing tools to ensure safer medication use. Medicare can use
these practices as well.

Mr. Chairman, there are a wide range of interventions we and
our health plans use that are applicable for Medicare to purchase
higher quality, more cost effective health care. Likewise, private
purchasers would benefit if Medicare were empowered to be a more
competitive and aggressive purchasing of health care.

Traditional Medicare fee-for-service and managed care plans par-
ticipating in the Medicare program could be subject to greater ac-
countability and be rewarded for their quality performance.

When Medicare and the Federal Employees Health Benefit Plan
institute changes that make the delivery system more efficient, all
purchasers, including us, benefit as well.

In conclusion, we believe that we benefit a great deal from each
other. While private purchasers can generally implement innova-
tions more rapidly, we rarely have the type of positive impact on
overall health care delivery that public purchasers do when they
implement and improve on our work.

We look forward to continuing our collaboration with you and
others in the Federal Government to ensure that all health care
consumers, purchasers, and taxpayers alike receive the value they
deserve from the extraordinary financial investment in our Na-
tion’s health care system.

I would be happy to answer any questions that you may have.

Senator BAucus. Thank you, Mr. Bradley. That was very inform-
ative.
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[The prepared statement of Mr. Bradley appears in the appen-
dix.]
Senator BAucus. Ms. Quam?

STATEMENT OF LOIS QUAM, CEO, OVATIONS, UNITED HEALTH
GROUP COMPANY, MINNETONKA, MN

Ms. QuaM. Good morning, Senator Baucus and members of the
committee. It is a privilege to be here with you today.

I speak to you from the breadth of experience that United Health
Group has providing health care services to 48 million people, with
clients as diverse as half of the Fortune 100, to the British Na-
tional Health Service.

The part of United I am responsible for provides services to
Medicare beneficiaries. We provide services to 6 million Americans
who benefit from the Medicare program, and our involvement is di-
verse.

We provide the Nation’s largest fee-for-service offering in Medi-
care, the Medigap program we provide for AARP, which is offered
in all 50 States and has substantial enrollment in the States rep-
resented by the members of the committee, to a specialized health
plan for the frailest Medicare beneficiaries, called EverCare, to
Medicare+Choice, HMO, and PPO offerings.

Finally, personally, I am a rural Minnesotan by birth. I came to
my profession because of an interest in expanding health care in
rural areas. As the committee knows, we have some work left to
do there.

I would like to share three ideas for you, and I appreciate the
committee’s interest in this policy hearing today.

The first, is a better Medicare for consumers would, in fact, be
a less costly Medicare. Not because it would cut benefits or it
would cut payments to plans or payments to providers, but because
it would significantly improve care for chronically ill Medicare
beneficiaries.

Second, competition can contribute to this goal if it is well struc-
tured. Competition does not work automatically. The details here
are important.

Third, Medicare deserves its own competitive model. It can ben-
efit from learning from others, and we hope from all of us on the
panel today, but its size and its importance requires a tailored com-
petitive model.

So, if I may expand briefly on these points. My first, is that a
better Medicare can be a less costly Medicare, not by cutting what
Medicare is, but by responding to those beneficiaries who have the
greatest needs.

Five percent of Medicare beneficiaries consume fully one-half of
the whole Medicare budget. They are the frailest and sickest Medi-
care beneficiaries.

Congress has fostered demonstration projects that do a very good
job of improving care to these beneficiaries, but those programs are
small and they should be expanded much more rapidly.

Those programs invest in primary and preventive care and reor-
ganize the delivery of services, working with existing practitioners
and families. We operate one of the largest demonstration projects
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in these areas, and I would be happy to answer your further ques-
tions.

Second, competition can truly contribute to this goal if it is well
structured. As we, in preparation for this hearing, reviewed our ex-
perience with our contracts, we focused on three conditions where
competition operates well.

The first, is it needs to focus on consumers. That means that con-
sumers need to have the opportunity to choose rather than simply
the agency. Second, it needs to be tailored to the needs of the pro-
gram it serves. So in the case of Medicare, it needs to focus greatly
on people with significant chronic conditions, with people towards
the end of life, and with people living in the whole varied geog-
raphy of the United States.

One organization we are very proud to work with who has done
this well in many cases, and I would commend to you, is, in fact,
the State of Arizona.

The second condition, is that service improvement needs to be a
part of how competition works. It is important that competition is
not designed such a way that it is so overly prescribed by the agen-
cy that there is not an opportunity to make improvements during
the course of the work together.

Innovation can also be driven by setting aside resources and an
avenue for innovation to occur. Public programs are so big that all
of the focus of the agency can go to the existing program and what
works within it.

It is very important that a fast track for innovation is established
so that good ideas and improvements can be made. GM, who we
are very privileged to work with, does this well. An example of a
public system that we are just beginning to work with that has re-
cently made massive changes to try to do this well, is our new work
with the British National Health Service.

Finally, aligned incentives are an important condition to competi-
tion. The parties need to benefit from the same results, and per-
formance standards, we find, do this well rather than overly pre-
scribed standards.

Finally, Medicare deserves its own system. The average age of an
employer program that we cover is 37. Employer programs have
people with far fewer serious and chronic conditions, and many
fewer people at the end of life. Organizations like TRICARE have
the very important missions around the direct delivery system.

Having said that, Medicare can benefit much from the model of
choice that FEHBP has provided, from the multi-year contracts
that TRICARE has provided, and from the way that both of these
offerings have the ability to exclude plans that do not participate
effectively.

So in summation, members of the committee, there is a great op-
portunity here. Competition can work if well structured, but the de-
tails are important. There is a very significant opportunity in Medi-
care to improve services for those people who are chronically ill.

Thank you for the opportunity to speak with you today.

Senator BAucus. Thank you very much, Ms. Quam.

[The prepared statement of Ms. Quam appears in the appendix.]

Senator BAucus. Ms. Block, I would like to ask you a question
about the degree to which preferred providers, under FEHBP actu-
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ally do provide access to people in all parts of the country. You
mentioned in your statement that under Blue Cross/Blue Shield,
one of your plans, that every single place in the country is provided
service.

My question really goes to, is that the same service? Does every-
one have the same access to service in all parts of the country or
not?

Ms. BLoCK. Well, everybody has the same access, given the avail-
ability of providers in a geographic area. So in an urban area, a
person might have to drive less than a mile to get to a physician.

In some of the rural areas, it may be 50 miles or more. But that
is not because we do not have a provider in the network, it is be-
cause that happens to be the closest provider in that geographic
area.

Senator BAUCUS. But is it true that all providers are in that net-
work, or, because it is a PPO, that all providers are not members
of that network, so that it exacerbates the distances that somebody
may have to travel.

For example, there might not be an orthopedic surgeon in the
plan. There may not be an OBGYN in the plan. There might not
be another kind of specialist in the plan. There may be some other
doctors, but only a couple of doctors.

Ms. BLock. I think that we can demonstrate that there are not
only primary care physicians, but specialists available. In prepara-
tion for this hearing, what I did was just go up on the web. All of
our health plans have a web site, and on their web site they have
an area where you can enter a zip code and get a list of network
providers in that geographic area.

What I found, although there are certainly differences among the
plans, and as I suggested earlier, Blue’s basic is probably the best
simply because of the structure of that plan. It was necessary for
them to make special arrangements to have access absolutely ev-
erywhere.

Our other fee-for-service plans may not have as broad access, but
they have reasonably good access, I must say. Where there is not
a network provider for those other plans, there is an out-of-network
benefit which does have slightly higher out-of-pocket costs, but ac-
cess to a provider is definitely available.

Senator BAUcUS. Right. But I am just trying to establish, is it
true or is it not true, when we see a fee for service under FEHBP
and Blue Cross, we are actually talking about PPOs. We are not
talking about fee for service as it is commonly understood in the
country.

Ms. BLocCK. For Blue Cross/Blue Shield, and particularly in the
basic option, we are talking about strictly PPO.

Senator BAucuUs. That is correct.

Ms. BLocK. That is an in-network only plan.

Senator BAUcUS. We are talking about PPOs. We are not talking
about fee for service.

Ms. BLocCK. That is right.

Senator BAUCUS. So it is really a PPO plan, not a fee-for-service
plan.

Ms. BLOCK. That is right.
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Senator BAucuUs. Now, again, I want to get the facts here. Be-
cause it is a PPO plan, preferred provider plan, that means that
in some parts of the country—or in all parts of the country, prob-
ably—there are some doctors available, maybe next door, but who
may not be a provider that is in the network, that is in the plan.

Ms. BLoCK. Well, the way that generally works, is in urban areas
where there are more providers available, some may not be in the
network. But typically in areas where there are fewer providers
available, virtually every provider is in the network because that
is the only way you can arrange in-network service in every geo-
graphic area.

Senator BAucUS. I guess the question is the word “virtually.” It
is just finding out the degree to which that is actually the case.
Even so, do people in rural areas, under the Federal plan, not have
to pay more? It is more expensive.

Ms. BLock. No, it is not. Our premiums are the same everywhere
in the country in the national plans.

Senator BAUcUSs. What about co-payments and deductibles? Are
they the same every place in the country, too?

Ms. Brock. They are absolutely the same everywhere in the
country in the national plans. It is a national benefit package with
a national premium.

Senator BAucUS. But the problem really is availability. It is ac-
cess, then.

Ms. BLOCK. Yes.

Senator BAUCUS. Again, it is a factual question we are going to
have to find the answer to. It is 100 percent participation. If it is
not 100 percent participation by providers, then to what degree is
it not 100 percent? It is just a factual matter that we would have
to find the answer to, because clearly those people who are not
members are going to have to drive and go much greater distances.

That is, those people who are looking for doctors that are not in
the plan are going to have to go a lot further to try to find that
doctor. Is that not the case?

Ms. BLOCK. I do not believe that that is the case in the Blue’s
basic option because of the design of that plan and because of the
standards that we have in place in terms of access. The closest pro-
viders would be part of the network. There would not be a site that
I can think of where there was a doctor 10 miles away, and the
network provider would be 50 miles away. That would not meet our
access standards.

Senator BAucus. All right. Not to be critical, but you use words
which make me believe there is a little, not intentional fudge, but
there is something funny going on there, and I just have to find
the answer to it.

Ms. BLoCK. We would be happy to work with you to find that in-
formation.

Senator BAucus. Again, I do not mean to be critical, but it
sounds like it is not as cut and dried as some would like it to be.
Thank you.

Senator Thomas?

Senator THOMAS. Thank you. I appreciate your comments. I come
from probably the most rural State in the country, and I have to
tell you that it works well. PPOs are organized a little differently.
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They are not formal PPOs. But every provider, basically, in Wyo-
ming operates as a PPO.

So we have some real problems with rural health care in terms
of reimbursement and how they are paid, and all these things, hos-
pitals, and so on. But I think, in terms of having these private
services available, they are just as available in the rural areas as
they are anywhere else.

Now, obviously you have a system in the State. Not every little
town has an orthopedic surgeon. That is just the way it is. But, in
any event, I appreciate what you are doing.

How do you manage to control the costs? What is your technique
for controlling costs? Usually when you have a contract, why, you
have a way because of the volume you have. I would like all of you,
very briefly, to comment on that. How do you control the costs?

Ms. BLOCK. Well, there are several ways. Of course, one of the
primary things that controls cost is the fact that competition in the
FEHBP program is at the retail level. Every year, our members
have the opportunity to elect a new health plan, and they are very,
very cost conscious. We see a migration virtually every year.

In fact, in our calculation of rate increase our actuaries are now
able to estimate that the potential rate increase in any given year,
on average, is reduced by about 1 percent every year as a result
of people moving to lower cost plans.

Senator THOMAS. Providers that you submit to your members or
to your participants, they have choices. I can choose one that is less
expensive.

Ms. BLocK. Exactly.

Senator THOMAS. Admiral?

Admiral CARRATO. There are a variety of techniques to control
cost through the contracting mechanism. In our current contracts,
we have a shared risk mechanism, so our private sector partners,
Humana, Sierra, TriWest, Health Net, they share the risk in any
cost overruns, and they also share the reward with us if we beat
our targets.

Senator THOMAS. I see. I see. So we have contractual mecha-
nisms to do that, so the consumer does not make the choice as
much as they do in the other one.

Admiral CARRATO. The consumer also has choice. We have three
options. We have an enrolled HMO and then we have a PPO op-
tion, and a fee-for-service option. Each one of those is not enrolled.

We believe the best choice for our beneficiaries is the enrolled op-
tion. We provide financial incentives for the consumer to make that
election. We also try and take advantage of our direct health care
system, which is our system of military hospitals.

Senator THOMAS. Which is unique.

Admiral CARRATO. It is unique to our system. I guess the simple
way of saying it is, we try and promote things that will keep our
people healthy. We use disease management programs. If you can
use effective preventive measures and make sure people stay
healthy, that is also a way. Again, we have a unique advantage be-
cause our folks tend to——

Senator THOMAS. We tried that. For years, HMOs were doing
that, and now they are not.

Mr. Bradley?
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Mr. BRADLEY. I would like to address it using two different ap-
proaches. One, is for our HMOs, which are generally insured. Then
the other is for our large, self-funded plan.

With respect to the HMOs, we use the traditional rate negotia-
tion process just like OPM and others do, with a real focus during
that process of understanding, what are the root causes of the in-
creases in the cost? So when a health plan says it is claims costs,
that is not a real acceptable answer. But we really try to get into
that.

Senator THOMAS. I see.

Mr. BRADLEY. But the real work that we do with our health
plans is through the quality mechanism. We are very, very rigorous
using HEDIS measures, NCQA accreditation, and our own request
for information, which really gets us to some of the root cause
issues.

What we found, is that the health plans that have done the best
on the quality measures is actually a statistically significant cor-
relation, 0.512, between the performance on cost performance and
on quality.

Senator THOMAS. I see.

Mr. BRADLEY. So, there is a real benefit there.

With respect to the indemnity plan, fee-for-service PPOs which
are self-funded, we actually have a whole team using many of the
traditional techniques. But perhaps the one that I would like to
highlight the most is our community initiatives, where we have ex-
ecutives physically in the communities where we have our largest
populations paired up with the UAW, working with the hospitals,
the doctors, the providers, with data to try to understand the root
causes of some of the inappropriate care or excess care. For exam-
ple, we have reduced dramatically the number of inappropriate car-
diac catheterizations in Flint, Michigan.

Senator THOMAS. Can we just take enough time to let Ms. Quam
respond?

Senator BAucus. Certainly.

Ms. QuaM. Thank you, Senator Thomas. We work in three ways
to try to lower the costs of medical care. First, we seek to negotiate
mutually agreed lower rates with hospitals and doctors. The sec-
ond, is we invest in technology and better ways of working so that
our own costs are reduced over time. Third, we work to improve
care and coordinating the delivery of care better, and using data,
working with customers like GM.

Senator THOMAS. Thank you.

Thank you, sir.

Senator Baucus.

Senator Rockefeller?

Senator ROCKEFELLER. Thank you, Mr. Chairman.

Ms. Block, these things have all been said, and they need to be
said again, and again, and again. FEHBP. Your costs rise about 7
percent a year over the years; talking about Medicare+Choice
plans, somewhere between 10 and 12 percent for administration of
them. I do not mean a rise in cost, but the administration of them.

Medicare is about 2, sometimes 3 percent. It is between 2 or 3
percent. Medicare fee-for-service is much more efficient than what
either of you are talking about. That is number one.
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Number two, in my State, as in the Chairman’s State, where
there is no Medicare+Choice in his State, and I do not know about
plans. In my State, there are no plans and there are two
Medicare+Choice, which serve under 2 percent of the people.

Now, it is very interesting to me to sort of figure out why this
is good for West Virginia. Why is that good for West Virginia that
your places do not exist? Senator Thomas said Wyoming may be
different, that they pretty much exist everywhere. Some of you
have said that.

Sixty-two percent of Medicare beneficiaries are very satisfied
with their care; 51 percent generally of the plans that you are talk-
ing about, 11 percent less are satisfied with their care. Medicare
beneficiaries are much less likely to report negative feelings about
an incident, much less likely that plans or Medicare+Choice, and
that includes FEHBP.

In fact, the most important thing is, I do not recall ever getting
a letter, an e-mail, a telephone call, or having a conversation with
a West Virginian who wanted something different than Medicare.
What they want, is prescription drug benefits. We can give that to
them if we do not fritter so much money away on privatization.

Now, you get paid a lot more. You get paid more than fee-for-
service, 104 percent of the cost. I just think at some point we need
to consider that. It is 104 percent fee-for-service, on average, for
Medicare+Choice.

The Secretary of HHS has said that the passage of the Presi-
dent’s plan would “probably accelerate the date the Medicare trust
fund becomes insolvent.” I do not know what is good about that.
I do not know what is good about that.

I just do not really know what your case is, other than that you
like competition and because you can risk less and perhaps you can
make money.

You indicated that we did not have enough things in Medicare
about end of life, or the 5 percent that costs so much. We do have
some things. We could have more, but there is not reason why we
could not.

That does not argue for Medicare+Choice plans, it argues for
having, within Medicare, which is more efficient, more popular, less
complaints, and is less costly, for doing more of that and for put-
ting on a prescription drug benefit.

Medicare+Choice and all of those things, and more privatization,
are going to decrease substantially the chances of getting a pre-
scription drug benefit. If you want a prescription drug benefit, you
take the $400 billion in the President’s plan and you take $397 bil-
lion of the President’s tax cut which is put on towards the dividend
exclusion, and you add those together and you get a prescription
drug benefit which is better than anything anybody could ever
want and you would have money left over. That is what people
want.

That is the end of my statement. I just wondered if you have any
comments. [Laughter.] Any of you have any comments? Ms. Block?

Ms. BLock. Well, my expertise is in the Federal Employees
Health Benefit Program. I hope that I can answer any of your
questions.
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Senator ROCKEFELLER. No, no, no. I am asking if you had any
comments on my comments.

Ms. BLOCK. No, I do not.

Senator ROCKEFELLER. You do not? That tells me something.

Do you?

Ms. QuaM. Yes, I would be happy to comment. Senator Rocke-
feller, we provide services on both the fee-for-service side and the
health plan side of Medicare. We insure 49,000 people in West Vir-
ginia on the fee-for-service through the work we do with AARP.

Senator ROCKEFELLER. And how come you avoid us for the rest
of what you do? Cannot make money?

Ms. QuaM. The Medicare choice, as you know, has not provided
a structured, stable base for plan involvement over the last few
years.

Senator ROCKEFELLER. What on earth do you mean by that? Do
you mean, West Virginia has not provided a structured base? My
time has run out.

Ms. QuawMm. No, sir.

Senator ROCKEFELLER. Blanche Lincoln is about to shoot me.

Ms. QuaM. No, sir. Let me perhaps make two points.

Senator ROCKEFELLER. Yes.

Ms. QuamMm. The first, is that competition can only work effectively
if there is a structured, stable way for plans to participate over
time.

Senator ROCKEFELLER. All right. Then that rules out West Vir-
ginia, because we do not have a structured, stable base.

Ms. QuaM. Second, I would like to make clear that my point
about the chronically ill was, there are absolutely ways, both with-
in Medicare fee-for-service and through Medicare health plans, to
improve services for the chronically ill. I would urge you to look at
ways to advance that immediately in addition to looking at that as
a part of reform.

Senator ROCKEFELLER. All right. Mr. Chairman, I just wanted to
make those points. They have been made. It does not mean I am
not willing to look for alternatives and compromises, but please, let
us keep our eye on some of the realities of the day. Thank you.

Senator BAucus. Thank you, Senator.

Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman.

Senator Rockefeller, you make some excellent points there that
are very applicable to Arkansas, and I want to kind of elaborate
on some of those. I am glad we have such an extensive panel, be-
cause there are many questions that we have to answer. Ms.
Quam, you bring a great point to this discussion. Medicare requires
its own solution, there is no doubt. I guess most of my questions
today—and Mr. Chairman, I would like unanimous consent to sub-
mit all of my questions for answers that would be in the record.

Senator BAucus. Without objection.

Senator LINCOLN. I would like to talk a little bit about the Fed-
eral Employees Health Benefit Program, because the President has
pointed to it very often as a model for Medicare.

I have great concerns about it, because I look at my State’s expe-
rience, much like Senator Rockefeller, with the Medicare+Choice
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and the private plans that do not exist in our State. They just do
not exist.

Ms. Quam, you make an excellent point, that when you talk
about the group that you are trying to serve, you have to recognize
the Federal Employees’ plan basically serves a younger group of in-
dividuals.

Medicare is not going to have the same kind of concerns, chal-
lenges, and barriers as that group that is served by the FEHBP.
I do not think anybody will argue that we do not need some re-
forms in Medicare, but we do need to make sure, again, as you
mentioned in your statement, because we are dealing with a pro-
gram and a group of individuals of such great size, magnitude, and
of great importance, that it is going to require us to think outside
the box and not use just an example that we already have, but to
create something that is going to fit those individuals we are trying
to serve.

I would like to ask Ms. Block. As Senator Baucus mentioned
about the fee-for-service plans in FEHBP, they really are PPO net-
works. We find that pretty much in Arkansas and know we do not
have a whole lot to choose from. Sixty-seven percent in Arkansas
do use Blue Cross/Blue Shield because there are no other options.
If you look in the back, Arkansas is not listed. We do not have any
local options. We do not have any of that.

But I had a Federal employee in Arkansas, out in the rural parts
of Arkansas, that told me that he had to go out of his PPO network
in order to visit his local hospital. To stay in his network, he would
have to drive many hours in order to stay within this PPO network
that was designed for him.

So I think when you talk about a standard, across-the-Nation
plan, it just definitely varies. I think Senator Baucus was trying
to bring some of that out, because obviously, for him to go outside
of his network to go to his local hospital, he is going to have to pay
more out of pocket in order to be able to use those providers that
are there locally to him, whether you have contracted with them
or not. Apparently that is the problem. But, still, he is going to
have to go outside of his network.

I just wonder if you have any numbers or if you can tell us any
particulars about Federal employees that are in the plan. What
percentage of them do have to go outside of their network?

Ms. BLocK. Very few. Actually, about 80 to 90 percent of claims
across the FEHBP program are in-network claims. I cannot tell you
exactly why the other 10 percent may be out of network, whether
it dis the members’ choice or the unavailability of a network pro-
vider.

Senator LINCOLN. But, clearly, we do not have that information.
Maybe those 80 percent are going within the network. They are
traveling the two hours to the only hospital that is in their network
because they do not have the resources to pay the out-of-pocket.

Ms. BLOCK. Senator, I am not familiar with the particular situa-
tion you are talking about. We would be happy to look into it and
give you an answer for the record.

Senator LINCOLN. Sure. Well, that might be helpful to us, I
think, in making these decisions, is to better understand why peo-
ple are going outside their network, whether they are forced to,
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whether it is they do not have the services that are available. I
think that is going to be very important as we look towards what
we are doing.

I have got a little bit more time. In Arkansas, 78 companies have
withdrawn from the Arkansas health insurance market since 1992,
and 66 of these withdrawals have taken place within the last 5
years.

Additionally, in Arkansas and 10 other States, many of which
are represented here in the committee, there are no HMO plans
available to FEHBP beneficiaries. The claim by the President, is
that remodeling Medicare based on FEHBP would increase choice
for beneficiaries.

I guess our question is, how is that really the case? And if you
also want to look at the comparative nature of cost, we are also
finding in GAO studies that if those that had gone into some of
these Medicare+Choice or private plans, if they had stayed in a fee-
for-service, it would have actually cost the government less through
regular fee-for-service than it would have in the HMO product or
the private product.

So I guess to any of you all, but I guess particularly to Ms. Block,
what kind of choice doe the Federal plan really offer in Arkansas
and other States that offers only fee-for-service or really these PPO
plans, and what would be the difference for Medicare beneficiaries
in these States if they were moved into an FEHBP-like system,
particularly elderly that are in these harder-to-serve areas?

Ms. BLoCK. Well, you are exactly right that Arkansas does not
have a participating HMO in the FEHB program. But that is not
because there are lots of HMOs in Arkansas and they just opted
not to participate in our program.

Senator LINCOLN. Right. We have none. Medicare+Choice, none
of them.

Ms. BLOCK. It is a function of what is available within the geo-
graphic area. However, all of our members have a choice of 12 dif-
ferent options in the nationwide plans. It is not just one single
plan. All of those fee-for-service, PPO plans are open to people all
over the country, including everywhere in Arkansas.

Senator LINCOLN. Well, Mr. Chairman, as mentioned here, I
would also just reflect that Medicare also costs the same to pa-
tients all cross the country, and they still have a complete choice
of providers and are not limited to just what is in that PPO in their
area.

So, I think that is important. Thank you, Mr. Chairman.

Senator BAucus. Thank you.

Senator Breaux?

Senator BREAUX. Thank you, Mr. Chairman. Has there been a
coup since I left? Are you Chairman? [Laughter.]

Senator BAuCUS. Temporary Chairman. It is three to two here.

I thank the panel members. We have had discussions with all of
you on many occasions and we are delighted to have you back.

Let me just set the premise. The proposal the administration has
submitted basically says, if you want to stay in existing fee-for-
service, you can. We will provide a degree of prescription drugs in
the existing fee-for-service, a discount card of 10 to 25 percent, and
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catastrophic protection, out to which the government will pay 100
percent at no extra charge, no increase in the premium.

That is a heck of a deal. But if you would like a new system, you
want to try something else, an integrated health care delivery sys-
tem, you have that choice. If you want to go into it, you can go into
it. It would be based on FEHBP.

The three objections people make against the FEHBP, Ms. Block,
is, number one, it is not going to work in a rural area. Number
two, that people are much older than you have in FEHBP. Number
three, you would have to get into some type of an HMO that does
not work in order to get your drugs.

First of all, what is the average age of the FEHBP people that
you insure, including your retirees and your active duty workers?

Ms. Brock. The average age of our active duty workers is 47.

Senator BREAUX. No. Both combined. I will get to that.

Ms. BLock. The average age combined with retirees is 60.

Senator BREAUX. Sixty or sixty-one?

Ms. BLOCK. Sixty, sixty-one. Yes.

Senator BREAUX. So the average age of the people you serve in
FEHBP with your retired segment and your active duty workers is
about 60 to 61 years of age?

Ms. BLock. That is correct.

Senator BREAUX. All right. Now, on the rural question, which is
very important to a significant number of members of this com-
mittee, and Senator Lincoln just expressed her concerns, I have
tried to address those by saying, you pick the most rural county in
America.

You probably have a Fish & Wildlife Service employee, or USDA
employee, or a postal worker employee that has the FEHBP health
care plan. How does that person get insurance coverage when there
is no competition and that rural county has probably got one coun-
ty hospital somewhere, maybe one doctor, maybe a couple of phar-
macists, and that is it? How does the FEHBP guarantee that that
person gets health care at an affordable price?

Ms. Brock. Well, there are a couple of ways. One thing, as I
mentioned earlier, under the Blue Cross/Blue Shield basic option,
that plan, because it is a nationwide, in-network only plan, has
guaranteed access absolutely everywhere in the country to an in-
network benefit.

Senator BREAUX. All right. Suppose that hospital is the only hos-
pital in the county.

Ms. BLOCK. Then that plan has made special arrangements to in-
clude that hospital in its network.

Senator BREAUX. That hospital, if it is the only hospital in the
region, is included in their network under the FEHBP plan?

Ms. Brock. For that particular plan.

Senator BREAUX. All right.

Ms. BLOCK. Some of the other fee-for-service plans, because they
offer an out-of-network benefit, have not done that. What they do,
is provide an in-network benefit where it is feasible

Senator BREAUX. To have at least one national plan that would
make that that hospital, that doctor, if they are the only ones in
that county, are included in the plan that is offered by the FEHBP
provider?
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Ms. BLock. That is correct.

Senator BREAUX. All right. And that is at the same premium
rate, is it not?

Ms. BLOCK. Yes.

Senator BREAUX. That is a national premium rate.

Ms. BLOCK. It is a national premium, national benefit package.

Senator BREAUX. All right. The third objection, is I think that
they say, well, you are going to force people into HMOs to get pre-
scription drugs. I am in FEHBP. I would imagine all of us are in
FEHBP. I have prescription drug access, as well as doctors and
hospitals. I am not in an HMO. I am in a Blue Cross/Blue Shield
high-option plan. So, I mean, how does it work?

They are not being forced, under FEHBP, into any type of HMO
if that is their choice not to be. Is that not correct?

Ms. BLocK. That is correct. In fact, three-quarters of our mem-
bers are in the fee-for-service PPO plans, one-quarter are in HMOs,
and they have that choice.

Senator BREAUX. All right. So just as a more general question—
you have answered the question about the rural areas. Every hos-
pital in a rural area would have to be included in at least one of
the networks, because you would not let the companies participate
in the program if they did not, and that they would be in that pro-
gram at the same national premium for everybody.

Ms. Brock. That is correct.

Senator BREAUX. I know the rest of you. We have visited, we
have talked. I just wanted to ask Ms. Block some questions. I
thank you all for your participation. Thank you.

Senator BAUCUS. Senator Santorum?

Senator SANTORUM. Senator Breaux asked all of the questions I
wanted to ask. You did a fine job. Thank you.

Senator BREAUX. Thank you.

Senator BAucus. Ms. Block, it is my understanding that Blue
Cross threatened to pull out of FEHBP recently. They threatened
to pull out because they did not want to comply with certain cost
accounting standards.

Apparently—I do not know whether there was a resolution to all
that—but one can surmise that maybe they stayed in because they
did not have to comply with the standards, that OPM said, all
right. Now, that raises lots of questions, clearly, to the degree to
which my assumptions are correct. They may not be correct.

One question is, what standards are there that are enforceable
with the plans that are participating? FEHBP is so different from,
say, TRICARE. TRICARE has fairly specific requirements, whereas
OPM, as I understand it, administering FEHBP, basically takes on
all comers, there are no winners and no losers.

That is, if you are a plan and you meet certain standards, you
participate, whereas, in a TRICARE, if you do not meet certain
standards, you are out of luck. So you take all comers, and there
are no losers in FEHBP.

But in my little fact situation here about Blue Cross threatening
to pull out raises questions as to what standards are there, if there
is any way you can participate. There are certain cost accounting
standards, for one. There could be other standards.
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The next question that comes up, clearly, is what happens if Blue
Cross pulls out? Sometimes people make good on their threats.
Then what happens to FEHBP?

Ms. BrocKk. Well, for one thing, I would like to assure you that
there are very high standards. Just because the cost accounting
standards do not apply does not mean at all that we have no stand-
ards.

In fact, the Federal Acquisition Regulation applies. We have our
own implementing regulation to the Federal Acquisition Regulation
which is called the FEBAR. We have a very close relationship with
our independent IG, who audits all of our plans on a regular basis
and our plans have to meet all of the Federal requirements and
general accounting standard requirements. All of our plans have to
submit annual accounting statements which are certified.

In addition to that, they have to submit an audit by an inde-
pendent auditor. We have rigorous standards in terms of reviewing
their financial status, their financial reports, to make sure that
their charges are appropriate, and our IG goes out and verifies that
on a regular basis.

Senator BAucuUs. What happens, though, if Blue Cross pulled
out? Blue Cross is, what, 50 percent of FEHBP?

Ms. BLOCK. Yes. It is a little more than 50 percent at this point.

Senator BAucuUS. So if Blue Cross said, all right, we do not want
to do this, what problems, if any, would that create for Federal em-
ployees and retirees?

Ms. BLocK. I would have to say that that would probably create
considerable problems. It would be foolish to imply that it would
not. However, we have some other major underwriters in the pro-
gram and other plans that would have to just pick it up and make
the appropriate arrangements. Provided we had sufficient notice,
which we actually did in the Blue Cross situation, others would
just have to jump in and pick up the enrollments.

Senator BAucuUs. Mr. Bradley, I would like you to give us some
ideas, applying some of GM’s experience, on how we could transfer
some of that to Medicare, that is, in terms of quality and incentives
for quality and so forth.

Mr. BRADLEY. There are a broad range of things. But I would
first want to say that Medicare has actually been quite active in
the performance measurement arena with the National Quality
Forum. They have been very good participants.

The National Quality Forum, which, as you may know, had its
origins in the Congress to essentially establish a national basis for
providing highly vetted, consistent standard, quality-based per-
formance measures, not unlike the role of the Federal Accounting
Standards Board. Medicare has been very active with that and
they are about to implement, actually, a number of those.

The next step, I believe, is to start to tie a couple of things to
participating in the Medicare business. One, is disclosure. It should
be a condition of participating in the Medicare program. At certain
levels when the data and the measures are out there, that pro-
viders, be they hospitals, health plans, doctors, nursing homes, dis-
close the performance that they have on quality. That would sort
of be a baseline.
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There are models, which we would be delighted to share with
them, on actually how we score performance for our health plans
on quality measures, and then how we can actually use those to be
tied to a number of performance incentives.

One, is simply to enable beneficiaries, especially with health
plans, to pay less for higher quality plans. But that has to be rev-
enue neutral, meaning you pay more for less higher quality plans.
So there is work being done right now as we speak trying to de-
velop pay-for-performance mechanisms for providers that really,
truly make sense.

That is being done under the auspices of some funded work from
the Robert Wood Johnson Foundation, the Leapfrog Group, and so
on, that we believe will start to set some models so that we can
actually pay providers to do a better job. Right now, they get hurt
for doing a good job.

The other thing that I think that Medicare can do, and a lot of
my testimony is actually working with providers in communities
with private purchasers as we try to drive quality improvement
with actual direct interaction, sharing of best practices and so on.

Medicare is very, very powerful. They have got a great database.
In fact, by just disclosing information and using it, I think we can
make a huge difference.

Senator BAucus. I appreciate that. Just so, what percentage, or
can you quantify the quality improvements that are available
under Medicare if you were to apply some of GM’s techniques? Is
that possible?

Mr. BRADLEY. Yes, it is possible. We have measures—and let me
focus on health plans for a moment.

Senator BAUCUS. Sure. Sure.

Mr. BRADLEY. That is the starting point.

Senator BAucus. Right.

Mr. BRADLEY. We are working on getting it down to the hospitals
and providers, and that will deal with the rural areas, and so on.

Senator BAaucus. Right.

Mr. BRADLEY. But we have actually seen, using the HEDIS
measures, which is a set of quality measures, plan-specific improve-
ment. For example, the use of a beta-blocker after heart attack, ev-
eryone knows, will reduce the probability of the second heart at-
tack by about half.

We have actually seen—I do not have the numbers at the top of
my head—in our health plans, and I use this as an example, 60
percent of their patients would have a beta blocker after heart at-
tack to 90 or even higher.

Then you can do the math and figure out the number of lives
that are saved, or the number of reduced costs that take place that
result from that because you haven’t hospitalized the person a sec-
ond time.

Diabetes measures is another one. H6A1-C, which is a blood
test. People that have those frequently, combined with eye exams
and foot exams, have fewer amputations, less blindness, and less
hospitalizations. NCQA has actually developed a calculator where
you can actually do the math and show what the impact is. So, all
that is available.
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I think the real need is for Medicare to be empowered to use that
information in its actual contracting and holding providers and
health plans accountable.

Senator BAuUcUS. Right. That is my next question. Are they now
not empowered?

Mr. BRADLEY. I believe they are under demonstration projects. 1
think that what we need to do, is to keep encouraging the rapid
implementation and broad-based dissemination of this so that the
demonstrations can move quickly.

Senator BAucus. My gosh. If Medicare were to fully utilize all
those techniques, it seems to me that health care costs would be
brought down quite a bit.

Mr. BRADLEY. Yes, that is sort of the premise of my presentation.
There is a book called Crossing the Quality Chasm, which was pro-
duced by the Institute of Medicine, which I think is one of the most
important books every written on health care.

Senator BAucus. What is it?

Mr. BRADLEY. It is called Crossing the Quality Chasm.

Senator BAuUcCUS. I see all the panelists nodding their heads.
They all know it well.

Mr. BRADLEY. I would commend it to you. The chasm is the dif-
ference between what we know today and what we can do in terms
of improving care, and where we are, and how to get from A to B.
You will hear the number, 30 percent of the health care dollar that
we spend in this country is wasted.

Senator BAUCUS. Do you agree with that? Do you think that is
about accurate?

Mr. BRADLEY. Yes. I absolutely do. We see it firsthand. Waste
being defined as any service process, procedure, or things that are
done or not done that should be done that does not benefit the pa-
tient at the end of the day.

So, not giving a beta blocker is waste because of the heart attack.
There is a great deal of money out there, and that is a very, very
important document to use as a baseline for some of our strategies.

I have got a number of things we could talk about offline or sepa-
rately, if you would like.

Senator BAucUS. Sure. I would appreciate that, Mr. Bradley.

Ms. Quam, what would it take for your company to come into a
State like Montana? We have got lots of beautiful scenery.

Ms. QuamMm. Yes.

Senator BAucus. There is great skiing, great rafting, fishing.

Ms. QuaM. Thank you, Senator.

Senator BAucuUS. Is that enough? [Laughter.]

Ms. QuaM. We, in fact, do provide services to 15,000 people in
Montana through the fee-for-service offers that we are involved
with.

Senator BAucus. Oh, you do? All right.

Ms. QuaMm. So, we are pleased to do that.

We would be very interested in helping rural Medicare bene-
ficiaries in Montana. I particularly believe that we could take the
kinds of work that we have done in improving care to people who
are chronically ill, and that those are very applicable in rural
areas.
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We, on behalf of the State of Arizona, provide a broad set of serv-
ices in rural areas to Medicare and Medicaid dual eligibles. Arizona
has better outcomes and lower costs than nearly all other States
in that regard.

I would very much agree with what Mr. Bradley said in terms
of improving quality of care. I think there is room for innovation
through specialized plans that can particularly address the kinds
of needs in rural areas, where plans are not going to benefit people
by going in and negotiating lower rates with providers, because as
you know well, there are not enough providers.

The role that plans can play in improving care is to better orga-
nize the way that care is delivered. The existing programs are not
set up well to do that.

I think there is the opportunity for the Congress to take some
of the demonstration programs that have worked well in this area
and to look at what some States have done like Arizona and de-
velop demonstration models that then can be put in place in States
like Montana. We would be very happy to help with that.

Senator BAUCUS. I appreciate that. I apologize to my colleagues,
I have been taking a lot of time here.

Senator BREAUX. I do not have anything. I would have to think
of something else.

Senator BAUcUS. You have to think of something else? That is
pretty easy for you to think of.

Well, I have some more questions. The service you provide in
Montana is Medigap, right?

Ms. QuamMm. Yes, that is correct.

Senator BAucuUs. What would it take to provide more than
Medigap if you were to have a full managed care plan in Montana?

Ms. QuAM. I think one of the challenges, and I very much under-
stand the role that the Congress has played to try to encourage
plans to go to rural areas, and the frustration that has been ex-
pressed by several members of the committee at the failure for that
to happen, I believe that central to the reason why that has not
happened is because the Medicare Choice program has been rel-
atively unstable year to year over the last many years.

That makes it difficult for companies to make decisions to move
into new areas, particularly to move into rural areas. When I said
that we seek to control costs in three ways, one of the ways we
seek to control costs really is not available in rural areas, because
there is a scarcity of providers rather than a surplus of providers.

So the opportunity to control costs and improve services in rural
areas is focused on using technology to be able to fill gaps and pro-
vide services better, and then very heavily focused on improving
care.

Senator BAUCUS. But could you negotiate better deals with pro-
viders in Montana than Medicare service?

Ms. QuaM. I think that in rural areas where there are too few
providers, that it is not possible to negotiate lower rates on Medi-
care because providers are very important to the community and
they do not have any reason to negotiate the lower rate in order
to get more patients, because they have them.

I think the opportunity really is in organizing the delivery of
care. The points that Mr. Bradley made would apply in rural areas
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as well as in urban areas, so there is enormous opportunity to im-
prove the delivery of care, and Medicare could do much more to do
that.

Senator BAucUSs. What I do not understand, is how could Blue
Cross come under FEHBP and provide care—it is not really fee-for-
service, it is a PPO—and your company cannot in the same area.

Ms. QuaM. Well, what FEHBP does, as I understand, is it pools
the enrollment nationally and then negotiates national rates, very
similar to what the Medicare program has done in terms of setting
rates. We absolutely can negotiate lower rates than Medicare and
provide savings to the Medicare program, and more coverage in
many areas. But in rural areas, I think it is difficult to do that,
given the scarcity of providers.

Senator BAucus. Now, FEHBP. Is that nationwide or do you
have 12 areas, and 4 areas? As I recall, there are various sections.

Ms. BLOCK. No. Ms. Quam is exactly right. The way that we can
do it, is because our National plans have a national rate, there are
clearly cross subsidies from one geographical area to another. That
is how Blue Cross can do it.

Senator BAucus. How much more expensive would it be—you
said the average is around 60—if you include all seniors? The aver-
age age would go up quite a bit.

Ms. Brock. Well, we cover our Medicare eligible——

Senator BAUCUS. I am talking about all Medicare patients, not
just Federal retirees.

Senator BREAUX. She does not want to do that.

Senator BAucUsS. As I understand it, and correct me—these two
guys are here to watch me. That is why they are here right now.
[Laughter.] They admit it, too. But the administration’s plan, in ef-
fect, would like to bring all of those Medicare folks over to FEHBP.

Ms. Brock. Well, actually, the FEHBP program is an employer-
based health plan.

Senator BAucus. I am sorry?

Ms. BLock. The FEHBP program is an employer-based health
program.

Senator BAucus. Right.

Ms. BLOCK. It is very similar to General Motors. In fact, that is
why Bruce and I know each other quire well, because we have
shared a lot of experience in the sense that we have very much the
same population and a very similar structure.

So we consider our plan part of the recruitment and retention
package that attracts the kind of workforce that the Federal Gov-
ernment needs to have. It is very much like General Motors, an
employer-based health plan, even though the employees happen to
be Federal employees.

Senator BAUCUS. But, still, it is true that seniors, on average, are
older. [Laughter.]

Ms. BLOCK. I do not think anyone could argue with that.

Senator CONRAD. Boy, I am really glad I came to learn stuff here.
[Laughter.]

Senator BAUCUS. We are going to start with the basics here.
Therefore, it would be more costly than FEHBP. That is, the ad-
ministration is talking about an FEHBP-type program, so therefore
we are talking about seniors here who are older than the average
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FEHBP enrollee. The average is 60 years of age. Their costs, there-
fore, would be higher, even with the cross subsidization.

Ms. BLockK. I should point out, out of our 1.9 million covered re-
tirees, 1.4 million of those are Medicare eligible. We are providing
all of their drug coverage at this point in time, and that gets
factored into the FEHBP program costs.

Senator BAucuUS. Go ahead.

Senator BREAUX. I thank the Chairman. I think his questions
were helpful.

Explain, Ms. Block—and I have a question for Ms. Quam—the
FEHBP plan on how it delivers prescription drugs to your mem-
bers. I take it, and would like you to elaborate on it, that if you
have a Blue Cross provider, as an example, that provides an inte-
grated health plan which includes doctors, hospitals, and drugs,
that that Blue Cross, just as an example, could utilize a PBM to
deliver and set up the delivery system for the Federal workers.

But the risk of what they did provide drugs for is borne not by
a PBM, but rather by the insured’s company that has overall re-
sponsibility. Is that correct? Can you elaborate on how that works
a little bit?

Ms. BLocK. Yes. That is exactly correct, Senator. Virtually all of
our plans at this point in time, even our HMOs, are using PPMs
to deliver their prescription drug benefit. But that is a contractual
arrangement between the health plan and the PBM, and it is sub-
sumed into the total premium price that we pay, and the risk is
borne entirely by the plan.

Senator BREAUX. So Office of PBM looks to the plan provider, the
insurance company, Blue Cross, as an example, to make sure they
do it right. You deal with them. You do not deal with the PBMs
at all.

Ms. Brock. That is exactly right.

Senator BREAUX. And if there is any risk that they bid too low,
I mean, that is their risk. They eat that loss.

Ms. BLock. That is correct.

Senator BREAUX. If they can do it for less, then that is to their
benefit, too.

Ms. BLock. That is correct.

Senator BREAUX. All right. I would also say to the Chairman, I
do not think anyone is proposing that we take the existing FEHBP
system and just move 40 million Federal workers into your system.

Ms. BLock. We certainly hope not.

Senator BREAUX. I think she would not want that. But to take
that model that is out there and create that model to be used for
the Medicare beneficiaries if they want to go into that plan, at
their choice, not being forced into it. But it is not to make 40 mil-
lion Medicare beneficiaries all of a sudden become part of FEHBP.

Ms. Quam, let me ask you. I mean, you are knowledgeable in
this area. Do you think, from your understanding of the system,
that the type of model that we have with FEHBP could be adapt-
able to the Medicare beneficiaries and workable?

Ms. QuaM. I think that FEHBP does provide important things
for Medicare to learn in the way that it improves choice offered to
beneficiaries. I think that it has to be tailored to reflect the dif-
ferent needs of the Medicare population, the fact that it is older,
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more chronically ill, larger, and obviously has much more extensive
issues around the end of life to be confronted.

I think that it is very important that Medicare has its own model
for doing this, because given the size and the uniqueness of the
model. But I think it is possible to learn from these other offerings.

Senator BREAUX. Yes. I think that is what we are trying to say.
I mean, obviously the criteria that Ms. Block uses for the 10 mil-
lion Federal employees, and some of the things that you do with
your negotiations, will be different from what you do with a Medi-
care population. It is a different population.

But the question is, can the structure of a system that provides
competition and choice with a combination of the Federal Govern-
ment and the private sector being combined to do best what each
can do the best, is something that would seem to me to be work-
able. I think you would agree with that.

Ms. QuaM. Yes.

Senator BREAUX. Mr. Bradley, do you have any comments?

Mr. BRADLEY. Yes. I was going to perhaps say just what you
said, that all of us here at the table work together and share our
own best practices. I think that the real approach might be for the
Medicare program, with its unique characteristics, everything from
its diversity to its age structure and so on, can probably work with
us and others and pull out of what we are doing those things that
would work best for the program.

So the FEHBP model, as was said, of choice certainly works. I
think some of the work that we are doing in creating the level play-
ing field so that the beneficiaries pay for the value of whatever op-
tion it is, not pay more or less based on whether their compatriots
that happen to be healthy or sick enroll in similar plans, and there-
fore affect the rates. We have got some models that are working
that we could share with that.

The other thing that I think is important to understand, is that
there has been a lot of discussion about the ability of Medicare to
negotiate rates as well as anybody in the country just by virtue of
their size. That is only part of the equation. They do. They are
very, very good at that.

But I think the thing that will move the needle, to use auto
terms, is to also focus on the actual use of care and the appropriate
use of care, because that is where the real payoff, I believe, 1s sit-
ting there. You can have very, very low rates, but if you do not
manage the appropriate use of care and the appropriate use of
services and so on, then we miss a huge, huge opportunity. I think
all of us have got some experience there that we would be delighted
to share with Medicare. In fact, we already are working with them
on some of these.

Senator BREAUX. Thank you, Mr. Bradley.

My last point, Ms. Block, is the administration, I think, is pro-
posing a creation of a number of regions. I think it is 10 regions—
I do not have the map in front of me now—in which the Medicare
beneficiaries would operate in as a program.

I take it that, under the FEHBP, the premiums in a rural area,
you have a national premium for your constituents, and the same
thing would be modeled for Medicare beneficiaries. Do you think
that that same concept can be transferred to Medicare if we were
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to tIl'{y and create the same type of system? Explain to me how that
works.

Ms. BrLock. Well, as I indicated earlier, there are clearly cost
subsidies in our National rates. That is, obviously, lower health
care cost areas are subsidizing higher-cost areas in a national rate.

The same would work, as I understand it, to a degree in a re-
gionalized program, provided that the regions were structured so
that they included both urban and rural areas, with a balance of
medical costs within each region. You would get the same kind of
cross subsidy, although on a smaller scale.

Senator BREAUX. I take it that in a rural area, which has only
one doctor, one hospital, one drug store

Senator BAUCUS. Let me add this to the record here. In Montana,
there are many counties where there are no hospitals, no doctor,
and no health care whatsoever in a lot of counties. Just for your
information.

Senator BREAUX. Well, what does a Medicare patient do?

Senator BAucUS. He has got to travel, that is right.

Senator BREAUX. That is what I am saying. He has got to travel
no matter what type of insurance plan. What we are talking about
is not building more hospitals. We are trying to have insurance. So,
even in that area

Senator BAUCUS. As long as the total access is the same.

Senator BREAUX. Is the same.

Senator BAUCUS. But I am not sure that it is.

Senator BREAUX. That is the point I would like to make. If you
are in a rural area that has no hospital, no matter what type of
insurance plan you have, that person is going to have to go some-
where else to go to a hospital because there is no hospital in that
county, whether you are a Medicare patient, whether you are Blue
Cross/Blue Shield, or whatever.

But assuming you have a system under an FEHBP model where
you have one doctor, one hospital. Essentially, that person that is
in a Federal employee program in that county, it is essentially a
fee-for-service type of system, you go to that hospital and you go
to that doctor. Is that correct?

Ms. BLOCK. Yes, that is correct. Presumably, as Ms. Quam point-
ed out earlier, the plan would not be able to negotiate the discounts
with that hospital or provider that it could in an area where there
were many providers available.

So that cost might be higher, but it would be offset by lower costs
in another part of the region where there were enough providers
available that better discounts could be negotiated.

Senator BREAUX. But that one Federal employee in that county
would not be deprived of utilizing that facility in that county under
FEHBP.

Ms. BLOCK. In certain plans, yes.

Senator BREAUX. Like the national Blue Cross/Blue Shield. You
make them cover that hospital.

Ms. Brock. That is correct. That is correct.

Senator BREAUX. You say, look, you want to play ball with
FEHBP, you want to cover nine million employees, you have got to
include every hospital in a rural area.

Ms. BLocK. That is correct, in the basic option.
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Senator BREAUX. If they do not do that, they have got problems
with you.

Ms. BLOCK. Yes, that is exactly right. Because they proposed an
in-network-only option nationwide, they have to provide coverage
everyplace in the country.

Senator BREAUX. All right. Thank you.

Senator LINCOLN. Let me follow up on what Senator Breaux said.
In Arkansas, 67 percent of our FEHBPs are in Blue Cross/Blue
Shield. So when you talk about negotiating with them, they really
have most of the negotiating power.

So if they choose not to contract with a health care facility in
that area—as I mentioned, the Federal employee I had who had to
go outside of his PPO network, and going outside of it to get to his
local hospital, and staying within it was going to a hospital that
was two hours away.

So I would just keep that in mind, that sometimes when you
have States where the only player is a Blue Cross/Blue Shield like
that, and the majority of your Federal employees are there, some
of the negotiating power of the Federal plan is lost because they
are the only ones that are serving the Federal plan.

Senator BREAUX. Would the Senator yield?

Senator LINCOLN. Sure.

Senator BREAUX. She is the negotiator nationwide, though. She
can tell Blue Cross/Blue Shield in Arkansas in that one county, you
have got to do that. Is that not correct, Ms. Block?

Senator LINCOLN. If she would.

Senator BREAUX. I mean, she does.

Ms. BLOCK. Again, I am not familiar with the particular situa-
tion. I do not know whether the person was in the standard option
or the basic option. So, we would be happy to look at the particular
situation. Once we understand it, we would be happy to give you
an answer.

Senator LINCOLN. We would hope that that would be the case.
But, unfortunately, if you have one that is too top heavy, there may
be less of that negotiating power.

Senator SANTORUM. Mr. Chairman? Mr. Ranking Member? What
am I saying? [Laughter.]

Senator BAUCUS. Anyway, whatever you want. Anything works
here.

Senator SANTORUM. A couple of things. You were talking about
how much more expensive it would be. But my understanding is
that the average Medicare recipient’s medical costs are about five
times as much as people who are outside of Medicare.

So, obviously, it is going to be a more expensive plan than the
plans that are offered here because you are talking about sicker
people who use more health care services.

So I think the question is whether we are delivering the care effi-
ciently as cost effectively as possible. So, the question is, what
model are we going to put together to do so? So I think if we look
at these experts in the field, we should try to derive from them
what models are the best models to work.

Would any of you put together a model that is just a fee-for-serv-
ice plan and a separate drug benefit that is not integrated into that
plan, and believe that that would be the best way to either deliver
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quality care or to do so efficiently? Would anyone suggest that is
the best way to efficiently, cost effectively, and quality-wise deliver
care to patients?

[No response.]

Senator SANTORUM. Nobody. I mean, unfortunately, that is one
of the options that we have on the table here, which is to continue
the fee-for-service Medicare program, and then have on top of that
a separate drug benefit that is run separately from the program.

I would like comments from you as to the result and impact on
the quality of the care delivered to patients when you are not hav-
ing any kind of integrated health planning for delivering care to
those patients when it comes to inpatient procedures and pharma-
ceutical care, if anybody would like to comment on that.

Mr. BRADLEY. I might want to comment. What I think you are
talking about is a stand-alone model.

Senator SANTORUM. Right.

Mr. BRADLEY. I think that the importance here is, how well is
that stand-alone model managed, meaning, is there good benefit
design, good cost sharing? Are PBMs and carriers engaged to man-
age the benefit design?

The nature of integration. Maybe I did not fully understand your
question earlier, but the nature of integration is that in any well-
managed prescription drug model, the provider has got to be incor-
porated on education issues, whether they be formularies, or what-
ever it is. Benefit design, clearly, is part of a more integrated ap-
proach. It has got to make sense.

So I guess what I am suggesting, is just to kind of lay it on top
there without a good management structure would not make sense.
But you can have, I think, a well-managed prescription drug,
whether it be on top of the existing program or as part and parcel
to a carrier.

I think the trick is, how well is that program managed, and then
how well can you link it into the other. And disease management
is a great case in point of really tying some of these things to-
gether.

Senator SANTORUM. I guess that is the point I am making. If you
really are going to have a better management of quality and of
care, do you not really need to have that prescription drug benefit
integrated into the rest of the care continuum?

Mr. BRADLEY. Yes. Ideally, you would want to integrate.

Senator SANTORUM. Ideally, you would want to do that. But
should we not try to get the best system that we can for our Medi-
care recipients?

Mr. BRADLEY. Oh, absolutely. But I do think that it is important
to recognize that it can be a stand-alone model with the existing
program if it is well managed.

Senator SANTORUM. I understand that. But would you suggest
that is the optimum way to do it?

Mr. BRADLEY. I think the optimal way, obviously—I grew up in
an organized delivery system way of thinking. But, clearly, the
more we can tie together all of the elements of managing health
care for beneficiaries, that is not necessarily HMO, but it is orga-
nized systems of care where all the providers are working together.
That is ideal.
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Senator SANTORUM. Ideal in what respects? What are the bene-
fits of doing that?

Mr. BRADLEY. You get the most value because you are coordi-
nating care. You are not doing things inappropriately. You are
using best practices. There is accountability on the part of the pro-
viders to the entity that they are part and parcel to.

It creates the mechanisms for disease management, and so on.
There are just many, many advantages to doing that. But we have
to start someplace. I think you can have a stand-alone design that
is well managed.

Senator SANTORUM. I understand that, but that is a sub-optimal
choice, is what you are saying, as a starting point. You would take
that as a sub-optimal starting point. But my point is that if what
we hopefully are here to do is try to provide the best system for
our Medicare beneficiaries, then we should go about designing the
best system, not something that is sub-optimal that can pass, be-
cause our Medicare beneficiaries deserve better than that.

They deserve, as you suggested, a program that is more efficient,
that has better disease management, that results in higher quality
output for less money, potentially. That is what we should be fo-
cused on.

I see, Ms. Block, you are nodding your head. I will let you nod
with me, if you want to say it, so everybody else can hear you.

Ms. BLock. I would just like to say that we have seen a great
deal of movement in the PPO world toward better care manage-
ment, disease management, case management programs, and we
strongly encourage those.

We think they are an absolute win-win for both the patient and
for the plan, and ultimately for us as the payor, because, as people
have said earlier, if you can work with a diabetic and make sure
that that person knows about his or her disease, takes all the prop-
er steps, gets all the proper care, is a well-educated consumer, ulti-
mately that person stays healthier longer and we save money.

Senator SANTORUM. And would it be more difficult to do that if
you had a system, as your system is structured, that the drug ben-
efit was separate from all the other benefits that were provided?
Would that be harder to do?

Ms. Brock. Well, optimally I think it is better to do it in an inte-
grated program, and pharmaceutical data that is part of our plan
information is clearly used in all of those programs.

Senator SANTORUM. So we would not be moving forward with
what would be called “best practices” if we set up something sepa-
rate like that. It would not be what the private sector would rec-
ommend.

Ms. Brock. It would be different.

Senator BAUcUS. Well, it sort of begs a deeper question, though.
It assumes cost savings.

Senator SANTORUM. Mr. Chairman? Excuse me. I apologize for
that, calling you Mr. Chairman, but I am sure you enjoy it. The
point is, what it does assume, and I think what they are saying,
is it assumes better quality and better disease management, and
that should be one of our goals.

Senator BAUCUS. Let me finish, please.

Senator LINCOLN. Mr. Chairman?
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Senator BAucuS. Let me finish. I was trying to make a point
here, first.

The point is, there is a little bit of difference between theory and
practice. We are talking about theory, and there is also a little bit
of practice here. The practice is, as Ms. Quam said, her company
will not go into Montana. Why will it not go into Montana? Because
it is too costly for what you get.

This means a lot of plans will not go into rural areas and provide
for seniors, particularly, because it costs too much. It is just too
costly. We are talking here about how we cut costs, but we are not
quite yet at the point where plans feel they have got ways to cut
costs enough to go into these areas.

In fact, CBO has said that to set up a model where plans are all
competing and it is going to cost hundreds of billions of dollars
extra from what we now pay.

Senator SANTORUM. If the Senator will yield. We have talked to
CBO. The reason they say that, is because

Senator BAUCUS. Senator, I was speaking. You interrupted me.
You will have your chance to speak.

Senator SANTORUM. I thought we would have a nice dialogue so
we could learn.

Senator BAucus. Well, not when we interrupt. Not when we in-
terrupt. That is not a dialogue when you interrupt. You will get
your chance. You will get your chance.

Senator SANTORUM. All right. You go ahead.

Senator BAucUS. You will get your chance.

Senator SANTORUM. Wonderful. I will take it.

Senator BAUcUS. But I agree, we have to have quality. I very
much appreciate all the things that you are doing that you cited
in that book in looking for quality. But at the same time, it is true
that plans will not go into certain areas of the country because it
is just too expensive.

It is also true, as Senator Rockefeller pointed out, that these
plans and PPOs, actually, the rate of increase of costs is higher
than Medicare. It is quite a bit higher. On average, I think it is
about 168, 167 percent. The highest is 40 percent higher, and in
hMontana 30 percent higher for the small managed care that we do

ave.

It is just more expensive, and therein lies the reason why CBO
came up with their conclusions. If private plans were forced to com-
pete in all these areas, in order to compete, in order for them to
play, if you will, and for the same benefit, they would have to be
paid more to cover their costs.

CBO says it comes out to a big chunk of change. It is a lot. It
is a lot of money. So it just seems to me, as we work to try to get
more competition, which we all want, and work to get better qual-
ity, too, we also cannot just blithely assume that the competition,
per se, is going to provide universal, if you will, health care around
the country. It just seems to me we have to, with eyes wide open,
work in a way so that we can accommodate all of our goals to-
gether.

Mr. Bradley? You are raising your hand.

Mr. BRADLEY. Yes. Senator, I think that one way to address the
rural issue, is managing the broader indemnity plan well, which




35

does not require sort of the specific delivery system, health plan,
or whatever. That is something that we do with our basic plan and
our PBM management is for the whole country, benefit designs for
the whole country, and so on.

I think that there is a real opportunity here, as legislation is
being developed, for employers like us and others that have those
broad-based plans—we have people living in virtually every zip
code in the country.

We have an ability to integrate—back to sort of the other ques-
tion—our prescription drug program with our indemnity program.
If the legislation is designed in such a way so that there is flexi-
bility for different employees to incorporate into their plans the
Medicare prescription drug program—and we have actually offered
up some ideas on that—we can, I think, start to address some of
those rural issues better than you might just by specific organized
health plans where they do not do exist.

Senator BAuCUS. Ms. Quam, then the Senator.

Ms. Quam. I think Mr. Bradley has made a very important point.
As I mentioned, we provide insurance coverage through Medigap to
millions of Medicare beneficiaries on fee-for-service. We also do it
on the employer side and for State Medicaid programs.

Both State Medicaid programs and the employer side use more
tools to improve the quality of care in fee-for-service, therefore ben-
efitting rural areas where I think fee-for-service will always be
very important, than Medicare does. I think there is a real oppor-
tunity in Medicare to be able to do that more effectively.

Senator BaAucus. All right. Thank you.

Senator Lincoln?

Senator LINCOLN. Thank you. I would just like to touch on a cou-
ple of these issues. The Senator from Pennsylvania mentioned try-
ing to separate the prescription or integrating those services. Nine-
ty of the Senators voted last year on a separate prescription drug
package, all of us included.

So, I think it is important to note that we recognize that there
is an importance of having that program there, and certainly being
able to make sure that it is administrable everywhere. I think that
was one of the reasons.

You talk a lot about disease management, and that is an impor-
tant point. But I think we also have to bring it back to the context
of what we are talking about, and that is Medicare, Medicare bene-
ficiaries who are traditionally older individuals who have multiple
complications.

So if you only focus on disease management, which is usually one
disease, 95 percent of the Medicare patients who are Alzheimer’s
victims have multiple complications, and these are multiple com-
plications that are chronic, then we sometimes miss the oppor-
tunity to be as efficient as we can in providing the kind of quality
of care that we want to provide.

So I think it is really important that we integrate that into our
debate. Disease management is very important. But to recognize
that those that we are dealing with or that we are looking to try
and cover are those that are going to be dealing with multiple dis-
ease managements, and most of them chronic, soit is going to be
more costly.
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One of the things I have tried to do, and I would really like to
hear from Mr. Bradley, Ms. Quam, and anybody else who wants to
enter into that, but when we talk about the importance of what we
are doing here and how we do it well, it is working to improve the
coordination of care in many instances, particularly with the age
group that we are talking about.

I have introduced and have been working on some ways that we
do that in terms of coordination of care for the elderly, because I
think that is critical. When you are managing multiple chronic con-
ditions, if you are not coordinating the care they are getting, then
unfortunately some of it can be adverse and certainly not produc-
tive.

At a time when we are going from 40 million seniors to 70 mil-
lion seniors, if we do not prepare ourselves for providing that kind
of care to this large group that we are trying to serve, we are not
going to understand about any of thee models that we are trying
to use if we do not recognize the individuality of the group we are
trying to serve.

Out of 125 medical schools in this country, only three of them
offer a residency program in geriatrics. We are having a declining
number of geriatricians out there to serve an increasing population
of elderly.

So I would just like to see any of your comments on coordinated
care and preventive care as a mechanism in what we are trying to
develop and how productive it can be.

Ms. QuaM. Well, Senator Lincoln, you are absolutely right, Medi-
care beneficiaries have many chronic illnesses. The work we do in
Medicare is focused on those beneficiaries. Our EverCare program
provides services to 60,000 Medicare beneficiaries, where the aver-
age age of the people we serve is 88. Most of them have some form
of Alzheimer’s or dementia, and they all have multiple chronic con-
ditions. They are very frail.

It is very important to look at the whole person, because therein
lies the opportunity to improve their care; not to look at different
diseases, but to look at the whole person.

You can dramatically improve people’s lives, the quality of life,
even at the frailest point of life by doing that. It also, as I men-
tioned in my remarks, has a very important budgetary element be-
cause 5 percent of Medicare beneficiaries, this frailest group, con-
sume about half the Medicare budget.

So I think that you are absolutely correct that this is a central
area that we need to work on, both immediately in the Medicare
system and in any reform efforts.

Ms. BLocK. I would like to make you aware of a research project
that we have under way that is exactly on point with what you are
talking about. The Blue Cross/Blue Shield Association, in conjunc-
tion with OPM, CMS, and Johns Hopkins University has a project
under way to look at multiple chronic disease individuals who are
our enrollees, Medicare-covered, in the FEHBP program, in the
Blue Cross/Blue Shield plan, and Blue Cross is sharing data with
CMS and with Johns Hopkins researchers to look exactly at that
population and what kinds of programs might be most effective for
addressing their needs.
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Senator LINCOLN. Coordination of care that they are trying to get
now?

Ms. BLocK. Well, I cannot tell you the conclusion of the study be-
cause it is exactly in the area that you are concerned about and
that we are concerned about as well.

Senator LINCOLN. When do you anticipate the study being com-
pleted?

Ms. BLOCK. Probably in the next 6 months.

Senator LINCOLN. Great. Well, I just want to reaffirm how impor-
tant it is, because I think it is a cost-effective measure of looking
at how we are going to deal with this ever-increasing population.

Mr. BRADLEY. Also, another resource, is the Institute of Medi-
cine, last fall produced a document called “Fostering Rapid Ad-
vances in Health Care.” One of the issues gets right to the point
that you are talking about. That is, chronic care or organized care
for the elderly.

It was aimed at doing demonstrations which would be, I believe,
under CMS or the Secretary. It gets right to the issue that you
were talking about, because, again, it is all part of this whole inte-
grating, which I really agree with.

Admiral CARRATO. Senator Lincoln, I just would like to talk a lit-
tle bit about our Medicare experience. We have introduced a pro-
gram for our over 65-year-old military retirees who are also Medi-
care-eligible, TRICARE for Life. It offers a comprehensive health
benefit and prescription drug benefit.

To your point of coordination of care, for those folks in our mili-
tary hospital catchment areas, we offer an enrollment option in our
military treatment facilities, TRICARE Plus, and we try and bring
in those folks with the most chronic conditions so we can coordi-
nate their care using a military primary care provider. We found
that to be very effective, and actually welcomed by our over-65
beneficiaries.

Senator LINCOLN. Can I ask you, how comprehensive is that? Do
you also include nutrition? Do you include mental health, depres-
sion? I mean, is it pretty comprehensive in terms of the different
areas of coordination that they need?

Admiral CARRATO. It is comprehensive. It depends upon, in some
cases, the capability and the capacity of the institution and the pro-
vider. But we try, as all the panelists have talked about, to take
advantage of disease management. Our system-wide approach is
looking at reducing or eliminating practice variation. We find that
also quite promising.

Senator LINCOLN. You can all just nod your heads one way or the
other. Do you all find that that is a cost-effective tool?

[Nodding in the affirmative.]

Ms. QuaMm. Absolutely.

Senator LINCOLN. Thank you.

Senator SANTORUM. Thank you. The Senator from Arkansas, I
think you made the point that with this older population, sicker
population, more costly population that has multiple disease, that
coordination is essential.

The point I was trying to make earlier, is that what is the opti-
mal way to coordinate these things is making sure that the benefit
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that we add to prescription drugs is integrated into that coordina-
tion, and it should not be separate.

If anybody on the panel disagrees with that, that the most opti-
mal way to do so is to have an integrated benefit so you can opti-
mize the coordination of these multiple, and potentially chronic dis-
ease patients, is to have all of this coordinated under one system.

Would everybody agree with that?

[Nodding in the affirmative.]

Senator SANTORUM. All right.

One of the points I wanted to respond to of the Senator from
Montana, is the fact that this PPO approach, according to CBO, is
going to be scored hundreds of billions of dollars more expensive.
I just want to review and set the record clear as to why CBO has
deemed this to be the case.

I have a chart here that shows CBO projections for the cost of
private sector private health insurance and the cost for the CBO
baseline for Medicare. You can see, it starts right about here. This
is 2002 here. They do not have last year’s numbers, it is actually
a projection.

But they show over the years that this number of per capita
spending dramatically widens. This is the hundreds of billions of
dollars that, if we went to a “private sector” model, we would have
to have this number go up here to basically compete in a private
sector model. Thus, CBO suggested that if we go to a “private sec-
tor” model, this number would be up here and it would cost us a
lot more.

The problem I have with that, is if you look back this way, there
is no evidence that Congress would allow it, and in fact, just the
opposite. Most of the years prior to this, for the 20-plus years prior
to this, Medicare paid more than the private sector.

The reason is, if this number gets too far below the private sec-
tor, guess what? Doctors do not participate in the Medicare pro-
gram and hospitals do not participate in the Medicare program.

So what CBO is making as the assumption, is that people will
still participate in the Medicare program when they are getting 20
percent, more or less, in reimbursements per capita than under the
private sector.

There is just no basis of fact in that. So the idea that somehow
this is going to cost a lot more to do what we anticipate, which is
these lines tracking pretty closely together, and if anything Con-
gress having this line slightly above to make sure of maximum par-
ticipation by providers, is folly.

So, I would just suggest that I understand the Senator from
Montana. He is reporting accurately what CBO says, and I do not
question him or the veracity of his statement. I certainly question
the sanity of the people at CBO who would suggest that that is the
case. You would have no Medicare program if these lines looked
like this any time soon.

To suggest that we are going to be held to that standard just
simply biases the decision of the Congress based on phony eco-
nomic projections. I am confident that people who will think a little
deeper about these things in the Congressional Budget Office will
come to that same conclusion, or at least make the statement that
if we did continue with the current projections for these two sys-
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tems, that the Medicare system would be a great system without
anybody providing care because they would not do so at this price.

That has nothing to do with any of you and the questions to be
asked, but I wanted to clarify the record to make sure that we un-
derstood that. I would be happy to recognize the Senator from
North Dakota.

Senator CONRAD. I thank the Senator from Pennsylvania. Let me
put up that chart that shows what the private sector has been, the
second one there. Interestingly enough, if we look in the rear view
mirror instead of trying to look forward, here is what we see on
this very question.

Private insurers’ costs have been higher than Medicare’s. This is
the cumulative growth in per enrollee payments for comparable
services, comparing Medicare and private insurers. We have seen
that private insurers, since 1988, have been substantially higher
than Medicare. I think you will find private insurers are not in a
position to go lower.

Medicare has had really a quite strong record of controlling costs.
In fact, maybe Ms. Quam, you might tell me, what is the overhead
cost on Medicare? Do you know what the percentage cost of the
program is to administer Medicare?

Ms. QuaM. Senator Conrad, it is a very low administrative cost
in Medicare. I do not have the number in front of me.

Senator CONRAD. Yes. I think it is between 1 and 2 percent,
which is remarkably low. I mean, you are not going to get that
kind of administrative cost in the private sector because they have
got to make a profit.

Let me just go to the first chart, if I could, and while we are
doing that, indicate that in my own State, I have 103,000 people
in North Dakota who are enrolled in fee-for-service, and 635 are
not in fee-for-service. So when we talk about designing a system,
it has got to be a national system and it has got to meet the needs
that are out there.

I can tell you, in rural areas like mine where we have almost
nothing in the way of Medicare+Choice—I think we have just got-
ten Medicare+Choice. Do we not have one provider now? One pro-
vider. I do not know how many they are covering. It is next to
nothing.

I think we have got to be very conscious of what the results are.
The fact is, Medicare is overwhelmingly popular. People are satis-
fied with what they are getting. Does that mean it should not be
reformed? Absolutely not. It has got to be modernized. One part of
modernization is prescription drug benefits.

But I do not think seniors in traditional Medicare should be pe-
nalized for remaining in fee-for-service. This notion that we are
going to have differential treatment, that if you are in a private
sector plan you get prescription drug treatment, but if you are in
traditional Medicare you do not, other than a catastrophic plan,
that is not an acceptable outcome, at least to this Senator.

The first question I have, is whether embarking on Federal Em-
ployees Health Benefit Plan-like reforms would save Medicare
money. Would it make it more efficient? We know that, in general,
Medicare has done a better job than FEHB at holding down costs.
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This shows the comparison. The red bars here are Federal Em-
ployees Health Benefit Plans, the increases they have experienced
from 1999 through 2003. The yellow, is Medicare cost increases.
You can see in every single year, Medicare has done a better job
of controlling costs than has Federal Employees Health Benefit
Plans.

I put up the previous chart that shows Medicare compared to pri-
vate insurers; the same thing over a very extended period of time.

In addition, the head of CBO was recently quoted—I think this
is what Senator Baucus was talking about earlier—as saying that
the President’s Medicare plan could add hundreds of billions of dol-
lars in costs.

So against this backdrop, I wonder if we achieve any savings by
moving toward a private sector model. Will these efforts make the
program more solvent or less solvent? I would ask that to the
panel. I would start with you, Ms. Quam.

Ms. QuAM. Senator Conrad, Medicare has done a very effective
job at controlling costs through its ability to set the rates by which
costs are paid for services, and your charts reflect that.

The opportunity for Medicare is to do a better job of conserving
resources and improving quality of care by improving care to those
people with significant chronic illnesses. Five percent of bene-
ficiaries consume about half of the Medicare budget. Therein lies
a great opportunity to improve the care for them because they are
the frailest users of service, and to conserve resources for the pro-
gram.
hSeglator CONRAD. Can I just stop you there and get you to repeat
that?

Ms. QuamMm. Yes.

Senator CONRAD. Because I have heard this statistic in varying
forms, but maybe you could just repeat it. As I heard you say it,
5 percent of those eligible for Medicare are consuming half of the
resources.

Ms. QuaM. That is correct. I am relying on the testimony of the
former CBO director to the Congress, I believe it was, last year,
that 5 percent use half of the Medicare resources. They are the
frailest Medicare beneficiaries. They are people with multiple con-
ditions. They are people who no longer can care for themselves.
They are people at the end of life.

There is a very substantial opportunity to improve the care deliv-
ered for them in a way that also costs less. That opportunity should
be seized by the Congress for the Medicare program.

Senator CONRAD. And what is the opportunity, if I can ask?

Ms. QuaM. The opportunity is to better organize a way that care
is delivered to those patients, improving the primary and preven-
tive care, so improving care to them so they are less likely to get
pneumonia and end up with a long hospitalization. So, it really is
investing more in primary prevention.

It is doing a better job, as Mr. Bradley has testified, in closing
this gap between what the best research says about what works in
medical care and what is actually provided.

It is coordinating all of the points of service more effectively.
These Medicare beneficiaries see many, many doctors and many,
many care providers and it often is not very well coordinated.
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The Congress has fostered some very good programs that are ef-
fective in this area through the Medicare demonstration projects.
We operate one of them. But they are very small. I think that there
is an opportunity for them to be very large.

That opportunity can be played across both the fee-for-service
Medicare program, of which we participate significantly, and a
health plan Medicare program of which we also participate in sig-
nificantly. I think that is where the greatest opportunity lies now
for the Medicare program.

Senator CONRAD. Mr. Bradley?

Mr. BRADLEY. Yes. I think Ms. Quam said pretty much every-
thing that I would say. I think that the real issue here, is how can
we take advantage of the best that Medicare has to offer with re-
spect to their price negotiations and so on, and the best that the
various other programs have to offer with respect to managing
care, and bring them together as an opportunity to really make an
impact.

Senator CONRAD. Let me just say, while I am concerned on the
cost front, because when I look at the data it tells me that the pri-
vate sector approach would be more costly rather than less costly.
I am also very concerned about what would be available to seniors.

I understand, under Federal Employees Health Benefit plans
there is no standardization of benefits, so there is no guarantee
that beneficiaries will have access to their local doctors, phar-
macies, or other providers, particularly in rural areas. I think you
have to ask the question, is this the model that we want to force
seniors to choose? I am simply not convinced.

I would be curious to hear from Ms. Block how often enrollees
have to go out of network and pay higher costs to receive care, par-
ticularly in rural communities. Do you have that information?

Ms. BLock. Well, depending on what plan they are in. In the
Blue Cross/Blue Shield basic option, which is an in-network-only
plan, they never have to go out of network. That plan has guaran-
teed that in-network coverage will be available everywhere in the
country. In other plans, people occasionally do have to go out of
network depending on their choice of plans.

Senator CONRAD. And do you have data on that?

Ms. BLock. Yes, we have data on the percentage of claims over-
all that are out-of-network claims. We certainly have very clear
data on Blues Basic, because the requirement in order for us to ac-
cept that plan was that in-network coverage would be available.

Senator CONRAD. Would be provided in that plan.

Ms. BLock. In that plan.

Senator CONRAD. But there are other plans where that is not the
case.

Ms. BLOCK. There are other plans where that is not the case be-
cause they have an out-of-network benefit available.

Senator CONRAD. And could you share with the committee what
the percentage is that are out of network, and what the costs are
for out of network?

Ms. BLock. It would vary, of course, for each plan. We would
have to look at each plan individually.

Senator CONRAD. I would be very interested in what that data
would be.
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Senator SANTORUM. The Senator’s time has expired. I will take
a few minutes. Then I would be happy to let you, if you have some
more questions, come back.

Senator CONRAD. Very good. All right.

Senator SANTORUM. I want to ask a question on that. Actually,
it is a chart from you, Senator from North Dakota. The question
%_he(t)ve on that, is number one, are you comparing comparable bene-

1ts?

Because, as you know, the FEHBP program has a prescription
drug component in it. It has mental health parity, it has a variety
of other benefits which have gone up dramatically in cost that
Medicare does not have. See, we are not really comparing apples
to apples here.

Are you comparing comparable benefit versus increased costs and
comparable benefit? If you do not know the answer, that is fine.
But I think it is important that, as we have seen and many have
commented here, the escalating costs of prescription drugs has
driven health care costs at a higher rate. When you do not have
that included in your primary benefit, then you are going to have
lower increases in cost.

As you also know, we had the BBA of 1997, which had a dra-
matic impact on the rate of increase in Medicare spending, which
is probably reflected in there, too. As a result of that, we have a
lot of doctors who are not seeing Medicare patients right now be-
cause some have suggested we squeeze Medicare down too much.

So I guess my point is, yes, that chart shows things. The in-
creases may not be equivalent because of the benefits that are cov-
ered under one plan versus the other.

Second, even with that alteration, there still may be a difference,
but that difference has resulted in a lot of providers not seeing
Medicare patients because we are not reimbursing enough.

So I think there are good reasons why we see the chart the way
it is and they have real dramatic impact on providers, as well as
patients, and the quality of care in which they receive.

With respect to that chart, I do not know where that number
comes from. You know, it is the battle of the charts here. The chart
I have is from the Congressional Budget Office using CMS num-
bers and numbers that CBO has gathered from the private sector,
and that chart does not look like this chart. So I do not know
where that chart came from. I know where this chart came from.

Senator CONRAD. I would just answer the Senator. this is from
the Urban Institute. They did an analysis of national health ex-
penditures for the Centers for Medicare and Medicaid services.
This is an apples-to-apples comparison. Drugs has been taken out.
So with respect to this, this is an apples-to-apples comparison.

Senator SANTORUM. All right.

Senator CONRAD. With respect to this chart, it is not apples to
apples in the sense that the Senator is correct. You have fun-
damentally different plans under Federal employee health benefits.
Obviously, it depends on which plan a person is enrolled in pre-
cisely what benefits they have, unlike Medicare.

Even in Medicare, obviously, you have got some differences be-
cause you have some people here in Medicare+Choice, you have got
others who are small. You have got others who are in traditional
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Medicare. But this does show the difference in cost increases be-
tween those plans. That is not as comparable, obviously, as the
other one that compares private to Medicare.

Senator SANTORUM. I appreciate the Senator from North Dakota
responding. Just at some point maybe we can bring these two dif-
ferent charts that we have, because our numbers show that, in fact,
frog?—l think your chart showed in 1987, that line split. Is that
right?

Senator CONRAD. Yes. Well, it looks to me like——

Senator SANTORUM. I cannot see your numbers.

Senator CONRAD. That is since 1988.

Senator SANTORUM. All right. 1988.

Senator CONRAD. 1987, 1988.

Senator SANTORUM. Yes. Our chart shows, in fact, just the oppo-
site, that Medicare spending roughly at that point started to go up
above the private sector. So that is why these numbers do not seem
to match. But it is important. I mean, we need to come to some res-
olution as to what is going on.

But I would say that, in any event, the fact that one of the rea-
sons that Medicare is in trouble right now, is the fact that a lot
of the providers are not seeing Medicare patients.

So, your chart may be in fact more accurate than mine because
it may reflect the fact that Medicare recipients are having trouble
getting access to health care as a result of lower rates of reim-
bursement, in part driven by the BBA of 1997.

I would be happy to let the Senator from North Dakota continue
for a few more minutes.

Senator CONRAD. I just have a few more.

Senator SANTORUM. Yes. The staff is sort of saying, if we could
wrap up, that would be great.

Senator CONRAD. Wrap up. I would be happy to do that. I would
just say this. There was one other chart I wanted to put up, and
that is the question of stability. We have got a question of cost, we
have got a question of what is provided, and we have also an im-
portant question of stability.

Medicare+Choice. Here is what has happened to
Medicare+Choice. In 1998, we had 17 percent enrolled. In 2002,
you are down to 12 percent. In 2013, the estimates are, according
to the Congressional Budget Office and the Kaiser Family Founda-
tion, we are going to be down to 8 percent.

We have seen well-publicized pull-outs of Medicare+Choice pro-
grams all across the country leaving people high and dry, leaving
the people that were signed up in a circumstance in which those
who have been providing coverage are long gone.

So I wonder if the witnesses would be willing to comment on
ways that we could adopt some private sector practices, such as re-
warding providers for quality into the traditional Medicare pro-
gram, and other ideas that you might have.

What are things that could be done that would improve access,
that would improve quality of care? What are the best ideas that
you have heard for improving the Medicare program? I would start
with you, Ms. Quam.

Ms. QuaM. Thank you, Senator Conrad. The best ideas that I
have seen for improving the Medicare program are all around car-
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ing for this group of frailest Medicare beneficiaries. I think the ad-
vances in the hospice benefit represent an opportunity to do that.

The programs that we have developed under the auspices of a
Medicare demonstration project to have geriatric-trained nurse
practitioners and reorganize the delivery of care, working with the
family physician that the elderly beneficiary has, has been very ef-
fective. I will just give you an example there. As a part of that of-
fering, we often worked with beneficiaries who have drug coverage
either through their State Medicaid programs or purchase drug
coverage, or we provide some drug coverage through the offering.

What our nurse practitioner does, is he or she analyzes all the
drugs that a patient is on. These patients are very frail, so they
are often on over 15 individual drugs. They analyze all the drugs
and understands what the purpose for each drug is, and looks at
all the relationships between the drugs, because many of the drugs
arﬁ treated the side effects of other drugs or they clash with each
other.

Then our nurse practitioner sits down with the physician and
they walk through a strategy to set up a better drug regime for the
patient.

Senator CONRAD. Can I just stop you on that point?

Ms. QuamMm. Yes.

Senator CONRAD. I would say, this is an area I think has got
enormous opportunity.

Ms. QuaM. Yes.

Senator CONRAD. My father-in-law was in his final illness a cou-
ple of years ago and he was on 12, 13, 14 different medications.
The elderly have a very hard time keeping it straight. Frankly, we
had a hard time keeping it straight.

Ms. QuamMm. Yes.

Senator CONRAD. I often wonder, does anybody really know all
the medications this man is on, and what is the interactive effect
of all of these medications? How often are mistakes being made?
Because I can tell you, we found repeatedly that he was making
errors in taking those medications. He was not taking them as they
were prescribed.

So this is a pilot that you have done?

Ms. QuaM. We started a demonstration project with the Federal
Government many years ago. We are now in over 10 States. We
cover about 60,000 people. We would very much like to expand it.
If the program was shaped in some different ways, it could work
in rural areas.

What we do, is you are exactly right. What you saw with your
father-in-law is very typical. What we found is, in general, no one
does know what all the drugs are that a person is on, because
these drugs have accumulated over years, have accumulated from
different practitioners.

In addition to all the problems you highlighted, the older people’s
metabolism slows, so that the average dosage of a drug is really set
more for people in midlife. Oftentimes, the dosages are too high.

So we do a full analysis of this, work with their family doctor,
and come to agreement as to what the new drug regimen should
be. On average, that saves about 20 percent of costs because people
generally are on too many drugs and not always on the right drugs,
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and re-sets that. We often see with that an improvement in day-
to-day quality of life. They become more aware.

A second example, just very briefly, is we work very, very hard
to diagnose pneumonia early. We have determined that if one of
our nurse practitioners can diagnose pneumonia about 12 hours
earlier than would be diagnosed because of a high fever, which is
how it is usually diagnosed, we are very likely to prevent a hos-
pitalization.

These hospitalizations are, on average, 10 to 14 days long. It is
very expensive, very disruptive to the quality of life of the older
person, very hard on their families.

How do we do that? We know the patients well enough that we
look for small signs and changes. One sign, is if there is a bene-
ficiary who usually eats breakfast and does not eat breakfast, we
ask the nursing home or the assisted living facility to call us so we
can come over because that can be a sign.

The earliest signs are lethargy and not engaging. But these are
very elderly patients, so we have to pay attention to those signs.
If we can come over and start antibiotics earlier, we can prevent
very, very costly, very adverse circumstances.

I have many examples like this. I think that these are programs
that could be expanded more rapidly. It is hard to expand them
within the current setting in the fee-for-service Medicare, but there
could be things that could do it well.

Senator SANTORUM. I unfortunately have to wrap this up. If any-
body on the committee has any more questions, we would be happy
to have them submitted in writing and ask you to answer them.

I want to thank the indulgence of the panel, and thank the Sen-
ator from North Dakota.

Senator CONRAD. If I could just say, I would like to submit for
the other members the last question I was on, good ideas you
would have for improving Medicare. What are the best ideas you
have heard? I would like to submit that, if I could get answers.

Senator SANTORUM. Without objection.

We are adjourned.

[Whereupon, at 11:42 p.m. the hearing was concluded.]
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PREPARED STATEMENT OF HON. MAX BAuCUS

I appreciate the opportunity to explore the issue of purchasing health care serv-
ices in a competitive environment. This is a “big-think” kind of hearing. We have
the opportunity to consider what sort of competitive bidding structures large pur-
chasers of health care currently use. And this is important, because the President
has recently put forth a Medicare reform proposal—or at least the outline of a
plan—that emphasizes choice and competition among private health plans.

We aren’t here to pick at the administration’s proposal. Rather, we’re here to
think about how a competitive model might—or might not—work for Medicare. As
I see it, there are many lessons here—both for the current Medicare+Choice pro-
gram as well as for traditional fee-for-service Medicare.

In particular, some of the questions I hope our witnesses will help answer include:

e Is it necessary to have losers in a bidding process, like the TRICARE system?

Or is competition possible when essentially all bidders are accepted, like the
FEHB program?

e How can quality be incorporated in a competitive purchasing system, as GM

has done?

¢ What are the challenges of bringing in PPOs to serve ALL parts of the country?

¢ Is a PPO model any less expensive or more efficient in a rural area than tradi-

tional Medicare?

My sense is that with higher administrative costs, profits, and risk load, combined
with an inability to contract with preferred providers in remote areas, PPOs would
actually be more expensive than traditional fee-for-service Medicare. And as I un-
derstand it, CBO happens to agree with this assessment. They also believe that get-
ting regional PPOs to participate in Medicare will be very costly. At any rate, they
certainly won’t improve Medicare solvency.

Which leads me to my last questions.

e Are these competitive systems truly transferable to Medicare?

¢ And, perhaps more importantly, are there lessons from these systems that we

can apply to traditional Medicare—not just to private plans?

It’s important to keep in mind that almost 90 percent of seniors are enrolled in
traditional Medicare, and I don’t see that ratio changing any time soon. Montana
doesn’t have any coordinated care plans. We have a private fee-for-service plan in
Medicare, but only 146 enrollees have signed up. And that is not an exaggeration.

As we try to make improvement to the system—modernizations, reforms, or what-
ever you want to call these changes—we must think carefully about whether a com-
petitive model truly can flourish in all areas of the country.

My colleagues on the Committee know full well that I am skeptical that competi-
tion is the answer for seniors in my home state. That is why one of my biggest prior-
ities is making sure that traditional fee-for-service Medicare remains a strong option
for beneficiaries in Montana and other places in the country.

These beneficiaries should have access to the same level of drug benefits as those
enrolled in private plans. And we should spend just as much time—if not more—
exploring ways to ensure that the fee-for-service program is operating efficiently,
and what improvements we can make there.

I'm interested in hearing from our witnesses and learning more about how com-
petition currently operates in other parts of the government and in the private sec-
tor, and also how we might be able to apply these experiences to the Medicare pro-
gram.

(47)
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PREPARED STATEMENT OF ABBY L. BLOCK

Mr. Chairman and Members of the committee:

I am pleased to be here today to discuss the Federal Employees Health Benefits
(FEHB) Program.

Our health benefits program has been in operation for more than forty years. It
is an employer-based program and forms an important part of the compensation
package offered by the Government, enabling it to recruit and retain individuals
who carry out the vital work of government. The Office of Personnel Management
(OPM) has developed widely-recognized expertise in the complexities of arranging
health care coverage with more than one hundred private sector health plans with
a covered population of about eight and a half million people including 2.2 million
employees, 1.9 million retirees, and members of their families. In 2002, the program
accounted for $24 billion in annual premium revenue.

Federal Employee Program Structure

The program relies heavily on market competition and consumer choice to provide
our members with comprehensive, affordable health care. In 2003, 188 discrete op-
tions are being offered by 133 health plans.

An important and distinctive feature is nationwide availability. No matter where
one lives, all members may choose from among a dozen options offered by nation-
wide fee-for-service/preferred provider organization (PPO) plans open to all. Some
members may elect one of the six nationwide plans limited to members of spon-
soring organizations, and many may choose a Health Maintenance Organization
(HMO) in their geographic area. About 3 million Federal enrollees are in fee-for-
service/PPO plans and 1 million in HMO’s. There is an opportunity to enroll in the
program, change health plans, or change enrollment status at least once a year dur-
ing the 4-week annual open season that begins in November.

The design of the FEHB program permits OPM to focus on three key elements:
policy design, contract negotiations, and contract administration including financial
oversight.

While all participating plans offer a core set of benefits broadly outlined in stat-
ute, benefits vary among plans because there is no standard benefits package. Even
where coverage is nearly identical, cost-sharing provisions may differ significantly
among plans.

Benefit and Rate Negotiations

While benefits and rates are negotiated annually, OPM does not issue a request
for bids. Instead we issue a call letter to participating carriers in the spring that
provides them guidance for the upcoming negotiations. Plans remain in the program
from year to year unless they choose to terminate their contracts for business rea-
sons, including failure to reach agreement with OPM on benefits and rates for the
coming year. Under current law, the window for new plans to enter the program
is limited to HMO’s. Unlike the 1980s when we were flooded with HMO applica-
tions, in the current market, we average about 6 new plans a year.

Rates are negotiated with the national plans based primarily on their claims expe-
rience. About 93 percent of premium, or 93 cents out of every dollar, reflects benefit
costs. The remaining 7 percent covers the plan’s administrative costs.

For the community-rated plans, rate negotiations are based on a per member per
month community rate. Adjustments may be negotiated to the base rate for a vari-
ety of reasons, including changes to their standard benefits package, the demo-
graphics of the Federal group, and the utilization of benefits by the Federal group.

Contract Administration and Financial Oversight

Our oversight focuses on key areas of plan performance, including attention to
quality, customer service, and financial accountability. Measures and expectations
regarding quality assurance, patient safety, prevention of fraud and abuse, and com-
pliance with accounting standards are built into our contracts. Some measures, such
as the results of the industry standard consumer satisfaction survey conducted an-
nually, and the accreditation of health plans and providers by independent accred-
iting organizations, are reported to our members in both print and electronic format.
Members use the information, often in conjunction with decision support tools that
we provide on our web site, to choose their health plan during the annual open sea-
son.

We began recently to centralize plan performance data in a data repository that
facilitates analysis by contracting staff. All of our contracts include mechanisms
through which profits can be adjusted based on performance.

In addition to oversight by the contracting office, all carriers are subject to audit
by the independent OPM Inspector General (IG). As a result of the close collabo-
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rative relationship between the contracting office and the IG, the program recovers
on average more than one hundred million dollars a year based on defective commu-
nity rate findings and unallowable administrative expense or benefit cost findings.
Policy Design

We administer the FEHB Program in a way that mirrors other employer-based
health insurance programs. We also are in compliance with all applicable, Federal
laws and meet all the standard Federal accountability requirements.

While the program has a statutory and regulatory framework, key aspects of plan
design, such as coverage or exclusion of certain services and benefit levels are in
neither law nor regulation.

Within broad parameters set by OPM, plans have the flexibility to determine both
their benefits package and their delivery system. Because policy guidance is devel-
oped by OPM and provided to the plans annually prior to the start of negotiations,
policy changes can be made quickly in response to market factors. For example, this
past year we accepted a proposal from one of our plans for a consumer-driven option
that reflects the development of new products in a fluid market.

Because our policy is to encourage innovation and private sector initiatives, plans
use business-based processes to achieve desired results. For example, when Blue
Cross and Blue Shield introduced its basic option a couple of years ago, they had
to make adjustments to their provider arrangements to ensure members access to
a nationwide provider network since the plan does not cover out-of-network services.
Other plans take a different approach and guarantee out-of-network benefits only
in parts of the country where they cannot develop a strong provider network, such
as rural areas.

While plans have considerable flexibility to deal with specific issues such as access
to services, the FEHB Program, by statute, has a provision for “Medically Under-
served Areas” that ensures that Members have access to health care providers. Our
fee-for-service plans must pay for covered services provided by any licensed provider
practicing within the scope of his or her license, even if that provider is not consid-
ered a covered plan provider.

Conclusion

The FEHB Program uses a hybrid approach that shares practices with both public
sector and private employer health insurance programs. While we believe the pro-
gram has been very successful over its long history in offering Federal employees,
retirees, and their families quality coverage for a reasonable price, we are always
looking for ways to ensure that it continues to reflect the current health care envi-
ronment, meet the needs of its members, and serve the Government in its recruit-
ment and retention efforts.

We have benefited from close collaboration with the participating health plans
and with other purchasers, including those on the panel with me today. We also
work closely with the Center for Medicare and Medicaid Services (CMS), particu-
larly on issues affecting the population we serve jointly, our Medicare-covered retir-
ees.

We think that the FEHB Program is an excellent example of effective public-pri-
vate partnerships.

Thank you for inviting me to be here today. I will be pleased to answer your ques-
tions.
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RESPONSES TO QUESTIONS FROM SENATOR BAUCUS

MONTANA

22

LINCOLN

i’HYSICIAN S IN ACTIVE PRACTICE BY COUNTY
TOTAL: 1,886 : o
January 31, 2003 Source: Montana Medical Association

MMA Bulletin Page 6,Volume 56, Number 1

Question 1: We often hear that the Federal Employees Health Benefit program
(FEHB) boasts 7 national fee-for-service programs with 12 national plan options. We
hear that federal employees all over the country can choose a plan that best meets
their need, no matter where they live, and even if they live in the most remote part
of the country.

During your testimony to the Finance Committee, I asked you if all federal em-
ployees really have the same access to services in all areas of the country. You re-
sponded:

Everybody has the same access given the availability of providers in the geo-
graphic area. So, in an urban area, a person might have to drive less than a
mile to get a physician. In some of the rural areas, it may be 50 miles or more.
But that’s not because we don’t have a provider in the network; it’s because that
happens to be the closest provider in that geographic area.

A recent analysis by Senate Finance Committee minority staff found that, for fed-
eral employees in Montana, the only plan for which that statement holds true is
the Blue Cross Blue Shield plan. The GEHA and Mail Handlers plan options do not
contract with many—if any—physicians in many counties of the state (see table
below). Together, Blue Cross Blue Shield, GEHA and Mail Handlers are the three
plans that represent 65 percent of total FEHB enrollment.

Based on this analysis, would you agree with my conclusion that Blue Cross Blue
Shield plan is really the only viable option for federal employees in Montana who
want convenient access to providers in their area?
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Access to Physicians Under FEHBP Plans in Selected Montana Counties

Montana Total # of Medicare FEHB BCBS FEHB GEHA FEHB Mail Handlers
County physicians participating | in-network in-ne.tv.vork in-network physicians
in county physicians physicians physicians
Beaverhead 15 12 10 4 0
Dawson 11 10 7 1 1
Fergus 18 14 13 1 0
Liberty 3 3 1 0 0
Lincoln 22 18 18 6 6
Prairie 1 0 0 0 0
liichland 13 10 10 0 |

Source: Senate Finance Committee staff analysis of Medicare physician participation data, www.fepblue.org, www.geha.com, and
www firsthealth.com.

Answer: Since the fee-for-service plans introduced preferred provider networks
into the Federal Employees Health Benefits (FEHB) Program in the 1980s, we have
always made clear in our informational materials that the preferred provider benefit
is an enhancement over the standard non-network benefit offered by the plans. In
a typical network arrangement, the provider agrees to accept a rate of payment
lower than billed charges in exchange for advantages such as more potential pa-
tients, expedited reimbursement, and other services offered by the plan. Often plans
monitor the services provided in-network to ensure that their providers are well in-
formed about current practice patterns and new developments in health care deliv-
ery. The plan, in turn, can pass on the benefits it derives from provider participa-
tion in the network to members in the form of lower out-of-pocket costs when they
use a preferred provider. Those lower costs are offered as an incentive to members
to choose in-network services when they are available. We have never guaranteed
in-network coverage except in the Blue Cross Blue Shield (BCBS) Basic Option.
Since Basic is an Option in a nationwide plan and it provides no coverage for out-
of-network services, we negotiated special provisions to ensure that coverage would
be available everywhere in the country. While the other nationwide plans, such as
GEHA and Mail Handlers, make a concerted effort to keep expanding their net-
works, they do not guarantee in-network coverage everywhere in the country. How-
ever, GEHA and Mail Handlers members have access to all of the providers avail-
able in the community. But for those providers that have not agreed to accept a dis-
counted payment rate, the member does not get the advantage of reduced out-of-
pocket costs. Information on provider availability is available during the annual
open season, and members make their plan election based on that information as
well as other factors that help them determine which plans best suits their needs
and the needs of their family.

Question 2: During your testimony to the Finance Committee, I asked you wheth-
er enrollees in FEHBP have access to specialists located in rural areas. You re-
sponded:

I think that we can demonstrate that there are not only primary care physi-
cians but specialists available. . . . Although there are certain differences
among the plans and as I suggested earlier, Blues basic is probably the best,
simply because of the structure of that plan it was necessary for them to make
special arrangements to have access absolutely everywhere our other fee-for-
service plans may not have broad access, but they have reasonably good access,
I must say.

Later, you added:

In urban areas, where there are more providers available, some may not be
in the network. But typically in areas where there are fewer providers avail-
able, virtually every provider is in the network, because that’s the only way you
can arrange 1in-network service in every geographic area.

However, a recent analysis by Senate Finance Committee minority staff found
that even the Blue Cross Blue Shield Standard Option does not include many spe-
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cialists in its network, and as a result, many rural Montanans must travel signifi-
cant distances to receive care from an in-network specialist or else face higher
deductibles or cost-sharing amounts.

Montana Access to Selected Specialists Under Medicare and FEHBP Blue Cross Plan

Montana Town Specialty Medicare Included in Nearest In-Network
Participating Blue-Cross Specialist
Physician? Network?
Augusta Obstetrics & Gynecology Yes No 63 miles (Great Falls)
Bozeman Neurology Yes No 98 miles (Helena)
Butte Neurology Yes No 53 miles (Helena)
Columbia Falls Psychiatry Yes No 32 miles (Trenton, ND)
Dillon Orthopedic Surgery Yes No 55 miles (Butte)
Dillon Diagnostic Radiology Yes No 55 miles (Butte)
Glasgow Diagnostic Radiology Yes No 158 miles (Havre)
Glasgow Urology Yes No 270 miles (Great Falls)
Glendive Psychiatry Yes No 219 miles (Billings)
Glendive Diagnostic Radiology Yes No 219 miles (Billings)
Hamilton Diagnostic Radiology Yes No 42 miles (Missoula)
Kalispell Nephrelogy Yes No 121 miles (Missoula)
Livingston Orthopedic Surgery Yes No 25 miles (Bozeman)
Miles City Diagnostic Radiology Yes No 144 miles (Billings)
Sidney Radiology Yes No 42 miles (Williston, ND)

Source: Senate Finance Committee staff analysis of Medicare physician participation data, www.fepblue.org, and
www.bluectossmontana.com.

Based upon this analysis, do you still believe that Blue Cross enrollees have rea-
sonable access to in- network health care providers in rural Montana?

Answer: For the record, the BCBS rural access standard for key specialties, in-
cluding cardiology, gastroenterology, general surgery, ophthalmology, orthopedic
surgery, otolaryngology, and urology, is that 90 percent of members will have access
within 75 miles of their home.

In rural areas, there may be isolated instances where highly specialized care is
not available at the Preferred benefit level within a 75 mile travel distance. In most
instances this is due to the fact that there is no provider in the area. The Montana
BCBS plan requires that all of its providers be credentialed. The credentialing proc-
ess protects consumers because it ensures that the providers who treat them meet
generally accepted quality standards. Some providers decide that they do not want
to complete the paperwork required. A few do not meet the credentialing require-
ment. Some of those who refuse to be crentialed, although they may not be Pre-
ferred, are Participating with BCBSMT. Many OB—-GYN providers and Orthopedic
Surgeons in the Bozeman area fall into that category. Participating providers, be-
cause they have a contractual relationship with the Montana Plan, cannot balance
l())ill members for charges in excess of the Plan allowance under the BCBS Standard

ption.

In the specific instance you cite of a urologist practicing in Glasgow but not par-
ticipating in the BCBS network, I have verified that the sole practitioner in that
specialty has now retired. However, in all instances, primary care providers are
available and routinely provide similar service to BCBS members. In addition, there
are network specialists that visit rural hospitals to see patients on a weekly or
monthly basis although they do not have offices in the area. While they do evalua-
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tions, minor testing, surgeries and follow-up care, major diagnostic testing and/or
surgery typically is done at an urban or suburban hospital.

Finally, Basic Option members may use their “exception” process negotiated by
OPM and noted in the BSBS plan brochure. The brochure directs members in spe-
cial provider access situations to contact their Local Plan for more information. The
“exception” process allows for case by case exceptions if a Preferred Provider is not
available. However, since the providers whose services may be covered on an excep-
tion basis are not network providers, they are not listed in the plan directories.
Members who contact the Local Plan prior to receiving services will be granted an
exception if no Preferred Provider is available within the distances specified in the
access standards. If a member receives services without contacting the Local Plan,
the claim may be denied initially, but will be paid if reconsideration is requested
in accordance with the provisions of the contract.

Question 3: During your testimony to the Finance Committee, you discussed ac-
cess to services from remote rural hospitals with Senator Breaux:

BREAUX: You pick the most rural county in America, you probably have a Fish
and Wildlife Service employee or a USDA employee or a postal worker that has the
FEHBP health care plan. How does that person get insurance coverage when there
is no competition . . . how does FEHBP guarantee that that person gets health
care at an affordable price?

Brock: Well there are a couple of ways. For one thing, as I mentioned earlier,
under the Blue Cross-Blue Shield basic option, that plan, because it’s a nation-wide
in-network-only plan, has guaranteed access. Absolutely everywhere in the country
has access to an in-network benefit.

Breaux: OK, suppose that hospital is the only hospital in the county?

BLOCK: Then that plan has made special arrangements to include that hospital
in its network. . .

BRrREAUX: But you have at least one national plan that would make sure that that
hospital, that doctor, if they’re the only ones in that county, are included in the plan
that’s offered by the FEHB provider?

Brock: That’s correct.

Research by the Senate Finance Committee minority staff indicates that in Mon-
tana at least three rural hospitals are not included in the Blue Cross-Blue Shield
network: Fallon Medical Complex in Baker, Big Sandy Medical Center in Big Sandy,
and Dahl Memorial Hospital in Ekalaka. All of these hospitals participate under
Medicare. But federal employees in these communities who are seeking in-network
hospital care must drive thirty to sixty miles to obtain it sometimes across state
lines.

Based on this research, do you still believe that every facility that is the only hos-
pital in a rural county is included in the Blue Cross-Blue Shield network?

Answer: All BCBS members have access to the 3 rural hospitals cited in emer-
gency situations. However, 2 of the 3 are not full service hospitals and could not
provide the full range of services. Nevertheless, the Montana BCBS plan has asked
all of those hospitals to accept a 10 percent discount if they participate in the net-
work. These facilities have made the business decision to not accept the discount
or participate in the network. BCBS of Montana will continue to seek their partici-
pation in the network.

Question 4: Relatively few FEHBP enrollees switch plans each year, even in light
of rapid increases in premiums. Some argue tat the fact that OPM does not require
standardized benefits and cost-sharing makes it very difficult for enrollees to ade-
quately evaluate their plan options. As a result, few enrollees switch plans during
the open enrollment period. Would enrollees have an easier time selecting a health
plan, if all of the benefit packages were standardized?

Answer: OPM and the FEHB participating health plans provide extensive infor-
mational materials during the annual open season. In addition to printed informa-
tion, the OPM web site offers retirees as well as employees data in user friendly
format including decision support tools to facilitate plan comparison. Standardized
benefits would dilute the strength of the FEHB Program which is consumer choice.
Members would no longer be able to select the plan that best meets their needs if
all plans were, in fact, identical. We believe that relatively few enrollees switch
plans each year because the vast majority is very satisfied with the plan they are
in. There is a one percent decrease in premiums due to enrollees switching plans,
presumably because they have determined that the benefits by those plans meet
their needs.

Question 5: Please provide a breakdown of the number of FEHBP plan options
ang the percent of eligible FEHBP members enrolled in each plan for all 50 states.

nswer:
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RESPONSES TO QUESTIONS FROM SENATOR LINCOLN

Question 1: It is my understanding that all FEHBP fee-for-service plans are actu-

ally preferred provider organization (PPO) networks that charge higher cost-sharing
for “out-of-network” health care services. A federal employee residing in rural Ar-

kansas recently told me that he would have to go out of his PPO network in order
to visit his local hospital, and to stay in network, he would have to drive many

hours. I understand that PPOs don’t contract with providers in all areas. Is this a
particular problem in rural areas? Do rural beneficiaries typically have to go “out
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of network” to receive care from their local providers (and thus pay higher copays
and deductibles?) How does this compare to traditional Medicare?

Answer: Since the fee-for-service plans introduced preferred provider networks
into the Federal Employees Health Benefits (FEHB) Program in the 1980s, we have
always made clear in our informational materials that the preferred provider benefit
is an enhancement over the standard non-network benefit offered by the plans. In
a typical network arrangement, the provider agrees to accept a rate of payment
lower than billed charges in exchange for advantages such as more potential pa-
tients, expedited reimbursement, and other services offered by the plan. Often plans
monitor the services provided in-network to ensure that their providers are well in-
formed about current practice patterns and new developments in health care deliv-
ery. The plan, in turn, can pass on the benefits it derives from provider participa-
tion in the network to members in the form of lower out-of-pocket costs when they
use a preferred provider. Those lower costs are offered as an incentive to members
to choose in-network services when they are available. We have never guaranteed
in-network coverage except in the Blue Cross Blue Shield (BCBS) Basic Option.
Since Basic is an Option in a nationwide plan and it provides no coverage for out-
of-network services, we negotiated special provisions to ensure that coverage would
be available everywhere in the country. While the other nationwide plans, such as
GEHA and Mail Handlers, make a concerted effort to keep expanding their net-
works, they do not guarantee in-network coverage everywhere in the country. How-
ever, GEHA and Mail Handlers members have access to all of the providers avail-
able in the community. But for those providers that have not agreed to accept a dis-
counted payment rate, the member does not get the advantage of reduced out-of-
pocket costs. Information on provider availability is available during the annual
open season, and members make their plan election based on that information as
well as other factors that help them determine which plan best suits their needs
and the needs of their family.

For BCBS nationwide, 97 percent of inpatient claims, 93 percent of outpatient
claims, and 93 percent of professional claims are for in-network services. For GEHA,
the percentages are 80 percent, 80 percent, and 74 percent. For the Mail Handlers
Benefit Plan, the overall percentage is 69. We do not have a breakdown by type of
service. While access to network providers may be a reason members go out-of-net-
work for services, the biggest reason is that they have an established relationship
with an out-of-network doctor. The BCBS outside network access standard for a pre-
ferred provider is 75 miles in rural areas. BCBS data for Arkansas indicates that
the standard of 30 miles for both primary care physicians, including internal medi-
cine, general practice, pediatrics, family practice, and obstetrics and gynecology and
for hospitals is met, as well as the standard for key specialties, including cardiology,
gastroenterology, orthopedic surgery, otolaryngology, and urology. There are situa-
tions where no provider is available within the standards. If only a non-network
provider is available, in special provider access situations, members in Basic Option
may use the case by case exemption process available to them by contacting their
Local Plan.

Question 2: I've looked at the health plan offerings in my home state of Arkansas.
Nearly everyone is enrolled in Blue Cross/Blue Shield because there are no local op-
tions or HMOs for federal employees in Arkansas. The last HMO to be offered to
Arkansas FEHBP members pulled out of the program in 2000. Similarly, the last
Medicare HMO (in the Medicare+Choice program) pulled out in 20001. I see a trend
here. In recent years, how many enrollees have been forced to change insurance
plans because they withdrew from the program? Are local options (HMOs) hard to
come by?

Answer: BCBS is the most popular plan in the FEHB Program nationally, as well
as in Arkansas. It is the most popular health insurer in Arkansas not only for Fed-
eral members, but for all lines of business. Nevertheless, more than one-third of
Federal employees and annuitants in Arkansas have chosen to enroll in one of the
other ten options available to them. Although the number of HMOs available na-
tionally has declined in recent years as a result of mergers and consolidations in
the industry, they are still widely available in some areas of the country. However,
in some areas, including rural areas, health plans have less economic leverage be-
cause there are few competing providers. Over all, although the FEHB Program has
lost 178 HMOs in the past 5 years, the number of enrollees affected has been rel-
atively small. In 2002, 27,000 enrollees were affected. In 2003, the total was 27,461.
These numbers represent well under one percent of the total FEHB enrollment.

Question 3: In Arkansas, 78 companies have withdrawn from the Arkansas health
insurance market since 1992. 66 of these withdrawals have taken place within the
last five years! Additionally, in Arkansas and ten other states, there are no HMO
plans available to FEHBP beneficiaries. The claim by the President is that remod-



113

eling Medicare based on FEHBP would increase choice for beneficiaries. But, what
kind of choice does FEHBP really offer in Arkansas and the other states that offer
only fee-for-service (really PPO) plans? What would be different for Medicare bene-
ficiaries in these states if they were moved into an FEHBP—Ilike system? It seems
that the only difference is that they would be giving up Medicare’s choice of doctor
at a guaranteed price for a PPO program in which they would face unknown out-
of-pocket costs for seeing the doctor or hospital of their choice.

Answer: Most people in Arkansas are enrolled in plans offered by a few large car-
riers. While this is generally true in other states as well as in the FEHB Program,
many enrollees can and do take advantage of choice. Overall, about 27 percent of
FEHB members are enrolled in HMOs. The percentage of active employees is higher
at 36 percent. The disparity in our Program, in part, is the result of coordination
mechanisms unique to the FEHB Program that would not be true in an expanded
choice system such as the President proposes. For FEHB enrollees, the out-of-pocket
costs associated with seeing a non-network provider are fully disclosed in every plan
brochure so that our members are not facing unknown costs.

The current economic and regulatory environment in Arkansas has had the result
you cite. We understand that the situation is so dire that Governor Huckabee re-
cently signed a law allowing small employers access to the Medicaid system via a
waiver. Despite this upheaval in the Arkansas insurance market, Federal employees
continue to enjoy a broad range of coverage options through the FEHB Program. No
national open enrollment plan has withdrawn from the Program since 1996. Federal
employees enrolled in these plans can choose their own doctors and also pay less
out of their own pockets for medical care than do Medicare beneficiaries when they
receive care from network providers. As I understand it, the President’s proposal
would make similar plans available to Medicare beneficiaries.

Question 4: Blue Cross/Blue Shield covers over 50% of FEHBP enrollees nation-
wide, and about 67% of FEHBP enrollees in Arkansas. What if Blue Cross/Blue
Shield pulled out of the FEHBP program? I understand that this was a real possi-
bility in 2002, when Blue Cross threatened to withdraw from FEHBP. What did
OPM do to keep the in the program? Since this plan covers most FEHBP enrollees,
doesn’t it—and not the OPM—have the upper hand in negotiations? How does this
affect your ability to negotiate benefits and premiums and run an efficient program?

Answer: While BCBS does have over 50 percent of the enrollment in the FEHB
Program, that has not limited our ability to negotiate benefits and premiums and
run an efficient Program. Several factors contribute. First, the national FEHB en-
rollment in BCBS makes us their largest customer. We pay them about $10 billion
in premiums each year, no small change even to the largest insurer in the country.
About 97 percent of that amount covers the cost of claims. Administrative expenses
are carefully monitored by both the contracting office and the independent OPM In-
spector General. The service charge or profit available is negotiated annually based
on a regulated formula and is well under 1 percent of premium. The plan has every
incentive to keep its rates as low as possible since the FEHB Program is a competi-
tive market. Second, OPM staff carefully monitors the performance of all the plans
in the Program, including the BCBS plan. Since the inception of the Program, the
Association has established a special office to administer our account. We deal with
that office daily to ensure that customer service levels meet our requirements.

In regard to the threatened pull-out at the end of 2002, the issue involved applica-
tion of the Cost Accounting Standards. FEHB Plans have been exempted from the
standards by statute for the past 4 years. However, as we were closing negotiations
and gearing up for the annual open season, continuation of the statutory exemption
was not certain. Therefore, the Director of OPM, Kay Coles James, used her statu-
tory authority to waive coverage for all affected FEHB contracts. She made that de-
termination with the certainty that adequate oversight provisions were in place to
monitor the financial operations of the plans.

Question 5: 1 understand that active federal workers, who are typically younger,
are more likely to choose an HMO than retirees. Also, a recent article in Health Af-
fairs shows that most Medicare beneficiaries aren’t interested in joining a Medicare
HMO. Do you think federal retirees are more likely to choose less restrictive fee-
for-service/PPO plans because they have the ability to better choose their own pro-
viders?

Answer: Federal retirees are more likely to choose fee-for-service plans because of
unique features of FEHB and Medicare that allow them to use those plans as a
Medicare supplement, resulting in broad coverage with very low levels of cost shar-
ing. Typically, retirees who used an HMO delivery system extensively before they
retired remain in those plans. For that reason, the California Kaiser plan has an
unusually large FEHB retiree enrollment. Others who used the fee-for-service/PPO
system prior to their retirement tend to remain in those plans.
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For active workers, the PPO option has long been an attractive alternative. This
mirrors the trend in private insurance markets away from tightly managed care and
toward more open provider networks. As I understand the President’s proposal, he
would make these same sorts of networks broadly available to Medicare bene-
ficiaries. The Health Affairs article you cited lists several reasons for the recent de-
cline in Medicare+Choice enrollment, including a slowdown in Federal payments to
plans. Supplemental coverage is another reason mentioned in the article. Because
Medicare offers coverage that is less generous than that typically offered by private
plans, the vast majority of Medicare beneficiaries need supplemental coverage. Some
qualify for public programs like Medicaid and veterans benefits. About on-third have
coverage through their former employers. Others purchase their own supplemental
private insurance policies, which tend to be fairly expensive. Because
Medicare+Choice plans generally require lower copayments than Medicare and usu-
ally cover more services, the plans are very popular among beneficiaries who do not
have supplemental coverage. The article reports that 39 percent of beneficiaries who
live in a county with a Medicare+Choice plan and who do not get supplemental cov-
ell"age through a former employer or Medicaid are enrolled in a Medicare+Choice
plan.

Question 6: Public programs like Medicare and Medicaid are a significant source
of revenue for health care providers in Arkansas. Some hospitals in my state have
expressed reservations about the President’s plans to privatize Medicare because, in
their experience, Medicare HMOs paid a lot less than Medicare. Can you comment
on the experience of health care providers in the FEHBP program? What would hap-
pen to these providers if we were to privatize Medicare? If they are shut out of PPO
networks, won’t they financially suffer?

Answer: 1 do not interpret the President’s proposal as an attempt to privatize
Medicare. His proposal clearly stipulates that beneficiaries will retain the option to
enroll in traditional Medicare fee-for-service, but adds a new option that would give
Medicare beneficiaries the same sorts of choices among private plans that Federal
workers have now.

It is hard to understand why providers believe that a private option for Medicare
beneficiaries would change their revenue stream. While the rates paid by private
health plans are negotiated, and providers can refuse to contract if the offered rate
is not satisfactory, Medicare reimbursement is set by regulation and Medicare is so
large that few hospitals can choose not to participate. In our experience, Medicare
DRGs are not generally higher than negotiated network rates. Thus, hospitals
should not suffer diminished revenues from contracting with private insurers.

Question 7: A January 2002 report by the Congressional Research Service on the
FEHBP program explains that in general all FEHBP plans limit enrollees’ choice
of providers. In PPO plans, CRS found that enrollees do not know what the coinsur-
ance rate will be for seeing an out-of-network provider and face great difficulties in
determining what those costs will be. Do you know what the average out-of-pocket
coinsurance rate is in FEHBP plans, and what that amount is in Arkansas?

Answer: The FEHB fee-for-service/PPO plans do not limit the choice of providers.
Except for the Blue Cross Blue and Shield Basic Option, members have a complete
choice of providers, since all the other national plans offer an out-of-network benefit.
Of course, the basic concept of PPO networks is to give members an incentive to
use network providers by reducing their out-of-pocket costs if they do so. PPO net-
works have saved the FEHB Program and therefore both the taxpayers and the
members millions and millions of dollars since their inception in the late 1980s and
early 1990s. We disagree that members do not know the coinsurance rate for seeing
an out-of-network provider since the out-of-network benefits are spelled out explic-
itly in the plan brochures. We know precisely the coinsurance rates for out-of-net-
work services for every plan in the Program since we negotiate those benefits with
every plan annually. The rates are the same in Arkansas as anywhere else in the
country. The out-of-pocket dollar costs for out-of-network services will depend upon
the billed charges and plan allowance for a particular service.

Question 8: I've noticed that the number of HMOs participating in FEHBP nation-
wide has fluctuated from 470 in 1996 to less than 200 today. In Arkansas, we have
no HMOs participating in FEHBP. The commercial HMOs in Arkansas that used
to participate in FEHBP pulled out because they say they suffered huge losses. Is
this a nationwide trend that you think will continue?

Answer: It is true that many HMOs changed marketing strategies and left some
markets. In some cases it was because of financial losses. In others it was an esti-
mate that the risk was too great. In some cases, it was related to business problems
that led to corporate bankruptcies or restructuring. The HMOs seem to have re-
versed the loss problems that many faced during the last few years. However, there
are areas of the country where cost pressures are making it increasing difficult for
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HMOs to negotiate the provider rates they need to offer their types and ranges of
benefits.

PREPARED STATEMENT OF BRUCE E. BRADLEY

Mr. Chairman, Ranking Democratic Member Baucus, and distinguished Members
of the Finance Committee, my name is Bruce Bradley. I am director of Health Plan
Strategy and Public Policy for General Motors and it is a pleasure to be before you
today to discuss private sector approaches to purchasing the delivery of high quality,
efficient health care. This is an issue that has been a focus of my professional career
including nearly two decades of managing health plans and community-based health
maintenance organizations, as well as my responsibility for developing and imple-
menting value-based health care purchasing over the past twelve years at GTE and
General Motors.

I am particularly proud of General Motor’s commitment to improve health care
by focusing on value oriented purchasing with an emphasis on accountability for
high quality care and positive medical outcomes. We believe our work not only bene-
fits our employees, retirees and our stockholders, but also makes a contribution to
improving the overall health care system by encouraging health care delivery
changes that benefit other patients, purchasers and communities as well.

Not surprisingly, we strongly believe that quality and performance based strate-
gies by other purchasers, such as the Medicare program, can and will improve the
health care system for all consumers and payers of health care. With this in mind,
we support the Employer’s Coalition on Medicare and bipartisan efforts to mod-
ernize and improve health care delivery within the Medicare program, including—
but not limited to—the eventual enactment of a meaningful and universal Medicare
prescription drug benefit within the broader context of reform. We therefore greatly
appreciate the opportunity to share GM’s experience driving quality improvement
and health care delivery reforms that could potentially be applied to Medicare on
behalf of the program’s beneficiaries and the taxpayers who support it.

GM Experience

At General Motors, we provide health care coverage for over 1.2 million employ-
ees, retirees and their dependents at an annual expense of over $4.5 billion. We are
self-insured and provide numerous plan choices for our beneficiaries. We offer tradi-
tional indemnity plans and contract with over 160 HMOs and PPOs. GM spends
over $1.5 billion a year on prescription drugs alone. We manage this drug benefit
quite aggressively and I will detail some of these efforts in short order. However,
we are also very committed to competitively oriented management of all our health
care plans and all the services they provide.

We believe that there is significant clinical and administrative waste in our na-
tion’s health care delivery system that contributes to not only excessive expendi-
tures, but far more important, substandard care. One cannot come to any other con-
clusion when studies find that billions of dollars are wasted in unnecessary and in-
appropriate health care diagnostics and interventions, that hundreds of thousands
of lives are put at risk and countless unnecessary and expensive hospitalizations
ensue as a result of medication errors, and that nearly 100,000 Americans a year
die as a result of preventable medical errors just in hospitals. These figures really
strike home when you recognize that they could translate to the deaths of one to
two GM beneficiaries a day. This is unacceptable to us and should be intolerable
for all public and private plans.

GM’s Value-Based Purchasing Approach. Recognizing the quality and cost prob-
lems within the health care system and how they negatively affect us, GM has made
a company-wide commitment to improving health care and utilizing the best of
value-oriented principles of health care delivery to improve the care our employees
and retirees receive. To effectively do this it is necessary to develop and implement
performance expectations, measures of success and failure, and real incentives for
change. At GM, we have done all three.

First, we chose four major expectations or goals for health care delivery: (1) high
quality care, including positive medical outcomes, (2) patient satisfaction, (3) effec-
tive and responsive health plan and provider service delivery, and (4) value and cost
effectiveness. All four goals are critically important, as we believe they contribute
to a healthier and productive workforce and health care at a more affordable cost.
At a time when health care costs per employee in this nation far more than double
that of our worldwide competitors, we have no choice. More importantly, though, it
is the prudent management course of action to take.
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Second, we have developed scorekeeping methods that help us measure the per-
formance of our health care suppliers to determine if we are achieving our goals.
For example, we require the use and reporting of structural and process measures,
which determine if plans and providers have instituted proven methods that result
in better patient outcomes. Examples include frequent blood testing, eye exams and
foot exams for diabetics, use of computers to enter prescription drug orders in the
hospital, and Intensive Care Unit staffing. We also survey our members to deter-
mine satisfaction rates with their encounters with their plan and providers. Finally,
of course, we evaluate the costs to determine the plans and providers that most con-
sistently produce value for our multibillion dollar investment on behalf our employ-
ees, retirees and their families.

Third, and perhaps most important, we use our measures in a very competitive
fashion. The scores that our plans, and indirectly the providers they contract with,
receive are used as an explicit tool to improve care OR lose business. More specifi-
cally, we provide incentives for beneficiaries to move to higher quality plans as well
as to drive quality improvement in the plans. We do so through offering lower pre-
mium contributions for higher quality health plans, coupled with a report card pro-
viding information about each plan.

Our members vote with their feet and the best plans and providers significantly
improve their market share. For example, over the past six years, enrollment in our
“benchmark” or best HMOs have increased by 217 percent while enrollment in our
poorest performing HMOs have declined by 63 percent. This is the result of bene-
ficiaries moving to those organized health delivery systems that improved their per-
formance and produced higher quality health care. Also we have dropped a number
of poor performing plans. The CEOs of several of our newly designated benchmark
HMOs have told us that their improvement was directly influenced by GM’s
benchmarking strategy. In fact, from 1998 through 2002, our plans have produced
a 40 percent increase in their quality assessment scores.

As a consequence of our health care management techniques, our GM employees,
retirees and families are receiving better, more cost-effective care. Our plans, which
largely provide very similar benefit packages, are actually competing on the basis
of quality and cost—not on the basis of who can attract the healthiest beneficiary.
Good plans are rewarded and plans performing less well are given incentives to im-
prove. While we have used our purchasing leverage to drop poor performing plans,
our actual goal is to use our techniques to improve the quality of all plans and pro-
viders.

Mr. Chairman, I am pleased to report that a number of our plans and providers
have made dramatic improvements. For example, our largest organized health deliv-
ery plan, designated a “benchmark” this year, has made dramatic improvements in
its diabetes care performance measures resulting in reduced probability of hos-
pitalization, blindness and foot amputation of its diabetic members. Notably, after
reviewing our statistics on the performance of all of our plans for all the health care
they provide, we have found an explicit and positive statistically significant correla-
tion between plan performance and cost-effectiveness.

GM’s Management of Prescription Drug Costs. Mr. Chairman, I would be remiss
if I did not share with the Committee some of the benefit design, administrative and
competitive techniques we use to manage our $1.5 billion prescription drug benefit.
GM has a full time doctorate level clinical pharmacist on its health care initiatives
management team. Her role is to lead the management of our drug benefits, focus-
ing on quality and appropriate use, through both GM programs and a Pharmacy
Benefit Manager or PBM. To ensure we benefit as much as possible from the drug
managing techniques the PBM utilizes, we provide performance awards that provide
incentives for successes at assuring appropriate utilization, increasing the use of
quality generic drug products, and reducing cost growth.

In our efforts to improve the appropriate use of pharmaceuticals, we have drug
benefit designs with multi-tier co-payments to encourage the use of the most thera-
peutically and cost-effective medications. We utilize prescription drug counseling/
drug utilization review (DUR) programs to help ensure our enrollees avoid excessive
and inappropriate use of medications that can lead to drug interactions that can
have severe health and cost consequences. We also use physician-based therapeutic
interchange programs that encourage physicians to prescribe medications that are
both therapeutically and cost effective. And, as I have mentioned, we continue to
encourage plans to contract with hospitals that utilize computer-based prescribing
tools to ensure proper medication use.

The GM Quality Purchasing Experience and Implications for Federal Purchasers

Mr. Chairman, there are a wide range of interventions we and our health plans
use that we believe could improve Medicare’s ability to purchase higher quality,
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more cost-effective health care. Likewise, I believe that private purchasers would
generally benefit if Medicare were empowered to be a more competitive purchaser
of health care. We have noted that when Medicare and FEHBP do institute positive
changes that make the delivery system more efficient, all purchasers—including
us—indirectly benefit as well. We are aware of many excellent Medicare demonstra-
tion projects and encourage continued and widespread implementation of those that
add value by improving quality and efficiency for its beneficiaries.

The quality orientation approach GM now uses is something that we believe could
be applied to Medicare fee-for-service and managed care contracts as well. In recent
years, CMS, and formerly HCFA, has started to effectively push for and implement
quality measures. We have found our joint collaborations to be extremely fruitful.
For example, Medicare is actively participating in a number of public and private
sector performance measurement initiatives, most notably the National Quality
Forum. They have begun to use a series of hospital quality performance measures,
which combined with private sector use will have a real impact on quality improve-
ment. Medicare has also participated in several of GM’s community initiatives to
improve quality.

Applications of GM lessons learned for Medicare. There is no question, however,
that Medicare could use its purchasing leverage even more aggressively to produce
more value out of the health system. There is no reason that managed care plans
participating in the Medicare program could not be subject to greater accountability
for their quality performance similar to what I have previously described. Likewise,
contracts with private carriers and intermediaries administering the traditional
Medicare fee-for-service program could also be required to be held similarly account-
able. And CMS should certainly be given even more authority to drop contracts from
those plans, whether they are insurers administering the fee-for-service program or
managed care plans bearing insurance risk, that are not performing.

Having said this, few people know more than us that unassailable quality and
cost-effectiveness measuring tools have yet to be fully developed. Moreover, the risk-
adjustor to fairly evaluate differential patient mix by different plans and providers
will—for the foreseeable future—be subject to some level of dispute. As such, in the
more politically sensitive world of Medicare, it might well be more difficult and con-
troversial for Medicare to implement these approaches than it has been for us. It
would be our hope, however, that the Congress and the Administration could cite
the ever improving valued-based purchasing techniques that GM and other innova-
tive large private purchasers are using and developing as the very rationale for
moving ahead in this arena.

Just as we believe that a modernized Medicare program should be empowered to
promote a much greater emphasis on quality and value, we share the Congress’ be-
lief that it is long past time for the program to be updated and include a well-man-
aged and meaningful outpatient prescription drug benefit. We believe that the man-
agement and benefit design tools we use to ensure appropriate prescription drug uti-
lization can and should be utilized by Medicare and we would be happy to provide
any assistance we can in this regard.

Conclusion

As T am confident you and most Members of this Committee in both parties well
recognize, we simply cannot allow less than perfect quality improvement measures
and sometimes politically difficult to implement purchasing improvements to be an
excuse for not taking steps now to improve Medicare and all health care in this na-
tion. If GM and our competitors took that course of action in the 1980s, American
car manufacturers would not have benefited from the quality improvements we now
have in our marketplace today. While many of the steps we took were similarly ex-
tremely difficult at the beginning, we simply would not be as competitive as we are
today.

Mr. Chairman, at GM we strongly believe the quality of care our employees, retir-
ees and their families are receiving has improved substantially and costs are per-
haps lower than they would otherwise be. However, the one indisputable fact we
have learned in our experience in managing health care is that no purchaser—pri-
vate or public—has a monopoly on wisdom. We all could do a better job at assuring
quality, affordable health care for our enrollees.

We benefit from learning from each other’s successes and failures. While private
purchasers can generally implement innovations more rapidly, we rarely have the
type of positive impact on overall health care delivery that public purchasers do
when they implement and improve on what we have done. We look forward to con-
tinuing our collaboration with you and others in the Federal government to ensure
that all health care consumers and purchasers and taxpayers alike receive the value
they deserve from their extraordinary financial investment in our nation’s health
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system. I hope my comments prove helpful in your ongoing efforts to modernize and
strengthen the Medicare program. I would be happy to answer any questions you
may have.

RESPONSES TO QUESTIONS FROM SENATOR LINCOLN

Question 1: In your opinion, what are the best ways Medicare could adopt a com-
petitive bidding model that encourages plans to compete on quality and price and
not by simply cherry-picking the healthiest beneficiaries? How can Congress ensure
that beneficiaries choose a plan based on both quality and price? For example,
would you agree that having a standardized benefit is important for beneficiaries
to make informed choices?

Answer: To best answer this question, I think it is important that we describe
GM'’s approach to ensuring that the health plans we contract out with compete on
quality and price. First, where possible, our contracts are oriented towards perform-
ance rewards rather than inadvertently providing incentives for plans to avoid sick
populations. Plans should not be compensated for their ability to segment healthy
from sick populations.

To work towards this end, we review in depth financial, cost and patient popu-
lation data to determine if rates are appropriate to the population served. If we de-
termine they are not, we negotiate and adjust subsequent contracts accordingly. In
addition, we—rather than our contract plans—determine the design of our benefit
packages. In practice, this means that our indemnity plans, our HMO plats, and our
PPO offerings each provide the same benefit design within their insurance category.
Finally, we review, manage and authorize the marketing information that is pro-
vided to each of our members to ensure that it is understandable, comparable and
objective. In combination, we believe these practices work to minimize the ability
plans to compete on the basis of risk selection.

Risk-adjustment payment mechanisms to compensate plans that are treating dis-
proportionately sicker patients can and should be utilized. While the state-of-the-
art techniques are far from perfect, we are encouraged by the work CMS is under-
taking to apply these techniques in their reimbursement process. Without doubt,
risk-adjustment mechanisms must be continually refined aid improved. In order to
do this, however, CMS must be given more explicit authority, timetables, and re-
sources, to achieve the most effective approach.

Question 2: Some prescription drug proposals would not count employer contribu-
tions toward out-of-pocket limits. In your opinion, what would the effect of such a
proposal be on employers to maintain prescription drug coverage to their retirees
under a Medicare prescription drug benefit?

We believe that not counting employer contribution towards out-of-pocket limits
within Medicare prescription drug benefit designs would lead to an acceleration of
employers dropping retiree health coverage all together. This would not only reduce
benefits for vulnerable populations, but would also eliminate the opportunity for
Medicare to learn and financially benefit from drug management techniques used
by employer-provided plans.

All parties believe it is in the best interest of the Medicare program for employers
to retain their commitment to retiree health plans. Purchasers, whether they are
consumers or employers, should have access to the same Medicare benefit. We
strongly object to the concept that employers voluntarily providing coverage should
in effect be assigned a differential benefit and a disincentive to retain current cov-
erage. Some of the current proposals would in effect treat Medicare beneficiaries
who happen to have retiree health coverage differently by reducing the value of the
Medicare benefit that is available to them (and by extension their employers) even
though the premium they pay for the benefit remains the same.

Not surprisingly, we strongly believe that employers providing supplemental bene-
fits to the Medicare standard package should not be subject to the so-called “true
out-of-pocket” cost provision. Moreover, we believe that retirees receiving employer-
based supplemental coverage should have access to a Medicare benefit package that
is designed to be more easily supplemented by an employer provided “wrap around”
package. These approaches would help encourage employers to continue to provide
retiree health benefits.

Question 3: You self-insure for the cost of your employees’ health care because as
a big employer you can save money that way. Yet there are members of Congress
who want to see Medicare, which is one of the largest payers for health care in the
country contact out to insurance companies for the cost of prescription drugs. What
are you thoughts about this? As a large purchaser wouldn’t it make sense for Medi-
care to self-insure for prescription drugs rather that contract to private insurers?
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It all depends on how well the program is managed. We believe that well man-
aged, risk-adjusted integrated health care plans could be an extremely desirable op-
tion for Medicare and the beneficiaries it serves. If done well, such a plan, based
on evidence-based care with a commitment to quality outcomes, could contribute not
only to improvements in care and affordability for beneficiaries and Medicare but
also for other patients as well, since Medicare influences so many health care prac-
tices.

Regarding stand-alone plans, your question suggests there may be problems asso-
ciated with relying on insurers or PBMs to manage stand-alone, risk-bearing drug
benefits. Such a model could be susceptible to risk avoidance techniques that could
increase costs and inappropriately segment patient populations. We believe an inte-
grated health plan would avoid such problems as it would be much more difficult
for plans to select risk if they have to provide the full range of services. And, as
I mentioned previously, however, we believe that CMS should be given the authority
iil needs to most effectively risk adjust its payments to plans to avoid problems in
this area.

Rear Admiral THOMASF. CARRATO,
USPHS

Deputy Assistant Secretary of Defense
for Health Plan Administration

RADM Carrato was appointed as the Deputy Assistant
Secretary of Defense (Health Plan Administration) within the
Office of the Assistant Secretary of Defense (Health Affairs),
and as the Chief Operating Officer of the TRICARE
Management Activity (TMA) on July 19, 2002. RADM
Carrato serves as the principal advisor to the Assistant
Secretary of Defense (Health Affairs) on DoD health plan
policy and oversight of the health plan performance. As
Chief Operating Officer, RADM Carrato is responsible for
the operations and performance of the TRICARE health plan,
medical and dental programs.

Prior to this position, RADM Carrato served as the Executive Director, TMA,
overseeing the Department of Defense’s TRICARE managed health care program for
members of the uniformed services, their families, retirees, and other eligible persons.
RADM Carrato previously served as the Department of Health and Human Service’s
Regional Health Administrator for Region IV, which includes the states of Alabama,
Florida, Georgia, Kentucky, Mississippi, North Carolina, South Carolina, and
Tennessee. He was the principal representative in the Region, providing advice and
participated in policy development and implementation of key health care initiatives in
the Southeastern United States. He managed regionally based programs of the Office of
Public Health and Science including the Offices of Emergency Preparedness, Minority
Health, Women’s Health, and Population Affairs.

From 1998 to 2000, R ADM C arrato served as the Chief O perating O fficer of the
TRICARE Management Activity, Office of the Assistant Secretary of Defense (Health
Affairs). Preceding this he spent 10 years involved in all facets of health policy, program
development, and operations within the Military Health System.

RADM Carrato began his Public Health Service Career in 1978 at the U.S. Public
Health Service Hospital on Staten Island, New York. His subsequent assignments
included tours at the Public Health Service Hospital in New Orleans, Louisiana; the
Alcohol, Drug Abuse and Mental Health Administration; the Health Resources and
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Services Administration; the Office of Health Maintenance Organizations; and the
Health Care Financing Administration. During the Mariel Boatlift, RADM Carrato was
assigned as the PHS Administrator at the Fort Indiantown Gap Refugee Camp where he
was responsible for the relocation of thousands of Haitian and Cuban refugees. RADM
Carrato was appointed as an Assistant Surgeon General of the United States on August
1, 1997.

RADM Carrato holds a Master of Science in Accounting from Georgetown University
and is a licensed Certified Public Accountant. In addition, he holds a Master of Social
Work from the University of South Carolina and is a licensed Clinical Social Worker.

RADM Carrato’s decorations include the Defense Distingnished Service Medal and the
Public Health Service Distinguished Service Medal.

RESPONSE TO A QUESTION FROM SENATOR BAUCUS

Question: An estimated $27 billion per year is devoted to the U.S. military health
system, funding care for 8.7 million TRICARE beneficiaries. As I understand it,
TRICARE contractors are not fully at risk for beneficiary spending, since most of
this population’s health care services are provided at the military’s own 75 hospitals
and 500 clinics. Can you please provide an estimate of the percentage of TRICARE
health spending for which TRICARE contractors are at risk?

Answer: The Department’s Unified Medical Budget (UMB) request for Fiscal Year
(FY) 2004 totals $28.143 billion. The requested budget is broken out as follows:

FY04 President’s Budget % of Total
Private Sector Care 12.232B 43%
Other UMB 15911B 57%
Total 28.143B 100%

Of the $12.2 billion budgeted for private sector care in FY 2004, $5.5 billion (19%
of the UMB) is programmed for application to the at-risk portion of TRICARE’s
Managed Care Support (MCS) contracts. Each MCS contractor faces risk that
changes in prices, beneficiary population totals, health care service utilization, and
other factors may result in contract costs exceeding the contractor’s initial bid price.
If this occurs, the contractor must pay for a portion of the overrun (i.e., the con-
tractor is “at risk” for a portion of the increased costs).

Defense Health Program workload data (see next page) for Fiscal Years 2000—
2002 show that the majority of outpatient visits were to military treatment facili-
ties, while a majority of inpatient admissions were to private sector facilities.
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PREPARED STATEMENT OF HON. BILL FRIST

Mr. Chairman, thank you for holding this hearing. I appreciate your commitment

to strengthening and improving the Medicare program.

As a doctor, I've treated thousands of Medicare patients. I've seen first-hand the
good the program has done for the health of America’s seniors over the past four

decades. And I've seen the good it still does every day in doctors’ offices and hos-

pitals across the nation.

When Lyndon Johnson signed the bill creating Medicare in 1965, he said, “No
longer will older Americans be denied the healing miracle of modern medicine.” But
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today, older Americans are being denied exactly that. Medicare is falling short of
its noble mission.

The program was designed at that time when sickness was defined by acute, epi-
sodic illnesses that generally required hospitalization. But since that time, health
care delivery, science, medicine, molecular biology, and genetics have been changing
dramatically and we have a system that has not adapted. The Medicare program
has not fully incorporated preventive care or chronic disease management. This is
a serious shortcoming. Approximately 80 percent of Medicare beneficiaries have at
least one chronic disease, and the 20 percent of beneficiaries with five or more
chronic diseases account for nearly two thirds of Medicare spending!. Beneficiaries
are not protected from unlimited out-of-pocket expenses. And we are all well aware
that Medicare does not cover outpatient prescription drugs.

America’s seniors deserve a Medicare program that responds to their health care
needs, adapts to medical advances, and prevents and manages disease rather than
merely treating individual episodes. They deserve choice—the choice of plan, choice
of provider, and choice of treatment. The framework for Medicare reform outlined
by President Bush earlier this year would be a good starting point. It would intro-
duce innovation and choice into the Medicare program through private plans com-
petition, similar to the programs enjoyed by most federal workers and many private
employees.

But as we shape final legislation here in the Senate Committee on Finance, we
need to look very closely at the experience of other public and private sector pur-
chasers. I would like to welcome our witnesses and thank them in advance for
agreeing to share some of the lessons they have learned in purchasing and providing
health care for millions of Americans.

We must take action this year to strengthen and improve the Medicare system.
The demographic tidal wave will not subside. It will not be easy and we appreciate
the experience and advice of those who know and understand the challenges in the
health care system and the Medicare population. I look forward to their testimony
and responses to our questions.

PREPARED STATEMENT OF HON. CHARLES E. GRASSLEY

Today I'm pleased to welcome four witnesses who will help us explore how com-
petition works in health care. Making health care in general—and Medicare in par-
ticular—more competitive has been a goal of many legislators over the years from
both sides of the aisle. I believe that competition in Medicare, if done right, has the
potential to change the lives of patients by lowering costs, improving benefits and
increasing quality. Today our witnesses—all of whom have experience purchasing
health care services in a competitive environment—will tell us what it takes to do
it right. Before I turn to their introductions, I want to again acknowledge the bold
commitment of President Bush in putting $400 billion on the table this year to
strengthen and improve Medicare. The President’s principles include adding a pre-
scription drugs and making the program stronger and better for beneficiaries. That
means improved benefits and higher quality care more in sync with what’s available
in private insurance today, like we in the federal employees’ plan have.

The President’s principles look to the federal employees’ plan as a model for Medi-
care. In the federal employees’ plan, all workers—even those in rural states, includ-
ing the postmaster in my home town of New Hartford, Iowa—have a choice of
health plans. Employees choose among competing plans for one that best suits their
own needs. Why shouldn’t seniors living in the same town have that same choice?
Unfortunately, our attempts to bring those kinds of choices to seniors in Medicare
have failed, especially in rural states like mine, where insurance companies have
given Iowans a “firm no”—even after we gave them bonuses and raised their base
payments. As a result, Iowa seniors have few choices but fee-for-service Medicare.
The environment is anything but competitive. So I will be especially interested in
the views of those here today who have made competition work for their bene-
ficiaries, urban and rural, and how we can replicate some of those success—and
avoid some of those failures—in Medicare.

Our first witness is Abby Block, who serves as Senior Advisor for Employee and
Family Policy at the Office of Personnel Management, or OPM. The OPM admin-
isters the Federal Employees’ Health Benefit Plan, which requires plans to submit
bids each year so that beneficiaries can measure a plan’s value themselves. Next
is Rear Admiral Thomas Carrato, who serves as Deputy Assistant Secretary of De-
fense for Health Administration. He oversees health plan policy and performance for

1Berenson and Hovarth, Health Affairs, January 22, 2003
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TRICARE, the health plan that serves our nation’s active and retired military and
their families. TRICARE also utilizes a competitive structure for making its health
care purchasing decisions. Third is Bruce Bradley, who serves as Director of Health
Plan Strategy and Public Policy for General Motors, which, as one of the largest pri-
vate purchasers in the country, provides competitive health plan choices to its 1.2
million employees. Finally, Lois E. Quam, Chief Executive Officer of Ovations, a
UnitedHealth Group Company, will address her own company’s experience with
competition, providing us with a plan’s perspective on what works, and what
doesn’t, when it comes to competitive bidding.

PREPARED STATEMENT OF LoIs E. QuaMm
INTRODUCTION

Thank you Chairman Grassley, Senator Baucus and other distinguished members
of the Committee for the opportunity to testify before you today. I am Lois Quam,
the Chief Executive Officer of Ovations, UnitedHealth Group’s business that focuses
on meeting the health care needs of the over-50 population. I am pleased to speak
on our experiences with providing health care services in a competitive market.

Ovations, and the other companies of UnitedHealth Group, have extensive experi-
ence providing health care services to the federal government, state governments
and private payers in many types of competitive environments. As the largest
health and well-being company in the United States, UnitedHealth Group’s oper-
ating businesses provide a diverse and comprehensive array of services to over 48
million Americans. We provide services to approximately 300 large employers, over
half of the nation’s 100 largest companies, and serve over one million beneficiaries
of Medicaid and other government-sponsored health care programs in 14 states.

UnitedHealth Group has a long-standing commitment to serving senior Ameri-
cans. Our participation in the Medicare program is fundamental to our core mis-
sion—to support individuals, families, and communities to improve their health and
well-being at all stages of life. We aim to facilitate broad and direct access to afford-
able, high quality health care.

My business, Ovations, is the largest provider of health care services to seniors
in America. We offer a unique perspective on Medicare because we are a major pro-
vider of services through the traditional fee for service program, health plans, and
demonstrations for the frailest Medicare beneficiaries. Our commitment is therefore
to Medicare and its beneficiaries—rather than a specific Medicare product offering.

Ovations is dedicated to helping Americans in the second half of life address
needs for preventive and acute health care services, deal with chronic conditions
and respond to unique senior issues relating to overall well-being. On behalf of
AARP, we operate the only national Medigap offering today. We deliver supple-
mental health insurance products and services to 3.7 million AARP members living
in all 50 states, the District of Columbia, Puerto Rico and the Virgin Islands.
Through this program, we provide prescription drug coverage to the majority of all
Medicare beneficiaries who receive drug coverage through Medigap plans. The pre-
scription drug card we offer, also working with AARP, is the nation’s largest, pro-
viding beneficiaries who remain in traditional Medicare with some of the best drug
discounts available. Over two million working aged and retirees receive Medigap
health coverage through our employer-sponsored programs. Through Evercare, our
business that serves the unique needs of frail elderly and chronically ill patients,
we provide specialized care services to nearly 25,000 frail elderly individuals and
36,000 elderly and disabled Medicaid beneficiaries on behalf of the federal govern-
ment and the states of Texas, Minnesota, Arizona, and Florida. Additionally, more
than 200,000 Medicare beneficiaries are enrolled in one of our Medicare+Choice
plans and nearly 4,000 are enrolled in one of our Preferred Provider Organization
(PPO) demonstration plans.

In 2003, we have reaffirmed our commitment to Medicare through continued ex-
pansion of Evercare, participation in the PPO demonstration, continued enhance-
ment of AARP offerings in all 50 states, and by making every effort to remain in
counties that are not marked by high reimbursement. In fact, we just received ap-
proval from CMS to introduce a PPO product in Council Bluffs, Iowa, and Omaha,
Nebraska. We support Medicare offerings in metropolitan, urban and rural areas
and have developed culturally sensitive programs such as multi-lingual customer
service and programs focused on social well-being.
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DESIGNING A BETTER MEDICARE

We believe a better Medicare would be a less expensive Medicare. It would be less
expensive because it would deliver services in a more cost effective way, allowing
for an expansion of benefits, not because it would cut payment levels or reduce ben-
efits. It would be more cost effective because it would vastly improve care to people
with chronic conditions and would provide greater emphasis on keeping healthy
beneficiaries healthy longer.

Addressing the needs of chronically-ill beneficiaries is imperative to the success
of Medicare modernization. The opportunity to improve the lives of chronically-ill
beneficiaries and conserve Medicare resources is enormous. Research has widely
documented the costs, lack of coordination, and poor health outcomes associated
with chronic illness.

¢ Medicare spends two out of every three dollars on people with five or more
chronic illnesses.

* A beneficiary with five chronic conditions has Medicare costs of about $13,700
per year, compared to $980 for a beneficiary with one chronic condition.

¢ Medicare beneficiaries with multiple chronic conditions experience unnecessary
or avoidable hospitalizations for illnesses that could have received effective out-
patient treatment.

e Per 1,000 beneficiaries, these hospitalizations increase from seven for people
with one chronic condition to 95 for beneficiaries with five chronic conditions,
and to 261 for people with 10 or more chronic conditions.

¢ There is clear evidence of adverse outcomes from hospitalizations exposing sen-
iors to risk factors for which they do not need to be exposed. In 1999, the Insti-
tute of Medicine released a report that contends that two million medical errors
occur in hospitals every year.

Research also has documented the effectiveness of various clinical and social
interventions designed to treat the highest users of Medicare services. One study
showed that nurse-directed education programs and follow-up interventions for pa-
tients hospitalized with congestive heart failure have reduced subsequent hos-
pitalizations by over one-half and overall health care costs by nearly $500 per pa-
tient. In addition, the evaluation of the PACE program for frail elderly beneficiaries
eligible for both Medicare and Medicaid shows that PACE program participants
have fewer hospitalizations and nursing home days, short-run improvements in
quality of life, satisfaction with care and functional status. A study of our own
Evercare program, which provides coordinated medical care through primary care
teams for institutionalized Medicare beneficiaries, shows a 50 percent decrease in
hospitalizations and improved family satisfaction. These types of results could be
achieved across the Medicare program. However, the government has not made
major changes to Medicare to address these issues.

HOW CAN COMPETITION LEAD TO A BETTER MEDICARE?

Many have contended that competition would reduce Medicare costs and improve
care. Competition does not automatically achieve desired goals. Our experience has
shown us that three principles are vital to competition that works:

1. The competitive process focuses on results for consumers
2. It promotes improvements in services
3. It aligns the interests of the parties

Results for Consumers

Competition will only succeed if it is focused on delivering results to consumers.
To do this, two conditions must be met. First, the unique needs of the different
groups of Medicare beneficiaries need to be understood and reflected in the Medi-
care program. Second, consumers should have the opportunity to choose based on
their own preferences rather than having the choice be made at the agency level.

The first condition is imperative to achieving a better, less expensive Medicare
program. In many ways, Medicare has operated in a uniform way, a one size fits
all approach. Competition can help Medicare provide options that are linked to the
diverse needs of beneficiaries—in particular those who have chronic illnesses.

The first condition is especially important when designing competitive offerings
for Medicare, because competitive designs have normally been modeled on the em-
ployer market. Medicare beneficiaries are very different from the employees of large
companies. They represent vastly different age groups and therefore very different
clinical needs. The average age of enrollees in employer-sponsored health plans is
37—half the median age of Medicare beneficiaries. Moreover, Medicare beneficiaries
have multiple chronic illnesses and comorbidities that are not addressed by the sin-
gle-focus disease management programs used by employers. Unlike the employer
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population, many Medicare beneficiaries cannot manage their own care due to de-
mentia or other functional limitations.

Currently, 50 percent of Medicare resources are consumed by five percent of Medi-
care beneficiaries. Reducing the impact of chronic illness requires a different ap-
proach than those currently provided through the Medicare program. Changing the
way the chronically ill and frail elderly are served by the Medicare system not only
will result in better quality of care for these beneficiaries, it also provides the best
opportunity for controlling costs associated with this special population. For exam-
ple, Evercare efforts have resulted in a 50 percent reduction in hospitalizations, a
97 percent satisfaction rating among families and a 20 percent reduction in the
number of medications consumed by enrollees.

Creating specialized approaches for treating the chronically ill also will provide
a more stable environment for general health plan competition. It will allow for
competition over cost and quality, not over risk selection. Without addressing the
issue of the highest users of Medicare services first, no amount of competition will
be effective in producing significant savings or improving outcomes in the Medicare
system.

Providing flexibility to establish programs that meet the varying needs of the var-
ious Medicare populations would provide dramatic results in improving the competi-
tive environment. A consumer-results focused approach would increase choices and
allow beneficiaries to select the plan that best meets their needs. It should include
programs that effectively deal with the health care needs of the highest users of
Medicare services, plans that focus on keeping healthy beneficiaries healthy, and
strategies designed to meet the unique aspects of our diverse culture.

Allowing consumers, rather than the contracting agency, to select from competing
options is vital to successful competition. The agency should establish a framework
and then allow for a variety of Medicare options to be offered within that frame-
work. This model most effectively responds to the diverse needs of beneficiaries,
beneficiary expectations, and offers the opportunity to develop best practices.

Our experience has shown us that competition that focuses on “competitive bid-
ding” tends to be process oriented, rather than results focused. Often, it serves to
reduce competition and limit consumer choice. It tends to reflect the preferences of
the contracting organization, which often are not aligned with those of consumers.
Competition that places great emphasis on low cost most likely would result in a
more restrictive health care option, not unlike a staff-model HMO with limited net-
works, rigid medical management practices (denial of care) and fewer beneficiary op-
tions. In our estimation, competitive bidding that relies on low bids or a “winner
takes all” approach provides high risk for both beneficiaries and the government.

Consumers look to Medicare for a degree of security and stability. This model does
not provide it. A consumer driven model that provides various options from which
beneficiaries may choose is more like the model used by large employers and even
the federal government. We think Medicare beneficiaries and their families are in
the best position to decide which plan is best for them.

Improvements in services

In addition to focusing on results for consumers, effective models of competition
are designed in a manner that fosters improvements in services. A better Medicare
encourages improvements in services. Historically, innovations in Medicare too often
have faced barriers because they are different from the status quo.

An effective competition model is one that encourages new and innovative ideas
and includes streamlined, efficient review processes that allow the government and
beneficiaries to quickly benefit from innovation and advances in technology. A struc-
ture that strives for a fair and reasonable balance between the need for regulatory
oversight and the promotion of quality health care, rather than a monolithic one,
would facilitate innovation and broader participation. Finally, an effective model of
competition would foster the development of population-specific approaches.

We participate in many effective competitive programs. Those that work best have
built in ways to improve services during the contract term. As a result, they have
mechanisms to allow dialogue, which can lead to a modification of terms and re-
quired conditions during the contract term. These competitive models assiduously
avoid contractor micro-management or over specification of process. Instead, they
rely on clearly articulated objectives and performance standards that are related to
those objectives.

Aligned Interests

Through our experiences, we have learned that the most effective contract rela-
tionships are those in which our incentives are closely aligned with the goals of our
customer. The best contracts include clearly articulated performance standards and
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appropriate incentives for results tied directly to functions over which the contractor
exerts control. We're proud to say that we have a good track record of meeting or
exceeding performance standards.

Effective contracts also include reimbursement levels that are reasonable and pro-
vide plans the opportunity to gain if they meet or exceed expected results for bene-
ficiaries. Additionally, contracts based on aligned interests seek ways of linking the
financing structure and the delivery system. They seek to achieve a true partner-
ship between both entities in order to provide the most effective services possible.

TRICARE AS A MODEL FOR MEDICARE

UnitedHealth Group spent considerable time and resources preparing a bid in re-
sponse to the recent Department of Defense solicitation for the next generation of
TRICARE contracts. We want to emphasize that we appreciate the leadership at the
Department of Defense and support its efforts to improve the TRICARE program.
However, after much consideration, we decided not to submit a bid. At the Commit-
tee’s request, we are providing our reasons for not participating.

There were many things we liked about the TRICARE solicitation, and we think
it should provide significant improvements in the program. However, from our point
of view, the solicitation was not structured in a manner that supported our three
principles of effective competition.

The TRICARE contracts are competitively bid under a “winner takes all” ap-
proach in each of the three TRICARE regions. This approach has led to a TRICARE
format that is strongly rooted in the existing contractor practices and the historic
practices of the TRICARE contract management staff. Therefore, while the Request
for Proposals (RFP), and the DOD leadership, has been articulate about the desire
to achieve results for beneficiaries, the actual RFP favored these historic, institu-
tional practices.

For example, one of the objectives of the TRICARE solicitation was the achieve-
ment of the highest levels of beneficiary satisfaction. However, rather than looking
to commercial contractors to offer best business practices, the solicitation estab-
lished complex reporting requirements, burdensome referral processes, and other
costly administrative items. The RFP requirements appeared to be historical and
process oriented rather than focused on producing the best results for TRICARE
beneficiaries. They did not seem to support the Department’s clearly articulated ob-
jectives and evaluation criteria.

Achieving “best value” health care is a principal objective of the DOD solicitation.
However, the solicitation requirements limit contractors’ ability to achieve this ob-
jective. For example, contractors are at risk for target health care costs, yet they
have no control over many key decisions and factors that could impact TRICARE
costs. These factors include benefit changes, implementation of best practices across
the direct care system, major policy changes and structural changes to the MHS.
Under this arrangement, the contractors assume tremendous risk while DOD main-
tains control of circumstances necessary for cost control and penalty avoidance. This
approach creates a gross misalignment of interests and negative practices, such as
1change ]glrders. As a result, the costs of the TRICARE program have been high and
ess stable.

In the end, we decided that the structure of the solicitation limited our ability to
deliver results to beneficiaries and improve services. Moreover, from our point of
view, the contract specifications and requirements did not align with the achieve-
ment of the Department’s objectives. We concluded that the TRICARE solicitation
contained barriers to entry for new competitors, and that only incumbent companies
would be likely to participate given highly specified process requirements in the
RFP and the ambiguity about provider financial risks.

Why TRICARE is an Ineffective Model for Medicare

Based on our experience with TRICARE, we do not believe it a good model for
Medicare. The Military Health System is very different than Medicare. As a result
of its dual mission and direct care system, it requires a tailored approach designed
to optimize its unique structure. Under TRICARE, the military’s direct care system
delivers the bulk of services to DOD beneficiaries. TRICARE has been effective in
producing savings for DOD largely through improving the efficiencies of its direct
care system and steering more care into military treatment facilities. Medicare has
no direct care system. Therefore, while a TRICARE-like model may be effective for
the Department of Defense and the unique mission of the Military Health System,
it probably would not produce comparable savings for Medicare.

Also, the TRICARE population is very different from the Medicare population.
TRICARE covers active-duty military members (average age is about 25 years),
their families, retirees and their families. While over-65 retirees are covered by
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TRICARE, they actually are covered under a separate program—TRICARE for
Life—that serves as a comprehensive Medicare supplemental program. In fact,
under the new TRICARE contracts, TRICARE for Life is being addressed under a
separate contract, not under the managed care contracts that provide comprehen-
sive health care services on a regional basis.

Finally, while DOD believes that a “winner takes all” approach works the
TRICARE program, it probably would be more challenging to manage under Medi-
care. The TRICARE program serves just over six million beneficiaries; Medicare
serves 40 million today and that number is expected to climb dramatically in the
coming years. Even if the country were divided into several regions like the
TRICARE program, it’s hard to imagine how a healthy mix of health care organiza-
tions would be able to compete to serve so many beneficiaries under a TRICARE
“winner takes all” model.

CONCLUSION

In closing, Medicare would experience better results at lower costs under a model
which embraced these principles—a competitive process that focuses on results for
consumers, promotes innovation and aligns the interest of the parties. Congress can
advance this model by establishing a consumer-driven competitive process that cre-
ates programs tailored to meet the varying needs of Medicare beneficiaries, particu-
larly the five percent that consumes 50 percent of Medicare resources; promoting
innovation; and ensuring that Medicare contractor interests are aligned with the
government’s objectives for Medicare. Simply introducing competition to the pro-
gram will not affect meaningful change.

Results for Consumers

If Congress decides to establish a more competitive environment for Medicare, we
strongly recommend that it be based on consumer-driven competition rather than
process-driven competition. More importantly, it should focus on delivering results
for consumers by providing programs tailored to meet the varying needs of the di-
verse Medicare population. Specifically, Medicare needs to change the way it deliv-
ers health care services to beneficiaries with chronic illnesses and should include
preventive coverage to keep healthy beneficiaries healthy longer. Introducing com-
petition will not produce meaningful savings without addressing this issue first.

Including special programs for the chronically ill and frail elderly population
would benefit Medicare beneficiaries by providing better quality and outcomes, as
well as increased patient satisfaction. The government would benefit from lowered
hospitalizations and other health care costs, as well as demonstrated effectiveness.
These tailored approaches should be provided through both Medicare fee-for-service
and Medicare health plans, building upon the traditional Medicare program and
while expanding health plan options for the chronically ill.

Efforts to modernize and improve Medicare should include specialized health plan
options for the chronically-ill. The government would contract with organizations
that met specific clinical, financial, and quality requirements. Organizations would
guarantee the government savings relative to the current costs of treating bene-
ficiaries with chronic illness. Organizations would also be required to achieve agreed
upon clinical outcomes that measure health and functional status. Enrollment in
these plan options would be voluntary, and beneficiaries who choose to enroll would
keep their current primary care physicians.

Modernization efforts also should include a new fee-for-service chronic illness co-
ordination benefit for Medicare beneficiaries with four or five chronic conditions.
The program could be modeled on the Medicaid primary care management benefit.
Medicare would reimburse certain qualified providers for complex clinical care man-
agement and coordination. A physician or other practitioner would be responsible
for coordinating the care by all practitioners, and facilitate non-Medicare covered
supportive services in exchange for an additional fee. Care coordinators would mon-
itor all aspects of a beneficiary’s care and maintain a comprehensive medical record.
Medicare would establish fees for these services and would set requirements for im-
provements in outcomes, including the frequency of avoidable hospitalizations, and
other accepted measures of quality.

In addition, Medicare improvements should include options to allow care manage-
ment organizations to provide care coordination services for fee-for-service bene-
ficiaries. Beneficiaries would voluntarily enroll in the program and receive care co-
ordination services including a nurse line, a comprehensive health assessment, and
ongoing education and communication. Care management organizations would re-
ceive a fee from the government for providing these services, and in exchange guar-
antee a level of medical cost savings relative to fee-for-service Medicare. The fees
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would be contingent on an organization’s ability to meet cost savings and other
quality targets.

Many have suggested that Medicare would benefit from a PPO option that would
improve beneficiary access to care, even in rural parts of the country, and help to
provide efficiencies in the system. In reality, traditional Medicare is a lot like a PPO
already—there are “network” (Medicare) providers who agree to accept Medicare
rates in return for prompt payment of properly submitted claims. The primary PPO
element missing today is care management. Adding care management services to
traditional Medicare would in effect, create the desired PPO structure.

Innovation

Critical to the success of consumer-focused competition is the flexibility to inno-
vate and design options tailored to meet the varying needs of the diverse Medicare
population. In order to ensure an environment that is conducive to robust competi-
tion, the competitive model selected needs to minimize administrative and regu-
latory requirements to streamline the process for introducing innovation and emerg-
ing technologies. Additionally, the competitive environment should create a level-
playing field for all competitors to ensure the best services and outcomes for both
beneficiaries and the government.

Aligned Interests

Finally, we recommend that efforts to improve Medicare be focused on alignment
of the interests of the federal government, companies and beneficiaries to produce
stable and innovative options for Medicare. Congress and the Administration should
decide the desired outcomes of any changes to the current system and provide effec-
tive rewards and incentives for performance in whatever structure is created to
achieve those goals. In designing a competitive approach to Medicare, Congress and
the Administration should focus on specific objectives—operating more efficiently,
refining the system to meet today’s health care needs, effectively incorporate emerg-
ing technologies, providing better outcomes for beneficiaries, promoting healthy
aging, and increasing access to care. Then, design a competitive structure that sup-
ports achieving those outcomes.

CLOSING

At UnitedHealth Group, we have extensive experience in the competitive environ-
ment and compete in a number of ways and based on a number of factors. There-
fore, we cannot provide you with a single “best approach” for competition; each situ-
ation is somewhat unique. However, based on our experience, we do think that a
consumer-driven approach unencumbered by regulation, such as a modified Federal
Employees Health Benefits Program, offers the best competitive solution for Medi-
care.

In closing, we believe a better Medicare would include a prescription drug benefit
and deliver most cost-effective health care services. We see opportunities for improv-
ing the current Medicare system to provide better results for both beneficiaries and
the federal government. We think efforts to do so will be most effective if they build
upon the choices currently available to beneficiaries and draw upon the strengths
of both the public sector and the private sector. Creating a structure designed to
meet emerging health care needs by changing the way care is delivered to the high-
est users of Medicare services, coupled with contracts that focus on results for bene-
ficiaries and allow for innovation, will provide enormous benefits to the Medicare
program. Not only would these structural changes improve outcomes and increase
efficiencies, they also will increase beneficiary satisfaction and provide them with
greater choice.

We have heard numerous references in discussions on modernizing Medicare that
emphasize the concept “do no harm.” We agree that it is very important to do no
harm, but believe that simply focusing on that concept is not enough. Efforts to
modernize Medicare should result in a better Medicare—for beneficiaries, taxpayers
and the federal government. Competition alone will not provide that. A better Medi-
care, we believe, is a more efficient Medicare that uses prevention to keep the
healthy fit and specialized programs to improve the quality of life and effectiveness
of health care services provided to the chronically ill. Medicare improvements could
change Medicare from a uniform system, where one size fits all, to a responsive pro-
gram with options tailored to distinct groups of beneficiaries.

We appreciate the committee’s leadership on this important matter and thank you
for the opportunity to share our thoughts. I would be happy to answer any questions
you might have for me.
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PREPARED STATEMENT OF DR. WILLIAM WINKENWERDER, JR.

Introduction

Mr. Chairman, Distinguished Committee Members, it is a pleasure to have this
opportunity to address you, and to describe the delivery of health care to Uniformed
Services beneficiaries in the Military Health System, and in particular the purchase
of health care services through TRICARE regional contracts. We have made some
significant strides in recent years in our purchase of health care services and both
opportunities and challenges lie ahead.

In 2003, the Department’s senior military medical leadership—the Surgeons Gen-
eral of the Army, Navy and Air Force, and the Joint Staff Surgeon—have been deep-
ly involved in and expertly executing the operational missions for which we exist,
in particular medical readiness activities. Their leadership has been instrumental
in our successful management of deployment health issues, dramatic decreases in
non-battle injuries and illnesses, and expert casualty care management. Along with
their operational focus, the Surgeons General have not wavered from their efforts
to make TRICARE work better for all of our beneficiaries.

Supporting Our Families

TRICARE provides a peacetime health care benefit to 8.7 million beneficiaries—
active duty Service members and their families, as well as retirees and their fami-
lies and survivors. Nearly half are enrolled in TRICARE Prime, our HMO-type op-
tion, and the others are in TRICARE Standard, our fee-for-service option. We oper-
ate 75 hospitals and almost 500 clinics, with over 130,000 personnel, both uniformed
and civilian. To supplement the care available in military hospitals and clinics, we
purchase additional health care services on a large scale, delivering a managed care
and fee-for-service program and processing about 90 million claims per year cur-
rently through seven regional contracts. Overall, the budget of the military health
system was over $27 billion in FY 2003.

In order to sustain our medical readiness posture, as well as to attract and retain
the best qualified Americans for military service, we operate a quality, world-wide
health care system. Wherever we maintain medical capability and capacity, whether
through military hospitals and clinics or contracted civilian services, our goal is a
world-class health benefit that serves the health care needs of our active duty Serv-
ice members, retirees, the family members of both active and retired Service mem-
bers, and survivors. Through the operation of a clinically challenging medical prac-
tice, we ensure our health care providers and other medical experts are best pre-
pared for their operational mission.

TRICARE

With the essential support of Congress, TRICARE is one of the most comprehen-
sive health care benefits in the world. Recent enhancements have done even more
to bring TRICARE to the forefront:

¢ Two years ago, we eliminated cost sharing requirements for families of active

duty Service members enrolled in TRICARE Prime, our HMO option;

. Af@lso at that time, we implemented a prescription drug benefit for senior bene-

iciaries;

¢ Eighteen months ago we implemented a TRICARE benefit for military bene-

ficiaries who are also eligible for Medicare.

¢ Last summer, we released requests for proposals for the next generation of

TRICARE contracts, to support our efforts to build a performance-based health
care system with an emphatic focus on customer service.

¢ Most recently we have focused on improving access to care for the families of

reservists, including the many serving their country at home and abroad today.

Yet, there is more to do. For example, in the coming year, we are introducing new
programs to improve patient safety and quality health care.

We recently restructured our Patient Safety Program. Our objectives for the Pa-
tient Safety Program involve improving coordination of patient safety activities
across the three Services, with the Armed Forces Institute of Pathology (AFIP), the
Uniformed Services University of the Health Sciences (USUHS), and the TRICARE
Management Activity providing essential integrating and leadership functions. We
will align our patient safety data with national standards; to increase our reporting
of near misses from Military Treatment Facilities; and to create a culture of disclo-
sure and reporting to improve systems within healthcare. Surrounding these objec-
tives, we intend to increase patient awareness and involvement in our patient safety
initiatives.

One of the most significant advancements we have made in the area of patient
safety was achieved through the deployment of the Pharmacy Data Transaction
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Service (PDTS). The PDTS provides real-time integration of individual beneficiary
prescription drug profiles from MTF, mail order and retail pharmacy points of serv-
ice. In the brief time since its implementation, PDTS has already alerted TRICARE
providers and patients to more than 69,000 potentially life-threatening drug inter-
actions. It was recognized recently by President Bush as one of the most out-
standing innovations in all of the federal government.

Shaping Our Future

TRICARE continues to set standards as one of the premier health plans in the
world. While we are proud of our accomplishments in TRICARE, we also recognize
that improvements can be made in the administration of this program. This year
is an important transition year for TRICARE and we have begun the transition
process already.

New TRICARE Contracts

In August 2002, we issued a Request for Proposal for a new generation of
TRICARE contracts—simpler, more customer-focused, easier to administer, and
with greater local accountability for performance. We reduced the number of
TRICARE regional contracts from seven to three, and we reduced the number of
TRICARE regions from eleven to three.

We continue to purchase managed care and administrative services from a single
entity for a geographic area, offering beneficiary choice by offering managed care
and fee-for-service options through the single entity. This 1s for two reasons. First,
TRICARE delivers a defined benefit mandated in law, rather than setting a pay-
ment level and seeking health care plans to design coverage options for that price.
Second, it is in the Government’s best interest for our beneficiaries to receive their
care in the MTF, and it is much simpler for the government and for beneficiaries
to have a single health care entity coordinating referrals of care into military facili-
ties.

Key features of this new TRICARE acquisition include:

There is a single request for proposals; offerors may bid on all regions, but may
only win one region.

¢ The procurement was developed in an open process, with input from industry

and beneficiaries. Comments and questions from potential offerors were incor-
porated into evolving draft documents posted on an Internet site for public re-
view.

¢ The procurement is performance-based, with a “Statement of Objectives” replac-

ing the customary “Scope of Work.” Whenever appropriate, we have set perform-
ance objectives rather than specifying the technical approach to be used. Key
areas that require continuation of specifications are interface with Government
systems and achievement of superior customer service.

¢ Offerors make oral presentations of their technical approach rather than sub-

mitting multi-volume proposals on paper.

¢ The Government and the regional contractors will share in the risk for health

care costs; contractors will be paid fixed prices per claim or per beneficiary for
administrative services

¢ The contracts include incentives for contractors to utilize local military medical

facilities and to increase patient satisfaction. We are aligning our incentive
structure so that Service medical departments and local military medical facil-
ity commanders are similarly rewarded for cost-effective decisions to optimize
use of their medical facilities.

In January 2003, the acquisition process reached a milestone when bids were re-
ceived for the three TRICARE regions. We have already accomplished a major objec-
tive by ensuring market competition for each of the three regional contracts.

We have also simplified our TRICARE contracts through selective identification
of functions and services that can be more easily administered through single, na-
tionwide contracts, or through more focused, local solutions. For example, local MTF
commanders sought, and we provided more direct control of contracting for local
support functions such as appointing and resource sharing with civilian providers
for support to military hospitals and clinics.

We have competed and awarded a national mail order pharmacy contract that
began March 1, 2003. This will be followed by a single national retail pharmacy con-
tract; the request for proposals was released in March of this year. The establish-
ment of national pharmacy services will enhance our management of this high-cost
service, and enhance customer service for patients traveling in different regions who
require short-notice prescriptions.

In addition, we are partnering with the VA very successfully on many different
levels. To name a few of our efforts: The VA/DoD Health Executive Committee has
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been established and is co-chaired by the Deputy Secretary, Veterans Affairs, and
the Under Secretary of Defense for Personnel and Readiness. We have successfully
launched a one-year DoD/VA Consolidated Mail Outpatient Pharmacy (CMOP) pilot
program at three DoD medical treatment facility (MTF) sites. Our joint ventures
and facility sharing efforts are progressing extremely well, and our sharing agree-
ments now cover 163 VA medical facilities, most DoD MTFs and 280 Reserve units.
Approximately 622 sharing agreements are now in operation, covering 6,017 health
services with the military.

TRICARE GOVERNANCE

The most important element of our TRICARE transition, however, is our effort to
ensure a seamless transition for our patients. The establishment of a new govern-
ance model for TRICARE that focuses on local health care needs will best support
this transition.

Over the next several years, our Lead Agent offices around the country will have
a critical role in this transition. For 2003, we have fully operational TRICARE con-
tracts that continue to require the full efforts of our Lead Agents staffs in coordi-
nating and overseeing contractor performance. In 2004, these contracts will still be
operational for several months. The transition issues between contractors will re-
quire intensive oversight and coordination that will largely be conducted by Lead
Agent staff. As the contract transition passes, there will be a migration of Lead
Agent staff responsibilities from regional matters to local health care market man-
agement. Our Lead Agent/Market Manager offices are all located in areas of signifi-
cant military medical capability as well as sizable beneficiary population. The Lead
Agent/Market Manager duties may differ in some respects but the need for experi-
enced health care executive staff with knowledge of local market circumstances will
remain.

To further our ability to best deliver services in local health care markets, the De-
partment is studying health care delivery in those markets served by more than one
military medical treatment facility. Our objective is to identify business practices
that allow us to sustain high quality health care programs, to include graduate med-
ical education programs, and ensure patient satisfaction with access to these serv-
ices.

Metrics

The DoD medical leadership has established a long-term strategic plan, using the
Balanced Scorecard model. As part of this strategic plan, we have established a se-
ries of metrics and performance targets for our health system. Although there are
a number of important measures, we have selected three indicators that will receive
great visibility throughout our system. These indicators are:

¢ An Individual Medical Readiness metric to determine individual Service mem-

ber’s medical preparedness to deploy. This is a new, joint Service metric that
promises to provide valuable information to both line and medical leadership.

« Patient Satisfaction with Making an Appointment by Phone. While we will

measure a number of patient satisfaction indicators with access to health care,
we are providing heightened attention to the specific indicator of phone access,
which we have found to be a significant determinant of overall satisfaction with
access. We will also measure ourselves against civilian benchmarks on this
item.

¢ Patient Satisfaction with the Health Plan. This comprehensive review of patient

satisfaction with their health plan provides a perspective on our overall per-
formance on behalf of our patients. Similar to the previous metric, we will again
compare ourselves to civilian benchmark standards.

Conclusion

Mr. Chairman, our responsibility to provide a world-class health system for our
Service members, our broader military family, and to the American people has al-
ways been recognized by the Congress, and I am very grateful.

_ Thank you for the opportunity to testify before the Committee on this important
issue.
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" Create a “promote treatment” initiative that provides financial incentives for
States to expand assessment, referral to treatment, and treatment services for
TANTF recipients and custodial and non-custodial parents of TANF-eligible
children,

4 Create a “promote prevention” initiative to provide alcohol and drug
prevention services for parents, particularly teen parents, and children in
TANTF families who are at risk.

For TANF eligibility:

> End the ban on TANF assistance and food stamps for individuals with drug
felony convictions, or narrow the ban so it does not apply to those in
treatment or recovery.

> Add exceptions to the TANF and Medicaid sanction provisions for recipients
who are in treatment or willing to enter treatment.

> Exempt individuals in alcohol and drug treatment — or on a waiting list to
receive treatment — from the Federal time limit.

> Codify current Medicaid procedures for ensuring enrollment for eligible
individuals who are leaving prison and jail.

Addiction Among Welfare Families

Most national studies have indicated that 10 to 20 percent of adult welfare recipients have alcohol
and drug problems. (As a comparison, 4.5 percent of American women reported past month drug
use and 2.1 percent reported heavy alcohol use in 1995.") These studies were conducted before
the implementation of TANF, however, and it is not clear whether they are generalizable to the
current caseload.

More recent studies have also found an clevated prevalence of addiction in TANF caseloads. In
February 2001, Multnomah County, Oregon, found that 13 percent of TANF applicants screened
positive for having an alcohol or drug problem.” An Alameda County, California, study estimated

! Substance Abuse and Mental Health Scrvices Administration. Substance Use Among Women in the
United States. Rockville, Maryland: SAMHSA, 1997, p. 2-18.

2 «8ix-Month Report of A&D Activity Within AFS, Multnomah County,” unpublished data, February
2001.
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that 10 to 22 percent of TANF recipients in 1998 had an alcohol or drug problem.”

Cost-Effectiveness of Alcohol and Drug Treatment for Welfare Families

Studies have shown that alcohol and drug treatment programs provide effective and cost-effective
services, despite limitations in funding. Specifically, current treatment capacity can meet only
about half of the decmand — even less for low-income women.

Programs serving women with children, including women on welfare, have demonstrated many
positive outcomes, including increased employment and earnings and decrcased use of public
assistance. Key findings include:

> The benefits of treating welfare recipients in California exceeded costs by more than two
and one-half times.* The authors of the study considered this ratio an underestimate
because post-treatment employment and earnings data were deflated by a recession in the
State at the time of the study.

- An Oregon study found that treatment completers received 65 percent higher wages than
those who didn’t complete treatment, with the difference due to improved earning power
and an increase in the number of wecks worked. Increases were recorded in all treatment
modalities, but highest in methadone maintenance.’

> A Washington State study found that indigent clients who completed treatment worked
more and carned more than those who did not. Treatment completers earned an average
of $403 per month, compared to non-completers, who earned an average of $265.

> A Minnesota study reported that among clients treated with public funds, 41.2 percent
were employed full time after treatment, compared to 23.1 percent before.®

3R. S. Green, L. Fujiwara, J. Norris, S. Kappagoda, A. Driscoll, and R. Speiglman, “Alameda County
CalWORKSs Needs Assessment: Barriers to Working and Summaries of Bascline Status.” Berkeley, California:
Public Health Institute, February 2000, p. 8.

‘D.R. Gerstein, R.A. Johnson, and C.L. Larson, “Alcohol and Other Drug Treatment for Parents and
Welfare Recipicnts: Outcomes, Costs, and Benefits.” Washington, DC: Department of Health and Human
Services, 1997, p. 39.

M. Finigan. “Societal Outcomes & Cost Savings of Drug & Alcohol Treatment in the State of Oregon.”
Salem: Office of Alcohol and Drug Abuse Programs, Oregon Department of Human Resources, 1996, p. 16.

S C. Turnure, “Implications of the State of Minnesota’s Consolidated Chemical Dependency Treatment
Fund for Substance Abuse Coverage under Health Care Reform.” Testimony to the Senatc Labor & Human
Resources Committee, March 8, 1994, p. 5.
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Criminal Records Among TANF Recipients

Many women involved in the criminal justice system have alcohol and drug problems and will
need treatment and other services 1o make the transition to employment. However, few studies
have examined whether individuals involved in the criminal justice system are receiving welfare
assistance (either before their incarceration or while on parole or probation) or whether those
receiving welfare assistance are or have been involved in the criminal justice system.

A 1997 study found that many mothers in State and Federal prisons received welfure benefits
before being incarcerated. A total of 41 percent of mothers in State prison and 33 percent of
mothers in Federal prison reported receiving welfare before being incarcerated.”

A study in Alameda County, California, found that 20 percent of adult TANF recipicnts had been
convicted of a crime, about 10 percent had been convicted of two or more crimes, and 10 percent
had been convicted of a felony since the age of 18.% The study did not report on the nature of the
convictions.

Effectiveness of Employment Programs for Ex-Offenders

Findings from evaluations over the last 20 years indicate that employment programs for ex-
offenders have increased their employment and earnings and reduced their recidivism. Key
findings include:

4 A study of New York City’s Wildcat program, “Supported Work,” which provided jobs
and job training to chronically unemployed former heroin addicts and criminal offenders,
demonstrated increased employment and pay for recovered addicts and lower arrest rates
among those employed in both the experimental and control groups.’

> A 1988 study of the effectiveness of 1llinois prison programs found that those who
obtained vocational training and education had higher employment and fewer arrests.'”

7 Christopher J. Mumola, “Incarcerated Parents and Their Children.” Washington, DC: Bureau of Justice
Statistics, August 2000, p. 10.

SR.S. Green, et. al., op. cit., p. 37.

° L. N. Friedman, The Wildcat Evaluation: An Early Test of Supported Work in Drug Use Rehabilitation.
Rockville, Md.: National Institute on Drug Abuse, 1978. The project had financial support from the US
Department of Labor, National Institute on Drug Abuse, Ford Foundation, Law Enforcement Assistance
Administration, and New York City Department of Employment.

op B, Anderson, ef. al., “Correctional Education A Way to Stay Out: Recommendations for Illinois and
a Report of the Anderson Study.” Tlinois Council on Vocational Education, 1988.
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> An evaluation of the Texas Project Re-Integration of Offenders (RIO) program, which
helps parolees find jobs, reported that 69 percent of participants found employment,
compared with 36 percent of a matched control group. During the year after release, 23
percent of RIO participants returned to prison, compared to 38 percent in the control
group, which saved the State $15 million in 1990."

Recommendations for TANF Reauthorization

TANF recipients with alcohol and drug problems and/or criminal justice histories need supportive
services, including treatment and vocational training, to make the expected transition to work. If
they do not receive these services, they may not be able to meet their TANF work requirements
and may be more likely to have their benefits reduced or cut off or reach their time limit without
being able to work and take care of their family. Faced with a loss of benefits and a lack of
employment, these families could experience greater poverty and deprivation — even dissolution.

Without continued success in moving TANF recipients to work, States could face penalties for
not meeting their work participation requirements or for having too many families on assistance
for more than 60 months. States could also face supporting these individuals and their familics in
State-only welfare programs'? or in other, more expensive systems supported by State dollars,
such as criminal justice and foster care.

Together, these negative effects — on TANF recipients and State and local governments — could
erode the success of welfare reform, as well as other Federal and State poverty reduction
initiatives.

Recommendations on Benefits and Services

» Increase funding for the TANF program to provide both cash benefits (assistance) and
supportive services (non-assistance).

Increasing the TANF program’s funding will allow States to continue to provide assistance to
those who need it during the current economic downturn. Tt will also give States a secure source
of funding to begin and expand initiatives to provide services (“non-assistance”) to help TANF
recipients address barriers to self-sufficiency.

Several States, for example, are using TANF funds to identify low-income adults with alcohol and

"'p. Finn, “Job Placement for Ex-Offenders: A Promising Approach to Reducing Recidivism and
Correctional Costs,” NIJ Journal, July 1999.

12 A study in one California county found that addiction was a stronger predictor of repeat usc of general
assistance than of Federal welfare assistance. L. Schmidt, C. Weisner, and J. Wiley, “Substance Abuse and the
Course of Welfare Dependency,” American Journal of Public Health, Vol. 88 (1998), pp. 1616-1622.
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drug problems and refer them to trcatment, including Illinois, Kansas, Kentucky Maryland,
Minnesota, New York, New Jersey, North Carolina, Oregon, Tennessee, and Utah. At least one
other State, New York, has begun to allocatc TANF funds to programs to help divert appropriate
individuals from prison into treatment and welfare-to-work services.

» Adding alcohol and drug treatment to the list of defined work activities that count
toward an individual’s work requirement and toward a State’s participation rate.

Presently, the Federal law lists 12 activities that can satisfy an individual's work requirement and
count toward the State's minimum work participation rate.'* Alcohol and drug treatment is not on
the list.

Including treatment in the definition of work that can count toward a State’s participation rate
will help States both to engage TANF recipients in a broader range of work preparation activities
and move addicted recipients to sobriety and work while and still meeting their Federal
participation rates. The change will also help TANF recipients better coordinate their treatment
and work requirements — since they will be able to perform them in the same program.

Presently, the Administration’s and House of Representative’s TANF reauthorization proposals
would count drug and alcohol treatment as work for up to three months. We support counting
drug and alcohol treatment as a work activity. However, we recommend that drug and alcohol
treatment be permitted to count as work for as long as necessary and appropriate in order for
individuals to achicve recovery and the ability to go to work, education, or training.

> Repeal Medicaid’s ban on reimb Jfor residential alcohol and drug tr L.

A key barrier to alcoho! and drug treatment for TANF recipients is the Medicaid program’s
“Institutions for Mental Diseases” (IMD) exclusion. IMDs are inpatient treatment facilities
(including non-hospital residential programs) with more than 16 treatment beds for individuals
with “mental diseases,” with addiction being included in the definition of “mental disease.”

The exclusion prohibits reimbursement for any service provided in an IMD or for any service
provided to an IMD patient in a non-IMD setting for individuals between the ages of 22 and 64.
For example, Medicaid will not cover prenatal care - either inside or outside the facility — for
woman in a residential alcohol or drug treatment program with 16 or more treatment beds.'* For
facilities under 16 beds, treatment can be covered by Medicaid, but not room and board.

Excluding addiction from the definition of “mental discase” would significantly increase access to

13 §407(d).

14 Beds for children in women’s residential trcatment programs do not count toward the 16-bed limit.
Memo from Acting Medicaid Burean Director Rozann Abato to HCFA regional administrators, June 23, 1993.
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residential treatment for women with children, who are the majority of TANF recipients,
increasing their likelihood of achieving recovery and moving from welfare to work.

» Exempt alcohol and drug treatment from the definition of “medical services” to allow
States to improve their use of TANF funds for core treatment services.

States are not currently allowed to use TANF funds for “medical services,”'> with the TANF final
rule leaving it up to States to define the term.'® While this gives States flexibility, the lack of a
clear definition has left some State welfare directors reluctant to invest TANF in core alcohol and
drug treatment services, such as counseling (covered in some State Medicaid plans) for fear of
being penalized for misuse of funds."” This is problematic for States that are doing active
outreach and screcning hecause they will find more people needing treatment but will not be able
1o increase core treatment slots.

Left as is, the ban acts as an unnecessary barrier to TANF investment in alcohol and drug
treatment. Change would enhance State flexibility, as well as help close the treatment gap for
women with children.

» Create a “promote treatment” initiative that gives States a financial incentive to
expand assessment, referral to treatment, and treatment services for TANF recipients
and non-custodial parents of TANF -eligible children.

The law currently gives States financial incentives to reduce non-marital births, meet work
participation requirements (through a reduction in the “maintenance of effort” requirement),
achieve high levels of performance on TANF goals, and other outcomcs deemed nationally
desirable. Financial incentives should also be used to encourage States to implement initiatives
that focus programmatic energy on improving work-related outcomes for TANF recipicnts with
alcohol and drug problems and/or criminal justice histories. States would not be required to
participate (so this would not be an unfunded mandate) but could be eligible for supplemental
funding or matching funding if they did.

> Create a “promote prevention” initiative to provide alcohol and drug prevention for
parents, particularly teen parents, and children in TANF families who are at risk.

For adolescents, alcohol and drug use is associated with a range of negative health and social
outcomes, including risky sexual behaviors that can lead to unplanned pregnancy, HIV/AIDS, and
long-term welfare participation for the entire family. Risks can be even higher for adolescents

* §408(a)(6)-
!¢ Preamble language, 64 Federal Register 17840 (April 12, 1999).

17 Personal communication from welfare officials in several States and localitics.
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whose parents have alcohol and drug problems, because they are statistically more likely to
develop alcohol and drug problems themselves.

Both children and young parents in TANF families should have access to prevention and early
intervention services designed specifically for them. These scrvices can help young parents reduce
their alcohol and drug use so they can finish school, work, and take care of their children. These
services can also help children avoid alcohol and drugs and the related health and social problems
that can lead to reliance on welfare. In turn, this will decrease welfare and child welfare cascloads
and costs, as well as build healthier individuals, families, and communities.

The law currently funds abstinence education, which is required to include a component that
teaches adolescents how “alcohol and drugs can increase their vulnerability to sexual advances.
But more is needed, including family-based services, which are identified as key for child and
adolescent prevention programming.’

18

Funding should be directed to the Center for Substance Abuse Prevention (CSAP) (part of the
Substance Abuse and Mental Health Services Administration, or SAMHSA), the lead Federal
agency on prevention, for this purpose. The program should require evaluation (including
identification of model practices) and be coordinated with other prevention activities for these
families administered by ACF, other agencies in the Department of Health and Human Services,
the Office of Juvenile Justice and Delinquency Prevention (OJJDP), and the Department of
Education.

Recommendations on Eligibility

» End the ban on eligibility for TANF assistance and food stamps for individuals with
drug felony convictions, or narrow the ban so that it does not apply to those in drug
and alcohol treatment or recovery.

Under the law, individuals with drug felony convictions are not eligible for TANF assistance and
food stamps, unless the Statc they live in enacts legislation to opt out of or narrow the ban.® The
ban applies to convictions where the conduct and the conviction occurred after August 22, 1996,
and lasts for the person’s lifetime.

If a State does not “opt out,” no one is exempt from the ban, not even pregnant women or
individuals participating in treatment. The ban is permanent and continues regardless of an

¥ §912(b)(2)(G).

. '° National Institute on Drug Abuse. Preventing Drug Use Among Adolescents: A Research-Based
Guide. Rockville, Maryland: NIDA, 1997,

20 §115, as amended by §5516 of the Balanced Budget Act of 1997 (P.L. 105-33).
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individual's successtul job history, participation in drug treatment, or abstinence from drug use.

Federal action to end the ban or narrow it would replicate action taken by a majority of States. A
total of eight States (and the District of Columbia) have opted out completely — Connecticut,
Michigan, New Hampshire, New York, Ohio, Oklahoma, Oregon, and Vermont. Another 19
States — including Florida, Illinois, lowa, Maryland, Washington, and Wisconsin® — have
narrowed the ban’s scope, most commonly by exempting individuals in treatment (or who are on a
waiting list for treatment or have finished treatment or achieved recovery).

Left unmodified at the Federal level, the ban reduces access to alcohol and drug treatment in 24
States. In fact, a study (of eight women’s residential programs in California) found that providers
reported that their loss in monthly revenue ranged from none to 25 to 30 percent.”? (Treatment
programs, particularly residential programs, have traditionally relied on a family’s welfare and
food stamps to help fund room and board.)

Unmodified, the ban also acts as an impediment to recovery for individual women becausc it
denies them support as they are leaving treatment and re-entering the community. Repealing it
gives them the means, as well as the incentive, to stay in treatment.

» Add exceptions to the TANF and Medicaid sanctions for recipients who are in
treatment or willing fo enter treatment.

Some TANF recipients with alcohol and drug problems who are trying to become self-sufficient
through treatment may have difficulty complying with their work requircments, either because
their addiction interferes with their ability to work or because their treatment schedule conflicts
with their work or training schedule. Ending their eligibility for TANF and Medicaid virtually
ensures that they will not be able to make the transition to recovery and self-sufficiency.

Those who are in treatment — or on a waiting list to receive treatment — should be able to retain
their TANF and Medicaid so they can continue to afford treatment. Without it, they may not be
able to learn the recovery and vocational skills they need to achieve self-sufficiency.

» Exempt individuals in alcohol and drug treatment — or on a waiting list to receive
treatment — from the Federal time limit.

Without treatment, few welfare recipients with alcohol and drug problems will be ready to work
when they reach their time limit on Federal assistance. Unfortunately, in many communities,

o Legal Action Center, Getting to Work: How TANF Can Support Ex-Offender Parents in the Transition
to Self-Sufficiency. Washington, DC: LAC, 2001, Kentucky has since enacted Jegislation to narrow the ban.

22 A. Noblc and E. Zahnd, “The Gramm Amendment to Welfare Reform: Problems for Women's
Residential Treatment Providers and Their Clients.” Davis: University of California, January 2000.
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individuals needing treatment and willing to enter it cannot — because it is not available.

Providing incentives for welfare recipients with alcohol and drug problems to enter and stay in
treatment will help them become ready to work. Exempting TANF recipients in alcohol and drug
treatment from the Federal time limit gives them incentive to enter treatment and to stay in
treatment. It also gives States more flexibility to engage TANF recipients in treatment as a work-
promoting activity for as long as necessary, regardless of whether the State has reached its 20
percent hardship exemption maximum.

» Codify current Medicaid procedures for ensuring enrollment for eligible individuals
who are leaving prison and jail.

Current HHS policy® states that incarcerated individuals must be returned to Medicaid enrollment
immediately upon their release unless the State determines they are no longer eligible. Few
States, however, scem aware of this requirement. A 2001 study found 46 States and two
territories have policies that require termination of Medicaid supports for people in jail, meaning
that these individuals must complete the Medicaid application process again when released and
wait for a decision and benefits.**

Many women leaving prison and jail reunite with children (whom they left with relatives) and
would likely continue to be eligible for Medicaid. Many also having pressing medical conditions —
such as mental iliness, HIV, and alcohol and drug problems — that if left untreated would decreasc
their chances of working and achieving self-sufficiency.

e keskok sk kk

Thank you for considering these recommendations for TANF reauthorization. Please feel free to
contact me at (202) 544-5478, x13 if you have any questions. Legal Action Center looks forward
to working with you on these important issues.

Sincerely,

Jennifer Collier
Director of National Policy and State Strategy

. 2 Letter from Secretary of Health and Human Services Tommy G. Thompson to Representative Charles
L. Rangel, October 1, 2001.

24 C. Brown, “Jailing the Mentally 1ll,” State Government News, April 2001, p. 28.
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Paul B. Ginsburg, Ph.D.

President

Center for Studying Health System Change
600 Maryland Avenue, SW, #500 _
Washington, DC 20024

Dear Dr. Ginsburg:

The Senate Finance Committee held a hearing yesterday entitled, “Purchasing Health
Care Services in a Competitive Environment.” The hearing raised important questions regarding
the cost-implications of adopting a competitive bidding model for Medicare. More specifically,
the Committee focused on competitive bidding models employed by large health care purchasers
such as the Office of Personnel Management, the Department of Defense, and General Motors.

My judgment is that the cost or savings associated with this approach would depend, in
part, on the ability of private plans to negotiate lower payment rates than providers are currently
paid under the traditional fee-for-service Medicare program. If private plans could negotiate
lower rates than fee-for-service Medicare, there is a potential for savings. Conversely, if these
plans could not negotiate lower payment rates, spending by the federal government for
beneficiary care would be higher than under current law.

Amny cost or savings associated with a competitive bidding approach would also be
influenced by the ability of private health plans, such as preferred provider organizations (PPOs),
to reduce excessive health care utilization. Many argue that the cost-containment tools employed
by health plans today have the potential to reduce the excessive utilization associated with fee-
for-service Medicare.

Quantitative data on these questions are difficult to obtain. I understand that the best data
available to answer these questions may be the survey results that the Center for Studying Health
System Change has collected from its series of community reports over the past several years.
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Paul B. Ginsburg, Ph.D. Page 2
April 4, 2003

Based on your research and these reports, I am writing for your assistance in answering
the following questions:

1) What is the available evidence of private health plans’ ability to negotiate
lower provider payment rates than fee-for-service Medicare currently
pays? Is there any evidence of excess capacity in the health care system
that would enable private health plans to negotiate lower rates than
Medicare fee-for-service?

2) How do private plans’ ability to negotiate lower rates vary across the
country?

3) What is the current trend of preferred provider organizations’ (PPOs’)
ability to control and reduce their enrollees’ health care utilization of
hospital and physician services?

In the interest of including your answers to these questions as part of the Finance
Committee hearing record, I am hopeful that you can provide a response by 5:00 pm, Thursday,
April 10, 2003, the deadline for submitted comments.

Thank you for your attention to this request. Iam certain that your research into these
matters will inform the Committee’s discussion on this very important topic.

Sincerely,

flaf (Ko

Max Baucus



Paul B. Ginsburg, Ph.D.
President
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April 10, 2003

The Honorable Max Baucus
Committec on Finance

United States Senate
Washington, DC 20510-6200

Dear Senator:

I am pleased to answer the questions that you posed to me in your letter of April 4 concerning the
potential for private plans in the Medicare program to realize lower costs.

The Center for Studying Health System Change has been monitoring and analyzing health care markets
since 1995. We visit a representative sample of 12 communities every two years for in-depth interviews
with leaders of the major elements of local health systems. These site visits complement our surveys of
households and physicians. The period in which we have studied these markets encompassed both the
expansion of managed care and its subsequent transformation in response to a backlash by consumers and
physicians.

1) What is the available evidence of private health plans’ ability to negotiate lower provider
payment rates than fee-for-service Medicare currently pays? Is there any evidence of excess
capacity in the health care system that would enable private health plans to negotiate lower rates
than Medicare fee-for-service?

In most areas of the country, payment rates for hospitals and physicians that are negotiated by private
plans are higher than those paid by the Medicare fee-for-service (FFS) program. In our site visits, we
routinely ask managed care plans how much they pay physicians. Since virtually all of them use the
Medicare fee schedule as a benchmark, they usually answer the question in terms of a percentage of
Medicare rates. In our 2000-2001 site visits, we found that private plans in 8 communities paid higher rates
than Medicare while plans in 4 communities paid less. During our current round of site visits, which is
mostly complete, 2 communities changed from private plans paying less than Medicare to more while none
moved in the opposite direction. We have witnessed this trend of rates paid by private plans increasing
relative to Medicare payment rates over a number of rounds of site visits.

600 MARYLAND AVE SWe SUITE 550 « WASHINGTON, DC 20024-2512 « TEL: 202.484.5261 » FAX: 202,484.9258 « WWW.HSCHANGE.ORG
HSC, FUNDED EXCLUSIVELY BY THE ROBERT WOOD JCHNSON FOUNDATION, IS AFFILIATED WITH MATHEMATICA POLICY RESEARCH. INC.
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Quantitative data analyzed by the Medicare Payment Advisory Commission (MedPAC) show higher
payment rates in private health insurance (virtually all of which is managed care) for both physicians and
hospitals. An analysis of claims data by Hogan conducted for MedPAC estimates that private insurers paid
25 percent higher rates than Medicare to physicians in 2001. MedPAC staff analysis of the American
Hospital Association’s Annual Survey shows that private insurers paid 14 percent higher rates for hospital
care than Medicare in 2001 (Report to Congress March 2003).

An important factor behind this trend of payment rates by private insurers increasing in relation to
Medicare rates is a trend of tightening capacity. Our 2000-2001 round of site visits found much greater
pressures on hospital capacity. Many hospital executives indicated that lack of excess capacity had given
them the leverage to decline managed care contracts with unattractive payment rates (see Health Plan-
Provider Showdowns on the Rise, HSC Issue Brief No. 40, June 2001). HSC’s physician survey has
shown a strong trend of increasingly tight physician capacity. Waiting times for appointments are increasing
and fewer physicians are accepting all new patients. Thesc trends are similar for Medicare and privately
insured patients (see Growing Physician Access Problems Complicate Medicare Payment Debate,
HSC Issue Brief No. 55, September 2002).

2) How do private plans’ ability to negotiate lower rates vary across the country?

For physician payment, we see large variation in payment rates for private plans relative to
Medicare FFS across the 12 communities we track. In our 2000-2001 site visits, we found that in
Miarni, northern New Jersey and Orange County, California, private insurers’ physician payment rates
relative to Medicare are relatively Jow compared with other communities. For example, in Miami,
private payments range from 80 to 108 percent of Medicare physician payments. In northern New
Jersey, private rates ranged from 95 to 105 percent of Medicare payments. In contrast, Boston,
Cleveland, Greenville, Little Rock and Seattle have private rates that are much higher than Medicare.
For example, private payments in Little Rock range from 120 to 180 percent of Medicare physician
payments and from 100 to 150 percent in Boston. This pattem of relative differences across markets
has remained stable over time. Those markets that are typically more generous than Medicare have
maintained these higher rates over the last 8 years of our study. Similarly, the communities with the
lowest rates have consistently paid lower rates than other communities.

This pattern of variation in the ratio of private payments to Medicare payments is seen in hospitals as
well. Interviews with insurers in the California market indicated that the Sacramento area has payment rates
that are much higher than in San Francisco, which in tumn are much higher than those in Los Angeles.

The ratio of private insurance payment rates to Medicare FFS payment rates is likely to be particularly
unfavorable in rural areas. Although HSC does not collect this type of data for rural areas, managed care
industry sources have reported that lack of competition among providers in rural areas results in little ability
of private insurers to obtain discounts from charges.
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This variation in payment ratios across communities suggests that there are likely to be some areas in
which private plans can negotiate rates that are lower than Medicare FFS, but in most areas the opposite is
true. But the trends are towards fewer areas in which the private plans have lower rates than Medicare
FFS. Consequently, the presence in a few communitics of PPOs that appear to have potential for lower
costs than Medicare FFS is not an indication that this could happen in most areas.

3) What is the current trend of preferred provider organizations' (PPOs') ability to control
and reduce their enrollees' health care utilization of hospital and physician services?

Onr site visits show a broad decline in recent years in efforts by all managed care plans to reduce their
enrollees’ health care utilization. This is a reflection of the backlash against the restrictions of managed care.
Indeed, this has been augmented by enrollment changes away from HMOs towards PPOs, as consumers
seek broader choice of provider as well as fewer administrative controls. PPOs are the choice for those
who are willing to spend more for health care in order to have less interference in their choice of provider
and use of care.

Today, PPOs are engaged in few activities to manage care. Their main cost containment focus is on
obtaining discounted rates. Their broader provider networks and their enrollees’ ability to go out of
network for some of their care makes it much more difficult for them than for HMOs to attempt to manage
the utilization. For example, they cannot make physicians accountable for a patient’s care when there is no
requirement that patients see a single primary care provider as their initial point of contact in the health care
system. Animplication of this is that Medicare PPOs will inevitably be less successful in managing utilization
of services than Medicare HMOQs. Indeed, in employment-based insurance today, the PPO is often looked
to by employers as a preferred platform to pursue a “consumer driven” approach to health care involving
substantial patient cost sharing.

I 'would be pleased to be of further assistance to you and the Committee on these and related issues
around reform of the Medicare program.

Sincerely Yours,

LY RN

Paul B. Ginsburg
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Mr. Chairman and Members of the Committee. The National Association of Chain Drug Stores
(NACDS) is pleased to submit this statement for this hearing on “Purchasing Health Care
Services in a Competitive Environment.” Part of this hearing will likely focus on how to assure
that a quality Medicare pharmacy benefit is delivered in the most cost-effective manner.

NACDS represents over 200 pharmacy companies that operate nearly 35,000 community-
based retail pharmacies. NACDS members employ nearly 100,000 pharmacists and provide
about 70 percent of all outpatient prescriptions. The majority of our prescriptions are paid for by
insurance companies and pharmacy benefit managers — over 85 percent — so we have a
significant amount of experience in operating in the current pharmacy benefit marketplace. We
believe that we can provide a unique perspective on what we feel will work best for Medicare

program, seniors, and the taxpayers.

FEHBP and DOD Use Different Approaches to Prescription Drug Benefit Design

Two of the models being discussed today are the Federal Employees Health Benefits Program,
(FEHBP) and the Department of Defense (DOD) Tricare program. Frankly, we believe that
examining the prescription drug benefit programs in FEHBP and DOD will give policymakers

ample evidence to re-evaluate some of the major models being proposed that would rely
primarily on pharmacy benefit managers (PBMs) to provide a prescription drug benefit.

Anyone who is following the health policy, business, and financial news would find that
important public health and public policy questions are being raised about the current practices
of PBMs, and whether they are holding down drug costs, or responsible, in part, for their

significant increases.

The experience of the government's own FEHBP should be instructive to Members of Congress
as they consider the true effectiveness and competitiveness of this approach to providing a
prescription drug benefit for seniors. Our analysis indicates that escalating prescription drug
spending in the FEHBP program — which is administered by the same PBMs that would be used
for Medicare — has contributed significantly in recent years to the sharp premium increases seen

in the program.

NACDS Statement on Purchasing Health Care Services
April 3, 2003
Page 2
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For example, the Office of Personnel Management's {OPM) own data indicate that drug cost
increases were responsible for 40 percent of the 10.5% premium increase in 2001, 37 percent
of the 13.3% premium increase in 2002, and 30 percent of the 11.1% premium increase in
20083.

Keep in mind that the average age of the FEHBP population is about 47 years of age, while that
of traditional older Medicare population is about 70. Medicare beneficiaries have more chronic
conditions, requiring greater drug use, which results in higher per capita expenditures than the
much-younger, healthier FEHBP population. If the PBMs have not been able to manage
prescription drug spending in the FEHBP program’s younger, healthier population, why should
we believe that they would be any more effective in the higher-cost Medicare population?

PBMs’ Anti-Competitive Practices Not Aligned with Goals of Payors or Medicare

Many public and private payors are rethinking their PBM strategies because they recognize that
PBMs have overpromised and underdelivered. The goal of payors to reduce prescription drug
costs is not necessarily aligned with that of the PBMs, which is to drive manufacturers rebates

to gain higher operating profits for the PBM. These rebates are generated by promoting the use
of higher-cost brand name drugs. What follows is an excellent example of how rebates create

perverse incentives and anti-competitive practices in the marketplace:

Most PBM-administered prescription drug benefit plans have both a community retail pharmacy
network and a mail order pharmacy component (i.e. Medco, Express, Advance PCS,
Caremark). In most cases, these mail order pharmacies are owned by the PBM, and the PBM
uses the patient-identifiable information that they obtain from processing a retail pharmacy
claim, to switch patients to their own mail-order facilities.

The PBMs have financial incentive to do this because they receive significant rebates from
brand name manufacturers for moving (or increasing) a particular manufacturer's market share,
so the more product that is dispensed through mail, the more rebates the PBM receives. This is
not always cost-effective for the payor or the patient, since it increases copays for the patient
and overall costs for the payor. Moreover, the retail pharmacy doesn’t receive rebates and has

no incentive to provide higher-cost brand name drugs.

NACDS Statement on Purchasing Health Care Services
April 3, 2003
Page 3
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In fact, retail pharmacies use more lower-cost generics than mail, so the net cost to the payor
and the patient is actually lower for drugs dispensed through retail. (Latest data found that mail
order uses 37% genetrics, while retail uses generics in 49% of the cases)

But, to force patients to obtain their brand name drugs through mail, these PBMs artificially limit
the quantity of brand name drugs that a retail pharmacy can dispense. That is, while PBMs may
incorrectly contend that state pharmacy practice laws prohibit retail pharmacies from dispensing
a 90-day supply of medications, this is not the case. Some states do have limits on the amount
of controlled substances that can be provided, but these restrictions would occur for any
pharmacy outlet that dispenses these drugs. PBMs, however, will not allow pharmacies to
provide any more than a 30-day supply because they want to run those prescriptions through
their mail order facility so they can collect the manufacturer rebates.

Mail order operations are direct competitors to community pharmacies. PBMs should not be
allowed to use information obtained through a retail prescription claims transaction to switch
patients to mail order for their own financial gain. To avoid this anti-competitive practice, PBMs
should not be allowed to be both the community pharmacy network contractor and mail order
contractor within the same region, since this creates a competitive conflict with community retail
pharmacies. In addition, pharmacies should be allowed to continue to provide maintenance
medications to patients (i.e. fill a 90-day supply of maintenance medication). PBMs should not
contractually prohibit pharmacies from providing these medications. PBMs should not use any
coverage or cost sharing incentive that would create incentives for seniors to use one method of

pharmacy distribution over another.

Some of these anti-competitive issues can be addressed by including strong “transparency”
provisions in the Medicare pharmacy benefit. Pricing transparency is necessary for the efficient
operation of markets, and also allows consumers and others to make the best purchasing
choices. Right now, the PBM industry is operating without this necessary transparency.

The Medicare program and seniors should benefit directly from any and all price concessions
given to plan administrators and PBMs. These price concessions take many forms — rebates,
discounts, formulary placement fees, market share movement fees, data collection and analysis

fees, and others.

NACDS Statement on Purchasing Health Care Services
April 3, 2003
Page 4
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if made transparent, and passed along, these incentives will ultimately reduce the cost of the
benefit to Medicare and to seniors. It will also reduce the incentives that PBMs have to erect
these anti-competitive barriers that increase cost and can negatively impact quality of care. The
PBM industry argues against transparency because they know it will more fully expose that their
business model centers almost exclusively on deriving and retaining rebates from drug
manufacturers that are not passed along to plan sponsors. We urge policymakers to make sure

that transparency is a hallmark of any Medicare pharmacy benefit.

Department of Defense {DOD) Recognizes PBM Influences

In contrast to the FEHBP program, which relies on private sector PBMs, the DOD’s Tricare
program has developed prescription drug models that are more cognizant of the negative
influences of PBM rebates. Their approach uses a pharmacy benefits administrator (PBA) type

model.

The PBA model relies on a benefits administrator to adjudicate and pay claims, determine
eligibility, create networks, and perform other operational functions to run the program. The
PBA doesn’t become involved with direct rebate negotiations with manufacturers, and is
therefore not in a position to retain these rebates or develop policies that would encourage the

dispensing of drugs for which they are receiving rebates.

For example, the Tricare National Mail Order Program (NMOP) program passes along to DOD
all the rebates that the DOD negotiates with pharmaceutical companies. This program is
administered by Express Scripts, so even the traditional PBMs are able to participate in models
that use PBA-type approaches. Building on the success of the NMOP program, DOD recently
announced that its Tricare national retail pharmacy contract would operate in a similar manner.
The DOD has recognized that PBMSs retain a significant portion of manufacturer rebates and
want these rebates to accrue to the DOD and the military eligibles and retirees. Thus, there are
two major Federal government health care programs using different approaches — with very
different outcomes — to provide pharmacy benefits to two important populations.

NACDS and community pharmacy support approaches to delivering a Medicare pharmacy
benefit that take the perverse rebate incentives out of the system, since it results in nothing

more than limiting seniors’ access to needed medications and the pharmacy of their choice.
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Medicare, seniors, and taxpayers would all benefit from a system where any manufacturer or
pharmacy price concessions are passed along to the senior, and anti-competitive incentives to
dispense larger quantities of brand name medications or restrict the use of generics are

eliminated.

Marketplace Has Responded with Discounts for Low-Income Seniors

We believe that the market has changed significantly since the Department of Health and
Human Services (HHS) announced its original Medicare-endorsed PBM-based discount card
program in July 2001. For example, manufacturers now offer prescription drug assistance
through participating retail pharmacies. These programs include “Lilly Answers,” “Pfizer’s Living
Share Program” and the “Together Rx Program” all of which assure that truly needy low-income
seniors are able to obtain meaningful savings on brand name prescription medications at their

participating local pharmacy.

These private-sector approaches obviate the need for government-mandated programs on the
private sector. Over 150 brand name prescription drugs are available at discounts of up to 40
percent. In fact, the best competition occurs in the market when manufacturers and pharmacies
compete without the interference of a middleman PBM that has the government’s sanction to
create artificial barriers to competition in the marketplace.

By HHS' own estimate, their Medicare-endorsed PBM-based discount card program, such as
those envisioned by CMS, would only generate savings of 10 to 13 percent for seniors on the
cost of their prescriptions. Almost all of these savings would come from reduction in the prices
that pharmacies charge, not a reduction in the price that the manufacturer charges the
pharmacy for the drug. Moreover, these discount card programs — which already exist in the
market — overuse higher-cost brand name drugs, rather than lower-cost generics. That is
because PBMs earn rebates from drug manufacturers by promoting the use of their brand name
drugs. These practices lead to higher prescription drug bills for seniors, not lower ones.
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Under a Medicare-endorsed discount card program, seniors’ access to needed prescription
medications and their choice of pharmacy would be restricted. Under these other newer
programs, however, seniors do not have to make choices between various discount programs,
switch their medication from a drug they may be taking to another drug just to get a discount,
and don't have to give up using their local pharmacy. In our opinion, this is better health care

for seniors.

We would ask that you reconsider your approach to legislating a Medicare-endorsed discount
card program that would be of little benefit to seniors and would significantly harm community
pharmacies. Instead, we ask that you work with us to assure that private-sector approaches
continue to be developed, which will help seniors obtain their prescription medications in the
short term, while we work on a model for longer term Medicare reform that incorporates these

important private-sector approaches.

Conclusion

NACDS believes that the Senate Finance Committee is asking the right questions regarding the
competitive models that are best able to assure that seniors have access to a quality, cost
effective pharmacy benefit. We believe that any pharmacy benefit should rely on the
competitive market forces that already exist among pharmaceutical manufacturers and retail
pharmacies, and that artificial barriers should not be erected to impede this competition.

The Committee should also take note of the market shift that appears to be occurring - both in
private and public sector programs — away from PBM models and toward PBA or in-house
administration models. These approaches help assure that the plan sponsors reap the benefits
of their purchasing power, rather than having it diluted by a middleman.

In order to provide the most competitive pharmacy benefit possible, policymakers should assure
that the following components are incorporated into the program: 1) transparency and pass
through of all PBM-derived rebates, concessions, and discounts; 2) assurances that PBMs do
not erect artificial barriers to seniors’ access to the pharmacy of their choice, such as through
restrictive networks, limitations on the quantity of medication that retail pharmacies can provide,
or differential cost sharing to provide seniors with incentives to use mail order over retail

pharmacies;
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3) limits on the activities performed by PBMs so that they function more as PBAs, and do not
become involved in patient care functions, which is the purview of the health professionals; and,
4) restrictions on the ability of the PBM to serve both as the retail network administrator and the
mail order provider in the same region, which is an inherent conflict of interest since PBMs are
direct competitors of retail pharmacies.

NACDS and its member companies look forward to working with the Finance Committee on
developing this Medicare pharmacy benefit. Thank you for an opportunity to submit this

statement.
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March 27, 2003

VIA E-MAIL TO: editorial@finance-rep.senate.gov

SUBJECT: TANF REAUTHORIZATION - A Local County Perspective

Ramsey County, home to the Minnesota State Capitol and the county with the second largest
responsibility for TANF programs in the state, urges the Senate Finance Committee to support
policies in the reauthorization of TANF that will allow the most successful elements of welfare
reform to continue:

* Adequate funding;
¢ Continued flexibility; and

e Protection for legal immigrants.

Some background information about Ramsey County

s More than 8,000 Ramsey County families are currently on the Minnesota Family
Investment Program (MFIP), the State's TANF program. About 7,000 families are
subject to the work requirements and time clock under welfare reform. This is a
reduction from our peak caseload in 1994, when more than 11,400 families were on
AFDC in this county.

s More than two-thirds of the Ramsey County families on MFIP since the state program
was introduced in January, 1998, have either left welfare or are still on welfare but are
working,. This measure — about what happens in the end - is much more important than
the measure of how many people are in what activity at any random point in time.

= Only 12% of the families on welfare when the clock started ticking in Ramsey County
have actually reached the time limits. Of those that did, almost 90% have been found to
have low IQ's, chronic and impairing illnesses, serious mental illness combined with
high degrees of homelessness, domestic violence, or ill and disabled children.

% More than one-third of the long-term families on welfare in Ramsey County have
two such barriers to employment; and
» More than one-quarter have three or more such barriers to employment.

e Current funding levels support job counselors with average caseloads of 100

participants each and financial workers with average caseloads of 150 families each.

Adequate Funding

Keep not only the funding for TANF at least at the 1996 levels, but increase funding for child
care assistance. More than 1,300 families in our community are already on waiting lists for
child care assistance. We cannot make welfare reform work if working families cannot meet
their families' basic needs.
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Continued Flexibility

Extend the waiver that allows Minnesota to develop the unique features that have made MFIP
the most successful of the state programs in moving families out of poverty as they move off
welfare.

The flexibility allowed in work activities pays off in the high number of people who leave MFIP
for competitive work. But if we cannot ready people for that competitive work by addressing
mental illness, homelessness, domestic violence, or the disabling conditions of many of the
children, those families will be stuck in make-work jobs.

Page Two
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Treat legal immigrants fairly

The original federal bill, the Personal Responsibility and Work Reconciliation Act of August,
1996, unfairly targeted legal immigrants who need support. Ramsey County is increasingly a
home to immigrants who have revitalized what had been disappearing business districts and
distressed neighborhoods. Our communities suffer when residents cannot access the support
services they need to work, raise children, and fully participate in our community.

Cordially,

Susan M. Haigh, Chair
Human Services /Workforce Solutions Committee of
The Ramsey County Board of Commissioners
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