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IMPROVING MEDICARE CHOICES
WEDNESDAY, MARCH 19, 1997
U.S. SENATE,
COMMIrrEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:04 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.
Also present: Senators Chafee, Grassley, D'Amato, Moynihan,
Baucus, Rockefeller, Breaux, Graham, Bryan, and Kerrey.
OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FINANCE
The CHAIMRMAN. The committee will please be in order. Today we
begin a hearing on improving choice in the Medicare program. Because of the broad array of issues to be addressed at this hearing,
it will extend over 2 days, today and tomorrow morning.
The issues related to providing choice in Medicare include expanding the type of choices available to beneficiaries, providing information to beneficiaries to help them make informed decisions,
assuring quality and adequate consumer protections, and establishing equitable payment rates for private Medicare health plan options.
The witnesses that will appear before us over the next 2 days
will each testify on many, if not all, of these issues. To begin our
consideration of improving choice for Medicare, we will hear the
President's proposal for improving choice.
Following the administration will be a panel focused on
consumer protections and issues regarding Medicare supplemental
insurance. Tomorrow, we will complete the hearing with a panel focused on provider sponsored organizations and Medicare managed
care payment rates.
The Medicare program still looks very much like it did when it
was enacted some 30 years ago. During this time, the health care
delivery system in the United States has changed dramatically.
Medicare has been slow to adapt to this change, and, whateverwe decide to do to solve the financial problems with Medicare, surely reforms must move in the direction of providing seniors with
greater choice.
Allowing seniors to pick the type of health plan that best suits
their needs and preferences will create competition that should result in improved quality and restrained costs.
(1)

Now, as Federal employees, we benefit from a program that provides a wide degree of choice among high-quality
health plans and
it is time to provide similar choices to our seniors through
Medicare.
Senator Moynihan.
OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK
Senator MOYNIHAN. Thank you, Mr. Chairman. Welcome,
again,
to Dr. Vladeck. I very much endorse what you have said,
that the
world of health care in this country has begun undergoing an extraordinary transformation.
Yet, the Federal Government's principal health care program
remains much as it was when established in 1966, which
is to say
at a time when individual fee-for-service arrangements
between
doctor and patient were the norms.
What we learned, if I can say yet again, in our hearings
Administration's health care proposal in the 103d Congress, on the
just one of those illuminating moments when Professor Faheyit was
from
Fordham said, what you are seeing is the commodification
of medicine, the economic rationalization of medicine, which was
bound to
come and it is all about us.
The head of the UCLA hospital in California said, might
I give
you an example. In southern California, we now have a
spot maret for bone marrow transplants. Bone marrow transplants
did not
exist when Medicare began, and the advance of medical
science
has
given options that both greatly decrease costs and make
opportunities involving procedures that did not exist and are expensive,
so
they increase costs. The administration is going to solve
all that for
us, Mr. Chairman, and I look forward to Dr. Vladeck's explanation.
The CHAIRMAN. Thank you, Senator Moynihan.
I, too, would like to welcome you back, Dr. Vladeck. You
testified
before our committee last week on the issue of graduate
medical
education. Before you begin your testimony, I do wonder
could tell us when we could expect to receive the details if you
of the
President's plan in the form of legislative language.
It would, to be honest, make these hearings more efficient
if we
did not need to question you so extensively on the details
and could
focus, instead, on the rationale behind the proposal. But,
in any
event, please begin. Your full statement, as always,
will be included as part of the record.
STATEMENT OF HON. BRUCE VLADECK, ADMINISTRATOR,
HEALTH CARE FINANCING ADMINISTRATION, WASHINGTON,
DC
Dr. VLADECK. Thank you very, very much, Mr. Chairman
and
Members of the committee. I am pleased to be back here.
Let me begin by responding, Mr. Chairman, with a less
precise
answer than I would like to be able to give you. But I believe
that
the specific legislative language, at least insofar as it
affects
the
Medicare program, will be made publicly available in the
very near
future. Can I be more precise about that? I am afraid I
cannot. But
it is sooner rather than later.
The CHAIRMA. A week, 2 weeks?

Dr. VLADECK. We would hope by the end of this month, or certainly by the conclusion of the impending recess, that it would be
available. I hope sooner than that, but I just do not know to tell
you any more precisely.
Senator GRASSLEY. Mr. Chairman, is there any doubt that one
will be coming up here?
Dr. VLADECK. As I understand it, sir, the process of drafting and
reviewing is largely completed, at least for the Medicare provisions.
I cannot speak for the rest of the statutory language having to do
with the President's budget proposal. It will be made available in
the very near future, but more precise than that, I wish I could be
for you, but I am afraid I cannot.
The CHAIRMAN. Well, we are, of course, talking about health and
Medicare. But it is important that we obtain that at the earliest
possible date.
Dr. VLADECK. I will do everything I can to try to expedite it. If
I may, even with Senator Graham not yet here, make one other
statement not immediately relevant to today's subject, but in follow-up on last week's hearing.
There was some confusion, as you will recall, about the availability of the administration's 10-year budget projections associated
with our Medicare proposals. We had some confusion on our end.
I was confused. Senator Graham has since received those 10-year
numbers, and they are available to other Members of the committee and committee staff.
I need to, and wish to, note for the record that I believe last week
I said that it was the Office of Management and Budget that was
responsible for the unavailability of those numbers. That was not
the case. We were confused in other ways, and I want to just correct the record, that OMB, in fact, encouraged us to make them
available to all the Members of this committee at the earliest time.
The CHAIRMAN. And they have already been made available to
the committee?
Dr. VLADECK. And they have been made available, yes.

The

CHAIRMAN.

All right. Please proceed.

Dr. VLADECK. So, having said that, you have my written statement. It is rather extensive. Let me proceed with the extensive topics before us this morning in very, very summary fashion and try
to condense this as much as I can.
We are pleased to be here to talk about our efforts to ensure that
Medicare beneficiaries receive high-quality care and that the range
of choices available to them are substantially expanded.
It is important that we clearly define and support measures to
promote choice and quality, not only for Medicare beneficiaries but
for all Americans in all types of health plans.
Managed care is attractive to increasing numbers of Medicare
beneficiaries because they can often receive the same financial protection afforded by Medicare supplemental or Medigap policies
without additional premiums.
In addition, most plans are providing benefits not covered under
the basic Medicare program, such as routine vision care, dental
care, expanded preventive benefits, and some prescription drug coverage at relatively limited cost to beneficiaries.

As of January 1, almost five million

beneficiaries were enrolled
in 350 Medicare managed care plans, two-thirds
of which
risk
contracts with us. In 1996, risk enrollment grew fully byhave
a third,
and we expect this trend to continue.
Under current law, beneficiaries enrolling in Medicare managed
care plans have a wide variety of consumer
protections. They are
entitled to enrollment without health screening or limitations
on
preexisting conditions. They are entitled by law to access
to all
medically necessary and appropriate care.
They are entitled to procedures to resolve grievances and have
access to a neutral, independent third party for appeals of decisions
made by the plan. Plans are required to maintain internal quality
assurance processes and, in addition, they are all subject to
external quality review.
There are protections associated with minimizing the risk
to
beneficiaries that might arise from financial instability
of
plans
and there are limitations on the total potential out-of-pocket
cial liability of beneficiaries who enroll in Medicare managedfinancare.
We are working to improve the appeals and grievance process,
particularly for urgent or time-sensitive conditions.
We have recently clarified the importance of unrestricted communications
tween physicians and their patients and the illegality under bethe
Medicare law of so-called "gag rules." We have published regulations regulating and making available public information about
incentive compensation arrangements for managed care physicians.
We have clarified the eligibility for emergency room services
way similar to that which Senator Graham has been workingin a
on
very actively for the last couple of years.
We are about to release, after extensive-consultation with
the
managed care industry and consumer groups, national marketing
guidelines for Medicare managed care, and we are investing
of time and effort in developing better comparative informationa lot
for
consumers.
We are also in the process of strengthening our quality monitoring and enforcement activities, recognizing that in the
of
350 plans not all can always be counted on to meet our universe
demanding
standards. We are redesigning our data systems. We are working
with the States to coordinate our regulatory activities.
We are testing a range of new techniques to measure and report
on the quality of services provided by managed care plans, including, quite critically, the implementation this year of the first
tional survey of Medicare beneficiaries enrolled in managed naplans for purposes of addressing satisfaction with access to, care
and
quality of care, as well as other aspects of managed care service.
This is all the background on which the President's
budget
proposals are built. Those proposals will contribute to1998
our
goal of preserving the solvency of the hospital insurance truststated
fund
and enhancing beneficiary protections while significantly expanding choice. Many of them will sound familiar to you, Chairman
Roth, in terms of legislation in which you and other Members
of
this committee have previously been actively involved.
In a very summary form, we propose to expand the types
plans
with which Medicare contracts to include preferred provider of
organizations, or PPOs, which are the largest providers of managed
care

services in the private insurance market, as well as provider sponsored organizations, or PSOs, which
will be able to contract directly
with the Medicare program.
We have established mechanisms in the bill for contracting
with
independent, neutral third parties in every market for a much-expaned program of consumer information and counseling,
ing: around-the-clock counseling, 800 numbers, and consumerincludmation. We have put in place a financing vehicle to support inforthose
activities.
Now, the President's budget calls for an annual open
season, similar to that which is used in the Federal enrollment
Employees
Health Benefits plan or that which is used by many of
the more
progressive employers, in which beneficiaries have the opportunity
to pick not only from the range of managed care options,
but
among Medigap plans as well.
The Presidents proposal would extend the underwriting,
open
enrollment, and community rating requirements that now
apply
to
Medicare capitated plans to Medigap so that people could
freely back and forth between the capitated and fee-for-servicemove
sec-

tors.

And, while we will have an annual open enrollment season,
ability of Medicare beneficiaries to disenroll from a managed the
care
plan on 30 days' notice will not be constrained or restricted
by the
President's proposals.
We seek to replace a lot of the sort of outmoded bureaucratic
kind of requirements in the existing
Medicare law with an entirely
new quality management and quality measurement
system for
capitated plans. This system will also be extended over a
period
years to the fee-for-service sector so that we will be applying of
the
same quality standards and tho same measures to the fee-for-service medicine in the Medicare program as we do to managed
care
plans.
If there are a set of measures that characterize optimal
care of
a diabetic patient or a patient who has had a heart attack,
it
should not matter whether that patient is enrolled in an HMO,
or
a provider-sponsored network, or in the fee-for-service community,
good quality medical care is good quality medical care.
We should
employ the same measures and measurement techniques,
and we
will propose to do so.
At the same time, we are proposing a set of very, very significant
changes in the way in which we pay Medicare managed care
There are a number of flaws in the existing system about plans.
which
there is considerable consensus among the experts who have
looked
at this and our advisors on the Prospective Payment Assessment
Commission, the Physician Payment Review Commission,
the General Accounting Office, and others.
The first, is that there is significant geographic inequity between
the lowest-cost county in the United States for which the
Medicare monthly capitation rate is $221 a month, and the current
highestcost county where the capitation rate is approximately
$770 a
month.
Under the President's proposal, we would significantly
reduce
these inequities through two mechanisms. First, by putting
a floor
of $350 per beneficiary per month in the lower cost counties,
and

second, by building on the proposal that first appeared in the Balanced Budget Act in 1995, and blending
The first chart here shows the extent local and national rates.
of the budget plan, the disparity across to which, over the 5 years
counties in the Medicare
capitation rates would be shrunk by the President's
is a copy of this chart in the written testimony, proposal. There
somewhat easier to see. But the short answer where it may be
is, you see much
more concentration of the rates around the
average
after full implementation of the President's proposal than
is now the case.
The CHAIRMAN. Can you illustrate by dollar
figures what the difference will be at the end of 5 and 10 years?
Dr. VLADECK. If I could perhaps go to
one of the subsequent
charts, which actually uses several counties
as 'examples, that
might be helpful in that regard.
The CHAIRMAN. What is the difference currently?
Dr. VLADECK. As I say, the current extremes
range from $221 a
month to about $770 a month.
The CHAIRMAN. Two hundred and twenty-one
dollars and seven
hundred and seventy dollars.
Senator GRASSLEY. Is $221 state-wide average?
Dr. VLADECK. No, these are aeach
county rates. That is the lowest
cost county in the United States. The range
now is about 32 to
1 from the highest cost county to the lowest
cost county.
In the year 2002 under the President's proposal,
the rate in the
highest cost county would be roughly twice
as
great.
It would be
about a 100 percent difference as the rate
in the lowest cost county.
The CwLRRMAN. What would those figures
Dr. VLADECK. Well, we would have to get be?
to all the adjustments.
In the lowest cost county in 2002
under the President's proposal,
it will have gone from the $221 a month
$400 a month. Its rates will roughly haveI identified to just under
county will have gone from about $770 a doubled. That high-cost
month only up to $800
a month.
So we have a 2 to 1 swing as opposed
an almost 32 to 1 swing
under current law. We have provided, Itobelieve,
to committee staff
the county by country breakdowns of the
changes on every county over the 5 yearsnet effects of all of these
in the budget proposal.
I can go through these in somewhat greater
but these are some other illustrative counties detail if you want,
works because this reduction in the geographic that show how it
disparity is only
one part of the package. You have to look
posals together to evaluate their impact at the whole set of proin any community. I will
just go ahead, very quickly, and describe
those
The next thing we are doing is taking the as well.
cluded in HMO payment rates attributable money that is now inmedical education and disproportionate shareto the cost of graduate
out of the HMO rates
and paying that money directly to the
hospitals.
This has been
identified as the most important agenda item
by the academic medical community for us in terms of the future
of the Medicare program.
It does not result in any net budget
to the Medicare program, we are simply taking the moneysavings
out
of
the HMO rates and
paying it to the hospitals. Nor does it move
money from one county

to the next since, again, it takes money out of the HMO rates in
those counties and pays it to the hospitals in those counties.
But it is a more appropriate targeting and use, we believe, of
money the Congress has set aside to support graduate medical education and disproportionate share providers in hospitals.
There are two other major adjustments we are making
the
payment proposals in the President's budget, or there are twoinother
sets of adjustments. The first is that since we continued to tie the
HMO payment levels to the level of outlays on the fee-for-service
side, as we take savings in the budget package in fee-for-service
payments for hospitals, physicians, or clinical laboratories, those
savings flow through into the HMO payment rates to produce 5year savings of approximately $18 billion.
If you are setting HMO payment rates at X percent of
service costs, as you bring down fee-for-service costs that fee-forbrings
down HMO prices exactly in proportion. We are also proposing a
favorable selection adjustment to be implemented in the year 2000
which will produce 5-year savings of approximately $6 billion and
will bring the average level of Medicare payments from 95 percent
of fee-for-service costs to 90 percent of fee-for-service costs.
We have made this proposal because of the growing body of evidence that the patients enrolled in Medicare HMOs are systematically less expensive to care for and less subject to a variety of
health care problems than those in the fee-for-service sector.
The
data has been confirmed not only by our own research, but again
by the work of the independent commissions and the General Accounting Office as well.
In order to smooth the impact and mitigate the impact of all of
these intersecting changes on any particular country, we also
have
as part of the budget proposal a so-called 'hold harmless" provision
so that, except in the year 2000 when we take this 5 percent across
the board reduction, the rates in no county go down from 1 year
to the next.
In the year 2000, the most that rates in any particular
can go down is equivalent to part of that 95 to 90 percent county
reduction, or a maximum reduction in the rates of about 3V3 percent.
Finally, relative to payment, we recognize that all of
changes represent efforts to fix a payment methodology thatthese
over
time is fundamentally flawed. As we get more experience with
managed care and as managed care market penetration in Medicare grows, it becomes necessary to essentially have a managed
care payment system that is not so tied to the fee for service sector.
To that effect, we require in the budget proposal that the Secretary report back to Congress by 1999 a plan for an entirely
payment system. That may be a system somewhat analogous tonew
kind of pricing system we use in hospitals, where we have a the
national price adjusted for the clinical characteristics of patients and
input price differences from one community to another, or it may
be an even more radical change in our approach.
We are testing, beginning with rates effective this coming January 1, a true market-based competitive bidding model in metropolitan Denver for the rate year 1998. We will be doing other competitive bidding demonstrations in the coming months and years. By

8
1999, the Secretary will have information from
which to recommend an entirely new payment system to the Congress.
Again, Mr. Chairman, this is an awful lot
material about an
awful lot of issues in a very, very compressedoftimeframe.
I apologize for doing this so quickly. Let me just say
a couple of words
by way of conclusion.
The first, is that our actuaries have projected
the net impact
of all of these changes will be not to decelerate that
the
growth
of managed care in the Medicare program, but actually
to accelerate it relative to the current baseline.
That is to say, under current law our actuaries
project that, in
the year 2002, approximately 19 percent of Medicare
beneficiaries
would be enrolled in managed care. They project
that, under the
President's budget, that number would grow to
about
CBO disagrees with us on this. They believe that 22.5 percent.
the net effect
of the President's budget proposal on the rate of
care managed care enrollment will be roughly a increase in Medineither significantly accelerate or decelerate that wash, that it will
trend.
But their baseline is higher, so CBO is also projecting
that in the
year 2002 somewhere just under a quarter
of
Medicare
beneficiaries will be enrolled in managed care plans,
under the President's budget proposal.
The second thing to say relative to that point,
is that we are
often asked the question of what the right proportion
is or what the
right rate of growth is in Medicare enrollments
in
capitated
plans.
Our response is consistent, and I think
appropriate way to
conclude my presentation this morning; we an
not believe it is up
to the administration, or up to the Federal do
Government at all, to
determine what the right distribution of Medicare
beneficiaries
across different kinds of health care plans should
be.
We believe that that decision should be made
by beneficiaries
themselves, making free choices with good information
in the absence of any economic coercion or pressures from
the Government
or anyone else to make one choice as opposed
to another kind of
choice. We believe that it is our obligation to provide
a level playing field, a really fair marketplace, and really fair
choice with good
information.
And then over time the beneficiaries themselves,
in response to
the ways in which plans compete in the marketplace,
mine what the final number is in terms of the proportion will deterin various
kinds of plans.
Again, I appreciate the opportunity to be here again
today, and
I am happy to respond to any questions Members
may
have.
[The prepared statement of Dr. Vladeck appears
in the appendix.]
The CHImRMAN. Well, thank you, Dr. Vladeck. Let
me say to the
panel, we have, I think, two votes at 11:30, which
is going to cut
seriously into our time. So, we will apply the
time limits very
strictly today to try to get as broad an opportunity
to all of the
members as possible.
Yesterday, Dr. Vladeck, there was a story in the
New York Times
about Medicare HMOs limiting beneficiary appeals.
The IG said
that many beneficiaries are really never informed
of their appeal

rights. It goes on to talk about an Arizona case, where the Federal
District Judge ordered certain compliance standards for appeals.
Now, you have indicated that you will be announcing new regulations. How do they compare with what the court requires? Let
me
also ask you this. There has been criticism as to the enforcement
of these rights, that theoretically they have certain appeal rights
but no real action is taken to put any substance to them. What is
your comment?
Dr. VLADECK. Well, let me answer those in order, sir. First, our
lawyers participated in the discussions leading up to the settlement
order in that litigation in Arizona. We are very comfortable with
all of the specifics in that settlement order and, indeed, our new
regulations to be issued in the very, very near future will be entirely consistent with the conclusion of the court in that instance.
Second, what the Inspector General found, and we would certainly agree with, is that a considerable part of the problem with
beneficiaries agreements and appeals within managed care plans
was beneficiaries' ignorance of what their rights were. We, in conjunction with the Inspector General, have already taken some steps
in that regard.
We worked with the Inspector General on development and publication of a new booklet to be made available both to beneficiaries
and to advocates very explicitly clarifying what beneficiaries'
relative to grievances and appeals are, both in managed carerights
and
fee-for-service.
I believe we have already distributed close to a million copies of
that booklet and additional printings are being run. We have
talked to the managed care community about additional kinds of
patient information. Some of these issues will be addressed in our
marketing guidelines.
Again, we will take a series of regulatory steps to substantially
improve all aspects of the grievance and appeals process, but with
some particular focus on making sure that beneficiaries, at the
time they enroll and periodically thereafter, have a very explicit,
very clear description of what the processes are that are available
to them.
The CHMRmAN. Have any sanctions ever been applied for failure
to follow through on that?
Dr. VLADECK. We have applied sanctions to some plans, but I do
not believe that any have been specific to management of the appeals and grievance process.
The CHAIRMAN. Now, the chairmen of the PPRC and ProPAC told
this comrfiittee that they believed that reducing the Medicare managed care payment rates from 95 to 90 percent is a rather crude
way to address the problem of risk selection and that it could exacerbate the problem because plans would have even more reason to
try to avoid sicker enrollees. Do you agree or disagree with that
analysis?
Dr. VLADECK. Well, I agree in part and disagree in part, I guess.
I think the incentive that plans have to select healthier patients is
the same regardless of the specific payment level, although I must
say that most of the favorable selection we see in Medlicare managed care is not the result of some dire conspiracy on the part of
the plans. It is a natural effect of the fact that younger, healthier

beneficiaries are more likely to either relocate to communities in
which they do not have established relationships with physicians
or to be willing to change their patterns of medical care
change for increased benefits as opposed to older and sicker in exbeneficiaries who are much more likely to be in a web of well-established physician relationships that they are reluctant to
So, one will get favorable selection even if the plans play itabandon.
entirely
straight.
Having said that, we would like a more sophisticated individual
risk adjustment as the basis for the payment system. We anticipate
that part of the report to Congress, we contemplate,
roughly 24
months from now would be based on such a system.
We have never empirically tested such a system.
we have
a growing body of research literature, we think itWhile
is
a
little
bit
early to go to more radical approaches to this favorable
selection
problem.
The CHAIRMAN. Are you familiar with a suggestion from
GAO
that recommended a method of improving Medicare payment
rates
by including HMO enrollees' estimated costs in computing
county
rates?
Dr. VLADECK. We have. We have a couple of very significant
concerns about the GAO proposal. I am not sure that we
fully
understand it yet or that it has been entirely specified. But one
concern
that we have is that if you had two adjacent counties under
the
GAO proposal that were identical in every respect except
that one
county had a higher rate of Medicare managed care enrollment
than the other, the GAO methodology would produce a significantly
lower rate in the high enrollment county, which seems
minimum, as sort of a counter-intuitive kind of proposal.to us, at a
gests that, while there are some intriguing ideas here, weOne sugsure any of these is quite ready for prime time this comingare not
January.
The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Thank you, Mr. Chairman.
I would like to just ask Dr. Vladeck if he could step back
just
a moment to recognize what is going on here. I had mentioned
earlier the concept of the commodification of medicine and
you, with
hesitation, spoke about plans competing in the marketplace,
and
which are the lowest cost, and highest cost, and so forth.
In a pattern of American Government, once you get a big market
going it usually is followed by a measure of Government regulation.
You are increasingly becoming a regulatory agency, for good
But note that and watch the patterns of over-regulation whichor ill.
can
come so readily in that setting.
But one of the central aspects of markets is that they do
vide for public goods. They do everything else very well, not probut they
do not provide for public goods. What Senator D'Amato and
I have
been talking about, and this committee has been talking
about,
is
what are you going to do about the medical schools and the
teaching hospitals in this market environment?
They are public goods and they need a specific provision.
You
have come up here with a familiar, incomprehensible-not
you,
sir-IME/GME/DHS/DSH carve-out. Huh? We have been
about a medical education trust fund financed by a direct talking
tax on

health care premiums. Very direct, very open, very clear. Why can
we not get this through to the administration? The Secretary,
I
know, is sympathetic. But is it just too much of a new idea
as
against IME/GME/DHS/DSH carve-out?
Dr. VLADECK. Senator, it is not in that regard an especially new
idea. We spoke about it in our testimony.
Senator MoYImHAN. We think it is a new idea. It appeared in this
committee 3 years ago. All right.
Dr. VLADECK. We understand that. I guess our continuing concern is not with the concept of a trust fund at all, it is that there
are two issues that need to be addressed in the construction of
a
trust fund.
No. 1, is some sense of what the allocation rules are going to be,
then what the process is going to be for making those allocations.
Frankly, we do not think any part of the Federal Government
is
necessarily the appropriate place to do that.
No. 2, if one is talking about a tax: on premiums, I must say that
one is talking in the context of general discussions of a whole variety of revenue-related issues as part of a broader budget reconciliation process.
Senator MOYNIHAN. Dr. Vladeck, do you understand or do you
not agree that medical schools and teaching hospitals, as a consequence the State of American medicine, are endangered in the
consequence of an otherwise welcome introduction of market forces
into health care?
Dr. VLADECK. No, there is no question that that is the case and
that we need to-address it.
Senator MoyNImAxN. All right. Good. I will stop right there.
The CHAIRMAN. Senator Kerrey.
Senator KERREY. Dr. Vladeck, do you support minimum quality

standards for these risk contracts?
Dr. VLADECK. Yes, we do. I do not know if that is a term of art
or just a generic term, but ve certainly believe very strongly
in
strong quality standards.
Senator KERREY. In your testimony you are implying that you
are developing some technical expertise to be able to evaluate quality, is that correct? I mean, this is a new field and that new research is being done to enable us to provide consumers with more
information about quality.
Dr. VLADECK. Well, there are two pieces to that. Let me,
first,
Senator, emphasize that we are hardly alone or doing this by ourselves. We are working in very close collaboration with major private sector purchasers with the plans and with the academic community in the development of these measures. There is a lot going

on.

There is an issue, a very important issue, of making information
available to the public that overlaps considerably but is not identical to the issue of professional measures that professional experts
would seek to apply to patterns of care. We need to move ahead
aggressively or both.
Senator KERREY. I am told by the Peer Review Organization
Nebraska that encounter data is not required to be provided in
to
them. How do you monitor quality without encounter data?

Dr. VLADECK. Well, over time we will need encounter data. Everyone agrees that we have been explicit about the need for encounter data. The issue is defining precisely what encounter data
is. We are testingSenator

KERREY.

Can I interrupt you and ask you what you

mean by over time, speaking of a term of art.
Dr. VLADECK. Fair enough. We are engaged in a set of experimental tests of various, somewhat different encounter data sets in
a number of sites around the country. Those tests are going on
now.

We are obligated under the Kennedy-Kassebaum legislation,
under the administrative simplifications of that, to promulgate
series of uniform national data standards. By 1998, we would ex-a
pect managed care encounter data to be one of the data sets that
we would be seeking to standardize under those provisions. So we
are talking about moving toward a standardized managed care encounter data set sometime next year.
Senator KERREY. Sometime in 1998.
Dr. VLADECK. Yes, sir.

Senator KERREY. And tell me, is it important to get a specific set
of data standards that you have established, is that what you are
saying, that that is why it would not work to require this encounter
data today? If we required the encounter data today, what would
be the negative consequence of that?
Dr. VLADECK. The major objections we would hear at the moment
are twofold. First of all, some of the managed care plans with
the
most sophisticated and highest quality data systems and information systems would tell us that the standard coding techniques, the
standard nomenclature that is used, the standard information that
is applied, is very misleading and not terribly useful for the management of high-quality primary care, in particular, and that we
need to add some additional codes or define some of the things differently in order to have data that is useable for really evaluating
primary care or really measuring how they are performing.
Senator

KERREY.

Do you anticipate being able to minimize

the
regulatory costs so that there is no substantive argument coming
in the other direction that would say you have got to factor in all
costs of this and you are basically doing something that is going
to drive up the cost of providing care by requiring plans to provide
this contact data? Are you arguing that standardization will reduce
regulatory costs?
Dr. VLADECK. Well, I think our obligations toward data standardization are in statutory language under a title described as administrative simplification, but it is our very strong belief, based on
our experience, that the quality of data we receive from providers
is directly related to the extent to which that data is useful to the
providers themselves. That is to say, if the data means something
in the management of a managed care plan, it will be of higher
quality than if it is purely an external bureaucraticSenator KERREY. Well, I have an intense interest in

this issue.
I do think that the reporting of encounter data, and I understand
the need to standardize it, but I think as soon as we can start to
provide that, that there is apt to be some reduction in cost on the

taxpayer side as a result of reduced re-enrollment back into fee-forservice.
I mean, there are apt to be a lot of benefits that come
from this.
It is difficult for me to understand how markets
are
going
to develop effectively if we do not have a sufficient amount
of qualitative
information upon which beneficiaries can make
a decision about
which plan they are going to select.
Senator KERREY. Thank you, sir.
The CHAIRMAN. Senator Grassley.
Senator GRASSLEY. Before I ask a question, I would
make a point
about the AAPCC. It would be, first of all, to thank
tion for seeing this problem and having a plan for the administrareducing the inequity.
The second thing, would be to ask you and my colleagues
to consider some other ideas about it that are floating
around.
One
would
be, rather than to have a flat-dollar threshold, to
of the national average-I suggest 80 percent-to have a percent
the threshold.
I think, even with raising the threshold, still in be
some of the really low counties of the midwest and west you
may not have it
high enough to get the choice in managed carestill
plans
in there. The
whole idea is to give Medicare people some sort of
choice.
And the second thing I would ask you to consider,
and I am convinced that on my first point, that a percent
of
the
national
average is better than a flat dollar amount. On the second
one,
I am
not sure, but I want to raise a point for your consideration.
That is, whether you use 80 percent of the national
average or
whether you use a dollar threshold, in some parts
of
the
country
we are going to still be on the margin of whether or
not these managed care programs are available.
Now, if we reduce the 95 percent that is presently
applied for reimbursing HMOs, we may also further make
that more marginal.
If you apply the 90 percent to very low-cost managed
then you are making it even more marginal, whether care plans,
you can get
things started.
So I am also asking you to consider that maybe-until
we get
these plans started, that somewhere along the line
counties, whether you use the 80 percent averagefor the lowest
or a dollar
threshold-you cannot apply the reduction to those.
If you have an
answer to- that, that that is right or wrong, I would
like to hear
it. But if you do not have, I am just asking you
to
think
about it.
Dr. VLADECK. If I may respond, Senator, and I will
try to do it
very quickly. There is a certain irony in that,
in the President's
Medicare proposals. In his health reform legislation
in 1993 and
1994 we did propose a floor as a percent of the
national
average
for the payment rates and were criticized for not
addressing
the
problems in rural areas. Then the consensus developed
dollar floor proposal, which we have now come around around the
to supporting. But we are certainly willing to look at a percent
of the average
as an alternative.
Second, we also need to understand, I think, the extent
to which
the barriers to the development of managed care,
particularly in
rural or less densely populated communities, are
not solely a function of the payment rate. They have to do with other
arise from the mere fact that they are less populated obstacles that
communities,

including our so-called 50/50 rule about the proportion of commercial enrollment, our minimum enrollment rules, that we will not do
business with a plan that has fewer than 5,000 members, and some
of the obstacles that now exist to starting up provider-sponsored
networks.
In addition, the fact that a plan going into an area on a very
small population base would have to be at full financial risk. We
have specific proposals to reduce the obstacles to development of
managed care in rural communities in each of those four areas as
well. So, we would be happy to work further with you on those.
Senator GRASSLEY. All right. So in regard to your last point, your
admonition to us is to consider that these supplemental things are
going to help make up for the shortcomings of maybe HMOs not
being able to get into some rural areas?
Dr. VLADECK. Well, what I am saying is, we have found in our
conversations with HMOs and with rural health care providers
that, while obviously the level of rates is a concern, it is not the
only barrier to entry and we have to address those other barriers
as well.
Senator GRASSLEY. Yes. I believe I agree with you on that point.
If my ideas were accepted, I still would say we would have to do
what you just suggested.
My question to you, and the only question I will have, is in regard to the fact that consumers are finding it very difficult to get
information about Medicare HMOs. They do not have a lot of
straightforward information about the plans' methods of treatment
and out-of-pocket costs. Measurement of quality is kind of difficult
and, in some instances, unavailable, and certainly not accessible for
most lay people. We eventually want to get to a point where the
consumer considers this as they choose alternatives for managed
care.
I have heard concerns raised that some managed care plans are
attracting healthy seniors. How are beneficiaries currently choosing
plans? In conjunction with the lack of information I have already
referred to, is it because of aggressive marketing campaigns, and
what does HCFA do to monitor this? And should HCFA do anything to reduce adverse risk selection and, if so, what?
Dr. VLADECK. Most of the information beneficiaries now receive
about Medicare managed care plans is marketing material from the
plans themselves.
We do review every item of marketing material that is used by
the plans, but our review historically has not been very stringent.
We have had no guidelines. We will be, within the next few
months, issuing uniform national guidelines for marketing material
for Medicare managed care plans.
Nonetheless, it is still critical that we develop and build on some
of the activities of independent, third party organizations to provide unbiased information and counseling to Medicare beneficiaries
about their choices. I think in your next panel you will hear about
some early efforts.
Even if we do all of those things, however, the problem of risk
selection will continue and needs, over time, to be addressed, not
through regulatory mechanisms, but through appropriate pricing
adjustments.

The CHAIRMAN. Senator Bryan.
Senator BRYAN. Thank you very much, Mr. Chairman.

Dr. Vladeck, as a follow-on to the Chairman's first question
with
respect to the issue of appeal. My understanding is that
HCFA is
in the process of developing some regulations, if I am correctly
informed.
My question is twofold. No. 1, when will the regulations
be out,
and second, will the regulations, when promulgated, include
a finite time period for resolution of issues raised on appeal?
Dr. VLADECK. I can answer the second question much more
precisely than the first. The answer to the second question
solutely. The major thrust of the fi-st part of the new is, yes, abregulations
we will be issuing is to provide for an expedited appeal
process,
with very short timeframes when there is some question
of
or clinical urgency associated with the issue being appealed. medical
Precisely when those regulations will be
d,Iwish I could
answer as exactly. I would say within thepublished
next few weeks, but I
cannot, because I do not know, answer more
precisely
Senator BRYAN. I presume that the sky will burn and than that.
will cleave at some point then in the next 30 days. Wouldthe earth
that be
a reasonable time period?
Dr. VLADECK. If it does not, I will be terribly disappointed
and
surprised.
Senator BRYAN. I thank you.
Now, changing the focus to the provider sponsored
and the issue of solvency standards. We had some organizations,
Nevada in the late 1980's with physicians organizingexperience in
HMOs that
became insolvent in a very short period of time. My question
is, No.
1, what kind of solvency standards should be required;
should they
be comparable to solvency standards of HMOs?
No. 2, in terms of any kind of regulatory regime,
own thoughts, should it be done at the Federal level,what are your
done at the State level, should we have some kindshould it be
standards where that enforcement is delegated to the of Federal
State level?
Could you share your thoughts with me, please?
Dr. VLADECK. Yes. Perhaps in not quite the order
of your questions, sir.
Senator BRYAN. Any order. That is fine.
Dr. VLADECK. First, we believe that there ought to be
a set of
very strong Federal standards, but that, by and large,
in
the
great
majority of instances in which States have comparable
or
stronger
standards, the administration and enforcement relative
plan performance standards and plan characteristic to specific
standards
should be administered by the States.
This is, in fact, the model we now use, by and large.
It is the
model that we have used very successfully with Medigap
tion. For a variety of reasons, the capability of the States regulalate health insurance and health insurance plans has to reguvery considerably in the last decade or so, and we are increased
very comfortable with that general model.

Senator BRYAN. So you would have a Federal minimum,

but the
States could have a higher standard if they chose to do
so?
Dr. VLADECK. That is correct. And if the State standard
were
identical to the Federal standard, we would defer to them
as well

if we were satisfied they were actually enforcing their standards.
That is the scheme that is laid out in the President's budget proposal.
In terms of solvency let me just say three things. First,
National Association of Insurance Commissioners has had athemajor
committee working on new standards for so-called risk-based capital for all health plans, which expects to issue its final report in
the next number of months. Our thinking about the precise definition of standards for all managed care plans, solvency standards,
will be very much affected by the results of that. They are doing
some very sophisticated work.
Second, it is probably true that our solvency standards, in general, are not high enough. That is one reason we are waiting
for
the NAIC standards.
Third, there has been a considerable--Senator BRYAN. May I stop you there, Doctor, just to follow up
on a point, if you will just hold your thought. The standards
NAIC is promulgating may, indeed, be very good, but they are that
not
self-executing. NAIC, as you know, is an umbrella group, but does
not have the power to require States to, in fact, enact anything by
legislation or regulation at the State level.
Dr. VLADECK. That is true. But, again, we have the authority. It
would be somewhat clarified under the President's budget proposal
to adopt an NAIC standard as the Federal standard, and then
States which adopted the same standard, we would basically defer
to them in their administration of the standard.
Senator BRYAN. I see. All right.
Dr. VLADECK. The hospitals and other provider groups have
expressed

concern that, in the evaluation of solvency, certain assets,
particularly hospital assets that are available-for the provision of
medical care, may not be fairly evaluated when compared to financial assets of insurance companies and so forth, and that there does
need to be some way of equating those two. We have considerable
sympathy with that argument and would propose to permit alternative measures of solvency for provider sponsored networks.
I must say, however, that based on where most State solvency
standards are at the moment and where the financial
positions of
most hospitals are at the moment, that any provider sponsored network, of which a hospital was an integral part, we do not believe
will have significant difficulty meeting existing across the board
standards. But we are prepared to look at specialized standards
for
PSNs which have major nonfinancial assets involved in the delivery of medical care.
Senator BRYAN. Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator D'Amato.
Senator D'AMxTo. Thank you very much, Mr. Chairman.
Dr. Vladeck, first of all, let me say that the Governor's office informed me that yesterday New York State received its approval
of
section 1915 waivers.
Senator MOYNiHAN. No.
Senator D'AMATO. Yes. Well, that is the little one. That is the little one. But that is something. So, that is good. I guess they knew
you were going to be here today.
Dr. VLADECK. I do not believe the Governor's office did, sir.

Senator D'AMATo. Well,
Governor's office informed me, but I
guess your people knew youthe
were going to be here again today. But
that brings me to the important one. Now, tomorrow-and
that is
when another panel is going to be testifying on this issue--marks
the anniversary of the application. Do you know what anniversary?
Dr. VLADECK. I believe it is the second, sir.
Senator D'AMATO. Second what?
Dr. VLADECK. Second year.
Senator D'AMATO. Second year, not second month. Two
years.
Now, look. I think you have done an extraordinary
job
in
a
very
difficult area on many occasions, answering the call, taking
icism. Criticisms, I do not think, were justified. People just on critdid not
know. I think when people do not know they raise questions,
but
they should not be critical right off the bat.
I am talking about, I think, the ground-breaking effort,
pilot program, which is quite a significant program as it relates
to
pitals and teaching hospitals in New York. I think whenthe hospeople
look at it, it is a win-win.
The government saves money, it is not going
cost them money,
and it is going to set the stage for even further toreductions,
both on
the Federal and State side, and it will deal with the
problem of
whether or not it exists, but at least people seem to say
are educating too many doctors. So I think you should that we
plauded. If I came from another State, maybe I would not be apsay that.
But the fact of the matter is, I do come from New York,
where
this plan is going to be implemented. I really do think,
ple look at it logically, you can see it is a win-win and if most peoother States
will probably pursue similar applications.
I O not know why they have to be dissimilar. I just throw
that
out. If it is good in one area and will apply and make
sense and
it is in Texas or California, why not give them that opportunity?
It seems to me it is well-grounded in logic and the
are
there to protect the taxpayer from any abuses. So, I formulas
applaud you
for that.
But, by gosh, tomorrow is going to be 2 years. We
about managed care waivers. This is wrong. Now,are talking
Secretary
Shalala was here last year. Oh, something is going
to be done.
Something is going to be done.
Senator Bryan talked to you about, when do we think
we are
going to get these new rules as it relates to letting
know
about the appeal process within 30 days. Well, let us people
hope
that
is
the case. But we are talking billions of dollars. I do not
hearing
it bantered around, and New York has become the butt like
attacked, some of it almost venal, by Members of the of criticism,
Congress as
it relates to a bloated bureaucracy, system, et cetera, and
the high
cost.
Now, maybe some of that is fair. But it is certainly
are not given the tools to begin to reduce those costs. unfair if we
of the most significant ways in which we can do it. Now,This is one
when are
we going to get the waiver?
Dr. VLADECK. Well, SenatorSenator D'AMATO. I am not going to stop, you know.
Dr. VLADECK. Senator Bryan used analogies about
sky turning color and the earth cleaving within the next 30 the
days. My un-

derstanding is, because, as you know, I have not been directly involved in that, that is a very reasonable timeframe
for the New
York 1115 waiver as well.
Senator D'AMxro. Within the next 30 days?
Dr. VLADECK. I believe so. Yes, sir.
Senator D'AMATO. Well, on that note, I will rest.
[Laughter.]
Dr. VLADECK.' And if, 29 days from now, it has not yet happened,
I will be on the phone to you, sir.
Senator D'AMATO. Thank you very much.
The CHAIRMN.
Senator Rockefeller.
Senator ROCKEFELLER. Thank you, Mr. Chairman.
Mr. Vladeck, I echo a lot of what Senator D'Amato has
said
about your job, which I think is one of the hardest in Washington.
I think you have done very well and you have fought and
you have
tried to make reforms within HCFA. All of that I respect
much, and you know that because I have told you that directly. very
Because you are not going to be here tomorrow on PSOs and
you
will not be testifying on that, I wanted to ask a couple
of
questions,
because the Administration has included a PSO proposal
in the
President's budget. Dr. Frist and I have introduced a
PSO
bill
which we think is better. We include in ours more specific
quality
and solvency standards.
I believe in your proposal that you deferred
licensure for
the preliminary period, which is 2 years in yourState
case and 4 years
in our case, and that the Secretary would issue regulations
during
that time. Our bill is more specific.
Now, there have been a lot of concerns raised, and I share
them,
that Federal legislation allowing HCFA to directly
with
PSOs will exempt those same PSOs from a variety contract
of
consumer
protection standards. The legislation that Senator Frist and
I have
authored would not exempt.
So my question to you is the following: Would the administration
bill exempt PSOs from consumer protection in the
areas,
and-does Medicare currently require HMOs to meetfollowing
specific
standards in these same areas: marketing and enrollment-we
can do it
one by one, if you want.
Dr. VLADECK. I believe, if I understand correctly, that Medicare
HMOs now must meet requirements in that regard and
PSOs and
PSNs, under our bill, would be required to meet the same
standards from day one.
Senator ROCKEFELLER. All right. Access and benefits.
Dr. VLADECK. The same situation.
Senator ROCKEFELLER. Quality of care.
Dr. VLADECK. We pre proposing in our bill, again, an across
the
board change in the nature of the Medicare HMO quality
standards. The same quality standards would be applied in
the President's bill to HMOs and PSOs.
Senator ROCKEFELLER. Grievances and bills. That has been
referred to.
Dr. VLADECK. The same. It would be the same standards.
Senator ROCKEFELLER. Yes. Information to enrollees.
Dr. VLADECK. It would be the same system. In our
which addresses issues that just are not addressed in yourproposal,
bill, sir,

there is more provision for third party information and counseling
activity.
Senator ROCKEFELLER. All right. Business operations that is separate from solvency.
Dr. VLADECK. I do not know that we have a separate
to
that effect. I think there would be some differences incategory
standards
during a phase-in, but I am not entirely clear what would come
under that rubric.
Senator ROCKEFELLER. All right. Data collection and penalties.
Dr. VLADECK. That would be the same.
Senator ROCKEFELLER. All right. Blue Cross/Blue
issued a
report, interestingly, yesterday that said, "Medicare Shield
is not
place
to road test unlicensed PSOs." Their report targets rural the
PSOs as
being especially risky for the Medicare program.
Now, a few weeks ago CBO, quite to the contrary,
that PSOs
held a great promise for rural areas as a way for said
managed
which is not spreading rapidly, to be able to spread somewhat care,
rapidly. You are the administrator of HCFA. What can youmore
say
about how PSOs would be approved by HCFA if PSO
was enacted that created a temporary Federal certificationlegislation
Dr. VLADECK. Well, Senator, let me say several things, ifprocess?
I may.
First, we are road testing PSOs right now as part of our Medicare
Choices demonstration. We have, I believe, three or four up
and
running. We will eventually have 11. So, prior to the enactment
of
any legislation, we will have had real experience with direct
contracting with PSOs in the Medicare program.
Second, we have provided in our proposal for a 2-year period
in
which we could directly evaluate the qualifications of PSOs
for
Medicare participation and directly enforce standards presumably
during a time when there is considerable change going on and
a
lot of movement in the same direction in the State regulatory
processes.
As an administrative issue, it would be a formidable one for
us,
but I think we could find a way to meet it. We think, not
only
in
rural areas, but in metropolitan areas where we are moving toward
the market with just two or three HMO-based competitors,
would also be a way of opening up competition even further, this
panding choices, and maybe creating some of the other benefits*exof
competition.
So we would hope, by the time we are done with the legislative
process this year, that we will have had some real experience
tracting with PSOs, have had the better part of a year's worthconof
experience in watching them operate, and be ready to go on implementing new provisions.
Senator ROCKEFELLER. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Graham.
Senator GRAHAM. Thank you, Mr. Chairman.
I would like to ask two sets of questions. First, is on the method
of compensation of HMOs. Am I correct in assuming that
would intend to apply the same compensation processes to you
the
PSROs that you are now doing to the HMOs?
Dr. VLADECK. Yes, except that we are making available to HMOs
the ability to offer beneficiaries so-called "point of service" options

or additional parts of their plan that permit them to get some insurance coverage when they go to out-of-plan providers.
We think, and we have some disagreements
the provider
community on this, that to do that in a PSO kindwith
of
setting
would
be kind of dangerous because it is just too manipulable
So we would not offer the same kind of arrangement by a PSO.
network supplemental point of service packages. Apartwith out-offrom that,
the payment methods would be the same.
Senator GRAHAM. As you and I have discussed over a
period of
time, I have had some serious concerns about the rationale
a percentage of fee-for-service within a catchment area, of using
generally
a county, as the basis of HMO reimbursement. What
other
scale users of HMOs, such as local governments, State largegovernments, private employers, use the percentage of fee for
the basis of compensating their managed care provider? service as
Dr. VLADECK. Well, I believe, Senator, that historically
chasers, when they first begin contracting with HMOs, most purprices relative to what has been the prevailing market tend to set
demnity style or fee-for-service insurance and that, as price for intell, the major method of pricing HMOs in the privatebest we can
increasingly in State Medicaid programs is really just sector and
plus a negotiated rate of increase. That is where most prior year
of the action
is occurring these days.
Of course, over time that base becomes less and less
connected
to the historical fee-for-service rates. So there
are some somewhat
more technically sophisticated approaches. Some
Medicaid
programs are actually using very detailed actuarial State
of actual HMO costs. But, by and large, the prevailing analyses
pricing
system
in most of the country for larger purchases is last year,
plus or
minus a percentage.
Senator GRAHAM. Why has Medicare not
more aggressively some of the other alternative means explored
of compensation, such
as, I understand California directly negotiates for its State
ees' HMO plans, their examples of competitive bidding employfor HMO
plans?
It seems to me as if we are sort of stuck with
one methodology that, on its face, does not appear to be very this
rational
and does
not capture to the Federal Government's reduction in
costs some of
the benefits of managed care.
Dr. VLADECK. I think that is a good question. I cannot
speak for
why the executive branch did so little work on alternative
payment
systems prior to this administration, but we have been
moving very
aggressively in a number of ways.
We are going to be testing competitive bidding in the
Denver
market over the next number of months. We have done
search with other pricing methods, other risk adjustmenta lot of reand have talked throughout the managed care community. methods,
On a number of occasions since 1993, we have made
an offer to
the HMO community that we would test any alternative
payment
system they would propose to us, as long as it had
a reasonable
shot at being budget neutral.
Senator GRAHAM. But it seems to me, if I were the HMO
community, I would not be advocating any changes. It would
seem
the system they have got now is ideal. They get 95 percent to me
of fee-

for-service, and then are able to use effective marketing techniques
to essentially skim off the least expensive component
the Medicare population. So I do not see that they would haveofany
incentives to advocate anything other than the status quo.
Dr. VLADECK. That appears to be the case. That is why we
are
not only moving ahead with a competitive bidding demonstration
that the industry is not supporting particularly enthusiastically
and with research on risk adjustment, but we also have
in the
President's proposal authority to use negotiated rate-setting,
alternative pricing mechanisms, and so forth.
Senator GRAHAM. Why do we have to, for instance for competitive
bidding, set up our own demonstration? Why do we not take
tage of the experience that other large employers have advanalready
gained in competitive bidding and move more aggressively to
alternative compensations?
I understand the President's proposal is to basically keep
the
current system with some adjustments, deleting some
from
the 95 percent base, reducing the percentage gradually items
to 90 percent, putting in a minimum floor, but essentially the architecture
is the same, we are just readjusting the furniture in a few
rooms.
I do not think the architecture has served us well, and I would
be happy to think that we are going to be living in this same not
home
5 years from now.
Dr. VLADECK. Well, again, Senator, I understand exactly
what
you are saying. At the current time, the only way we can
do
competitive bidding is under our demonstration authority.
We are seeking more general authority to do it, and we do
lay
out a plan in the President's budget that is not a 5-year
plan, it
is a 3-year plan, to come up with a whole new system. Frankly,
I
do not think we are ready to do it much more quickly than
that.
Senator GRAHAM. Well, that is a distressing concluding comment.
Senator MOYNHAN. Mr. Chairman, could I just make
comment to Dr. Vladeck, and thank you for fine testimony. one
I
would
hope you might have in mind that the nature of the
work of
HCFA-sounds like something you could get a diagnosis for-that
you are turning from an administrative role, providing health
care
payments to a designated portion of the population, and
turning into a regulatory agency that is regulating a sectoryou are
of the
economy, the medical sector.
This is a great transformation. If it goes unheeded at a conceptual level, you are going to have an awful lot of trouble.
You have
heard it from Senators here. In New York, just the example
Senator D'Amato raised, 2 years ago the State asked to extend
the
use
of alternative pricing mechanisms, or whatever they are
called,
HMOs. It has taken 2 years.
That is about where the Interstate Commerce Commission
was
on a railroad merger after about 50 years. It would easily
take 2,
3, 4 years, or take a generation to get a decision. In the end,
they
abolished the ICC.
Over-regulation. There are patterns to Government
of
this kind. I would just urge you to think of that. Go off activities
for
a
weekend with the American Academy of Public Administration
and say,
tell us the difference between a regulatory agency and an administrative agency.

Dr. VLADECK. Mr. Moynihan, if I may, we have given this a lot
of thought. We are a regulatory agency already.
We have always
been one. But we have a somewhat different obligation,
only are the 70 million beneficiaries in the health care because not
market for
whom our programs provide insurance in need of a fair
market, but
we have a special obligation on their behalf.
And we are not merely regulators, we are purchasers on
their behalf. We are not only, like the Interstate Commerce
Committee,
saying the rules of the road, we have a 30 percent market
share
as purchasers in this market. It makes the role a little
bit
complicated. It means that the purchasing function is related more
to the
regulatory function. We have given it a lot of thought,
and
we
would be happy to talk to you further about it because
there are
some very important questions involving that.
Senator MOYNIHAN. That is a very encouraging response.
You
might want to divide those functions. Think about
it.
You
are
thinking about them in that way, and that is very
much to your
credit and is not surprising at all to me.
Dr. VLADECK. Thank you. We would be happy to
further. We have some further ideas we would like totalk about it
talk to you
about.
Senator MOYNIHAN. Thank you.
The CHAIRMN. Senator Breaux.
Senator BREAUX. Thank you, Mr. Chairman. Thanks
for having
the hearings. Dr. Vladeck, welcome back.
I would suggest to my good colleague, Senator Graham,
who
made the very astute observation that it is very frustrating
to
see
what we cannot do with this system, and I think it
goes back to
what the Chairman said in his opening comments.
It is because we are trying to make fit into 1997 a
is a 1965 variety. It was good in 1965, it worked in system that
1965, and it
made some terrific, enormous contributions to the health
and security of this country. But it simply does not fit in 1997.
I, for one, have become so frustrated with the current
Medicare
system that I am absolutely convinced that we cannot
tinker
around the edges any longer. We can no longer use
the Band-Aid
approach to fix it, we can no longer use what I would
and tuck type of process of trying to get costs in line call a nip
to save the
system. It just will not work.
What we are doing in this proposal essentially is to
say
going to do the same nip and tuck we have done before. we are
We are
going to nip the doctors, we are going to tuck the hospitals,
and
hope to heck we can get past the next few years. That
is not fundamental reform.
I would just suggest that you are hamstrung. You
cannot do
things that you ought to be doing because the law was
written
in
a way that does not allow you to do it. It only allows
you to regulate, regulate, and regulate.
And I am really concerned that with more reductions
in provider
fees we are going to be fast reaching the point where
professional
medical care people and providers will no longer want
Medicare patients because they do not get reimbursed to deal with
a sufficient
price in order to take care of their services. Instead of
helping seniors, we are going to be penalizing them by simply creating
a sys-

tern where there are no longer any doctors willing to perform the
services.
So I am absolutely tired of meeting with providers, telling me
that I have to make a decision on what type of colon cancer
screening should be done, whether it should be a barium enema
whether it should be a colonoscopy. I do not know. Yet, I have or
people coming to me to try and talk to you to get you to pay got
for
it. That is micromanaging to the nth degree.
Then coming just recently saying, why does HCFA not
for
the oral administration of this drug which is more efficient, pay
cheaper, better for the patient, but they pay for it if it is IV-administered? We are not capable in Congress of making that type
of decision.
So I am convinced that we just cannot make this
peg fit
in the square hole the way it is currently structured. round
We are headed for a disaster and it is going to be absolutely critical for those
of us in Congress to stand up and say to seniors, that we are
going
to have to give you a better plan, a better structure, a 1997 model
instead of a 1965 model.
My thoughts are that we have, as Members of Congress, as Members of the Senate, which everyone here is, a very good plan,
it is
very efficient and the cost increases are substantially less each
year than we have in Medicare. So I think that the Federal
Employees Health Benefit plan is one that we should look at, trying
to incorporate in for Medicare patients instead of HCFA-how
many people work in HCFA?
Dr. VLADECK. About 4,000, sir.
Senator BREAUX. How many work in OPM doing the Federal Employees Benefit package?
Dr.

VLADECK.

A very small number.

Senator BREAUX. Maybe 100?
Dr. VLADECK. I do not know what the number is.
Senator BREAUX. Two hundred or less. I think that we have got
a range of policies, we have got options. There are minimum standards. OPM gives us information. Our families can help us with
the
information. We can do other things that will avoid the
problems
with adverse selection and what have you. What are your thoughts
about saying, look, let's wipe the slate clean and, for 37 million
seniors, consider something-the whole statement, there is a lot
to
it.
When I go back home I say to my seniors, look, I would like you
to have the same health care package that I have. They just think
I have got to have the best in the world, because I wrote it,
or
generically wrote it. What is the problem with trying to move I
that direction and giving people like yourself some flexibility to in
do
some things that make sense?
Dr. VLADECK. Well, let me just say a couple of things, if I may,
Senator. We think there are large parts of the FEHBP model that
are, in fact, contained in the present proposal. The structured
annual open enrollmentSenator BREAUX. With all due respect, you have to get a microscope to find them.

Dr. VLADECK. Some of that is a function of the question that was
acknowledged before of when the statutory language was going to
be there.

Senator

BREAUX.

That is right.

Dr. VLADECK. But I think that is laid out pretty clearly. Some
of the ways in which that choice process works, the availability of
consumers of informationSenator BREAUX. I appreciate that. But I am talking about a fundamental change here.
Dr. VLADECK. Well, but let me just, if I could, sir, say a couple
of things. One, is one of the reasons OPM has so few people administering the programs is because, by law, they use our rates. OPM
plansSenator BREAUX. OPM does not set rates.
Dr. VLADECK. OPM negotiates prices with plans. Those plans, on
the indemnity plan or on the network plans, are permitted by law
to use Medicare fee schedules and Medicare hospital prices as payment to providers, and the providers must accept them as payment
in full. The Medicare program does a lot of lifting for the private
insurance plans in the FEHBP system in terms of establishing the
parameters for the rates they pay providers.
Senator BREAUX. My time is out. But I just think we are strangling to death in a system, and there is no way out by tinkering
around the edges. As bold as we were in 1965, we should be in
1997.
Dr. VLADECK. If I may just say one other thing. The issue of
what procedures are covered, what technologies are covered, who
decides whether a new drug or a new procedure is covered, is a
problem that we are in constant conversation with the managed
care plans on, because moving to a very different kind of model,
like FEHBP or something like that, does not solve the problem, as
some of the current controversies over treatment of breast cancer
or management of other sorts of diseases suggest. We need a mechanism to take out of the hands of both Congress and the executive
branch some of this decisionmaking about what ought to be covered, but the problem does not go away.
The CHAIRMAN. I would say to the distinguished Senator, you are
singing-my song. I have been a longtime believer that the Federal
health plan provides precedent that is needed for reform.
Our time is running out, so I am going to ask that any additional
questions be submitted in writing. We will keep the record open
until 5 p.m.
Dr. VLADECK. We will respond as quickly as we can.
The CHAIRMAN. We appreciate your being here today.
Dr. VLADECK. Thank you very much, Mr. Chairman.
[The questions appear in the appendix.]
The CHAIRMAN. We have an additional panel. I understand votes
are going to start in 5 to 8 minutes. But I thought if we could call
the panel forward and get started on their statements, that would
be progress.
On our new panel, our first witness is Diane Archer, executive
director of the Medicare Rights Center in New York. Our second
witness is Mary Lou Martin, general manager, senior services,
Blue Cross of California. Ms. Martin is testifying on behalf of the

Health Insurance Association of America and the Blue Cross/Blue
Shield Association. Finally, we will hear from Michael Thompson,
managing director, Employee Benefits Services, Price Waterhouse,
testifying on behalf of the American Academy of Actuaries.
It is a pleasure to welcome each and every one of you. I would
ask that you keep your statements to 5 minutes, and your full
statement, of course, will be included in the record.
We will start off with Diane Archer. Ms. Archer.

STATEMENT OF DIANE ARCHER, EXECUTIVE DIRECTOR,
MEDICARE RIGHTS CENTER, NEW YORK NY
Ms. ARCHER. Thank you. I thank the Senate Finance Committee

for this opportunity to testify on consumer protections in Medicare
managed care. As you mentioned, I am the executive director of the
Medicare Rights Center, a national not-for-profit based in New
York City.
Medicare Rights Center assists seniors and people
disabilities on Medicare through telephone counseling and with
public education. I also serve as a member of the Medicare subcommittee of
the National Committee for Quality Assurance.
People enrolled in Medicare HMOs have far too few protections
and too little information to ensure that they will receive the care
they need and the coverage to which they are entitled. Our Medicare counseling hot-line is deluged with calls from people who cannot distinguish among Medicare HMOs. They cannot make a meaningful choice in HMO enrollment.
HMOs have great potential to serve patient interests, but without regulation, oversight, and disclosure of useful information
Medicare HMOs have strong financial incentives to avoid delivering
costly care.
Of the many cases I could report, let me give you this one to illustrate key issues in Medicare managed care. Mrs. H, one
of our
clients, was hospitalized for a brain injury. Her doctor advised her
to get further treatment at a rehabilitation facility. The facility approved her admission, but the HMO denied the service. It claimed
it was-unnecessary. The HMO failed to issue a denial notice. On

advice of her doctors, Mrs. H disenrolled from the HMO and she
secured the necessary services through traditional Medicare.
Let me add that she had enrolled after an HMO breakfast
persuaded her husband that she could get all Medicare benefitsthat
at
less cost through this HMO.
There is mounting evidence that some of the sickest Medicare
HMO enrollees who need quality care the most have worse
health

outcomes than people with similar illnesses in traditional Medicare. Patients with complex and costly conditions particularly need

safeguards in Medicare HMOs.
Hundreds of our clients have asked for help in contesting
proper denials of Medicare-covered services, wrongful refusals imto
refer for necessary specialty care, and illegal failures to notify enrollees of their appeal rights.
My testimony focuses on three areas. HMOs, first, must compete
on quality, not simply on cost. HMOs must disclose intelligible, reliable, and standardized performance data and HMO enrollees
must have effective appeal and disenrollment rights.
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As to competing on quality, Medicare HMOs today compete
only
on cost and coverage. There is no information available to people
on Medicare which can help them distinguish among HMOs
quality. Even the professional insurance counselors on my staff by
are
unable to identify quality differences among plans based on
the
data available today.
In an attempt to help consumers distinguish among plans, Medicare Rights Center obtained from New York HMOs answers
to
90-question survey. Unfortunately, the information was not usefula
in helping to choose among HMOs by quality. Some of the information is appended.
HMOs uniformly refused to provide key information. In order
to
protect present and future Medicare HMO enrollees, HMOs
must
have a financial incentive to attract and retain enrollees with
complex and costly health care needs.
As you have heard earlier, and you know, HMOs have an incentive to cherry pick only the healthy or less expensive enrollees,
causing the Medicare program to lose, not save, money on HMOs.
HMOs must be compelled to disclose reliable information on
their
medical treatment guidelines, appeals, and disenrollment,
HMOs must be more closely monitored and penalized for failingand
to
deliver the care that they promise.
Second, HMOs must collect and report plan information in
a
standardized form. Medicare HMOs neither collect nor report
data
on quality, benefits, and out-of-pocket costs in a form which is
useful for consumers choosing among them.
Different HMOs use different methods for collecting and reporting data. Consequently, many comparisons are impossible to
make.
Some HMOs collect very little data at all. Efforts of the National
Committee for Quality Assurance to collect information should
be
commended. However, NCQA's performance data is largely self-reported by HMOs, unaudited by outside reviewers, and inconsistent
because HMOs use different methods of collecting data. HMO
information must be standardized, audited, and disseminated in
forms
that Medicare consumers can easily use.
HMOs should be required to collect and report utilization,
come, and patient encounter data, appeal and grievance outdata,
disenrollment rates, and consumer satisfaction data, among
other
data.
This information should be made easily available, and for greater
comparability among HMOs it seems reasonable to standardize
HMO benefits, just as Congress standardized Medigap benefits
several years ago.
Finally, Medicare HMO enrollees require effective appeal
and
disenrollment rights. At Medicare Rights Center we find that
few
clients who are enrolled in HMOs know how or when to appeal,
that HMOs frequently do not issue appeal notices when
they
should, and that the appeal process can be too protracted
for patients in urgent need of health care services.
People on Medicare today must have effective rights to appeal
or
opt out of poor quality care. They need the right to leave a
Medicare HMO on a monthly basis. Further, they need notification
of
their appeal rights with each patient encounter, just as
bene-

ficiaries in traditional Medicare receive this notification through
the explanation of Medicare benefits.
In addition, they need expedited appeals in cases where
care is
urgently needed. Finally, they need to be able to purchase
care supplemental policy at a reasonable cost if they choosea Medito return to traditional Medicare. Thank you for your time and
interest.
I would be happy to answer your questions.
[The prepared statement of Ms. Archer appears in the appendix.]
The CHAIRMAN. Thank you, Ms. Archer.
Ms. Martin.
STATEMENT OF MARY LOU MARTIN, GENERAL MANAGER,
SENIOR SERVICES, BLUE CROSS OF CALIFORNIA,
BEACH, CA, ON BEHALF OF THE HEALTH INSURANCE LONG
ASSOCIATION OF AMERICA AND THE BLUE CROSS/BLUE SHIELD
ASSOCIATION
Ms. MARTIN. Good morning, Mr. Chairman and Members
of the
committee. I am Mary Lou Martin from Blue Cross of California,
representing both Blue Cross and Blue Shield Association,
Health Insurance Association of America. We thank you for and the
portunity to testify before the committee on Medigap andthe opother
Medicare issues.
Blue Cross of California is the largest provider of Medigap
Medicare-select coverage in California, covering almost half
a million
seniors who have either purchased their coverage individually
or
have employer retiree health benefits.
The Blue Cross and Blue Shield Association and the Health
Insurance Association of America are pleased that
the committee is
considering ways to expand Medicare to make available
the same
kind of health plan choices provided to working Americans
that
have enabled real cost savings in the private sector.
The administration and some Members of
are proposing changes to the Federal laws that regulate Congress
Medigap. These proposals will increase premiums and transform a well-functioning
Medigap marketplace to one characterized by serious problems
and
the rush of some to create a revolving door for
few Medicare
beneficiaries who want to switch back and forththe
HMOs
and fee for service. We must ask whether we are between
placing
at
the private Medigap market that provides easily accessible risk
and
reasonably priced products.
Before discussing our specific concerns, it may be helpful
to review some important facts. First of all, the Medigap
marketplace
is working well today. Access is extremely high, with 90
all Medicare beneficiaries in the fee-for-service program percent of
protected
by supplemental coverage according to the PPRC. Ninety-seven
percent of all beneficiaries say they are satisfied with the
policies according to a recent HCFA report. Insurance Medigap
commissioners report few complaints.
All seniors, regardless of their health, have a 6-month
tunity to choose the plan of their choice from any company opporwhen
they first enroll and, if seniors want to sx itch coverage
after
a 6month period, a recent GAO report found hlat they can,
since all
seniors in the country have access to one or more Medigap
plans.

Medigap policies are required to meet stringent consumer protection requirements. Benefit policies must conform to 10 standard
packages. Marketing standards prohibit insurers from selling
Medigap policies to people who already have one.
All policies are guaranteed renewable, meaning they cannot be
canceled even if the person moves out of State. Preexisting condi.
tion waiting periods are limited to 6 months and cannot be imposed
if a continuously insured subscriber switches plans. Congress needs
to be cautious in legislating new provisions.
I must emphasize that older Americans are very sensitive to
price increases. They usually live on fixed incomes, and many cannot afford large premium increases. The administration's Medigap
proposals will, without a doubt, significantly increase Medigap premiums and Medicare spending.
The key problems are, No. 1, community rating. Requiring insurers to charge the same price to everyone will mean that most
Medigap insurers will immediately send to bill younger Medicare
beneficiaries for larger premium increases. This premium shock is
likely to cause these younger beneficiaries to drop or postpone coverage, leaving the oldest beneficiaries with ever-increasing and
unaffordable premiums.
No. 2, annual guarantee requirements will fuel adverse selection
by providing incentives to Medicare beneficiaries to postpone purchasing or switch plans based on their own health care needs. This
will most certainly increase not only Medigap costs, but Federal
spending on Medicare.
Recent announcements by the PPRC show that individuals who
rapidly disenfoll from HMOs cost 60 percent more than average.
Moreover, CBO testified before Congress, saying the Administration's proposal will encourage disenrollment of sicker individuals,
causing Medigap premiums to increase.
No. 3, mandatory enrollment of high-cost end-stage renal and
disabled individuals will also result in higher premiums for seniors.
ESRD beneficiaries are particularly expensive, costing nine times
as much as seniors.
These high costs are the reason that this is the only illness that
triggers Medicare eligibility. Combining these proposals will increase premiums, disproportionately impact rural areas, reduce
choice for beneficiaries, and destable the entire Medigap market.
The bottom line, Mr. Chairman and Members of the committee, is
that all experts will agree that these proposals will make Medigap
policies more expensive.
People may disagree on the magnitude of these price increases
and they may vary by insurer and by State, and will depend on the
dynamics of a given marketplace. However, there most certainly
will be premium impacts. Because of these premium increases,
some Medicare beneficiaries will be forced to drop their Medigap
coverage.
We, therefore, urge you to proceed cautiously. While we have expressed serious concerns here today, our organizations want to
work closely with the committee as you consider these proposals to
ensure that the Medigap market continues to provide wide access
at affordable prices.

As mentioned earlier, I would like to conclude by mentioning
that the Blue Cross and Blue Shield Association has commissioned
a series of studies looking at PSO issues. Just today, the association had released a new report conducted by the Barents Group,
concluding that unregulated PSOs are extremely risky for rural
America.
Thank you for your time.
The CHAIRMAN. Thank you.
[The prepared statement of Ms. Martin appears in the appendix.]
The CHAIRMAN. Mr. Thompson.
STATEMENT OF MICHAEL J. THOMPSON, MANAGING DIRECTOR, EMPLOYEE BENEFITS SERVICES, PRICE WATERHOUSE,
L.L.P., NEW YORK, NY, ON BEHALF OF THE AMERICAN
ACADEMY OF ACTUARIES

Mr. THOMPSON Yes. I am speaking today on behalf of the American Academy of Actuaries. The academy is a nonpartisan group
that assists the public policy process through the presentation of
clear, objective analyses.
We are very glad to provide comments on the administration's
roposal to reform Medicare and provide additional choice. We
ave been specifically asked to comment on three areas: adding
Medigap access provisions, including provider sponsored health
plans in the Medicare program, and changing the managed care reimbursements.
The academy recognizes that, in the current situation, there is
a significant degree of access. to coverage in the Medigap area. The
6-month enrollment period when first eligible does permit people to
get into the system today. At the same time, there are preexisting
condition exclusions which do limit some access.
There is concern, however, that if the open enrollment require-

ments are liberalized, that this can lead to higher premiums for
Medicare supplement plans, reduced market availability of the
richer Medicare supplement plans, those with drug coverages, for
example, and increased cost of the Medicare fee-for-service plans.
Increased cost in the Medicare fee-for-service plans will come as individuals in the Medicare risk managed care plans migrate back to
the Medicare plan.
The recent study by the Physician Payment Review Commission
showed that individuals enrolling in Medicare risk in the 6 months
prior to enrollment had costs about 63 percent of average, but individuals disenrolling from the Medicare plan had costs 160 percent
of the average individual enrolled in Medicare. So, I think the issue
of anti-selection is an issue that needs to be addressed head on.
Some of the ways that that could be minimized as we look to
modify the open enrollment provisions, is to apply provisions that
limit the time period and frequency of those open enrollments,
limit the open enrollments to comparable or lesser benefits, limit
the open enrollments to previously insured individuals, and apply
those provisions universally across all carriers.
In the issue related to provider organizations, there are two key
areas that we think need to be considered. First, is the issue of
anti-selection. In offering additional multiple choices, you are opening the door for additional anti-selection.
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But probably a more specific concern that we would raise is the
issue of provider organizations who have intimate
knowledge of the
health status of the individuals that they take care of, and
ity of those providers somehow to influence the decisions the abilthey may
make in the choices that they take. That could potentially
add to
the anti-selection issue.
Beyond that, from a solvency perspective, the academy
has
worked very closely with the NAIC to develop solvency
that apply universally across all health care organizationstandards
The academy feels very strongly that the solvency standardsentities.
not vary by the nature of the legal entity, but rather by should
the risk
that those entities are assuming.
The academy has also recently published a paper
shared with the NAIC on the liquidity issue as it relates that was
to health
care assets. Again, I think that is a very complicated issue
that I
think was brought up earlier by Mr. Vladeck.
Finally, in terms of managed care reimbursements, the academy
feels that the changes that are proposed will not address
derlying inequities in the system, and supports looking into the uning the length for fee-for-service payments and modifying modifythe existing risk assessment methodology. The actuarial profession
has
done research in this area.
The academy would be glad to provide additional comments
to
help in the valuation of any proposals as you consider the
issues
of Medicare reform.
[The prepared statement of Mr. Thompson appears in the
appendix.]
The CHmRMAN. Thank you, Mr. Thompson.
Senator MOYNIHAm. That was a record for concision.
Mr. THOMPSON. We try to be, yes.
Senator MOYNIHAN. Mr. Chairman,
our vote is now in its final
stage. What do you wish to do, sir?
The CHAIRMAN. I think, in view of that, we had better recess.
I
would ask everybody to please return for the question
period. The
committee is in recess.
[Whereupon, at 11:45 a.m., the hearing was recessed.]
AFTER RECESS

The CHAIRMAN. I apologize for the delay. But I, in the
interest
of conserving time, will proceed with my questions.
Ms. Archer, you call for enrollees who disenroll
an HMO to
have access to a Medigap policy at a reasonablefrom
cost. Does this
mean you support the President's proposal for annual open
enrollment and community rating of Medigap?
Ms. ARCHER. I certainly believe that community
rating of
Medigap policies is critical. Particularly, people with chronic
and
disabling conditions today cannot access Medigap policies
after
the
initial open enrollment period. Sometimes they move and
they
need
to switch plans, and they cannot. It is very important
that they
have the choice to join traditional Medicare and have access
to a
Medigap plan.
The CHAIRMAN. Are you concerned about the impact
of open en-

rollment and community rating on premium price?

Ms. ARCHER. Obviously, any increase in premium price is something that has to be considered. But what I would say is that, in
New York, we have community rating and it works quite well. We
have a choice of 15 companies. All 10 plans are available in New
York State. People who are sick can purchase a Medigap plan after
the open enrollment period.
About-20 percent of the people who call our hot-line are from out
of State, and generally the people who call are the ones who are
in poor health, and often they are calling because they cannot purchase a Medigap plan out of State. They want to stay in traditional
Medicare, they want to continue on with their doctors. For whatever reason, they cannot do so in an HMO. They cannot buy
Medigap, either because it is not available or the price is so high
that it is unaffordable.
I think that we should not continue to segment the Medigap
marketplace. I think that it is better that seniors join together and
pay a community-rated price so that everybody has access to this
policy. Seniors who are healthy today may be sick tomorrow.
The CHAIRMAN. Let me ask you one further question. In your testimony you discuss the need for an effective appeals process for enrollees in Medicare HMOs. But it is also true that an effective appeals record is needed for fee-for-service Medicare, as well as Medicare managed care. I believe your organization outlined a number
of problems with the fee-for-service Medicare appeals process in a
report issued last October, is that correct?
Ms. ARCHER. That is correct. You are absolutely right, there are
problems with thie Medicare appeal process, both in traditional
Medicare and in HMOs, but the critical difference is that, under
fee-for-service, you generally get the care you need and then it can
be difficult or time consuming to appeal a denial of coverage.
In an HMO, you generally do not get the care you need. You forego necessary care while you await a decision on appeal, and that
can be a very protracted process. So that is the real critical difference. People's health can deteriorate significantly awaiting the
outcome of an appeal in an HMO.
Let me just go back also to make one final point about the
Medigap plans and community rating. I am not sure if you are
aware of a 1995 GAO report that looked at Medigap premiums. #
What that report showed was that 38 percent of Medigap plans
were not in compliance with legal requirements that no more than
40 percent of premium dollars go to administrative costs and profits.
If the government, the Health Care Financing Administration,
did a better job of ensuring that premiums were in compliance with
legal loss ratios, then premiums might come down as well.
The CHAIRMAN. Thank you.
Ms. Martin, the President has proposed to provide information
on beneficiaries annually that includes Medigap options as well as
Medicare managed care options. The proposal also calls for HCFA
to contract for the actual enrollment in the plans. Do the organizations you represent support this approach?
Ms. MARTIN. When it talks about an annual open enrollment period, and I will also point out the academy's study that changes

such as an open enrollment period on an annual basis will affect
the cost of Medigap premiums and will affect, thus, Medicare itself.
Studies have shown that people disenroll from HMOs. They are
60 percent more costly than people who remain in the HMO program. So you will have people leaving the HMOs to go into fee-forservice, thus increasing the cost of premiums and increasing the
cost for Medicare itself.
In addition to that, I think that from a Federal program perspective and looking at what we do on a group basis or commercial
basis, if you will, people that are used to having an employer-employee relationship and can go through with getting information
and being able to make decisions on their own, or talk to their employer or human resources department to help them with decisions
are different than the senior population.
The idea that they get information in their home, that we as an
industry, that HCFA, has the ability to have the manpower available for a 30-day period to answer 37 million people on Medicare's
questions is a difficult one. I think it would be a very difficult one
and a costly one to be able to handle and to implement.
If I could go back to your other question, though, if I could make
just one comment about the HMO industry. The HMO, though it
is a capitated plan and we talk about 95 percent of the AAPCC,
the reality is, that is community rated.
I mean, that is not community rated, it is a fully adjusted plan.
It is adjusted on age. It is through attained age. It is adjusted by
disabled and end-stage renal disease, it is adjusted by-gender, it is
adjusted by working aged. So, there are many things that go into
the AAPCC that we, as a health plan, get different money for different people regarding a variety of issues that they have.
The CHAIRMAN. All right.
Mr. Thompson, do you agree that the first dollar coverage which
results from Medicare supplemental coverage results in increased
Medicare costs, and does the academy have any ideas on how to
change Medigap policies to address this?
Mr. THOMPSON. I think the academy would agree that, in the ab-

sence of having Medigap coverage, the cost of Medicare would be
lower. There have been many studies that have shown that higher
co-insurance does impede people getting access to health care, and
I think the Medigap coverage does fill in those gaps.
Having said that, I do not think the academy has a position one
way or the other in terms of whether that is good or bad. I think
we tried to put ourselves in the position of explaining the implications of one policy decision versus another.
The CHAIMAN. I would like to ask you a question about solvency
regulation. Does the academy believe that solvency requirements
should be different for providers who assume risk and provide serv-

ices directly?

-

Mr. THOMPSON. No, they do not. The academy's position is that
solvency requirements should vary based on the nature of the risk
that a health organization assumes. There are a lot of factors that
enter into that, including the nature of their provider arrangements and how they establish those arrangements.
Legal entity, in and of itself, is not a valid characteristic for determining whether or not a solvency requirement should be dif-

ferent. So many provider sponsored organizations today look very
much like an HMO and have essentially the same risks as another
HMO. I think the academy's position is, where that exists, they
ought to be treated the same.
The CHAIRMAN. The same.
Senator Moynihan.
Senator MOYNIHAN. I want to thank our panel for their absorbing
comments, and particularly thank the academy. It is all pro bono,
but you could charge higher fees. Could I just get a general response from you. I have been absorbed with this question of the
emergence of medical care as an economic sector, business products. All the terminology increasingly is that of many other economic sectors; this is our company, and we sell this product.
And, as I remarked earlier in the hearings on the Administration's health care bill in 1994, we were introduced to this idea by
an ethicist, actually, from Fordham University, who said, what you
are seeing is the commodification of medicine.
A wonderful term. And there is great history to that. The
raging argument for the late 19th century that labor was great,
not
commodity,- and the Clayton Antitrust Act of 1914 so states.a
Whether it changed the reality or not, I do not know, but that is
what the law says. Medicine is a commodity.
As I say, that great dean telling us about the spot market for
bone marrow transplants in Southern California, the important
point being that the bone marrow transplants-I do not know. I
should not more than speculate. I think, as a procedure, it would
not be more than 20 years old. Yet, now there is a spot market for
them. This is characteristic of free markets in a period of great innovation.
But have you thought, Ms. Martin, Ms. Archer, Mr. Thompson,
about this matter of, how do we provide for those institutions of
health care that will not survive in a marketplace.
We have worked this out over two centuries of economic
and thinking, the concept of a public good. A public good is theory
something you do not have to pay for, you get it for free. But it is not
for free, the society has to allocate resources to provide it.
Do you run into this discussion of what is going to happen to our
medical schools and what is going to happen to our teaching hospitals? Yes, Mr. Thompson.
Mr. THOMPSON. Yes. That has certainly been a major issue.
Senator MOYNIHAN. Good. Good. Someone is thinking about it.
All right.
Mr. THOMPSON. That is why you brought it up, I am sure. think
the market economy is not going to be concerned about a I public
issue such as that, it is really something that needs to be looked
at.
Senator MOYNIAN. A public good.
Mr. THOMPSON. A public good. Issues such as that.
Senator MOYNIHAN. Yes. Yes.
Mr. THOMPSON. And, for that reason, it is appropriately, in my
opinion, anyway, looked to be regulated outside of, or financed, for
thatSenator MOYNiHAN. Provided for.

Mr. THOMPSON. Provided for outside of the market economy, if
that makes sense. I think I would agree with the fact that the
changes in the health care system have brought health care market
economics to the health care system, and I think, overall, that has
had some positive impacts. But I think that there are some ancillary issues that may better be served in the public good frame of
reference, if you will.
Senator MOYNIHAN. In the public good frame of reference. market economy will not provide for orphanages, and you goA right
down that list.
Ms. Archer, Ms. Martin, what do you think about that?
Ms. ARCHER. You are absolutely right. I mean, how
going
to fund graduate medical education, how are we goingaretowe
care for
the uninsured? How are we going to make this market economy
want to treat people who are sick, people who are costly? I mean,
as you know, 75 percent of Medicare program spending is on that
10 percent of the Medicare population, only four million people.
That is 75 percent of Medicare program spending.
The HMOs would be crazy to want to attract these people today.
We need to create, if we are going to have a market that works
for
people who are sick as well as people who are healthy, some kind
of incentive for these HMOs to want to attract and care for people
who are sick.

Senator MOYNIHAN. A nice thought. Ms. Martin. Nice thought.
Ms. MARTIN. I think, from an industry's perspectiveSenator MOYNIHAN. Industry.
Ms. MARTIN. Right. But I will get to the public comment.
Senator MOYNHAN. She just said industry. All right. That is fine.
I do not mind that. Spot markets.
Ms. MARTIN. But we need to keep the largest amount
people
in a risk pool so that the sick are offset by the healthy. of
So when
we look at regulations and legislation, that pool needs to
be the
largest possible pool in order to offset it.
I will also tell you that problems of the disabled, end-stage renal
disease, which are included in current legislation proposals, look
at
only the seniors, the 65-plus population, sharing in the possible
negative impacts of adding them into just their risk pool.
So I
think, as a society, we need to look at end-stage renal-disease
disabled as society's problem versus just as a senior problem and
or a
Medicare problem.
Senator MOYNIHAN. Right. And also, I hope, not too abstract,
to
see it as an aspect of the impact of technology on society.
Again,
I do not know and I wish I had someone around. Is there
in the audience who can tell me when end;stage renal anybody
disease
treatment became available? We provided for it in 1972, so
I suppose it would be a treatment of the 1950's. Is that about right?
Yes.
Ms. MARTIN. Yes.
Senator MOYNIFAN. Yes. I can recall, actually-and I will not
go
on forever, Mr. Chairman-but in the 1950's I was an aide
to Governor Harriman in New York, and this procedure had reached
New
York. It probably began in New York, for all I know. Most
likely
it did. The State was beginning to provide for this. This was
before
Medicaid and Medicare.

You found persons in our division of the budget, budget examiners, as I recall, having almost personal crises. They
were being
asked how much money to allocate to end-stage renal
disease,
which was something they could do just fine. They need highways,
name it. High schools, you name it. But this was
how many
people you are going to have live and how many asking
you want to die.
They had no professional formation for deciding how many
people should die. Previously no one had asked them because
they
were going to die anyway, and there was nothing can do
about
it. But now, if you spent a certain amount of money,I you
would
get
people to live, and all sorts of ethical questions and professional
questions arise as technology in the form of science makes
these
things available.
I think we will do better if we approach them, at least in
part,
from that perspective. I thank each of you for your
care and concern. Ms. Archer, steady on on Broadway.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Moynihan.
Ms. Martin, I have one final question for you. As you know,
all
the 10 packages cover the Part B co-insurance, giving
seniors
first
dollar coverage. This is said to result in increased costs to Medicare
because there is no financial incentive to restrain the use
ices. Has your organization given any thought to changes of servMedigap packages to move away from first dollar coverage? in the
Ms. MARTIN. Yes, we have, to a certain extent.
In looking at
studies and talking to our seniors, I will be honest with you,
are concerned about not having a budgeted amount of money. they
I mean, the thing that is good to them about Medigap policies
is
they know, I am going to spend X amount of dollars in January,
February and March, because they are on a fixed income.
The idea of having a one-time, first dollar payment
is a reasonably sized big bill is of concern to them becausethat
it does not
allow them to budget throughout the year.
The CHAIRMAN. Any comments, Ms. Archer?
Ms. ARCHER. We have not given thought to that issue. know
it
is an issue. We have given more thought to the fact that IMedigap
does not provide unlimited prescription drug coverage, which
many
people need.
The CHAIRMAN. All right. Mr. Thompson, any further comments?
Mr. THOMPSON. No further comment.
The CHAIRMAN. Well, thank you very much.

Senator MOYNIHAN. A very good panel.
The CHAIRMAN. An excellent panel. We appreciate their patience.
The committee is in recess.
[Whereupon, at 12:34 p.m., the hearing was recessed, to reconvene at 10 a.m., on Thursday, March 20, 1997.]
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NANCE
The CHAIRMAN. The committee will please be in order. Today we
will complete our 2 days of hearings on improving choice in the
Medicare program. As we have heard from the Administration and
our other witnesses yesterday, there is consensus about improving
choice for our seniors. But, as with most major changes in policy,
the devil is in the details.
Today we will hear more about reactions -to the administration's
proposals to improve Medicare choices. We are particularly pleased
to have today our distinguished colleague, a doctor, a man of great
talent, to begin our hearing. Dr. Bill Frist, together with Senator
Rockefeller, has introduced legislation on provider-sponsored organizations.
We are very pleased to have you here today, Bill, and look forward to your testimony. Please proceed.
STATEMENT OF HON. BILL FRIST, M.D., A U.S. SENATOR
FROM TENNESSEE
Senator FRIST. Thank you, Mr. Chairman, Members of the committee. In 1995, my first year in the U.S. Senate, the Medicare
trustees told Congress that unless it took "prompt, effective, and
decisive action, . . . Medicare will be dead in 7 years." Two years
later, we are even worse off. We still face exactly the same tough
choices. We must balance the budget. We must restore integrity to
the Medicare trust fund. We need to update the Medicare system
and provide consumers with more choice. More choice. A cornerstone, structural change that addresses the long term viability of
the Medicare program.
In the 104th Congress, this committee, the Finance Committee
and the U.S. Congress, realized that the fundamental way to capture the dynamics of change in the health care system requires us
(37)

to modernize Medicare by opening it up to a broader array of
health care plans that could compete on quality and not just cost.
President Clinton recently has embraced this ideal as well by initiating Mcdicare Choices demonstration and by including provisions to expand choice, although I feel they are limited, in his
budget submission to the U.S. Congress last month.
Two months ago, Senator Rockefeller and I introduced S. 146,
the Provider Sponsored Organization Act of 1997. S. 146 expands
the current -Medicare risk contracting program to include PSOs,
Provider Sponsored Organizations.
A PSO, very simply, is a private or public provider, or a group
of affiliated providers, organized specifically to deliver a spectrum
of health care services under contract to purchasers.
Our bill specifies detailed requirements for certification, quality
assurance, and solvency to ensure that PSOs
with Medicare meet standards that are comparable or contracting
higher than those for
health maintenance organizations today.
Specifically, the bill provides Federal leadership for States to
fashion a streamlined PSO approval process that is consistent with
Federal standards protecting Medicare beneficiaries.
Second, by providing incentives for PSOs and HMOs to evaluate
patterns of care, the bill promotes state of the art, continuous quality improvement.
- Third, the bill creates a mechanism by which the Secretary of
HHS is allowed to enter into partial risk payment arrangements
with PSOs or HMOs.
Fourth, it outlines specific solvency standards for PSOs which reflect the peculiarities of their operating environment.
Now, why are PSOs, to my mind, a good place to start in opening
up and modernizing Medicare? First, and something very close to
me as a physician and as one who has spent over 50,000 hours
working in hospitals, PSOs will improve quality of health care. The
creation of PSOs in the Medicare environment, I am absolutely convinced, will improve quality.
It really goes back to personal experience, in part. But the fundamental reason is that PSOs are the care-givers. PSOs are thephysicians, the hospitals, the facilities.
It is those physicians, those care-givers who are on the front line
of health care every day. Thus, they are in the best position to
monitor quality, to deliver quality, and to demand quality for that
individual patient who walks in through the door.
It is my feeling that in a competitive managed care environment
PSOs will be at the table competing with insurance companies,
competing with HMOs. But it is they, because they are the caregivers, that can bring to the table that concern for the individual
patient, and demand quality, which will have a spill-over effect j..
the negotiations in the managed care environment. There is an inherent PSO emphasis on quality of care because the people at the
table are the people who are taking care of the individual patient.
The second issue around quality, is that S. 146 requires collective
accountability, where quality and cost are measured by overall
practice patterns across the entire PSO rather than just case-bycase utilization review.

It used to be that we did not know how to do that. In 1997, we
do know how to do that, where we look at system-wide measures
of quality. The advantage of that, instead of case-by-case utilization, is better use of resources, less intrusiveness in the doctor/patient relationship, and it is state of the art today. It is built into
our bill.
S. 146 requires PSOs to meet new, higher quality standards and
they must, as spelled out in our bill, have experience in the coordination of care. Thus, we will not see the creation of inexperienced
groups coming forward.
That is important because of the so-called 50/50 rule, a standard
which is inappropriately used as a surrogate measure for quality,
requiring that plans participate in the commercial marketplace.
Well, today, because of the outline of higher quality standards,
and because of the requirement for experience with the coordination of care, the 50/50 rule does not apply and would be waived for
PSOs.
I should also say that non-PSO Medicare risk contractors, under
our bill, would be eligible for waiting of this quasi-quality measurement as long as they met the enhanced quality standards spelled
out in our bill. Thus, S. 146 sets a new standard for quality assurance, a standard that I feel will set the pace for the rest of the industry.
Our bill returns to a basic concept that applies a lot to what we
are doing in the U.S. Congress today. This bill will empower providers to become, once again, true partners in the clinical decisionmaking process. The PSO really does allow physicians, care-givers,
and facilities to once again regain some control over what goes on
at that doctor/patient relationship level.
In the U.S. Congress over the last year we have seen -bills, like
a 48-hour maternity stay bill post-birth, and a proposal for a 48hour stay after mastectomy. I have had proposals come forward to
me for 5-day bills after heart surgery. Well, obviously the U.S. Congress can go in and try to micro-manage, but I do not think that
is the direction to go.
By bringing care-givers to the table, by re-enfranchising them, by
allowing them to once again regain participation in the clinical decisionmaking process, we get out of that business.
Why? Because at the negotiating table in the managed care environment you have physicians and care-givers there speaking for
the patient, not allowing just cost to drive what goes on in the
managed care environment.
In addition, the PSO option will bring coordinated care to more
communities. Again, this is terribly important because we see so
much of managed care in urban areas and not in rural areas and
not in under-served areas.
This bill very specifically has incentives built in it to encourage
participation in those under-served and rural areas. It will very
clearly, to my mind, bring managed care, coordinated care,
networking of care, all that we know is important, to those communities where it is not available today.
As you know, managed care has had great difficulty in attracting
seniors. We know that about three-quarters of the employed popu-

lation are enrolled in coordinated care/managed care today. But in
Medicare, only 13 percent are enrolled.
Two reasons. Right now, the rigidity of our Medicare system does
not allow any other entities besides a very narrowly defined HMO.
We can agree or disagree whether to open that system up to a
broad array of plans. Indeed I think this first step of a PSO is the
most reasonable way to go to begin to expand that choice.
In the State of Tennessee, the majority of Medicare beneficiaries
have no choice. There is no HMO, except right in middle Tennessee. There are no other plans. Senior citizens have no choice
whatsoever in Tennessee, except right in Nashville, where they can
choose one plan today.
The second reason, is that our seniors are scared their care is
going to be taken away. They are scared to join managed care because they are scared that their local physician will be dropped
from the network. Many fear that an HMO or managed care plan
might drop their physician once they join it, and that frightens
them a great deal.
It only makes sense that Medicare beneficiaries will feel much
more secure about coordinated care knowing that they have the
choice of a health care plan run by care-givers, run by physicians,
nurses, and hospitals who are in their own local community. The
Rockefeller-Frist bill will give them that security.
PSOs, as I mentioned, do apply particularly well to rural communities. Because the doctors and hospitals are already in the rural
areas, it is easier for them, rather than some outside insurance
company maybe located 200 miles away, to network, to come together, and to provide coordinated care in what have been traditionally underserved rural areas.
Finally, given the fact that Medicare's own trustees have reported that the trust fund soon be bankrupt, Medicare's rate of
growth clearly must be slowed. The introduction of PSOs will advance market-based competition within Medicare, which I believe
is absolutely essential to the long-term integrity of the entire Medicare program, both Part A and Part B.
Now, just to paint a little bit of perspective, very quickly, of this
particular bill versus what this committee has considered in the
past and what was part of the Balanced Budget Act of 1995, let me
make a couple of quick comparisons.
The Balanced Budget Act of 1995 created a legal definition of
PSOs and developed a definition of affiliated provider. Our bill goes
one step further. It defines a Medicare qualified PSO as a PSO that
has the cability to contract to provide full benefit, capitated, coordinated care to beneficiaries.
Specific criteria for the direct provision of services by affiliated
providers are spelled out in the bill. This ensures that all but a
small fraction of contracted services are provided either under affiliation or by participating provider agreements.
All current Medicare provider contracting rules, especially those
that protect beneficiaries or consumers from financial liability in
the event of a plan failure, will also apply to PSOs.
Since Medicare qualified PSOs do not enter the commercial market as a health plan in order to contract with Medicare, S. 146 pro-

vides Federal certification for the first 4 years, after which transition to State licensure is carried out.
In addition, this bill requires that the Secretary contract with
States during that 4-year period to provide local monitoring-that
is the States which will provide the local monitoring--of ongoing
PSO performance, as well as beneficiary access to services. At the
end of that 4-year period, State licensure would be required as long
as State standards are sufficiently similar to the Federal standards, and the solvency standards are identical.
This approach over these 4 years marries the benefits of national
standards for a national program with the benefits of close monitorin*g at the State level by State agencies, an approach currently
used by Medicare in certifying a variety of health care providers.
The issue of solvency. Last year's Balanced Budget Act mandated
that the Secretary develop new solvency standards that are appropriate to this PSO, provider-sponsored, environment.
Similarly, S. 146, our bill, recognizes that PSOs are different.
They are not insurance companies, nor should they pretend to be
insurance companies. PSOs are the care-givers themselves.
Thus, it is not necessary, because they are care-givers-physicians, nurses, and facilities-for them to go out and contract out or
pay claims for services that they have to go out and essentially
buy, as insurance companies have to do. Very different. This bill
establishes these new solvency standards to protect Medicare beneficiaries against the risk of PSO insolvency.
The test of fiscal soundness is based on net worth and reserve
requirements drawn from current Medicare law and the current
National Association of Insurance Commissioners' (NAIC) Model
HMO Act. Adjustments are made to reflect the operational characteristics of PSOs, that is, that this group is the care-givers themselves. They do not require you to go out and purchase care from
somebody.
For example, in determining net worth, it ensures that health delivery assets held by the PSOs, such as the hospital building, are
recognized just as they are in the NAIC's Model HMO Act. Thus,
fiscal soundness is assured.
Another issue on which the Rockefeller-First bill differs from the
1995 Balanced Budget Act is that it gives the Secretary authority
to enter partial risk contracts, either with PSOs or with HMOs.
The Balanced Budget Act required that PSOs take full risk with
respect to Medicare benefits. While both bills require PSOs to provide the full Medicare-defined package, S. 146 adds a partial risk
payment method, that is, payment for all services based on a mix
of capitation and cost. This is actually very important if we want
to have coordinated care go to our rural communities.
Now, why is PSO legislation necessary? First, current Medicare
statute does not allow managed care plans to serve only Medicare
patients. Instead, currently it requires these types of plans to participate also in the commercial market.
The Balanced Budget Act established the premise, as this committee did last year, that PSOs should be allowed to offer Medicare-only plans. Therefore, the rule that I mentioned earlier, the
so-called 50/50 rule, is inappropriate under our bill for Medicareonly type plans.

Second, plans today are required to go through the State
sure process. Again, this is the second point of why we need tolicenlook
at this PSO legislation, and it has to be passed. The overwhelming
majority of State licensure processes do not recognize the fact that
PSOs are different from insurers. Rather, State#today expect them
to look and act like insurers. But they are not, they are care-givers.
Senator Rockefeller and 1, in closing, did not introduce this legislation to eclipse the current Medicare risk contractors. Rather,
the
PSO Act compliments existing HMO options in the Medicare program and expands the choices available to seniors and individuals
with disabilities.
This bill is narrow. It is focused. It really does not take on
broader issues of reform that you must address in Medicare.theI
would like to see much more choice than this bill, but this is the
place to start.
Qualified PSOs will challenge all health care organizations oarticipating in Medicare to meet the goal of an integrated, coordinated health care system where quality, and not just cost, is put
forward, where relationships of care-givers and their patients is
preserved, and where physicians, nurses and hospitals come to the
table. PSOs will challenge the entire system and the result will be
higher quality.
I thank the committee for the opportunity to present to you this
bill.
[The prepared statement of Senator Frist appears in the appendix.]
The CHAIRMAN. Senator Rockefeller, as the co-sponsor of this legislation, would you like to make any comment?
Senator ROCKEFELLER. If I could, Mr. Chairman. You
very
courteous in granting me that opportunity. If the good are
Senator
from Tennessee could explain, I think the core of this whole thing,
and the frustration, is that physicians are not allowed to do what
they know needs to be done because, as the system is, they have
to call up an insurance company to get permission. It would be
helpful, I think, just for the record, to explain, briefly, from personal experience, the dimension of that frustration and why it is
unnecessary.
Senator FRIST. As I mentioned, one of the huge advantages of
this bill is that it returns what we are trying to micro-manage out
of the U.S. Congress, and it is impossible to do. We tried to do it
through the bills that I laid out, the 48-hour bills. It is impossible
to do.
It returns that doctor/patient relationship back to the table to
participate in the decisionmaking process. You talk to any physician, any hospital, any nurse, and they will tell you that their biggest problem with' managed care is that the clinical decisionmaking
is being taken out of their hands.
Just a very quick example. I do heart surgery, and I have had
the opportunity to operate on thousands and thousands of hearts.
Over the last 2 years, before I came to the U.S. Senate, it was to
the point where I, as a heart surgeon, would have to get on the
telephone, call an insurance company, maybe 200-300 miles away,
and talk to a nurse-this is me, personally doing this-to explain
that the hematocrit, which is a blood count level, of 26, even

though it falls out of certain guidelines, is appropriate after heart
surgery, in order for me to get permission to discharge my patient.
If I discharged them with a lab value that was 26 percent instead of 30 percent, I would be audited and actually have to sit
down and fill out two long sheets of paper and answer three more
phone calls. Now, all of that is well-intended. All of us want high
quality. We recognize there are certain standards to set.
But this idea of having somebody 300 miles away dictate how I
take care of a patient, after about 10 years of training, doing thousands of operations, and taking care of these patients, is where we
are today.
That frustration would be removed if, all of a sudden, I and my
facility, working together, networking with others, which our bill
requires, can become part of the clinical decisionmaking process
once again.
That is why I think it is a beautiful bill, in that it really does
re-enfranchise that relationship between the doctor and the patient. They are the ones closest to quality. They deliver the care.
That is where quality is monitored. That is where you can best
judge it, not from somebody 300 miles away.
Senator ROCKEFELLER. Thank you, Mr. Chairman.
The CHAIRM . Well, thank you, Senator Rockefeller.
We appreciate your being here today, Senator Frist. We will certainly be hearing a lot more about PSOs and will count on your
personal experience in helping us develop legislation, and we will
want to work very closely with you and Senator Rockefeller.
Are there any questions?
[No response]
The CHARAN. If not, thank you again for being here today.
Your testimony has been extremely helpful.
Senator FrosT. Thank you very much.
The CHAIRMAN. We will turn to Glenn Pomeroy, who is commissioner of insurance for the State of North Dakota. I think Senator
Conrad would like to introduce Mr. Pomeroy.
Senator CONRAD. Thank you very much, Mr. Chairman. It is an
honor for me to be able to introduce the insurance commissioner
from the State of North Dakota to this committee and to my colleagues.
Glenn Pomeroy has been before this committee and other committees of the Congress before, not only in his role as the insurance
commissioner of the State of North Dakota, but also in his role as
vice president of the National Association of Insurance Commissioners, selected by his peers as their spokesperson. I think that
shows the high regard that they have for him.
If I could just say, Mr. Chairman and Members of the committee,
that Glenn was elected in 1992, replacing his brother, who was
elected to the Congress. In North Dakota, our politics are up close
and personal, as all of you know. But we have often thought that
it was one of those rare circumstances where both offices were improved by that one change. [Laughter.]
So, I want to welcome Glenn to the committee.

STATEMENT OF GLENN A. POMEROY COMMISSIONER OF INSURANCE, STATE OF NORTH DAKOTA, BISMARCK, ND, ON
BEHALF OF THE NATIONAL ASSOCIATION OF INSURANCE
COMMISSIONERS

Mr. POMEROY. Thank you, Senator Conrad. Good morning,
Chairman and committee Members. It is my very big pleasureMr.
be here, and I am especially proud to be introduced to you by to
my
good friend, Senator Conrad.
As the Senator mentioned, I am the insurance commissioner
from the State of North Dakota and currently serve as the vice
president of the National Association of Insurance Commissioners.
I also, in addition to that, serve as the vice chair of NAIC's Special
Committee on Health Insurance, which is comprised of 42 of our
members, on whose behalf I testify today.
The NAIC established this committee several years ago as a
forum to discuss Federal proposals related to health insurance reform and to provide technical assistance on a nonpartisan basis to
all who sought our expertise.
I am pleased to have this opportunity to speak with you today
about the regulation of provider sponsored organizations participating in the Medicare managed care program, and I will touch briefly
on Medicare supplement insurance as well.
Based on the State's extensive experience in regulating the business of insurance,- we strongly believe that the most appropriate
approach to the regulation of health-insuring organizations is by
function, not by acronym. We do not view health insurance organizations sponsored by providers as substantively different from
other health-insuring organizations.
These entities, with varying forms of ownership and affiliations,
are required to obtain a State insurance license because of the insurance function they perform. Organizations subject to State insurance regulation already include those sponsored by providers.
A key characteristic of health insurance arrangement is the
spreading of the risk of financial loss among a group of individuals.
State insurance regulation serves as the foundation for the current
regulatory structure governing Medicare managed care, providing
a foundation for fundamental consumer protections.
As long as pooling of financial risks and loss exists, insurance
risk is present. Anyone who is engaged in the business of insurance
is, and should remain, subject to the regulation by the States.
The protections we offer extend beyond financial solvency and
other licensing standards to market conduct standards and financial examination activities. To provide these same protections, the
Federal Government would need to replicate the State's insurance
regulatory framework, resulting in significant and unnecessary
costs to the Federal Government.
Provider organizations have argued that direct provision of services by providers transforms the financial risk of loss to a more
general form of business risk, rather than insurance risk.
We believe that is simply not the case. Moreover, there are a
wide range of necessary expenses in delivering health benefits.
Most provider sponsored organizations currently operating in the
marketplace are licensed as HMOs.

For example, in our State of North Dakota we have an HMO
sponsored by a major clinic
and hospital.
Plains HMO became licensed a couple of years ago and Northern
is regulated under North
Dakota law, just as it should be. My predecessor,
man Earl Pomeroy, had the unpleasant experiencenow Congressplace a different organization that was sponsored by of having to
providers into
receivership.
Thanks to the State's regulatory authority, the commissioner
of
insurance was able to act promptly and obtain
another source of
coverage for the 30,000 people insured by that organization.
North
Dakota's net worth requirements have since been
strengthened to
avoid a reoccurrence of this unfortunate event.
Through the NAIC, States are addressing the changes
which are
taking-piace in the health insurance market. One of our committees has begun a review of NAIC model laws as part
of an initiative we refer to as the "Consolidated Licensure
of Entities Assuming Risk," or the CLEAR initiative.
Through this initiative, NAIC members
seeking to promote
a more competitive marketplace by ensuringare
that
form same or similar functions are subject to a entities that perlevel regulatory
playing field.
CLEAR also serves to clarify that the wide
of organizations
performing managed care functions which array
finance
and deliver
health care will continue to fall within the scope
of State regulation.
CLEAR will include a review of financial standards
and reporting requirements, as well as the incorporation
of health plan accountability standards, such as network adequacy.
On behalf of the Nation's insurance commissioners
and with the
strong support of the National Governors'
Association and the National Conference of Stae Legislatures, I would like
our bottom line regarding the emergency of provider to summarize
sponsored organizations servicing the Medicare population.
States must not be prohibited from maintaining
and enforcing
important consumer safeguards designed to make sure
these organizations will, in fact, be around to deliver the services
to your
Medicare-eligible constituents who choose to enroll
and rely upon
them.
Turning, if I might, to the issue of Medicare supplement
insurance. We believe important consumer protections
NAIC's Senior Issues Task Force, which I chair, willare crucial. The
meet soon specifically to discuss S. 302 and the Clinton administration
proposal.
We must remain vigilant with regard to issues like
open
enrollment provisions to avoid the risk of adverse selection,
the
concept
of standardization of benefit packages in managed
care plans also
merits further review.
The States and the NAIC appreciated our roles
helping design
the 10 standard Medigap plans which preserve in
consumer
choice,
while minimizing consumer confusion. The issue of
community
rating, which has traditionally been reserved to the States,
is one that
will require close scrutiny as well.
Mr. Chairman, should you or your colleagues have
State-specific
questions, we have provided in our written testimony
a
list of State
health contacts and how to get in touch with them.

We look forward to working with the 105th Congress on this and
other issues of mutual concern, and I would like to thank you again
for the privilege of appearing before you today.
The CHAIRMAN. Thank you very much for being here toda, Mr.
Pomeroy. What we are going to do is have the testimony of each
of the witnesses, then we will have questions for the panel as a
whole.
[The prepared statement of Mr. Pomeroy appears in the appendix.]
The CHAIRMAN. Next, we will hear from Karen Ignagni, who is
president and chief executive officer of the American Association of
Health Plans. It is a pleasure to have you here. Please-proceed.
STATEMENT OF KAREN IGNAGNI, PRESIDENT AND CHIEF EXECUTIVE OFFICER, AMERICAN ASSOCIATION OF HEALTH
PLANS, WASHINGTON, DC
Ms. IGNAGNI. Thank you, Mr. Chairman, Members of the committee. -On behalf of AAHP, I would like to make a point that our
plans stand ready, willing, and able to work with you to deal with
the very difficult matters that. will be on your plate today with respect to Medicare reform.
We do believe that it is absolutely essential, as Senator Frist
said, that Medicare beneficiaries be given the same opportunity to
make choices that those who are under 65 do in the workplace, and
fully support that principle. So, we do want to be part of the solution.
At the same time, we are concerned about the effects of the Administration's proposal and have shared our concerns, both with
the Administration and Members of Congress, and would like to
outline those for you today.
We do not believe that the goal of expanding options can be accomplished the way the proposal has currently been fashioned. We
reached this conclusion based on an analysis conducted for us by
the Barents Group, which shows that the proposal has a disproportionate impact on beneficiaries, many of whom are low to moderate
income, who have chosen to enroll in managed care plans.
This proposal will have a similar effect on PSOs and PSNs, or
other choices that might be added to the program, the second topic
before the committee this morning.
Our analysis shows that 95 percent of beneficiaries live in a
county where payments would decrease and, thus, affect benefits
and choices available. Beneficiaries in our plans are being asked to
shoulder a disproportionate amount of the cuts, thus providing an
advantage to the traditional program.
If members of this committee have the view that government
should be neutral with respect to the choices that beneficiaries
make and they should be able to look at the full spectrum of
choices and make their own decisions, then we believe that that
goal and that principle is not fulfilled.
This proposal could reduce the extra benefits provided, increase
out-of-pocket costs, and decrease the number of plans from which
beneficiaries may choose. We know that Members of Congress are
going to want to look at the impact of this proposal on their constituents and their beneficiaries, and we stand ready, Mr. Chair-

47
man and Members of the committee, to brief each
and every one
of you and have provided a summary of our data today
On the matter of the second topic addressed by Dr. as well.
Frist, should
the program be expanded to include PSOs, the succinct,
clear answer by our association is yes. But the choice alone,
in our view,
is not enough to ensure the success of the program.
As as-matter of principle, plans competing and
products and processes to beneficiaries ought to be offering similar
held to similar
standards. I think Mr. Pomeroy made that point exceedingly
well,
and would like to associate myself with the comments
that you
have just heard.
Without endeavoring to repeat that, I will say that
the growth
in the numbers of entities-PSO, PSN-being licensed
at
the State
level as health plans demonstrates the ability of quite
a number of
entities to compete in the delivery system today.
Indeed, about 20 percent of our membership now is
in the form
of integrated health systems, PSOs, PSNs, who are
and have competed in delivery systems under current State licensure
In addition to our testimony on these important issues,authority.
included in our testimony a summary of what the managed we have
care industry is doing to respond to a number of consumer
challenges,
and
frankly a number of provider challenges that have
been
put
forth
in the political arena, both at the State and Federal
Government
level. I hope you will take a look at that.
I would like to summarize our activities as follows.
In an effort
to be succinct, there have been a number of issues
that
have been
raised with respect to whether beneficiaries are sufficiently
aware
of their rights in health plans, whether providers
are
sufficiently
aware of processes, whether they are sufficiently
aware of protocols, drugs in formularies, et cetera.
We have endeavored to do a number of things over
the last few
months that put our members on record and accountable
to the
beneficiaries they serve, as well as the provider partners
that
they
have engaged with, both short and long term. These
will be enforceable standards within our association and we
look forward to
summarizing them for you today.
So, Mr. Chairman, we have prepared and put before
you a complete summary of our views on the matters before
you. I would be
delighted to answer any.questions, when appropriate.
Thank you.
The CHAIRMAN. Thank you.
[The prepared statement of Ms. Ignagni appears
in the appendix.]
The CHAIRMAN. Our next witness is Dr. Ted Lewers,
a member
of the board of trustees of the American Medical Association.
It is
a pleasure to welcome you, Dr. Lewers.
STATEMENT OF DONALD T. LEWERS, M.D., MEMBER,
OF TRUSTEES, AMERICAN MEDICAL ASSOCIATION, BOARD
EASTON,
MD
Dr. LEWERS. Thank you, Mr. Chairman and Members
of the committee. I am Ted Lewers. I am a nephrologist and
internist
in the
town of Easton, MD, on the Eastern Shore of Maryland.
I am also
a member of the American Medical Association and
a member of
its executive committee.

The AMA is pleased to offer our views and suggestions on improving the Medicare program. Today, however, we will focus our
attention and comments on the need for physician sponsored organizations and health plan standards for our Medicare patients.
Mr. Chairman, we think the case for PSO is compelling, as presented by Dr. Frist. Last year, thanks to congressional pressure,
the FTC and the DOJ issued new antitrust guidelines for physician
networks that provided necessary antitrust relief. Today, we are
here to seek your help in securing the remaining tools needed to
promote the development of PSOs and PSNs.
Physicians are troubled by threats to patients in the form of
third parties intruding into medical decisionmaking. We know that
by using recently designed techniques-we can reduce costs and lead
medicine into a new era of improved quality.
Yet, fear of competition has caused the big insurance companies
to vehemently oppose any PSO legislation. It is to their advantage
to keep physicians, hospitals, and others out of the health plan
market.
We note, positively, the introduction this year of the Provider
Sponsored Organization Act of 1997, S. 146, ' -, Senators Rocke-

feller and Frist. We believe PSO legislation, however, should have
certain characteristics.
First, the legislation should allow as much flexibility as possible.
Legislation should not favor one PSO model in terms of ownership
and management strur:are. Second, PSO legislation should contain
tough consumer protection standards that are strenuously enforced
across the board.
Third, PSO legislation should address regulatory obstacles that
interfere with the development of PSNs. These include certain antifraud and abuse laws, and self-referral laws which were designed
for non-risk sharing arrangements, a different thing entirely.
Fourth, since Medicare is a Federal program, PSOs should be
subject to federally developed standards which will recognize their
unique differences. Many State regulators fail to account for the
distinctions between provider networks that deliver services directly and insurers that purchase health care services and resell
them.
By developing a Federal framework, Congress will continue to
encourage new ventures that stimulate competition and provide efficiencies, just as it did when it approved the HMO Act of 1973.
Finally, any legislation considered by the Senate should include
the creation of PSNs, which could contract with PSOs to deliver
health care services. A PSN is a network that does not have the
capacity to deliver a substantial portion of Medicare benefits, but
a PSN can contract with PSOs to deliver care in risk-sharing arrangements.
While choice should be the heart of the health care system, empowering patient protection should be its backbone. We are pleased
that Congress is looking at the appropriateness of certain medical
decisions being made by health plans across the country.
While we support anti-gag clauses, drive-through mastectomies,
and emergency services measures, we believe more is needed.
These issues are only the symptom of a more general problem.
They represent a failure to integrate good medical science with in-

volvement of practicing physicians and their patients to meet the
unique needs of individuals.
We are especially concerned about the grievance
and appeals
abuses recently reported in the New York Times
regarding Medicare HMOs. We are willing to work with Congress
aged care industry on more comprehensive patient and.the manprotection legislation.
We urge all plans to be guided by the following
enjoyed bipartisan support in the past Congress: principles, which
(1) disclosure of
patient plan information, rights, and responsibility;
appropriate professional involvement in plan medical(2) allow for
policy matters; (3) disclosure utilization review policies and
procedures;
(4)
provide a reasonable chance for patient choice of plans
and physicians; (5) reasonable access to physicians, both primary
care and
specialty care.
In conclusion, the AMA appreciates this opportunity
We look forward to working with you, Mr. Chairman,to testify.
Members of your committee, to address these important and the
Medicare
reforms. Thank you.
The CHAIRMAN. Thank you.
[The prepared statement of Dr. Lewers appears in
the appendix.]
The CHAIRMAN. Our next witness is John Nielsen,
who is director
of government relations, Intermountain Health
Care, Salt Lake
City, UT. He is here on behalf of the Coalition for
Fairness in Medicare.
Mr. Nielsen.
STATEMENT OF JOHN T. NIELSEN, DIRECTOR
OF GOVERNMENT RELATIONS, INTERMOUNTAIN HEALTH
LAKE CITY, UT, ON BEHALF OF THE COALITIONCARE, SALT
FOR FAIRNESS IN MEDICARE
Mr. NIELSEN. Thank you, Mr. Chairman and
committee. I am delighted to be here this morning Members of the
with you.
I am senior counsel and director of government affairs
for Intermountain Health Care, which is a large, integrated
health care delivery system operating in Utah, Idaho, and Wyoming.
We have 23
hospitals, 33 clinics, 300 employed physicians, and
plan component which includes a Medicare risk HMOa large health
called Senior
Care, and I will describe that and talk about that
in greater detail
in a moment.
I am appearing today on behalf of the Coalition
for Fairness in
Medicare, a group of hospital systems, HMOs, and
State hospital
associations who share a common goal, and that is
fairness and equity in Medicare payments.
We were formed and founded in 1995 to address
the gross payment disparities and inequities that exist in the
Medicare HMO
payment formula, and that is the subject that I
wish to address
today.
This subject is not new. I suspect many of you have
heard it before. We have been active in addressing this issue
before the Senate and the House over the past year. If we are to
understand and
be persuaded +hat the ability to enhance choice
and to move the
Medicare population into managed care will decrease
costs and assist the program, we believe that we cannot do it
without address-

ing the wide geographic disparities and inequities in these payments.
This is the theme of my testimony and the goal of our coalition.
These disparities are historical in nature, and certainly were unintended as Congress designed the Medicare HMO product. The payment formula known as the Average Adjusted Per Capita Cost, or
AAPCC, was developed from historical fee-for-service rates.
As a result, in markets where utilization was controlled and
costs constrained, they were penalized in favor of high utilization
markets where costs in medical delivery were unconstrained. The
current calculations and adjustments in the AAPCC methodology
simply perpetuate this disparity.
Let me illustrate. In 1997, Medicare HMO payments varied geographically from a low of $271 in Arthur, NE, to a high of $767
in New York City. A recent GAO report disclosed that four States
account for over one-half of all Medicare HMOs, 19 States have
none. The reason is simple: Medicare HMO enrollment is the highest where the AAPCC payment is the highest. We believe the result is grossly unfair.
Why should a senior living in Eugene, WA, or Salt Lake City, for
instance, have to pay a premium, a co-pay, and supplemental premiums to receive prescription drug and eyeglass benefits with no
dental benefit even being available, where seniors living in high
payment areas enjoy all of those benefits with little or no out-ofpocket expense?
It just is not fair and is not right that most of the seniors in our
country cannot share the advantages available to their high payment area counterparts. Even though they have paid the same
amount in Medicare taxes, they will receive vastly different benefits depending upon where they live in this country.
Let me just give you a bit about our experience in Utah. In May
1996, we initiated our first Medicare risk HMO product. It is marketed in three large urban areas where managed care is already
well established.
Our actuaries advised us that the product was financially marginal because of our low AAPCC payment, but, in accordance with
our health care delivery mission, we decided to offer the product.
Currently, it covers about 5,000 enrollees. Each pay a premium,
each pay a co-pay. There are additional premiums for high-option
benefits such as outpatient drugs and eyeglass benefits. There is no
dental benefit available.
Our experience is that the product is losing money rapidly. We
cannot afford to offer it in rural Utah and rural areas, and all of
the health plan executives in our company agree that the low
AAPCC payment is impeding the success of the product. In the current environment, it is unlikely, in our judgment, that the product
can survive.
Now, what are the solutions to this dilemma? As a coalition, we
support the past Finance Committee approach which designed a
blended rate formula, which blends each area-specific rate with the
national average. We also support a specific payment floor which
would immediately raise payments in most rural areas.
Such an approach would be substantially beneficial to us in
Utah, and aid in our efforts to allow this product to expand. We

also believe the same would be true in many other jurisdictions
and States in our country.
We were pleased that the administration proposal included a
blend and a floor. However, the other payment reforms that are
suggested in that proposal, we believe, would essentially
the
benefit of the blend and the floor. And, while we have nullify
not had a
chance to analyze this with great thoroughness, it suggests that, at
least in Utah, we would increase only $11 in the first 3 years.
In conclusion, Members, Congress has an opportunity to modernize and restructure the program. We do not believe broad,
acrossthe-board cuts are the answer. Rather, a balanced approach which
solves this inequity would allow HMOs to exist, and with the commensurate saving of the program.
In the current environment, that is not going to ha ppen. We
want to create an environment where HMO products will flourish.
We do not believe that will happen in the current environment.
Thank you very much. I would be pleased to answer any questions.
The CHAIRMAN. Thank you.
[The prepared statement of Mr. Nielsen appears in the appendix.]
The CHAIRMAN. Last, but not least, we will hear from
Reiner, who is president and chief executive officer of the Richard
Florida
Hospital Health Care System in Orlando, FL.
Mr. Reiner.
STATEMENT OF RICHARD K. REINER, PRESIDENT, FLORIDA
HOSPITAL HEALTHCARE SYSTEM, ORLANDO, FL
Mr. REINER. Good morning, Mr. Chairman and other Members of
the committee. I am pleased to be here today. I do not come to
Washington often, and it is kind of an awesome experience.
I
would like to share a few things this morning about real lifeBut
a
provider sponsored organization, and maybe some of that in
you
might find helpful as we move along.
We are a major hospital system in Orlando, FL, who believed
early on that the Medicare risk business was for us. We could
find the appropriate partner in the HMO world to do what we not
believed needed to be done, and that was put together a communitybased organization made up of physicians and hospitals to be able
to take care of our patients and to do what we knew our patients
needed done through the years.
Our physicians have become very frustrated, as Dr. Frist and
others have pointed out, with the fractionalization of-and
you
mentioned yesterday, Senator Moynihan, the commodification--of
health care, to some degree. I call it the fractionalization of health
care, with how payment mechanisms have been foisted on hospitals.
So we decided to stick our oar in the water and we took a very
aggressive move in Orlando, FL: we applied for a Medicare demonstration project. For all of those people who say this is a Sunday
afternoon walk in the park for provider sponsored organizations to
measure up to HCFA standards, this is just the first application.
There were two or three more submittals of materials that we
were able to provide for the good folks at HCFA who, by the way,
I admire for sticking their neck out and working with a few of us

under the demonstrations to test the theory as to whether or not
people would join a health plan that was owned by their local hospital, because in the end health care is local. It is a local business
and doctors and hospitals know best. They know their patients
best. We have all been frustrated with the processes of the last 10
years about how managed care works.
So I would suggest three premises that you think about on this
provider sponsored organization. You think about the fact that,
when all the pieces are left to be picked up, who sees the patients
in the emergency department? The hospitals and the doctors do.
The health plans are not anywhere to be found when the patient
crashes in the ER. Whether they have money or not we take care
of them, even though health plans do not pay us because, 2 weeks
later, they say that was not an emergency, so we are not going to
pay you for that.
Our doctors are saying the paradigm needs to shift. They have
voted with their feet for the last 3 years, giving hundreds and thousands of hours. In our organization, over 100 of them every month
come together and monitor patient care, look at how our processes
can be improved. I have seen them error, many more times than
not, to spend more money for patient care because it is the best for
the patient.
We will send a patient out of network, we will add the additional
test or do the things that will cost us all, since we are economically
integrated, because it is right for the patient.
The customer. Now, we call them Medicare beneficiaries and we
call them patient , but all of us need to think of ourselves, to some
degree, as providing services to customer. The customers in our
market, defined in my talk as patients, have voted with their feet
relative to our early success of our plan.
Now, I do not come here as any great expert about how this is
all going to play out, because we are very early in the game. You
have to put in context that we are a 3-year-old PSO doing Medicare
for 3 months. But two or three significant examples about marketing, and then I am going to close and ask for questions.
The market has 30 percent penetration in Medicare. There is
about 34,000 people that are already in a Medicare risk plan. They
have had to leave their doctors to join those plans, because many
of our doctors have not liked the rules that the health plans have
given them. We have served them because we have seen these patients, but 85 percent of our hospital Medicare business is fee-forservice business, not managed care business.
When we started marketing we were overwhelmed with the response, with the phone calls, and the response to seminars. We had
to add extra telephone operators, we had to add extra seminars for
the people who were clamoring to enroll in our plan.
What they told us was, why they joined it is because the hospital's name is on the product and my doctor is in the plan. And
you know what? I trust my hospital and my doctor. They have been
here 80 years and they may be here another 80 years. Sometimes
health plans get bought and sold, folks. Sometimes they leave.
Sometimes they stiff providers and do not pay us. My belief is, the
Medicare beneficiaries in many, many markets are going to have
this very same experience.

I

Many PSOs are going to have this very same experience, by saying, that is my hospital, that is my
doctor. When I have a
I can deal with it. The doctors are going to get together problem,
and say,
you know, I have got to see this patient next week, next year,
we, as hospitals are going to say, we have got to see them and
next
year as well.
So, about solvency. We have to be there in the morning
those patients in the ER. We have a business need to stay to see
in the
community and be viable. We will not fail. We have the solvency
to make this work. If you give us a chance, we will show that
not
only this demonstration is going to be successful, but dozens
and
hundreds of organizations like ours around the country will
make
you proud if you pass this legislation. Thank you.
[The prepared statement of Mr. Reiner appears in the appendix.]
The CHAIRMAN. No applause from the committee, please.
Senator GRAMM. It was
testimony.
The CHAIRMAN. Thank great
you, Mr. Reiner. You do, indeed, present
a very good case for PSOs. I do not think there is much disagreement about whether PSOs should be allowed to compete in
the
Medicare market. The issue is whether they should have special
rules and be allowed to bypass State regulation.
Now, from your description, I assume your organization
get
a State license. Why did you decide to take the route ofcould
a demonstration and not just get a Florida HMO license?
Mr. REINER. A good question. I would really like the
to
respond to that. We have a good relationship with 19 chance
of
the
22
health plans in Orlando, FL, as we speak, or in our market.
There
are already 22 health plans there.
If we wanted to get in the Medicare risk business on our own,
because of the threshold of entry, with the 50/50 and commercial
lives, we would have to go get an HMO license, which would
take,
I know, 6 months to a year, if you are lucky, in our State.
Then we would have to go enroll a commercial life, get
of commercial lives, and then we could go apply to HCFA toa mass
approved competitive medical plan provider. It takes too long be an
to get
all of that done. Our Medicare patients and enrollees are saying,
we do not want you to wait that long.
So it is the fact that there is, we feel, enough commercial
petition in the market already, why add another plan. I thinkcomState of Florida, by the way, is a reasonable agency to work the
We have had a good relationship with them, and I think with.
they
would probably grant us one. But we would still have the problem,
if we did not get the PSO waivers on licensure, before being
able
to market. We have over 4,000 lives after 2 months.
Another health plan who uses our same delivery system
marketing the very same day. This was a very nationallystarted
known HMO, well-known in many, many communities, one wellof the
largest in the country. They have 200 members, we have 4,000.
just did not want to wait, we just wanted to get going because We
we
can do a good job.
The CHMRMAN. Let me turn to you, Ms. Ignagni. I think it
was
Dr. Lewers who mentioned the article in the New York
Times yesterday. This story dealt with the problem of Medicare HMOs
limit-

ing beneficiary appeal rights. The Inspector General says that
many Medicare beneficiaries are never informed of these rights.
Then the story refers to an Arizona case where "the Federal District Judge has ordered certain compliance standards for appeals
for Medicare HMOs." Yesterday, we were told by Bruce Vladeck
that the administration will soon be releasing new regulations that
conform to the standards ordered by the judge. I would appreciate
your comments on what is happening in this area and how you and
your organization view the new standards to be proposed by the
administration.
MS. IGNAGNI. Thank you, Mr. Chairman. I appreciate the opportunity to respond. This is an issue that I know is on a number of
your minds. Back in October, we sent a letter to Secretary Shalala
prior to the court decision, prior to the activity being begun and
started at HCFA, that we are ready, and, in fact, over this last
summer, had done considerable work with our members about the
issue of grievances and appeals.
What we found in consulting with not only our members but our
physicians and consumers in our health plan was that a number
of individuals-particularly in the Medicare area, as you know, the
numbers are approximately 100,000 a month entering into Medicare HMOS-unlike the employed population, have not had experience in managed care. It became very, very clear to us that additional steps need to be taken to address the challenges of a population that is, perhaps, unfamiliar with this style of practice.
So in October we sent a letter to Secretary Shalala outlining various steps that our members had been recommending We have
been in discussions with the Secretary and her staff since then,
and with Dr. Vladeck, and we are working very collaboratively, and
hope to continue to work collaboratively, with the department.
I would say also, I have a copy of the Inspector General's report
right here. The Inspector General makes the point that 86 percent
of respondents stated that they knew they had the right to complain about their medical care or services. So there seems to be a
broad, 86 percent of the population that is aware of it.
However, when it comes to individual cases, there seems to be
some difference of opinion and lack of information. So, in addition
to being on record and working with HCFA, we, in our own initiatives, as we spelled out in our testimony, have been working very
diligently to lay out the appeals and grievance processes in our
member plans, and that will be available for all members to take
a look at for physicians and consumers.
So we think that if consumers feel there is a problem, it needs
to be addressed and we are prepared to work on that in a variety
of formats.
The CHMRMAN. I have one final question. This question would be
addressed to each member of the panel. As you well know, concerns
have been expressed about allowing organizations such as PSOs
who have no State license and, therefore, no experience accepting
full risk, to experiment and learn on the Medicare population.
Now, the counter-argument is that providers already accept a lot
of what is called downstream risk by contracting with managed
care organizations and, therefore, they do, in fact, have experience.

I would appreciate your comments on accepting downstream risk
versus full risk.
Mr. Pomeroy, shall we begin with you?
Mr. POMEROY. Thank you, Mr. Chairman. First of all,
like to say that proponents of efforts to prohibit States I would
tinuing to be able to protect individuals who enroll in from conthese plans
often say that States are barriers and restrict the develop
of this
sort of market.
I would just like to say that we have recently surveyed our
50member States and have found that, in the
39
who have responded to the survey, organizations that are States
provider sponsored
exist in at least 27 States. Those 27 States were
able to process
those applications in an average of 90 days.
I do not know how long the Federal agency
to process that
application, but I can tell you that we recently took
licensed
based HMO in North Dakota and the packet was not a providernearly that
thick. Yet, in the process, we were able to maintain
our
authority
to protect the consumers who would ultimately enroll
in it.
When you eliminate State regulation and the State's
protect consumers, not only do you transfer to some other ability to
place the
authority to provide that up-front screening, but you
take
the State's ability to protect consumers on an ongoingwith it
basis
through the market conduct activities that take place,
and through
the financial examination activities that States presently
engage
in, and for the ability of States to receive complaints
and deal with
complaints that consumers may have once they become
enrolled in
one of these plans.
The key question is, is the organization the ultimate
one who assumes the risk? If the organization is the one
accepts the premium and says to the person who enrolls in who
it, we will be there
for you to provide for your health care benefits, that
is not a downstream risk, that is front-line.
It is so important to your constituents and the folks
whom it is
my job to protect, to make sure that organizations
will
nancially strong to honor the commitments that they remain fimake when
they enroll someone in the program.
The CHAIRMAN. Has any study been made of the timeframe
it
takes States to grant licenses?
Mr. POMEROY. Yes, Mr. Chairman. We recently completed
a sur-vey, and I think we have included the survey results
in
the
prepared written testimony. It appears the average length
dealing with an application is about 90 days, once the of time for
application
is properly completed.
Sometimes we will get an application that needs some
work because it has not been properly completed. We
do
not
think
you
should start counting the clock at that point in time,
application really needs to be full and complete beforebecause the
the State
can actually do its job of making sure that the protections
are
there. Once the application is complete, we have an
average turnaround time across this Nation of approximately 90 days.
The CHAIRMAN. If you did not include that, I would
appreciate
it if it would be made part of the record.
Mr. POMEROY. Thank you. We will, Mr. Chairman.
The CHAIRMAN. Next, Ms. Ignagni.

Ms. IGNAGNI. Thank you, Mr. Chairman. I think Mr. Pomeroy
stated it very well. In our view, it is wrong to treat entities that
are offering similar products and performing similar functions in
the market differently.
From the perspective of role-of government, consumer protection,
et cetera, there is a current major debate about whether the regulations for managed care are adequate currently, and we would
hope that, as the Congress as a whole and this committee looks at
that matter, you would not carve out particular delivery systems
and set up a special corridor for those delivery systems. We do not
think the case is made that you need to do that, based on what is
going on in the market.

The CHIRM

. Dr. Lewers.

Dr. LEWERS. Thank you. I believe your statement regarding the
physician providers having experience is certainly a true one, in
providing care and taking risk. In the more recent years, risk has
been great. There is a great variation in State-to-State handling of
issues of this nature and the applications.
So, a uniform handling of something such that could occur in the
Medicare program is appropriate. The Medicare program has been
in the past a program in which we have been able to evaluate effective programs to see if we can get them to work. The biggest example of that is the RBRVS, which was initiated in the Medicare program and reformed and refined in that process, and then now has
spread throughout the entire industry.
So there is precedent for this. The Medicare beneficiaries tell us,
as their physicians, that they want choice. They want choice of
their plan, they want choice of their physician. I think we should
give them that opportunity, and do so. We do have a series of controls through the Medicare program that would allow us to evaluate this process and to show that it can be cost effective and that
it can provide quality of care.
The CHRAIRMA. Thank you, Dr. Lewers. Mr. Nielsen.

Mr. NIELSEN. Thank you, Mr. Chairman. The coalition that I represent has not taken a position on these issues, but if I might just
for a moment describe our entity, which is an integrated system,
which I guess in the very purest sense is a PSO.
However, integrated systems like ours are a bit schizophrenic, I
suggest, because you do have health plans who are sympathetic
with the kinds of concerns Mr. Pomeroy and Ms. Ignagni suggest,
as well as hospitals whom I think would be sympathetic with the
American Hospital Association position and the other witnesses
here.
Our company has not taken a definitive position, but I would
think certainly it would be important that, in whatever form the
regulatory oversight takes, that it pay careful attention to solvency
requirements and quality requirements, which may only be able to
be offered at the local level, at least with respect to quality. But
those are concerns. They will remain concerns. Perhaps they will
be overcome with respect to the kinds of things that Senator Frist
has in his bill. Thank you.
The CHAIRMAN. Mr. Pomeroy, then I will go to you, Mr. Reiner.
You mentioned that, on average, I think it was 90 days. Are there
any States in which it takes substantially longer?

Mr. POMEROY. Mr.
I do not know the specific answer
to that. I will get the Chairman,
survey for you. I am sure any time you have
an average you are going to have some who are
able to meet the
mark sooner and some who are going to take longer.
though, the responding States, all totaled, was about On average,
The CHAIRMAN. But I would like to know the range.90 days.
Mr. POMEROY. All right.
The CHAIRMAN. Mr. Reiner.
Mr. REINER. The issue of downstream risk and some
of the differences, I would appreciate the opportunity
to circle back around
on that. HMOs are warming to the idea of using
PSOs to off-load
the medical costs, and that physicians and hospitals,
that is how
we are learning to do some of the things that we
do, is from lives
the HMOs bring us.
As you all know, the struggles about the money,
how much
money do they keep for the sales, marketing,
overhead,
and profit,
and how much actually gets to the providers who
the care, integrate the care, and be at risk for the have to deliver
care. It does end
up being a struggle.
I think if you asked the industry, they would just as soon
keep
us in the position w
e din,
where they give us the money and
they decide how much to give us, and we do not have
much leverage to carry that out.
I would also submit that, if you are looking for some
dollarsand I think you are; what I read in my Orlando
trade journals say you are looking for some savings paper and my
care dollars-I am clear that provider sponsored in some Mediorganizations,
well-developed provider sponsored organizations, criteria
met, ones
who have been around the track, know how to do
fair amount of Medicare money. The overhead and this, can save a
that is being kept could be saved by Medicare and the extra money
the PSOs could
do their job.
One quick, last example, if I may, Mr. Chairman.
testing with HCFA, as a part of our demonstration, We are also
not only the
demonstration of a provider sponsored organization
house in the market, but second, all the talk about being a powerand I can elaborate on that, too, if you would like, the AAPCCabout being wrong and overpaying because of well in a minutepeople in health
plans and sick people in fee-for-service, we are testing
tor which will retrospectively, based on data for the a risk adjusprevious year,
either have us reimburse HCFA or HCFA will
reimburse
us more,
depending on the health status and the resources
consumed of the
patients that enroll in our plan.
Now, I think that is the end game. I think
is the fairest
way, if this can be tested. I do not know whether that
health
plans were
asked or were willing to try that, because of some
of
the
adverse
consequences that may come out of that risk adjustor
model
experience that we are testing with HCFA. But we have
nothing
to
lose.
We have good data. We are a community hospital.
If
we
are
paid
more than we should, we should give it back to
the Government.
So you need to keep that in mind, as well.
If you would like to ask me about AAPCC, I could
opine on that
as well. ,

The CHAIRMAN. I think the return of any money to the Federal
Government would be a historic event.
[Laughter.]
Mr. REINER. Well, it may happen in Orlando, FL.
The CHAIRMAN. Please let us know.
Mr. REINER. I will, Mr. Chairman. I will write you a letter.
The CHAIRMAN. Senstor Moynihan.
Senator MOYNIHAN. May I say, Mr. Chairman, that I am not
well-equipped to add much to this particular discussion. There are
so many people on this committee who know so much more than
I do. Senator Rockefeller has devoted much of his career to health
issues.
Senator Conrad was tax commissioner in North Dakota and
knows these things intimately from a hands-on basis. Senator Graham was Governor of Florida and knows all those hospitals you are
talking about. He knows them specifically. Carol Moseley-Braun
was a State official with great involvement. I have not had any of
this.
The only thing that I think I might offer to this is some perception about what Mr. Reiner called a paradigm shift. You were kind
enough to mention that I was, yesterday, going on about the idea
of the commodification of medicine. That was offered to us in testimony by a Jesuit from Fordham University, ethicist, who said,
"What you are seeing is the commodification of medicine." You
enter a marketplace that determines outcomes in a way that was
previously determined by other standards.
The American Medical Association, Dr. Lewers, and all of its
counterparts around the world, was a guild, in every sense, a recognizable, medieval guild. It has its standards, admitted its members, it disciplined its members.
Morris Fishbein would be horrified to think that you, sir, would
be testifying before the Senate Finance Committee. Everything
that he stood for in life was to see that you never came near this
place, where we regulate, tax, and finance. You regulated yourselves. It is like the bar association regulates itself. This is an old
and very honorable arrangement, but it has changed by a combination of things that I do not know that I fully understand. But the
idea of a paradigm shift is very important. A term comes from
Thomas Kuhn's book, "The Structure of Scientific Revolution,"
which was published in the 1950's.
The classic situation, is Galileo came along and said, I think the
earth moves around the sun. The pope told him to shut up aid go
home and stop talking such things; everybody knows the sun revolves around the earth. He went home, he shut up, and his last
words were-and I cannot remember the Italian exactly-but it
still moves, the earth is moving. We suddenly realized we had to
rethink the whole universe over.
What we are seeing now, I just think of the comments that you
have made, Mr. Reiner. You were speaking of sales, marketing,
overhead, and profit. Mr. Pomeroy, you talked about health insurance market. You talked about more competitive marketplaces.
Consumer safeguards. Ms. Ignagni talked about products, talked
about the managed care industry. This is what we are talking
about here.

What the Federal Government
doing, and I spoke with Dr.
Vladeck yesterday, we are moving is
from the administering of a program by which the Government provides services to regulating
sector in the economy. As we do this we must take care, becausea
over-regulation can be such a calamity. Look at that thing
you
have brought here.
I am glad that Senator Graham is not here to hear me say this,
but the tendency to over-regulate is inherent in the process.
It can
be very destructive. I think the Interstate Commerce Commission
almost over-regulated the railroads out of existence.
Can I ask, do you all share any of this perception? I do not want
to go on, but if you could write me a note if you see something
encourages you in this regard, or am I getting it wrong? I do that
not
know.
Ms. IGNAGNI. Are you asking rhetorically?
Senator MOYNIHAN. Yes, but I would take an answer.
Mr. REINER. Would you like a response?
Senator MoYNIHmA. Yes.
Mr. REINER. If you do not mind, I will take a
at it. I have
been around the industry for about 12 years andshot
I have seenSenator MOYNIHAN. Industry.
Mr. REINER. I am sorry. Yes, I did use that word, did I not?
Senator MOYNIHAN. Yes. Sure. Dr. Fishbein would never ascribe
it to industry.
Mr. REINER. Let me start over. I use a number of simple
phraseologies. When I go home at night and my 14-year-old
to know why I have not been there in 14 hours, she says, wants
what
have you been doing? I say, I have been talking
doctors about
power and money. We are shifting the paradigm toand
we are reclaiming the ground.
The providers have lost ground. We feel
the power situation
has moved away from patients and away like
from physicians. What
PSOs will do is bring that back. I have heard talk about level
playing fields. The playing field is not level today, it is at our
significant disadvantage. This legislation will bring the playing field
back
to level, in my opinion.
Senator MOYNIHAN. Good. All I asked is that, if you think about
it in those terms, you will get better answers than
if you do not
note that there has-been this transformation from a guild
arrangement to an economic arrangement.
Mr. REINER. A very commercial enterprise.
Senator MOYNIHAN. A commercial enterprise. There is nothing
wrong with commercial enterprises, but be careful how government
regulates them, and encourage what seems to me to be a very
inspired notion of sort of half-way between the almost secretivewell, remember, doctors used to, and probably still do, write
prescriptions in a handwriting that only pharmacists can read.
Mr. REINER. They still do.
Senator MOYNiHAN. That is just a very close, controlled relationship, and best not anybody should know. It is a sacred duty.
Well,
commerce does not allow that, unfortunately.
Ms. IGNAGNI. Senator, could I comment just very briefly?
Senator MoYNIHAN. I am taking too much time, but yes, please.

Ms. IGNAGNI. I think that you have put your finger on one of the
vexing challenges for Members of this committee, and indeed, all
Members of Congress. You are talking about the role of government
in health care. We have not really had a forum to think about it
in that way for quite some time. We have had a number of pieces
of legislation over the last few years, particularly that got close to
that. But, in the forum of committee discussion, it is very difficult
to step back and adequately look at what is in the regulatory area
today.
Mr. Reiner brought this book for you, which I think very much
makes the case, I would say to you, that the important thing to remember is that plans, integrated systems, going through this new
corridor have less regulation to meet than plans that are in the
market today, so the book's are actually much higher. That is the
first point.
The second point, is as you look at this issue of role of government throughout all delivery systems, we hope that we might be
helpful in bringing a sense that we have learned, particularly over
the last few months, which is that our consumers and our providers want to be far more engaged and hear more about health care
delivery matters, about ethical standards of our health plans, what
values we hold dear, and they want to be part of a discussion
where they can be involved in that.
We have endeavored to put a number of things on the table to
move toward that, but I think you are at a propitious time here as
you are looking at Medicare, and looking, indeed, at the entire delivery system to talk about the matter of how you preserve
consumer protection, but at the same time increase the activities
in the market.
Senator MOYNiHAN. Fine. Thank you. My time is up. I am afraid,
Mr. Pomeroy, I am going to be in the second round. But I just want
to say that I think that Senator Rockefeller and Dr. Frist had a
very ingenious way of finding a transition here between these two
systems.
But also, may I just note that we are talking about providers. Dr.
Fishbein used to talk about doctors.
Dr. LEWERS. Mr. Chairman, may I respond briefly to this? Briefly.
The CHAIRmAN. Sure. Go ahead.
Dr. LEWERS. The American Medical Association is 150 years old
this year. The first thing that the AMA did when it was formed
was develop a code of ethics. That code of ethics is to do one thing:
protect patients. What we have forgotten, and what Senator Moynihan is bringing out, that we are here to deal with patients, and
for patients. We have developedSenator MoYNIHAN. No, no, Doctor. Consumers.
Dr. LEWERS. No, no. I am sorry, Senator. I treat patients, not
consumers. They are consuming and the environment has changed,
but we need to get back to our basics. That is, providing health
care through the patient/physician relationship which is sacred,
and which is the development of quality, cost-effective health care
because quality health care is cost-effective health care. So the Senator has hit on the point on which we need to work and really get
back to the basics. Thank you very much, sir.

Senator MoyNiHAN. Thank you very much.
The CHIRMAN. Senator Conrad.
Senator CONRAD. Thank you, Mr. Chairman. Might I say, Mr.
Chairman, I think-you have brought before us one of the best panels I have heard. I just think each one of you should be commended
for excellent testimony, clear, concise, interesting. I think I have
learned things here this morning, and that does not always happen. So, I want to thank this panel, and each one of you has done
just an excellent job.
The whole notion of PSOs, it seems to me, the attractive feature
of them, is that it brings the treatment closer to the patient.
That
is, the treatment decisions.
I must say, my grandfather was a doctor.. I have got lots
relatives that are doctors. I hear repeatedly things that are veryoftroubling, needing to call 500-800 -miles away to get approval for a procedure that is absolutely essential and being given the run-around.
I have one relative who is a doctor in Richmond who finally became so fed up, after months of delay, to get a procedure for one
of his patients-not one that he was going to perform, not one that
he was going to benefit from, one that the patient needed-and
called the insurer in question and got the run-around, calling a 1800 number.
Finally, after 45 minutes the representative of the insurer came
on and said, well, doctor, what you need to do is call this 1-800
number. And he said, well, what number do you think I called?
That is where he had started. So this is very troubling.
I think the notion of PSOs being closer to the community is very
attractive. So I do not think the issue here, as the Chairman indicated, is the difference with respect to having PSOs participate. I
think virtually all of us, if not all of us, agree with that proposition.
One of the questions is, where are they to be regulated? That is
knd of interesting. We make the point that the PSO is closer
to
the community, and so they will have more of an interest in serving that community appropriately. And then we talk about regulation, and bringing the regulation back to Washington rather than
have that done at the State level, where it is closer to the patients,
closer to the community. It seems to me there is sort of a disconnect here.
On the one hand, we say it is advantageous to the patient to
have a PSO that is closer to the community. Then we are saying,
well, let us have regulation from Washington rather than at the
State level closer to the community.
I would just ask Mr. Reiner, why is the case Mr. Pomeroy
not the correct one, that the States have experience in thismakes
area,
that they are closer to the entities involved, and that they should
do the regulation?
Mr. RE;INER. If one of the regulatory hurdles is to get the traditional HMO license, this would really need to be done together,,the
Federal Government and the States together.
If one of the hurdles of the HMO license was not there and there
were other means of being certified as a provider sponsored organization by a State that took into account some of the differences of
a provider sponsored organization and an insurance company, then
perhaps-and I say perhaps-that may be an option. But it seems
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to
me that
the State insurance commissioners work at a fairly slow
speed
to bring
about any change in regulation,
these things need to get moving a little quicker. and that some of
Senator CONRAD. You think the Federal Government
moves fast-

er?
Mr.

REINER. This project moved pretty fast.
Senator CONRAD. Let me just say,
that is a breakthrough testi-

mony.
[Laughter.]
Senator CONRAD. I have been here 10 years.
Nobody has ever
told me that the Federal Government moves
faster than the States.
But I am glad to hear it.
Mr. REINER. Senator D'Amato left. Hophas waited
longer for his
waiver than I took to get the demonstration
Senator CONRAD. Mr. Pomeroy, would you project.
like to respond?
Mr. POMEROY. Thank you,
There is a diversity that exists amongst the States, but itSenator.
is healthy diversity and it allows
the regulatory framework to evolvea over
time and one State to benefit from the experience of another.
The world is far different, as
approach the year 2000, than
it was a century ago. Magnificentwediscoveries
have taken place in
medical technology, producing wonderful results,
but at tremendous costs.
One-seventh of our gross national product is now
associated with health care. Clearly, there is an devoted to costs
interest here, which is why you are conducting thisimportant public
hearing.
We believe that the States continue to be
the appropriate place
for organizations like this to evolve. We believe
framework that exists in the individual States, that the regulatory
mentioned, is closest to the community, is most as Senator Conrad
the kind of protections that consumers in thoseable to put in place
localities require.
Senator CONRAD.
I thank the Chairman.
The CHAIRMAN. Thank you, Senator Conrad.

Senator Rockefeller.
Senator ROCKEFELLER. Thank
Mr. Chairman.
I would just like to make one, you,
sort of, clarification. That is, what
we are talking about here in the form
S. 146 has to do with Medicare, PSOs for Medicare. Medicare is aofnational
program.
The concept that the Federal Government would
say we want, in
terms of quality, solvency, and some other things,
a
ard nationwide for a Federal program for a period Federal standin order to allow the States just to change rules of 4 years not
but change, in some cases, laws, I think is a very and regulations,
sound one.
I have to say, having been a Governor for 8 years,
that the concept of a State insurance agency/department,
moving
at
a very slow
level, is one which I am very familiar with. It was
true in West Virginia, it has been true in many States that
I know about. But I
think that is the point we have to get. We are
We are talking national standards because we talking Medicare.
are talking about a
national program. We are not talking about under
65.
Let me just ask Dr. Reiner a question. This is very
me in a rural State like West Virginia, where HMOs important for
are a concept
which is still distant. Blue Cross/Blue Shield
held
ference yesterday, or this week, in which they said a press conthat "PSOs are

a very risky prospect for Medicare, particularly in rural areas." I
would like to get your comments on that.
Mr. REINER. Giving some thought to that, and I can give you
some practical experience as well. Now, Florida is not totally rural,
but I think Senator Mack and Senator Graham would say part of
it is. We have initiatives under way to support some of our smaller
rural hospitals in Central Florida, Sebring, Avon Park area. We
have a facility there.
We are going to provide all of our infrastructure and support
services to them so that when the time comes for them to be a
Medicare risk provider, hopefully as a PSO, they can buy that from
us on an incremental basis and not incur the expense that we did
to et the significant infrastructure and support services in place
to 11 it.
So rural can be met two ways. No. 1, linking with larger facilities. I think there are enough big towns in West Virginia that
would be able to support the infrastructure. Then lease that, or
lease that out, to the rural areas to make sure that they do not
make some of those mistakes. I guess, provide some of the technical insurance expertise necessary to do it. Another part of our organization has also put together another arrangement in North
Georgia.
Part of our company owns some hospitals in North Georgia. Four
hospitals have formed a coalition or a new business enterprise to
purchase software, hire employees to be able to manage risk, and
pool their economic resources and the other resources of their physicians by banding together to be a super PHO. In this way, they
are going to share some of these start-up expenses and be able to
facilitate that in rural markets. I think it is very doable in rural
markets, with some creativity.
Senator ROCKEFELLER. Can I ask you why you think that PSOs,
from your experience, are so attractive to Medicare beneficiaries?
Mr. REINER. I think, as I said in my earlier statement, they have
connected much, much longer, if they have lived in the community
very long, with the hospital and with the physicians. When we put
our name on the product and our label, Florida Hospital Premiere
Care is the name of our product, they connect with that. They trust
it. They expect it to be there tomorrow. I referenced that earlier.
I think rural areas, with some adjustment in the AAPCC, deserve some of these extra benefits that come along with a managing care plan and finding a few more dollars to provide the extra
health enhancement and health improvement benefits that, really,
people ought to get.
Senator ROCKEFELLER. Why do you think that Blue Cross/Blue
Shield and HMOs are as opposed to Federal PSO legislation, as
they appear to be?
Mr. REINER. It is going to take away their power and clout. They
right now have the money. You know the old golden rule, he who
has the gold makes the rules. They do not want organizations that
are going to compete with them.
I have to tell one other story, if I may. We tried for 4 years to
find a national HMO partner to sign a long-term arrangement with
us, because we knew Medicare and we knew our power in the Medicare market as a major Medicare hospital would be a great part-

ner. Let us jointly label. Let us do a 10-year deal here. Let us really think outside the box and get creative and do a Medicare project
together. Could not interest them. Could not interest them. So, we
were left to our own devices. We are going to find a better mousetrap and we are going to create a dynamic that is even better.
Senator ROCKEFELLER. Thank you, Mr. Chairman.
Dr. LEWERS. May I respond briefly, Mr. Chairman?
The CHAIRMAN. Yes.

Dr. LEWERS. Sorry to keep getting in on the tail end of that. But
the Senator has hit on a very important point. That is, we have
problems providing rural health- care. We have problems getting
physicians into the rural area, as you well know. Part of the problem is, you are out there isolated alone if you get into an area. If
you can become part of a network, a provider sponsored network,
then I think we will expand rural health care.
There are examples of that. Look at some of the earlier groups
that formed and then found that in a competitive environment they
needed to put physicians into that rural area. We now have seen
examples to where they have done it so well, that Blue Cross/Blue
Shield has accused them of antitrust factors.
In Minnesota, a major suit which was an antitrust case which
came about because a group of physicians moved into a rural area
that needed care, then once they were established and providing
that care, Blue Cross felt that there was an antitrust case and had
a major problem. So, sir, we have got to look at all of these issues.
There are a lot of very important things you are looking at. The
ERISA laws, being exempted on the State level. The fact that many
of the State insurance departments only look at risk. We cannot
stop at risk, we have got to go to quality of health care and the
provision of health care. That is why you are programmed to put
this in the Medicare program where the evolution into the State is
so important, and I commend you for that, sir.
The CHAIRMAN. Senator Graham.

Senator GRAHAM. Thank you, Mr. Chairman. I want to associate
myself with the remarks that have been made earlier about what
an excellent panel this was. I told Mr. Reiner, as he came to the
table, that I was not going to be able to stay for the hearing. I do
not know what else I was supposed to do, but I will say, this was
so compelling that I have missed it.
I would like to ask a couple of questions. One, is the question
that Senator Conrad and Senator Rockefeller were just discussing,
and that is this State/Federal relationship. I will express a bias. I
start from the premise that the best regulation and the best control
is as close to the people who are involved as possible, so the burden
is on those who are going to advocate a nationalization to make the
case.
It seems to me that, as relates to Medicare beneficiaries specifically, that we have the possibility here of a mixed relationship between the State and the Federal Government.
Let me suggest that, in terms of regulation, that the challenge
to the States is to come up with a model of regulation that recognizes that the provider-based organization is not like a financially
based HMO, and that those differences deserve to be dealt with by
specially tailored regulations, possibly State legislation, and stand-

ards. I have been searching for an analogy and I have not come to
one that is totally satisfactory.
I hate to be as commercial as Senator Moynihan
accused us
of being, but this is going to be rankly commercial. has
In
some
ways,
the provider-based organization is like the commodities market.
If,
in the final analysis, you cannot meet the obligations of your contract, then somebody dumps two tons of corn in your backyard.
In the case of this, if the provider-based organization
some
reason is placed in jeopardy, they are the people who have for
the
ity to provide the equivalent in terms of days of hospitalizationabilor
hours of access to a health care professional. That difference between a financial HMO which does not have those
resources and a provider-based organization ought to beinherent
recognized,
ideally, at the State level.
So, with that long introduction, I would like to ask Mr. Pomeroy,
to what degree are the States recognizing that difference
therefore, reducing some of the barriers that Mr. Reiner and and,
Lewers described to get a regulatory system at the State levelDr.
to
govern this new entity within the health care system.
Mr. POMEROY. Thank you, Senator Graham, and committee
Members. I appreciate both observations about State
regulations and I am sorry that Senator Rockefeller had insurance
a bad experience back when you were Governor with some State insurance
regulation. I can tell you that I sincerely believe the
of State
insurance regulation is far better today than it was astate
decade
ago.
A tremendous amount of effort has been placed in making State
insurance regulation work better through this accreditation program, which I will not bore you with the details about today. But
to a State, States are better now, more equipped now, have more
tools now to service the market efficiently and effectively.
With respect to the question, Senator Graham, that
just
posed, the challenge now to the States is to make sure thatyou
the regulation that will affect these provider sponsored organizations
makes sense from the concept of this particular form of entity.
Over the last many months, the organization has been working
on two projects which are covered in more detail in my prepared
remarks, but this CLEAR initiative, the Consolidated Licensure for
Entities Assuming Risk, we have made much progress in terms of
designing standards which will be uniform from State to State concerning the regulation of entities such as this.
Senator GRAHAM. And are these regulations sensitive to the difference between a financial entity and a provider entity?
Mr. POMEROY. More in the initiative I a"" ust now going to
discuss, and that is something referred to thej Health
Organization
Risk-Based Capital formula, which is under construction.
test for
regulators to use, a tool for regulators to use, to ensure A
that
entities that assume risk have the appropriate amount of capital to
be
around to pay the claims. It is in the development of that formula
where sufficient flexibility needs to exist to recognize the distinct
differences between these organizations.
This Health Organization Risk-Based Capital, or
as we
refer to it, will be a product that will be completedHORBC,
this
summer.
It has been under development for some time with a great deal of
input in a very public, open format, input from the provider groups

from all of the special interests who have special concerns concernin the regulation of these entities.
Ms. IGNAGNI. Senator Graham, may I just add a quick note. I
think that one of the most depressing things is that once you have
been around for a while in the health care industry, things start
to recirculate. I would just make the observation that your colleagues who have come before you wrestled with this matter about
28 years ago under the Medicaid program, when the decision was
made to set up a special corridor at the Federal level for so-called
prepaid health plans that allegedly were going to be closer to the
community, would not necessarily be able to meet the test of insurance commissioner regulation, et cetera.
I would just note for the committee that the literature is replete
with failures and problems with respect to beneficiaries and providers associated with those. For us, we believe that the market ought
to be open, that there ought to be more competition. We fully support that. But then the question is, should the Government be neutral with respect to competitive advantages given to one versus the
other?
Senator GRAHAM. But I am saying something maybe that is consistent with what you said, but I do not think applying the same
standard to different entities equals equality.
Ms. IGNAGNI. We agree with that. We agree with that.
Senator GRAHAM. To me there is a significant difference between
a financial managed care organization and a provider managed
care organization, and that difference needs to be recognized. Then
if it is recognized, you can have a level playing field.
Ms. IGNAGNI. Yes, sir. Indeed, you may be pleased to know that
our organization has been very much involved with the NAIC and
their risk-based capital work group, and believes that, as a matter
of principal, that you are right, that different organizations ought
to be looked at differently. Then you need to pull back and look at
comparability, and the NAIC is in the process of doing that now
and presumably there will be public comment, et cetera.
Mr. REINER. Let me add just one other comment. If you do go the
State regulation route and do not leave it as the bill says now, then
please do something. with that 50/50 requirement because if I can
demonstrate my ability to manage care and I have got one commercial life or 10 commercial lives, but I can really do Medicare well,
then I do not want to be penalized in any way.
The CHARMAN. I would just like to ask a follow-up question, because it i ny understanding, Ms. Ignagni, that Congress did give
special consideration to HMOs in the early days. So there is precedent for giving preferential treatment to PSOs to help them get off
the ground.
Ms. IGNAGNI. Well, to the extent the Federal HMO Act preempted laws at the State level that were barriers to our plans getting into the market, that is true.
The CHAIRMAN. Is that not the concern here?

Ms. IGNAGNI. We had any willing provider legislation, as you
know, Mr. Chairman, on the books in many States around the
country in the late 1960's, early 1970's.
Indeed, the first court case was in the late 1930's here in the
Washington, DC, market, where the medical society took one of our

health plans to court to try to prevent that health plan from moving forward in the Washington community.
I would suggest that that is a very different situation than the
one you have today, where experience has demonstrated that integrated systems are, indeed, being licensed and growing quite rapidly.
Senator ROCKEFELLER. Mr. Chairman, can I just add to your
point. I mean, I think that you have made a fundamental point,
that back in 1973 the Congress made a decision to give, in fact, financial help in the startup of HMOs, because at that time the folks
who were in the field did not want HMOs. Congress knew there
had to be more competition, and so they helped HMOs get started.
Now you have the situation where you have another form of competition entering, and those same HMOs are resisting them coming
into the market. People say, well, it ought to be State. Well, it will
be State. It will be State in 4 years, or maybe it will be 3 years.
It will be State. But, because it is Medicare, it starts off national
because of certain requirements there, and then it goes to the
State.
The CHAIRMAN. In other words, we want to make sure the door
is open.
Ms. IGNAGNI. Mr. Chairman, I would just observe, as you all well
know, that back in 1973, with the passage of the HMO Act, the requirement was that our plans had to be licensed at the State level
before being qualified.
The CHAIRMAN. But certain laws, I think, were exempt as well.
Well, we have our distinguished Senator from Florida again, Senator Graham.
Senator MACK. Senator Mack.
The CHAIRMAN. Mack, I mean. Yes.
Senator MACK. Any comments you want to make, Senator Mack?
[Laughter.]
The CHAIRMAN. I apologize, Senator Graham.

Senator MACK. No, no, no. You should not apologize. Well, thank
you for the opportunity. I am going to follow on, I think, with part
of this discussion.
But let me first say that, back in the 1970's, I found myself
drawn into the health care business in the sense of chairing a hospital board for almost 4 years, and being on a hospital board for
some 6 years. I find this panel to be extremely helpful, as all of
us have indicated.
I mean, the change that has taken place in the health care field
over those years is dramatic. When I was involved, I do not even
remember what the term was. Was it cost plus reimbursement,
something like that? Then we went to DRGs, and now we are talking about things that are just so totally different.
I want to focus still, for a moment, on this issue of the treatment
of PSOs. My instincts are that, in fact, PSOs are different from insurers. I must say, I approach this from a fairly simplistic approach. I watch what they do. I observe what they are involved in
and draw the conclusion that they are different.
I gather, though, from the discussion that has taken place here
today that, while we may have begun the discussion with the assumption that Mr. Pomeroy, for example, implied that they are all

the same, then I heard others saying, well, what we are really
doing is saying we are rewriting the way we are going to be looking
at these institutions and implying that you recognize that there are
differences.
Again, my feeling is that doctors and hospitals are different from
someone who takes the risk as the insurer. I am concerned about
the development of legislation that would make it more difficult for
hospitals and providers to get into a more competitive position. I
will just kind of throw that out. And if there is any further clarification people want to make, I would be delighted to hear it. Dr.
Lewers.
Dr. LEWERS. Thank you. I think you have touched on another
very important issue. I am a physician. I treat patients. I have to
look at that patient in the eye when I treat that patient and when
I have to tell them, your plan does not allow this. know what they
need. You put me into a competitive market, and I will provide the
care to my patients. There has been recent evidence of this.
If you talk about Jamie Robinson's study from Berkeley which
was in the New England Journal of Medicine demonstrating that
this did work, that hospital days did decrease, that the cost did decrease in the system. So we have experience with this.
Quite frankly, it is a simple issue.
is because I have to live
with these people that I treat. They It
are part of my community.
They are part of my life. I am going to provide them quality of
health care, and if I am in the competitive market I am going to
do so in such a way that I do reduce costs. I have to do it.

So, I think there is the major difference. I said it earlier, and
Senator Frist said it. The patient/physician relationship is a unique
situation and one that you only experience when you partake of it.
So, there is a difference.
Senator MACK. Mr. Pomeroy.

Mr. POMEROY. Thank you, Senator. The skills associated with
being a brilliant legal mind and
devoted to making people well is
not necessarily the same set of skills that is required to be an expert manager of risk.
The business of insurance is a business, and it is a complicated
one. It involves making actuarial projections, receiving enough
from premiums from a group of people to take that risk up the entity itself, spreading that risk amongst the whole. That is an entire
set of expertise that is different than one that is required to treat
that person in the emergency room that we have been talking
about.
There are those who say, these entities can be treated far differently because basically you have in them the sweat equity of the
doctors. So, therefore, if the money is not sufficient to pay the
claims, the doctors will just work for less, is what some proponents
of getting States out of the way claim. We do not think that is an
appropriate approach.
We think that there are all sorts of costs associated with these
kinds of entities, clinical personnel, facility costs associated with
running the organization, and associated costs such that it is not
sufficient to just have beneficiaries or enrollees in this plan rely on
their doctor working for less someday if somehow the projections
made up front were insufficient. The business of insurance is corn-
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plicated. It does require expertise. And regulating, we think, also
requires expertise which now resides in the States.
Senator MACK. I assume, Mr. Reiner, you want to respond.
Mr. REINER. She wanted to make a comment first.
Senator MACK. Before either one of you make a comment, the implication there, let us say, at least with respect to hospital-based
organizations, that they somehow do not have the expertise.
I must tell you that the hospitals that I have come in contact
with over the years, I am incredibly impressed with their expertise,
way beyond the knowledge necessary to work with the patient. I
mean, the expertise that is in these institutions is unbelievable, in
my experience. So I, again, do not accept the basic premise that
you have put out.
Mr. REINER. As a lead-in to that, I have maybe not made it totally clear before, but PSOs will only work if they are
a real partnership of physicians and hospitals. Physicians bring the clinical
capital and the clinical know-how to do what the doctor just said,
hospital people bring the business expertise.
When we do not have it internally, we go buy it, and find it. We
hire actuaries, accountants, claims people, information systems.
These are people out there, and you need that infrastructure that
I was talking to Senator
about. That is
kind of
thing you have to have in Rockefeller
place in order to do this. Sothe
physicians
may not have it, but in partnership they will find
it.
Let me make one final point. As we think about the ultimate
beneficiaries, I think I made a point earlier, 40 percent of the people who have joined our plan in the last 3 months have joined because they left another HMO. I think that is a pretty telling statistic as to their satisfaction level with what they have been in with
what they are now planning on getting from us.
Senator ROCKEFELLER. Mr. Chairman, I totally apologize, but
have one sentence from CRS that I really would like to read. ItI
says in a report, "Health Maintenance Organization Act signed into
law by Nixon in 1973 which enabled HMOs meeting Federal requirements to be exempt from specific State laws, such as laws requiring physicians to constitute all, or a percentage, of an HMO's
governing body and," I say significantly, "laws requiring the HMO
to meet State solvency requirements." So, the Government was not
neutral back in the early 1970's about competition.
The CHAIRMAN. Senator Grassley.
Senator GRASSLEY. Ms. Ignagni, on page 6 of your testimony you
had some figures about the growth of HMOs. I get the impression,
which I do not think is the impression you want to leave, that this
growth can go on and on, that we should not do something about
it. Particularly, you mentioned Dade County, that it would grow
from $748 per month per beneficiary to $1,073. That is 9 percent
growth, $14,000 per year.
You are legitimately making a plea with us that we have got to
be careful not to ruin HMOs when we are balancing the budget.
I think that is legitimate because I want to get HMOs into my
State, and they are not there because it is a rural area.
But I have to ask, is it your position that in just a few more
years we ought to be paying $14,000 per month or per year?

Ms. IGNAGNI. No, sir. I appreciate the question. What
endeavored to do in our testimony is lay out the resultsweofhave
Barents' report and how it compares to current law. Point No.the
we have been on record, and indeed came before this committee 1,
years ago, with a proposal on behalf of the entire industry to deal2
with the range in payment across the spectrum of the country from
Florida, California, to Minneapolis, Seattle, and indeed in rural
areas.
At that time, what we had proposed was a floor. We had
posed differential rates of growth to begin to deal with the very proportant issues that are before you today. We would be delightedimto
resubmit those proposals.
I think Mr. Nielsen made the point very
about what
is happening in certain markets where we effectively
already have penetration, where there are not enough resources to continue and expand,
and certainly in rural markets, in terms of entities going into the
market.
At the same time, I think what you do not want to do is develop
a policy that sets back the progress that we have made in areas
that have been fairly highly penetrated, and that is the balance.
But we want to participate in that.
Senator GRASSLEY. Would you say the end result of your proposals of past years was to narrow the discrepancy from the low to the
high?
Ms. IGNAGNI. Yes, sir.
Senator GRASSLEY. So that we would be able to have thresholds
and get plans in rural areas.
Ms. IGNAGNI. Yes, sir.

Senator GRASSLEY. All right. Thank you. I am very happy to
have that clarified. But I obviously did not read your statement the
way you had intended it.
Ms. IGNAGNI. No, I am sorry, sir. We had not
it again
this time, but we would be delighted to do so, if provided
the Chair would
care to have that material.
Senator GRASSLEY. Yes, we should have it.
The CHAIRMAN. Without objection.

[The information appears in the appendix.]

Senator GRASSLEY. So, Mr. Nielsen, then since you are also con-

cerned about the AAPCC, I would ask you and refer to what we
did in 1995. We were trying to have a $350 per month, per enrollee
floor. Now, even though it is 2 years later, the President has proposed that floor.
In your testimony, you mention that the average in your market
area was about $350, but you also said that your plan charges
enrollees additional premiums, and that even so the plan still is losing money.
If an experienced HMO like yours serving a low-cost area cannot
make programs like that work with a payment of $350, should that
tell us that the $350 being proposed today by the administration
is inadequate, and how would you recommend that we determine
what level, what floor we have?
Mr. NIELSEN. Thank you, Senator. I have appreciated the passion
here for PSOs and I am glad that we can share our passion for the
issue that you have raised. We have found with the level of AAPCC
payments in Utah, and I would also suggest to you the $350 level

is before the demographic adjustments, which bring it down to
about $307, that is simply not adequate, in our experience, for us
to have a product that appears to be able to survive.
The floor that is suggested is likely going to be too low no matter
where you have it. We think it looks like, at least with our experience now after a year, for us to have a product that is going to survive in this market we have got to be somewhere near $400. There
are plenty of markets in that range.
The solution, I suspect, is not only the floor, which would at least
have the benefit of raising these levels up to some competitive advantage with high payment areas, but there has got to be more
than that.
There has to be some mechanism by which the AAPCC can be
adjusted or averaged so that these low-payment areas more greatly
approach the national average. They do not do that right now.
There is no way that that mechanism is going to have that effect.
Until that occurs, areas like that that exist in your State and mine
are simply not going to have the ability to have these HMO products available to citizens.
Senator GRASSLEY. Thank you.
Thank you, Mr. Chairman.

The

CHAIRMAN.

Senator Moseley-Braun.

Senator MOSELEY-BRAUN. Thank you very much, Mr. Chairman.
At the outset, I want to add my congratulations to you for this
panel. I was intending, and in fact had a schedule, to be at another
committee, and decided to dust it off and stay and listen to this testimony this morning.
To Senator Moynihan, let me say that the gentleman doth protest too much about not understanding what is going on here. I
think, Senator Moynihan, you understand precisely what is going
on here.
There is, indeed, a paradigm shift. In fact, there was a joke in
the circles some time ago for health care activists that said that organized medicine had spent so many years trying to avoid the embrace of socialized medicine, that they ran into the clutches of the
venture capitalists.
The fact is, we do have a Federal role. We are spending over
$200 billion, or close to it, annually, so that really does put a lot
of Federal resources certainly at risk. I think that says that we
ought to at least take a look at what roles are appropriate in the
hope that we can strike some balance.
Looking at this proposal by Senator Rockefeller and Senator
Frist, quite frankly, I think it does, in an interesting kind of way,
marry the concerns that we have had regarding both cost containment, which is the risk management aspect, and quality of care,
which is the provision of service aspect.
So, there is an interesting kind of marriage going on here between two, at least, of the dynamics that we have focused in on as
part of our whole approach to this paradigm shift, this reformed
health care delivery.
Having said that, I would like to ask a question that I do not
know the answer to. That is something I guess they say a good
lawyer never does, is ask a question you do not know the answer

to. But I am going to ask it because nobody else,
least in the last few minutes, can answer it either. I have found, at
That is, taking the insurance issue, the other side of
the insurance issue here, is the insurance pertaining to malpractice.
You
have the insurance of the delivery of services, and the
back end of
that is the whole question of the malpractice exposure
for physicians and practitioners that may be involved.
My question is whether or not there is a difference in
malpractice
exposure for physicians based on the construct of the
practice. That
is, a physician practicing in an HMO versus a physician
in a PSO in which he or she may have an ownership practicing
there a difference, or has anybody looked at whether or not. Is
or not the
malpractice laws would mitigate differently in those
situations? I
do not know the answer to that question, and whatever
guidance
you can give us on that, I would appreciate.
Mr. REINER. Senator, I think I can give at least one
ample. There is a PSO in South Florida that has real-time exnegotiated for
their physicians a 20-35 percent discount for malpractice
rates because they are part of an integrated PSO and they
are
paying
a
lot more attention to quality of care, and the insurers,
the ultimate
people that have to go at risk for the actuarial expected
loss, believe that physicians in that kind of an enterprise are
a better risk
and are going to do a better job for patients.
Senator MOSELEY-BRAUN. And so because of the quality
of care
improvementsMr. REINER. Because of the extra credentialing and the
emphasis
on quality in that integrated dynamic, it is a smaller
group
tors. The medical staff is out here, the integrated physicians of docare in
here. In fact, when I get home I am going to start that
process and
I am going to find some discounts for my physicians as well.
Senator MOSELEY-BRAUN. Ms. Ignagni.
Ms. IGNAGNI. Senator, I think Mr. Reiner said it
very well. It
sounded as if you were speaking for a health plan because,
as you
know, the same provisions are held for plans that
are providing
quality assurance mechanisms, et cetera, distributing
risk data,
what have you.
Mr. POMEROY. Senator, I would like to touch on,
briefly, the
other point you raise and explain to you why States
officials
from
across the country have cold feet about the marriage
that you were
saying is embodied in this bill, and that is this.
Senator MOSELEY-BRAUN. Cold feet about marriage.
I have heard
of that. Go ahead.
Mr. POMEROY. State officials do not appear before
you today to
say that we should regulate the Medicare program.
What we are
here to tell you is that we believe we have the expertise
to provide
consumer protections and regulate those entities that
are going to
be assuming the risk here.
That is, those entities who are saying to your constituents
who
will be enrolling in these programs that they will be
there to provide the benefits that they claim when they enroll
the individual
in the program.
Financial solvency requirements, market conduct
activities, financial examination activities on an ongoing basis,
the ability of
States to receive complaints when an individual has
a bad experi-

ence, are all important things that we are doing now, and I think
we ought to continue.
Senator MOSELEY-BRAUN. Mr. Pomeroy, you are not answering
my question and I do not want to lose out on the
opportunity for
Dr. Lewers and Mr. Nielsen to answer my question specifically.
I mean, I do not want to cutoff your commercial, but I read
your
testimony and we have been talking about that issue.
Just
on
this
tiny little point about malpractice, just because it such a
concern,
and we obviously have to look at those issues asispart
of what we
do, the broader sense.
Mr. Nielsen.
Mr. NIELSEN. Let me just respond a bit to some of the things
you
said. I think people file malj~ractice actions,
or do not file them, for
a variety of reasons. Certainly one thing, -in my experience
at least,
that inhibits some of that is if someone has a close
relationship
with a physician they are far less likely to engage in a malpractice
action. As we have moved toward what I am going to characterize
as--and Senator Moynihan will really not like this
term-the corporate practice of medicine, as we have moved farther in
tionthat direcSenator MOYNIHAN. I think that is a wonderful term. I think
that
is what we are talking about.
Mr. NIELSEN. Accurate, perhaps. As we move in that direction,
where you divorce the personal relationship and, in
fact, the action
is to be brought against an impersonal entity, it may,
in fact, and
it has been our experience, that that has made people
perhaps
more prone to consider malpractice actions against their physicians
and other providers.
Dr.beLEwERS.
will
happy toSenator,
there
provide for
beenhasa been
recentpublished
youhas
which
study which
we
showing
that there is a decrease in the liability suits and claims where
there is a closer relationship between the patient and the
physician, i.e., the patient/physician relationship we spoke of.
In my other life, I am the chairman of the board and
tive officer of a liability insurance company, one of thechief execuowned companies. We have been working with groups physicianand with
physician networks to develop risk management programs
and to
ave them share the risk to reduce the risk and to reduce this.
We have been providing programs for them and have some
very
early suggestions that, indeed, we have been able to reduce
the
number of claims that have been filed. Unfortunately, on
the
other
end some of the HMOs are now claiming that they do not
liability and are trying to exclude themselves from the have the
process,
dropping it back on the physician in the provider community.
So the information is very early, but I think it is suggesting
that
where you have this relationship, where you have the
provider definitely involved, there will be fewer suits. Senator MOSELEY-BRAUN. Thank you, Mr. Chairman.
The CHAlRMAN. The record will stay open until 5 p.m.
so that
written questions may be submitted.
Senator GRAHAM. Mr. Chairman, would it be possible
ask a couple of more questions? I had thought we were if I could
going to
have a second round. I am sorry.
The CHAiRMAN. I would ask that they be as rapid as possible.

Senator GRAHAm. I will then try to make it rapid. Several of you
have talked about changes in the current method of compensation,
the 95 percent rule. My own bias is that that is fundamentally
flawed, it is not just a matter of trimming around the edges to try
to deal with the ow fee-for-service areas.
What is your assessment of the fundamental validity of the current method of compensation, particularly as it would be applied to
ii provider-based organization, and what are some alternatives that
vke should look at to the 95 percent rule?
'Mr. NIELSEN. I could just respond most generally. I think Ms.
Ignagni could probably talk to it to a greater degree. The whole
thing needs to be reworked. It is fundamentally flawed. As long as
we are talking about the 95 percent rule, we may as well talk
about the whole construct of the formula that develops the AAPCC.
We have got to do something with it, and do it quickly in order to
salvage this program if we believe that moving it into managed
care is the answer, or is at least one of the answers.
Ms. IGNAGNI. I think Mr. Nielsen is right. Having said that there
are issues with respect to flaws in the current methodology, I find
that having looked at a range of alternatives that have been developed, Mr. Reiner, I think, made the very important point about the
need for risk adjustment and further exploration in that regard.
We very much believe that the payments ought to be as accurate
as possible.
Having said that, I would be less than candid if I did not say,
in a very straightforward way, that no one is really sure how to
get to the next step. I think that will involve exploring a range of
proposals through demonstrations, and we certainly support that.
One issue that you may have on your mind that is often raised
is the competitive bidding issue. That is certainly one model to look
at, but I would just ask somewhat rhetorically that, if we are going
to move forward in demonstrating competitive bidding, that we
simply cannot have health plan competing with health plan, we
have got to look at the whole market and every entity in a market,
whether it be PSO, PSN, fee-for-service, and then think about
broadly looking at terms and conditions.
So I am afraid, Senator, I would like to be able to give you a very
succinct answer that this is it, but the truth is that I am not sure
that the PPRC, ProPAC, any one group has the best answer for reform. I think a number of people have agreed that there are steps
that will go into reform that we ought to look at, and I think there
is quite a consensus of opinion around those.
Mr. REINER. One quick comment. Paying on the health status of
the person is ultimately, I think, where you want to get. It is eas
to say, it is harder to get to. But there are formulas being devel
oped that say we should pay for this person's disease and illness
the costs that they have incurred, and no more.
I think, if you will let us stay around a little bit longer in business, we will be able to demonstrate some of those models in our
risk adjustor experiment with HCFA as well.
Ms. IGNAGNI. I would say, just back to that, I think that that is
absolutely right, except we all know that 80 percent of the variation in health care is still unexplained. So we have quite a lot of
technical work to do in the future in getting that together.
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Dr. LEWERS. There is no question it needs to be reworked. I have
had the privilege of seeing the PPRC chapter for this year that
will
be coming to you very soon. I think you should pay particular attention to some of the recommendations there and the risk adjustment factor is one that has to be included in any reworking, and
the mechanisms on how to do that are included there. So I think
that the PPRC has at least made an attempt to answer your question, and that chapter is forthcoming very soon.
Senator GRAHAM. Given the steely looks I am getting from the
Chairman and Ranking Member[Laughter.]
Senator GRAHAM [continuing]. I will not ask this question to be
answered orally, but I would like a written response. What are the
best examples today of financial relationships between managed
care and their clients, whether it is the California State Employees
plan, a plan with a private sector employer, or otherwise, that we
ought to be learning from in terms-of how Medicare can relate to
its HMO providers. Thank you.
The CHAIRMAN. Senator Moynihan.
Senator MoYNIHAN. Just quickly to thank Senator MoseleyBraun for the best quip of the morning about fleeing from
socialized medicine. I have a line here. Morris Fishbein was for about
30 years the editor of the Journalof the American Medical Association, a very responsible position.
In 1932, he had an editorial in which he pounced savagely on the
advocacy of group practice. Group practice. One of his sentences
began, this book says, "The rendering of all medical care by groups,
or guilds are medical Soviets." These affairs sound like medical Soviets to me, but that is how far we have advanced.
Mr. Chairman, could I respectfully suggest that when we publish
the transcript of this hearing is that it be called "On the Corporate
Practice of Medicine," in honor of Mr. Nielsen? And thank you all.
It has been-wonderful. Thank you.
The CHAIRMAN. Yes, indeed. I do want to thank the panel for the
excellence of their testimony. I think the Members have demonstrated the interest that you have sparked, and we look forward
to continuing to work with you. Thank you very much.
[Whereupon, at 12:18 p.m., the hearing was concluded.]
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PREPARED STATEMENT OF DIANE ARCHER
Thank you yer much for the opportunity to testify today. I am
the Executive Director of the Medcare Rights Center, a national not-for-prfit organization
based in
New York. MRC assists seniors and people with disabilities
on Medicare through
counseling and public education. MRC operates an Insurance Counseling
and Assistance telephone outline with partial support from the New York
State Office for the
Aging.[1]

Last year, we fielded more than 42,000 calls to our Medicare counseling
hotline. (Appendix A)
The proportion of hotline callers with questions about Medicare
Health Maintenance Organzations has exploded from one in twenty
just two years ago to one in
five this year. Clients call us with all sorts of questions
that we are unable to answer. Which HIMO is best? Which ones will tae good care
me when I get ill
Can I go to St. Vincent's Hospital wth this HMO? Is this of
the Cadillac of
health care or the Ford Pin
While we provide a general HIMO
overview
of Medicare
lMOs, we advise callers to research specifics by requesting information
directly
from the lIMOs.
In an

effort to help our clients with the legwork
shopping for lMs
we performed our own survey of the HMOs in downstateofNew
York. We asked each of
them 90 questions on plan benefits, costs, rules, restrictions,
structures and measurements of qualitY. (Appendix B) We found the process of shopping
be tremendously time-consuming. Moreover, much of the information for HMOs to
provided by
the HIMOs was not useful for making comparisons. (Appendix C)
" The survey took far more resources and time than most people
on Medicare can
devote. We made over 100 telephone calls and sent over
faxes and mailings
to get answers from 11 Medicare HMOs. Even though we50were
the customer service department, respoilse times ranged from able to bypass
2 weeks to 8V2
months. A person on Medicare slogging through customer
service voicemail
would have had even
difficulty.
" Answers to the surveymore
were often not useful for making comparisons. Data related to quality of care, such as the rate of appeals for denials
at which HMO members left the plan, and member satisfactionof care, the rate
in different ways and thus not comparable. And benefits such were collected
drugs and point-of-service coverage for out-of-network care wereas prescription
hard to compare. Confusing terminology and confusing answers also made
comparison difficult. (Appendix D)
" There were many questions that HMOs refused to answer.
HMOs wouldn't reveal clinical guidelines or utilization review guidelines that could
give people an
idea of what care they would get if they became ill. The majority
veal which drugs were covered in their formularies. Of those that wouldn't redid, only HIP
volunteered the conditions under which the drugs would be covered.
One HMO,
CIGNA, even refused to provide a list of doctors in the network,
stating it was
only available to people on Medicare if a sales representative
were allowed to
visit them.
The answers changed constantly. Throughout the project we
had to constantly
update our chart to incorporate changes in HMO benefits, costs,
rules and restrictions. Doctors in the HMO networks and drugs in the
HMO formularies
also changed regularly.
So, even with the survey results, our counselors
hard-pressed to distinguish
among IMOs. We still don't have useful information are
quality, and the answers
on the chart are too misleading to release without about
an accompanying explanation.
(77)
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Consumers need comparison charts, but comparison charts alone are not enough. In
order to help consumers to make meaningful choices among competing HMOs, they
need:
1. Comparison charts that are based on standardized, audited, HMO data.
2. Up-to-date information on HMO network providers, formularies, and rules
and restrictions on care.
3. Standardization of additional HMO benefits.
4. Easy availability of HMO data and comparison charts, and public education
to help them use the comparative information.
5. Comparison charts must be compiled that are based on standardized, audited, HMO data.
The answers that HMOs gave for our survey questions on rates of appeals, grievances and disenrollment were not useful for comparison. HMOs had different methods of collecting and reporting data, and no outside agencies reviewed the accuracy
of their information.[2] Other information that HMOs use to advertise quality, such
as consumer satisfaction surveys and National Committee for Quality Assurance
data on plan performance, is neither audited nor standardized and thus of limited
value for comparing HMOs.
People on Medicare today get the majority of their HMO information from marketing materials and presentations.(3 They have very little objective information
about HMOs and aren't educated about what they should look for beyond the glossy
brochures. HCFA already collects or should collect much of the information that people on Medicare could use to choose among HMOs, such as disenrollment rates, benefits and costs, and it is developing standardized measures of consumer satisfaction.[4],[5] HCFA should release comparison charts based on this information as a
needed first step towards informed choice for people on Medicare.
2. Up-to-date information on HMO network providers, formularies, and rules and
restrictions on care should be made available to the public on a frequent and regular basis.
In order to make smart choices, consumers also need detailed information, such
as the drugs covered in HMO formularies, that can't be included in a comparison
chart. Much of this information is unavailable and constantly changing. While some
consumers may be satisfied to compare copayments and caps on prescription drug
benefits, others will need more specific and up-to-date information on which drugs
the HMO will cover.[6],(7],[8] For example:
Mr. P of West Palm Beach joined Humana, a Florida Medicare HMO, for its prescription drug benefit. However, the drug used to control his prostate enlargement
was taken off the HMO formulary, and he was left to pay for his medication outof-pocket.
Many people pick HMOs based on the doctors or hospitals in the HMO network.
They want to know before they enroll which doctors are in an HMO, whether they
accept new HMO patients, and whether they have referral privileges to other doctors or hospitals that they want to see. Consumers need this information to make
informed choices, just as they need information on how HMOs oversee the care that
doctors give their patients. Such information includes clinical guidelines with recommendations on how doctors should care for different illnesses, and utilization review guidelines describing the conditions under which HMOs will approve particular
treatments for different conditions. For example:
Mr. K of Bridgeport joined Keycare 65, a Pennsylvania Medicare HMO, after the
HMO told him that his doctor would deliver exactly the same care in the HMO for
his cardiac arrhythmia as he did in traditional Medicare. After he joined, his doctor
told him that he could no longer obtain the tests that he needed for his heart condition twice a year, as he did under traditional Medicare, because the HMO would
only authorize them once a year unless he became significantly ill. Mr. K returned
to traditional Medicare to get the tests he needed.
Without access to up-to-date descriptions of what HMOs cover and their conditions for coverage, consumers are vulnerable to a bait-and-switch game.
HCFA should regularly make available to consumers current information on providers, formularies, clinical guidelines and treatment restrictions. HMO information
for consumers should also include notification that benefits and provider networks
may be subject to change.
3. Additional HMO benefits should be standardized to allow consumers to make
more meaningful comparisons, just as Medicare supplemental insurance was standardized several years ago.
Our clients tell us that shopping for an HMO today is unnecessarily complicated.
Our own experience compiling the comparison chart for New York City HMOs confirms their opinions:

" HMO benefits are difficult for our clients to compare by cost. How are they to
weigh Elderplan's eyeglass

benefit with a $10 copay against PHS's eyeglass benefit with a $100 maximum?
" HMO benefits are difficult for our clients to compare by
coverage. How are they
to know that the "point-of-service" benefit for out-of-network
$100 every three months at NYLCare and 80% of the coverage can mean
Medicare-approved
amount for an extra $87.50 premium each month at USHealthcare?
The additional benefits of Medicare HMOs
should
standardized in simple, easyto-understand packages which still allow room for be
HMOs to offer new innovations
and benefits Standardized benefits, along with disclosure
formularies that is difficult to standardize, are needed in of information like drug
Medicare make better comparisons among com peting HMOs. order to help people on
4. The HMO data and comparison charts should be made
widely available, and
funding should be committed for public education
to help people on Medicare use
the information.
While some comparison charts of Medicare HMOs
been created, the commitment to systematically create and disseminate themhave
not been made.[9] HCFA
should collect and verify the necessary data to compile has
charts, and make
the charts and information on providers, formulariescomparison
and treatment restrictions
available on the Internet, in publications and through the
care should be able to find information on HMO benefits, media. People on Medicosts and restrictions as
easily as parents are able to find test scores for school districts
Public education efforts must accompany the comparison charts in the newspaper.
as well. Most people on Medicare have little experience with managed care
and do not understand
the relevance of many HMO quality measures to their own
results from our survey of low-income elderly reveals that health care. Preliminary
understand that HMO members can only see HMO doctors most do not even fully
and hospitals for their
care. (Appendix E) Many people on Medicare need
education in order to understand what a Medicare HMO is before they can public
try to choose among HMOs. Information must be disseminated in a way that is meaningful
propriate resources for insurance counseling programs across to consumers, and apthe U.S. should be secured.
Thank you for your time and interest. I would be happy to
answer your questions.
ENDNOTES

[11: A contract to provide Health Insurance Counseling and
from the New
York State Office for the Aging, with funding from theAssistance
Health Care Financing
Administration, covers 15% of the costs for our
toll-free hotline. The rest is
raised from public and private sources.
[2]: For example, Oxford
Health Plans categorized disenrollments as voluntary or
involuntary, while other HMOs id not make the distinction.
In addition, none
of the disenrollment data reported by HMOs agreed with
statistics reported by
HCFA for the same time period.
[3]: Kaiser Family Foundation/Agency
for Health Care Policy and Research survey,
October
[4J: General 1996.
Accounting Office. "HCFA Should Release Data to Aid
Consumers,
Prompt Better HMO Performance."
1996.
[51: The Consumer Assessment of HealthOctober
Plan Satisfaction (CAHPS).
[6]: O'Malley, Sharon. "Report Cards: How Relevant Are They
for Patients?" Quality
Ltter for Healthcare Leaders, 9:3:12 March 1996.
[7]: Hibbard, Judith et al. "Evaluating
the Approaches for Supporting Informed
Consumer Decisions." Unpublished paper presented before
the American Public
Health Association, October 1996.
[8): Sofaer, Shoshanna et al. "Providing
Consumers with Information to Support
Health Plan Decisions: A Theory of Action." Unpublished
paper presented before APHA, October 1996.
[91: HCFA resources
at the present time appear inadequate to compile and disseminate such a chart. While 13% of Medicare beneficiaries are
care organizations, only 5% of HCFA staff are allocated to enrolled in managed
oversee and administrate Medicare HMOs.
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Appendix B
Sample Cases which Illustrate Problems in Medicare
Managed Care
Medicare Rights Center is handling an increasing number
of cases involving Medicare
liMOs. These cases illustrate a number of systemic
problems with Medicare liMOs
which can have a devastating impact on the quality of
health care for seniors and people
with disabilities. Several typical cases are outlined
below.
I.

Access to specialty care: Mrs. C enrolled in an HMO
in the New York City area. Whenshe noticed that she had a skin lesion that was potentially
cancerous, she vent to see her
primary care physician and asked for a referral to see
one of the HMO's dermatologists.
The primary care physician told Mrs. C that she would
arrange for the referral. Mrs. C
had to w-ait almost two weeks for an appointment with
the dermatologist, only to find out
once there that her primary care physician had not arranged
for a referral, and so the
dermatologist would not see her. Five weeks later,
after several phone calls and two trips
to the primary care physician's office, Mrs. C had still
not been able to see the
dermatologist. NIRC staff advised her to file a complaint
with the NYS Department of
Insurance, and with the IHMO. Mrs. C filed both complaints
and, frustrated by inaction
and a long wait, disenrolled from the IMO. She is now
in another HMO and receiving
the necessary care.

2. Access to specialty care: Nir. S, a member ofa
Medicare lMO, was referred to a
urologist from the hospital vwihere he had emergency
hernia surgery. The urologist told
Mr. S that he was in the lIMO's network; however, it turned
out the urologist was only
affiliated with the IMO's non-Medicare product, not
with the Medicare-contracting
portion of the lIMO. Mr. S was therefore billed for
out-of-network visits to the urologist.
Now' Mr. S's HMO wants him to see a urologist whose office
is an hour away from Mr.
S's home. The lIMO refuses to give Mr. S a referral
to see the out-of-network urologist,
even though that urologist is in the HMO's non-Medicare
network. Mr. S is disenrolling
from the ItMO so he can continue with the non-network
urologist tnd not have to travel
so far from home for treatment.
3. Access to rehabilitation services; failure to notify
of appeal rights: After being
hospitalized for a traumatic brain injury, Mrs. If was
told by her doctor that she needed
to be admitted to a rehabilitation facility. The rehabilitation
facility approved her
admission, but the 1IMO denied the service, claiming
it was unnecessary. The HMO also
failed to issue a denial notice. Because of the protracted
length of an appeal and on
advice of her doctors, however, Mrs. H disenrolled
from the HMO and secured covered
rehabilitation services under traditional Medicare.
4.

Access to care: Denial of Medicare-covered service:
Mrs. F, a 92 year-old Medicare
patient and a member of a Medicare HlMO, entered
the hospital for congenital heart
failure and a number of other medical problems. She
was discharged directly to a skilled
nursing facility where she received physical and occupational
therapy five days a week.
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[ter unstable medical condition was also monitored by a skilled nurse. For these reasons,
Mrs. Fclearly met Medicare guidelines for coverage of a skilled nursing facility stay.
However, Mrs. F's HIMO denied Mrs. F coverage because it claimed that the services she
received in the nursing facility did not fit Medicare's definition of"skilled services" and
,.ere therefore not covered.
MRC appealed the HMO's denial on Mrs. F's behalf, but Mrs. F never received a
written denial from the HIMO explaining her appeal rights. (A verbal denial may be
appealed ir no written denial is issued.) After several months if negotiations with the
lIMO, HICFA, and staff at the nursing facility, MRC received notification that the tHMO
would be required to cover the majority of Mrs. F's stay in the nursing facility.
5. Access to care; failure to notify of appeal rights: Mrs. L. is an insulin-dependent
diabetic ,ho has multiple sclerosis, arthritis, and is blind in one eye. She is a member of
a Medicare tIMO in the New York City area. Mrs. L began a home health care program
after an inpatient hospital stay for congestive heart failure. She received physical
therapy and home health aide services three times a week through a Medicare certified
home health agency contracted by her HMO.
At the end of a month, Mrs. L's primary care physician denied approval for
continuation of Mrs. L's home health care program. However, the lIMO failed to issue
Mrs. L a written deniri notir.t or to inform her of her appeal rights. MRC staff
discovered that HMO representatives did not realize that the denial must be issued in
writing. Mrs. L's physical therapist wTote a letter to the physician stating that while Mrs.
L had shown improvement during the course of therapy, she continued to need physical
therapy so that her maximum functional capabilities could be realized. MRC appealed
the denial of continue therapy services on behalf of Mrs. L, and, after several months,
the HMO agreed to continue Mrs. L on a physical therapy program.
6. Access to care: Denial of Medicare-covered service; failure to notify of appeal
rights: Mr. D was a member of a Medicare HMO in New Jersey whose liMO primary
care physician and HMO urologist prescribed biofeedback therapy for his urinary
incontinence post prostate surgery. The HMO, disregarding the medical opinions of its
own doctors, denied such care stating that it was not covered under the terms of its
Medicare contract.
MRC informed Mr. D that Medicare did indeed cover biofeedback therapy where, as
in Mr. D's case, other more conservative treatments had been tried and had failed; the
HMO also had not provided Mr. D. with a proper denial notice. MRC argued, on behalf
of Mr. D, that because Medicare did cover the treatment the HMO, under the terms of its
contract with HCFA, was also required to provide the treatment to its Medicare
beneficiaries, regardless of whether or not they had a network supplier or provided the
treatment to their non.Medicare HMO patients. After reviewing MRC's appeal letter for
two months, the HMO decided to provide the care to Mr. D.
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7. Access to care: Denial of Medicare-covered service: Mr.
B, a member of the same
IMO as Mr. D above, contacted MRC a few months after Mr. D with
exactly the same
case. With MRC assistance, Mr. B was also able to receive bio-feedback
therapy
through the HMO. MRC, however, also contacted the HCFA regional
office in charge of
this lMO's contract to complain that the HMO, previously informed
that its denial of
benefits in this type of case was erroneous, had not taken any systemic,
remedial action.
8. Access to care: Denial of Medicare-covered skilled nursing
facility care: Mrs. M, a
Medicare HMO enrollee, underwent hip replacement surgery in
early 1996 and entered a
skilled nursing facility (SNF) shortly thereafter. The HMO notified
Mrs. M that
coverage for her SNF care would be limited to three weeks, terminating
on 4/25/96. The
HMO also advised the family that Mrs. M would derive maximum
benefit from inpatient
SNF care in three weeks and additional progress was unlikely after
that time. Mrs. M's
surgeon and the SNF medical staff disagreed with the HMO's assessment
and
recommended continuing SNF care beyond the three weeks, believing
that significant
improvement in Mrs. M's functioning could be achieved. Based
on this opinion, Mrs.
M's family decided to extend Mrs. M's stay in the SNF and privately
paid for SNF care
from 4/25/96-9/I 1/96. Mrs. M's family reports that the intensive
rehabilitation program
at the SNF greatly improved her condition.
Mrs. M appealed the denial of coverage for SNF care beyond three
weeks, claiming
that additional inpatient rehabilitation was medically necessary to
effect optimal
recovery. The HMO affirmed its initial decision and forwarded
the case to Network
Design Group (NDG) for external review. NDG partially overturned
the HMO's denial,
awarding Mrs. M coverage for SNF care from 4/25/96 - 8/15/96;
the family accepted this
decision, which resulted in an estimated $20,000. $30,000 in reimbursement.
Mrs. M
was notified that the LIMO would consider appealing the NDG "partial
overturn" in
Federal District Court. The family contacted MRC seeking information
about Mrs. M's
rights. MRC briefed them on the statutory appeal process and offered
to provide
assistance if the HLMO contested the NDG decision. Fortunately,
the family was recently
notified that the HMO intends to comply with the NDG decision.
9. Access to coverage: Denial of Medicare-covered emergency
services: Mr. P, a
member of a risk-contract HMO in New York, while visiting his daughter
in Florida
when, on Christmas Eve, began experiencing severe difficulty breathing.
He was rushed
to the hospital and, as instructed on the HMO card, a family member
immediately called
from the hospital to notify the HMO that Mr. P was having emergency
treatment out of
the HMO's service area. APfer Mr. P returned to New York, his
HMO informed him that
none of the treatment would be covered because the HMO had
not been notified within
48 hours of the emergency. The HMO claimed to have no record
of anyone calling.
MRC informed Mr. P that, while non-Medicare-contracting HMO
plans can require
members to notify the HMO within a certain time period in order
to obtain coverage for
emergency treatment, Medicare HMOs cannot deny benefits because
the lMO was not
notified of the emergency treatment. Therefore, Mr. P was under
no obligation to notify
Medicare Rights Center
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the HMO and the HMO cannot refuse coverage for that reason. MRC assisted Mr. P in
appealing the HMO's denial and he eventually received full coverage for his out-of-area
emergency treatment.
10. Access to care; confusion about HMOs; language barriers: Mr. F,a native Spanishspeaker, was enrolled in a Medicare HMO but never received any literature in Spanish
from the HMO explaining the rules of his contract. When the HMO failed to provide
adequate care for Mr. F's severe knee pain, Mr. F went to an out-of-plan doctor for knee
replacement surgery. He did not realize that he would beliable for the cost of the care.
His HMO denied coverage, saying the procedure was elective and that he had not
obtained prior authorization from the HMO. Mr. F, because of the language barrier,
never understood the way his HMO worked until after he was hit with huge hospital and
doctors' bills. MRC appealed the HMO's denial of coverage and requested retroactive
disenrollment for Mr. F. The appeal was decided against Mr. F.
11. Marketing abuses; confusion about HMOs: Mr. Pand his wife have both Medicare
and a Medigap policy. While visiting relatives in Florida, Mr. P was visited at his
relative's house by an HMO representative. Impressed by the low cost of the policy and
swayed by the representative's sales tactics, Mr. P signed application pipers that day.
He and his wife were promptly enrolled in the Florida HMO. He did not drop his
Medigap policy, nor did he understand that they were now members of a risk-contract
HMO which required that they stay within the HMOs network of doctors. Thinking that
he simply had a new Medigap policy, Mr. and Mrs. P saw doctors outside of the HMOs
network for two months before Medicare began to send denials stating that they were
enrolled in an HMO. Mr. and Mrs. P's case isa typical example of seniors subjected to
an HMO's high pressure sales tactics who enroll without understanding how to receive
care and coverage for that care from an HMO.
12. Marketing abuses: Mrs. G an 88 year old Medicare beneficiary with an organic brain
disorder manifesting itself by memory loss and extreme confusion, was solicited by an
HMO sales agent in her home. The sales agent enrolled Mrs. M in the HMO, without
making sure that Mrs. M. was able to understand the implications of her decision. Mrs.
M. continued to pay her Medigap premiums and when admitted into a hospital three
months later signed a statement saying she was not an HMO member. As a result of the
HMO's abusive marketing pracltTies, she incurred over $2,100 in medical expenses that
both Medicare and the HMO refused to pay. MRC successfully requested retroactive
HMO disenrollment for Mrs. M on the basis of impaired mental status at the time she
enrolled in the HMO.
13. Marketing abuses; confusion about HMOs: Mrs. M of New York was persuaded by a
door-to-door salesperson to join a Medicare HMO in May 1996 while she was visiting
her children on vacation. She did not understand the HMO rules and restrictions and was
simply told that "Medicare will take care of it." She received an HMO card with her
enrollment stating the name of her primary care physic ian and was told that it was
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.someone she could see if she needed care," and
was never told of network resictions
Not even her children knew that she had enrolled in a Medicare
HMO.
While in Arizona, Mrs. M did visit a physician
other than her primary care physician,
and when she returned to New York she
were outside the HMO's network. None visited New York physicians and hospitals who
discharge from a hospital in September, of her care was paid for. The day of her
the hospital discharge planner called Medicare
Rights Center because the home health
agency whose services she needed was
refusing
to visit her due to nonpayment of past charges.
Medicare Rights Center advised that she
disenroll right away and has helped Mrs.
M's children to request that the Health
Financing Administration retroactively
Care
disenroll
which she received between May and September her from the HMO so that the care
will
be
covered
by
fee-for-service
Medicare. The family isalso filing a complaint
with HCFA regarding the HMO's
marketing abuses.
14. HMO administrative problems: Mrs.
Ybelonged to an HMO through her Employer
Group Health Plan. Knowing that she
requested that the HMO transfer her to was going to retire at the end of January, she
its Medicare HMO product on Feb ury
HMO said that it would need verification
I. The
of her
process her enrollment. Her company promptly retirement from her employer in order to
sent the letter and Mrs. Y assumed that
her application had been cleared. During
the
coverage with Social Security and received same time, she also applied for Medicare
a Medicare card which stated that her
coverage became effective on February
I.
Mrs. Ycontinued to receive services
in the Medicare HMO network. After from an HMO psychologist who she knew was
IS months of treatment, the psychologist
informed
her that the HMO was refusing to pay for
of 1995 and Mrs. Ynow owed him $574. services rendered between February and April
Mrs.
Y called up the HMO who informed her
that her Medicare HMO coverage did not
knowing that the HMO had delayed the start until April 1. Mrs. Y had no way of
starting date of her Medicare HMO coverage.
She had followed the correct procedure
to ensure that her health coverage would
be
continuous.
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APPENDIX C
Medicare Rights Center Survey
of Medicare Managed Care Plans

In 1996, the Medicare Rights Center (MRC) surveyed the Medicare managed care plans that serve Ohio and
downstate New York. The purpose of these surveys was to identify distinctions among Medicare managed
care plans and to publish the data for consumer use. We recognized that the data we would receive from the
plans would not be audited. However, there is no other source for much of the data that we were seeking.
Research design. Medicare managed care plans were contacted and asked to respond to a 90-question survey
that inquired about the following aspects of the plans' Medicare product: its providers and resources; services
and benefits; practice guidelines and utilization reviews; enrollment/disenrollment rates; grievance and appeal
rates; and marketing and enrollment procedures.
The plans' responses were inputted into a database and examined. In cases where we needed further
clarification of a plan's response, we sent out follow-up questionnaires.
Results. After months of phone calls and much persuasion, we were successful in obtaining answers from 8
out-of-the I I plans that serve Ohio and 10 out-of-the I I plans that serve downstate New York. But obtaining
the plans' cooperation was just the first of many obstacles in our attempt to provide information to
consumers. Some of the other obstacles that we encountered are outlined below.
First, since plans are not required to collect and/or report data in a uniform manner, %ehad difficulty
comparing the plans on several areas, such as physician credentials and the average waiting time to see a
physician.
Second, since plans are not required to divulge their treatment protocols, drug formularies, disenrollment
rates, grievance rates, and appeal rates, several of the plans failed to answer our questions on these topics.
However, such information is indispensable to a beneficiary when he or she is deciding which plan to enroll
in. Moreover, in an effort to verify answers that we didreceive from plans on their disenrollment rates, we
requested disenrollment rate reports from the Health Care Financing Administration (HCFA). Unfortunately,
we soon discovered that HCFA's data collection methods are faulty. HCFA's data fails to distinguish the
many reasons why beneficiaries are disenrolling from a plan. In addition, the method by which IICFA
calculates disenrollment rates appears to be problematic. HCFA reported that a couple of the plans had
disenrollment rates over 200%!
Last, without standardized, audited data from the plans and the government, it was difficult to interpret the
data that we did receive, especially with regard to the grievance and appeal rates. For instance, we were
unsure about how the plans distinguished a grievance from an appeal.
We have included on the following pages responses from New York State plans that demonstrate the above
problems.
As a result of the above issues, we have decided to publish a booklet, in addition to comparability charts, that
will explain the value and limitations of the data that we are reporting. Moreover, because the charts that we
have developed are quite complex, we plan to disseminate them mainly to counselors. The counselors will be
trained on how to use the charts and how to help beneficiaries find their way through this Medicare maze.
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Sample of New York Medicare Managed Care Plans'
Responses
to the Medicare Rights Center's Questions on
Grievance and Appeal Rates
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Sample of New York Medkare Managed Care Plans' Responses
to the Medicare Rights Center's Questions on
1995 Medicare Beneficiary Disenrolment Rates
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Appendix D
MEDICARE APPEALS AND GRIEVANCES:
Strategies for System Simplification
and Informed Consumer Decisionmaking
EXECUTIVE SUMMARY AND KEY FINDINGS
Medicare is a 30-year-old federal program designed to provide broad coverage for health
care services to the nation's seniors and people with disabilities. Medicare currently insures 38
million Americans who paid taxes during their working years, and now pay premiums, to earn
their entitlement. Approximately ninety percent (90h) of Medicare enrollees have fee-forservice coverage and ten percent (10%) have enrolled in Medicare managed care plans.'
Medicare is a relatively efficient program, spending only 2%of its budget on administrative
costs (commercial insurers spend on average 12%).2 It pays for most medically necessary and
reasonable health care services. Individuals enjoy substantial consumer rights and protections
from Medicare, not the least of which is an appeal process which guarantees them the right to
challenge almost any denial or reduction of benefits. The Medicare appeal mechanism is
generally superior tothe appeal procedures provided by commercial health insurers.
Statistics collected by the Health Care Financing Administration, the federal agency that
oversees the Medicare program, indicate that a tremendous number of individuals may not be
receiving the full Medicare benefits that they are entitled to. While fewer than 1%of Medicare
Part B claims are appealed, approximately 75% of appealed claims result in increased payments
after the first level of appeal, amounting to nearly $600 million in added benefits in 1995. Over
406/a ofclaims appealed at the second level result in increased payments (nearly $30 million),
and over 401/ of those appealed to the third level also result in increased payments (nearly
$300,000).3 An even smaller percentage of Part
A claims are appealed, and 40% of those result
in increased payment after the first level.'

HCFA/Office of Managed Care (1996).
1994 HCIA HMO data. HCFA/Office of National Health Statistics (1993).

HCFA/BPOIDivision of Reports and Information Management; fiscal year 1995 data.
'HCFAiBPO(Division of Reports and Information Management; fiscal year 1994 data.
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Medicare managed care plans (HMOs) do not release statistics for the first level of
appeal, but the independent contractor which reviews HMO appeals
at the second level
overturned the liMOs' denials of care or coverage 35% of the time
in 1994-95, amounting to
over $5 million in additional coverage. In another 6% of cases,
the contractor determined that
the claimants did not understand the restrictions that go along with
enrolling in an HMO and
recommended that they be retroactively disenrolled from their plans,
thereby making them
eligible for Medicare coverage for any out-of-network services
they received. 5
Based on these statistics and Medicare Rights Center's (MRC)
own experience
counseling thousands of individuals on Medicare, we believe that
many people are paying for
health care or forgoing care that Medicare should be paying for
because they lack a strong
understanding of the actions available to them- when Medicare reduces or
denies their benefits. 6
Those who do understand their appeal rights may not be up to the
task of proving the medical
necessity of a procedure or figuring out whether a coding error
led to a denial. Without sufficient
knowledge and the physical and mental ability to persevere, many
individuals who should
challenge a claim will not do so.
Based on accounts from individuals on Medicare and their advocates,
MRC has
concluded that this troubling situation exists for two main reasons.
First, it is extremely difficult
(and in some cases impossible) for consumers to access the information
they need in order to
obtain proper coverage for their health care. Finding out what
Medicare covers, why it denies
particular claims, and how to challenge claim determinations can
be too burdensome for the
average elderly or disabled person to manage. Unfortunately, Medicare
all too often places the
responsibility of securing coverage on the consumer, making access
to this information crucial.
Second, the Medicare appeal system is effectively paralyzed by a
backlog of unprocessed
appeals and persistent delays at the latter stagei-of the appeal process.
In MRC's experience, and
confirmed by HCFA data, consumers commonly wait months and
even years to obtain Medicare
coverage for medically necessary health care. For example, in April
1996, 224 ALJ hearing
requests were filed nationwide, while 10,528 requests were pending.!
With some simple
streamlining and restructuring, the appeal mechanism could work
more efficiently and protect
Medicare consumers, protecting them against wrongful denials
of coverage and care.
t

Network Design Group, Inc., Special Repoort
of HMQ'CMP Reconsideration Results: National Summar' of Firal
visions
and Value of ContestedClaims (February 16, 1996).
Dept. of Health and Human Services0Office of Inspector General,
Pub. No. OEI-01.93-0120, Undrianding
MedicalBenefits: The Explanation of Medicare Part B Benefits I0
(April 1995).
'Supra note 3.
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Issues of access to information, coverage, and quality health care are of especial concern
for Medicare Health Maintenance Organization (HMO) enrollees. Managed care plans are
penetrating the Medicare market significantly. From December 1994 through January 1996
Medicare risk HMO enrollment grew 41%, and more than 4 million beneficiaries (over 101/6 of
the Medicare population) are currently enrolled in Medicare managed care plans.' Access to
information is crucial for HMO enrollees because their plans may deny them not only coverage,
but also necessary health care services without their knowledge. Finding out when a denial of

service has occurred is difficult for IMO enrollees because the denial is often prospectiveoccurring prior to their receipt of services-and no one may have told them that a service was not
authorized. Moreover, many enrollees do not know how to protest these denials.9 The ability to
effectively challenge denials of service is crucial to any health care delivery system where
providers are financially rewarded or penalized based on the amount and cost of care deliveredboth fee-for-service and HMO care. However, HMO financial incentives often prevent
physicians from freely advocating for their patients in the appeal process as they could in the feefor-service arena and therefore present a disturbing conflict of interest.
The lengthy delays in the HMO system are also particularly problematic, since delays in
resolving HMO appeals can lead to consumers waiting months to receive necessary medical
care.10 As more individuals on Medicare enroll in HMOs, it is imperative that the Medicare
HMO appeal mechanism be improved in order to preserve the health and safety of HMO
enrollees.
This report aims to apprise policy makers and the public of limitations in the current
Medicare appeal system and to recommend ways to improve the system. The first section of the
report critiques existing grievance and appeal procedures in both of Medicare's payment
systems: fee-for-service, where Medicare pays for individual services, and managed care, where
Medicare usually pays a fixed sum per enrollee to a health care plan to provide all covered
services. We present a detailed discussion of the informational problems with the Medicare
appeal mechanisms, the lengthy delays in resolving appeals, and special issues surrounding
appeals and grievances in the Medicare managed care program.
sHCFA/Offrce of Managed Care; Group Health Association of America Patterns of Enrollment, 1995 Edition.
'Dept. of Health and Human Servkes/Ofice of Inspector General, Pub. No. OEI-06-91-00730, Beneficiary
Perspectives of Medicare Risk HMOs ii (March 1995).

' U.S. Gen. Accounting Office, Pub.No. HEHS-95-155, Medicare* Increased
IMO Oversight Could Improve
Oualily and Access to Care 14 (1995).
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The report's second section proposes specific ways to improve the appeal and grievance
mechanisms in both fee-for-service Medicare and Medicare HMOs. Some recommendations can
be instituted at minimal cost and effort; others might require a commitment of substantial
resources. All remain necessary for the protection of consumer rights in the Medicare program.
We highlight below some key recommendations:
" HCFA must develop standardized written materials about HMO enrollee rights and
require all HMO providers to give their Medicare patients these materials each time
they receiVe treatment.
" HCFA must require each Medicare HMO to designate a Medicare ombudsman to
assist enrollees with understanding their rights and to process all appeals and
grievances.
" HCFA must require HMOs to track and release data on the number, type and nature
of grievances and appeals that they receive.
" HCFA must streamline the appeal process by allowing claimants to bypass appeal
levels where the outcome is pre-determined against them.
" HCFA must institute an expedited HMO appeal system for consumers who have been
denied care and whose life and health are in jeopardy.
* HCFA must establish a Medicare fee-for-service and HMO ombudsman's office to
receive feedback from regional offices about systemic coverage and proceduL*
issues, including inconsistencies in fiscal intermediary (FI), carrier and HMO
policies, examine these issues and recommend action.
Our final objective is to educate present and future Medicare consumers about their
Medicare rights and ways to exercise them. We also seek to inform family members, social
workers, and advocates who are often involved in medical decisions of special rules and
procedures enabling individuals to obtain covered treatment. Toward these ends, we have added
two appendices to the report which explain the basic workings of the Medicare program and the
current appeal and grievance mechanisms. Appendix A provides background information
explaining the Medicare fee-for-service and managed care progtans. Appendix B describe-3
Medicare consumers' rights and the current procedures for appealing denials of covered services
We recommend that any readers who are unfamiliar with the Medi :are program and/or the
Medicare appeal system read both appendices before reading the rain body of the report.
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PREPARED STATEMENT OF HON. ALFONSE D'AMATo

Mr. Chairman, I commend you for holding this hearing today to continue the discussion of Medicare choices. I also wish to thank our esteemed colleague from Tennessee, Senator Frist, for testifying today, and for providing valuable information
about the legislation that he and Senator Rockefeller of this Committee have introduced to make it easier for Medicare beneficiaries to enroll with qualified Provider
Sponsored Organizations (PSOs). I would also like to thank the o&er distinguished
panelists for sharing with us their insights and concerns.
Medicare provides affordable health care to 38 million older and disabled Americans. More than 4.9 million Medicare beneficiaries are now enrolled in managed
care plans. As we explore different types of managed care options, it is critical that
we recognize the need for providing protections for consumers.
Medicare beneficiaries must continue to have the flexibility of choosing the plan
that best suits their needs, and they need to have appropriate information about
competing plans in order to make wise decisions. Most importantly, we must guarantee certain minimum standards of quality for all health care plans.
It is essential for us to preserve Medicare for today's beneficiaries, and for every
to
American who will need Medicare in the future. As we consider different plans
to the
save Medicare, it is imperative that we do so in a fair manner. Any changes
Medicare program must preserve the delivery of essential services to those who need
them.
I look forward to the witnesses' comments and recommendations.
PREPARED STATEMENT OF HON. BILL FRIST

In 1995, my first year in the United States Senate, the Medicare Trustees
told Congress that unless it took "prompt effective, and decisive action... Medicare
will be dead in seven years." Two years later, we are even worse off. We still face
the same tough choices. We must balance the budget, restore integrity to the
Medicare trust fund, update the Medicare system and provide consumers with more
of
choice -- a cornerstone structural change that addresses the long-term viability
the Medicare program.
In the 104th Congress, the Finance Committee and the United States
Congress realized that the fundamental way to capture the dynamics of change in
the health care system would be to modernize Medicare by opening it to a broader
array of private health plans that would compete on the basis of quality in addition
to cost. President Clinton has embraced this ideal as well by initiating a Medicare
limited,
Choices demonstration and including provisions to expand choice, although
in his budget submission to Congress last month.
Therefore, two months ago, Senator Rockefeller and I introduced S.146, the
"Provider-Sponsored Organization Act of 1997." S. 146 expands the current
Medicare risk contracting program to include Provider Sponsored Organizations
(PSOs). A PSO is a public or private provider, or group of affiliated providers,
organized to deliver a spectrum of health care services under contract to
purchasers. Our bill specifies detailed requirements for certification, quality
assurance and solvency to insure that PSOs contracting with Medicare meet
standards that are comparable to or higher than those for Health Maintenance
states to
Organizations (HMOs). Specifically, it provides federal leadership for
fashion a streamlined PSO approval process that is consistent with federal
for
standards protecting Medicare beneficiaries. Second, by providing incentives
PSOs and HMOs to evaluate patterns of care, it promotes state-of-the-art
the
continuous quality improvement. Third, it creates a mechanism by which
partial risk
Secretary of HHS would be allowed, but not required, to enter into
specific solvency
payment arrangements with PSOs or HMOs. Finally, it includes
environment.
operating
their
reflect
which
PSOs
for
standards

Why are PSOs a good place to start in the greater goal of offering Medicare
beneficiaries more choice?
First, PSOs will improve quality of care in the following ways:
A.

PSOs are comprised of physicians and hospitals. And it is physicians
who are closest to the patient and who are in the best position to
control, monitor, and demand quality for every patient. Thus in a
competitive managed care environment, PSOs will demand that
quality, not just price, be considered. This inherent PSO emphasis on
quality will spil over to other types of insurance plans, which by their
very nature are more distant from the doctor-patient relationship.

B.

S. 146 requires collective accountability, where quality and costs are
measured by overall practice patterns across the entire PSO, not
simply by case-by-case utilization review which can be intrusive and
burdensome.

C.

PSOs will impact the broader community because the physicians and
hospitals that provide health services locally are concerned with the
health of the whole community -- not just those enrolled in their plan.
For example, a hospital must see anyone who shows up at its
emergency room regardless of whether an individual is enrolled in a
PSO, another plan, or is indigent. This broader responsibility provides
the incentive for PSOs to think of the future and to make systemic
quality improvements.

D.

Because S. 146 requires PSOs both to meet new, higher quality
standards and to have experience in the coordination of care, the
50/50 rule, a standard which was merely a surrogate for true quality
measures, is waived for PSOs. Similarly, non-PSO Medicare riskcontractors are eligible for waiving this quasi-quality measure in
exchange for meeting the enhanced quality standards prescribed in the
bill. Indeed, S.146 sets a new standard for quality assurance, a
standard that likely will set the pace for the rest of the industry.

Second, by empowering providers to become true partners in the decisionmaking process, the PSO option will give them an opportunity to re-gain control
over clinical decisions by accepting the responsibility for coordinating care.
Third, the PSO option will bring coordinated care to more communities,
markets
especially to rural and underserved areas. It will bring managed care to
where managed care has been slow to develop.

As you know, Medicare has had much more difficulty attracting seniors to
managed care plans than the private sector -- although enrollment is growing each
year. While almost three-quarters of the employed population is enrolled in
managed care, only about 13 percent of Medicare beneficiaries are in managed
care. Our seniors simply are not given the choice of plans that non-seniors have
today. Moreover, seniors frequently express the fear of being herded into a
managed care plan that does not include the physicians, hospital and other
caregivers with which they are familiar. Many fear the managed care plan will drop
their providers from the network at a later time. And many say their fear of
managed care stems from anxiety that their physician is no longer in control of their
care. Medicare beneficiaries will likely feel more secure knowing that they have the
choice of a health plan run directly by local, community based providers. The
Rockefeller/Frist bill will give them that security.
Fourth, because the doctors and hospitals are already in communities,
serving the local population, it is easier for them than for outside insurers to
organize, network and provide a coordinated care option for seniors in traditionally
underserved rural areas. This support of local providers can help strengthen rural
communities that have suffered social and economic hardship over the past few
decades. The building of integrated networks in all areas of the country is
necessary if we hope to offer REAL choice to ALL Medicare beneficiaries.
Fifth, given that Medicare's own trustees have reported that the trust fund
will soon be bankrupt, Medicare's rate of growth must be slowed. The introduction
of PSOs will advance market-based competition within Medicare, which I believe is
essential to the long-term integrity of Medicare.
The 'Provider Sponsored Organization Act of 1997" builds on the PSO
provision included in the Balanced Budget Act of 1995 (BBA). The BBA created a
legal definition of PSOs and developed a definition of "affiliated provider." S.146
goes one step further. It defines a Medicare Qualified PSO as a PSO that has the
capability to contract to provide full benefit, capitated, coordinated care to
beneficiaries. Clear criteria for the direct provision of services by affiliated
providers are also provided. This inclusion will ensure that all but a small fraction of
contracted services are provided under either affiliation or participating provider
agreements. It also ensures that current Medicare provider contracting rules,
especially those that protect beneficiaries from financial liability in the event of a
plan failure, will also apply to PSOs.
Since Medicare qualified PSOs do not enter the commercial market as a
health plan in order to contract with Medicare, S.146 provides federal certification
for the first four years and then transitions to state licensure. This contrasts with
the BBA provision which allowed a PSO to seek federal licensure if an application
had gone through the state process and had been denied or delayed for a lengthy
period.

In addition, our bill requires that the Secretary contract with states during
that four year period to provide local monitorinag of ongoing PSO performance and
beneficiary access to services. At the end of the four year period, state licensure
would be required as long as state standards are sufficiently similar to the federal
standards and the solvency standards are identical. This approach marries the
benefit of national standards for a national program with the benefit of the closer
monitoring eye of state agencies -- the approach currently used by Medicare in
certifying a variety of health care providers.
Last year's BBA provision also mandated that the Secretary develop new
solvency standards that are more appropriate to PSOs. Likewise, S. 146 recognizes
that PSOs are the caregivers themselves and thus it is not necessary for them to
contract out or pay claims for health care services -- as insurers have to do. The
bill establishes new solvency standards to protect Medicare beneficiaries against
the risk of PSO insolvency. The test of fiscal soundness is based on net worth and
reserve requirements drawn from current Medicare law and the current National
Association of Insurance Commissioners INAIC) "Model HMO Act." Adjustments
are made to reflect the operational characteristics of PSOs. For example, in
measuring net worth, it ensures that health delivery assets held by the PSOs, such
as the hospital building, are recognized as they are in NAIC's Model HMO Act.
Fiscal soundness is assured.
Also, the Rockefeller/Frist bill differs from the 1995 Balanced Budget Act by
giving the Secretary authority to enter 'partial risk' contracts with plans (PSOs or
HMOs). The Balanced Budget Act required that PSOs take full risk with respect to
Medicare benefits. While both bills would require that PSOs provide the full
Medicare-defined benefit package, S.146 adds a partial risk payment method (that
is, payment for all services based on a mix of capitation and costs). This approach
expands the ability of health plans to provide capitated, coordinated care to smaller
rural or chronic care populations.
In the 104th Congress, the Finance Committee accepted the challenges
posed by the current Medicare statute by attempting to address these issues in a
bipartisan manner. This process created a foundation for further action.
There are two reasons why PSO legislation continues to be necessary.
First, current Medicare statute does not allow managed care plans to serve
only Medicare patients. Instead it requires plans to participate in the commercial
market. It defines the range of benefits that a plan must offer in the commercial
market, even though it includes benefits not covered by Medicare. The Balanced
Budget Act established the premise, as this committee did last year, that PSOs
should be allowed to offer Medicare-only plans. Therefore, the rules regarding
minimum enrollment and public versus private payer enrollment (known as the "5050 rule") are not appropriate for a Medicare-only plan.
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Second, plans today are required to go through the state licensure process.
The overwhelming majority of state licensure processes do not recognize the fact
that PSOs differ from most insurers. Rather, states expect them to look and act like
insurers, but they are not -- they are caregivers. The RockefellerlFrist bill specifically
requires that a "substantial proportion" of services are provided directly by the
PSO's affiliated providers (those that are under common control or ownership or
who share substantial financial risk). This requirement ensures that a plan is not
simply contracting out for services, but is the caregiver.
Senator Rockefeller and I did not introduce this legislation to eclipse the
current Medicare risk contractors. Rather, the Provider Sponsored Organization Act
compliments the existing HMO options in the Medicare program and expands the
choices available to seniors and individuals with disabilities.
The Rockefeller/Frist bill is constructed to be narrow, focusing only on PSOs.
It does not take on the broad challenges this committee faces in overall Medicare
reform. I do advocate much broader choice options for our seniors as part of
fundamental structural reforms for Medicare. PSOs are a good place to start -whether or not we implement broader structural reforms this year.
Qualified Provider-Sponsored Organizations will challenge all health care
organizations participating in Medicare to meet the goal of an integrated health
system: a system which provides an environment with lower costs, higher quality
of health care, and preserved relationships between caregivers and their patients.
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PREPARED STATEMENT OF KAREN IGNAGNI

Mr. Chairman, I am Karen Ignagni, President and Chief Executive Officer of the
American Association of Health Plans (AAHP), the principal national trade association
representing HMOs, PPOs, and other network-based health plans. The Association represents
approximately 1000 member plans serving over 140 million Americans. AAHP appreciates the
opportunity to testify today on two important issues affecting the future of the Medicare risk
contracting program': how Medicare establishes a payment policy that will sustain the trust fund
and offer a range of choices to beneficiaries and whether the risk-contracting program should be
expanded to include provider-sponsored organizations (PSOs).
We would like to reaffirm here today AAHP continues to support the principles we
articulated during the debate over Medicare reform two years ago: Medicare should be
restructured to give beneficiaries the full range of health plan options that are available to
Americans in the private sector.;
When Medicare was enacted in 1965, it was modeled closely on the fee-for-service
system that was then the principal way of delivering health care in the United States. Although
the program has been expanded since that time to include HMOs, it has not kept pace with the

n The risk.contracting program is a program established under section 1876 of the Social Security
Act that authorizes Medicare to contract with health maintenance organizations (HMOs) and competitive
medical plans (CMPs) to provide Medicare benefits to beneficiaries choosing to enroll with them. HMOs
and CMPs with a Medicare risk contract (often called "risk contractors") are paid a fixed amount per
member per month for providing all covered services. A CMP isan HMO that has not chosen to pursue
designation as a "federally qualified IMO" under title X111 of the Public Health Service Act, but meets
similar standards for Medicare. For the remainder of this testimony, we use the term "HMO" to refer to
both HMOs and CMPs.
Attached to this testimony is a Statement of Principles on Medicare Reform that was adopted by
AAHP's Board of Directors. It reaffirms our commitment to modernizing Medicare and provides the basis
for much of this statement.
2
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rapid changes in the private market and still has a predominantly fee-for-service orientation. As
Medicare restructuring is considered, it will be important to ensure that this fundamental fee-forservice orientation does not result in an allocation of funding that places the fee-for-service
Medicare program at a competitive advantage over other options. If this occurs, Medicare
beneficiaries will continue to have fewer health plan choices than other Americans. While
enrollment in participating network-based plans has expanded rapidly in recent years, continued
strong enrollment growth will be needed to reach levels comparable to those in the private sector.
AAHP believes that if Medicare is restructured to increase beneficiary choice and to
provide comparative information about all available options, including the fee-for-service
Medicare program, it will not only enhance choice for beneficiaries, but it will also strengthen
the program. In the past 30 years, we've learned how to organize and deliver health care in ways
that improve coverage and quality while controlling costs. Consumers in the private market have
benefitted from these improvements in recent years, but their effect on Medicare has been
smaller and less direct. A recent report on national health expenditures reveals that per capita
health spending for Americans covered by private insurance increased at an average annual rate
of 3.5 percent from 1993 through 1995, while per capita Medicare spending increased at an
average annual rate of 9.7 percent for the same period.
We believe that restructuring Medicare will contribute to the program's long-term
survival by providing greater access to the same cost-effective, affordable care as in the private
can hinder
sector. But we also believe that, unless is is done carefully, restructuring the program
this
the cause of Medicare reform by making it lers attractive to beneficiaries. In our view,
problem may arise for a least two reasons. First, if tetructwing is done in a way that eliminates
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those features of the current risk contract program that have proven attractive to beneficiaries, it
may cause some of those who are now enrolled with a Medicare HMO to return to the traditional
program and slow future enrollment growth. Second, if restructuring is done in a way that opens

the Medicare market to organizations that do not meet consistent consumer protection standards
and that do not have a proven track record of accepting full risk for the provision of the Medicare
benefit package, lack of long term stability in the health plan options beneficiaries may choose
and the failure of some organizations to deliver promised benefits because of inadequate
resources or experience could undermine beneficiary confidence in the reliability of private
coverage. For Medicare reform to succeed, it should build on the success of the risk contracting
program.

Building on Recent Gains
Although Medicare enrollment in network-based plans needs continued strong growth to
reach private sector levels, tremendous progress has been made toward closing the gap over the
past few years.
o

As of January 1997, nearly 4.9 million beneficiaries have voluntarily chosen to join
HMOs, representing almost 13 percent of the Medicare population. Five years ago, only
6.4 percent of all beneficiaries were enrolled with HMOs.

o

According to the Health Care Financing Administration (HCFA), enrollment in the
Medicare risk contract program is currently growing by 80,000 to 90,000 beneficiaries per
month. The annual growth rate for enrollment in this program has increased from 10
percent in 1990-1991 to 32 percent in 1996-1997.

o

Low levels of disenrollment also contribute to this rapid growth. A study released by the

3 An October 1996 KPMG Peat Marwick study estimates that 74% of all workers with
employment-based coverage were enrolled with a managed care plan in the Spring of 1996.
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Physician Payment Review Commission (PPRC) in November 1996 shows that only 2.8
percent of the Medicare HMO enrollees who were surveyed returned to the traditional
fee-for-service program. Of this group, over one quarter did so because of factors beyond
their control (such as change of residence), leaving only 2.0 percent of the survey sample
who voluntarily returned to traditional Medicare.

o

Even beneficiaries with serious health conditions, such as cancer, have low disenrollment
rates. For instance, a study released by Gerald Riley of HCFA earlier this year found that
Medicare HMO enrollees with cancer were no more likely - indeed were less likely -- to
return to the traditional program than were their counterparts who were cancer-free.
Several factors account for the growing popularity of the risk contract program. First, the

number of plans participating in the program has increased and is now at an all-time high. In
January 1997, 248 HMOs had Medicare risk contracts, compared with 189 in January 1996. In
addition, there are currently 67 pending applications for new risk contracts, as well as 20 pending
applications by current plans for expansions of their service areas. This means that more
beneficiaries have a greater choice of plans.
Cost is also an important factor in explaining why more beneficiaries -- many of whom
live on modest, fixed incomes -- are choosing network-based plans. Many risk contractors offer,
at little or no out-of-pocket cost to the beneficiary, extra benefits not covered by the fee-forservice program -- services such as routine physicals, immunizations, preventive health
screenings (such as eye and ear exams), and outpatient prescription drugs. Approximately blf of
all plans charge no monthly premium, and the premiums for the remaining plans are generally
lower than those beneficiaries would pay for comparable medigap coverage in the fee-for-service
program.
While tremendous progress has been made in recent years, there is still room for
improvement. As PPRC has noted in a December 1996 report, while the number of beneficiaries
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having 5 or more risk plans from which to choose increased from 14 to 25 percent between June
of 1995 and June of 1996, 37 percent of all beneficiaries still have no risk contractor serving their
area. The unevenness of opportunity for beneficiaries to choose health plans is due, at least in
part, to inappropriately low Medicare payment levels in some parts of the country. The challenge
to Federal policy makers in crafting a Medicare reform initiative is to restructure the program in a
way that increases access to private plan options in these underserved areas without undermining
the gains that have been made in other parts of the country.
Regrettably, Mr. Chairman, the proposals included in the budget submitted by the
Administration fail to strike that balance. Almost 95 percent of Medicare beneficiaries, and 96
percent of current Medicare HMO members, live in a county where HMO payments decreased
under the Administration's proposal from what they would be under current law.
While I will comment on the specifics of the policy changes proposed by the
Administration later in this testimony, I would first like to focus on their larger impact. Some
have drawn the conclusion that the Administration's payment proposal will not harm the current
risk contracting program or reduce the choices available to beneficiaries because, under the
proposal, the average amount Medicare pays to network-based plans in 2002 will be higher than
it is today. Others have claimed that this proposal will help those areas whose current payment
rates are too low to sustain a viable health plan.
AAHP commissioned the Barents Group of KPMG to take an in-depth look at the
President's plan. The results of this study reveal a far different picture and call into question
whether there is any cause for optimism. In brief, the Barents study finds that under the
Administration's proposal:
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o

Although only about 12 percent of beneficiaries are currently enrolled in HMOs, they
account for more than one-third of the Administration's proposed payment cuts.

o

Per capita payment rates for Medicare HMOs will grow at 2.4 percent per year from
calendar year 1997 to 2002, while fee-for-service payments per capita will grow at two
and a half times this rate, 6.1 percent per year, during the same period.

0

The national average payment rate in 2002 will be 19.2 percent less than under current
law.

o

Low payment areas would not benefit under its proposal. 63.0 percent of all low payment
areas (containing 69.2 percent of beneficiaries living in low payment areas) would
actually have lower payments than under current law.
I know that statistics sometimes fail to convey the real impact of a proposed policy

change, so I would like to give you a few concrete examples of the potential impact of the
President's proposal on the payment rates for plans in counties of selected States represented on
the Committee. Based on the information that is currently available about the Administration's
proposal, Barents estimates the average monthly program payment made by Medicare on behalf
of beneficiaries in these counties as follows:
%Difference

1997 monthly

2002 monthly rate

2002 monthly rate

rate

(current law)

(Clinton budget)

Dade (FL)

$748.23

$1173.76

$757.95

-35.4%

Queens (NY)

$658.84

$845.32

$674.06

-20.3%

Polk (IA)

$402.14

$552.98

$482.83

-12.7%

Kanawha

$453.88

$704.48

$517.33

-26.6%

County

(WV)

AAHP will share the Barents analysis with all of the members of the Committee so that you may
assess the impact of the President's proposal on your constituents.
Mr. Chairman, the amount of money the President proposes to remove from the risk
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contracting program is not only ill-advised - it is disproportionate and will disadvantage private
plan options in relation to the traditional, fee-for service program. Based on Congressional
Budget Office projections, about 20% of Medicare beneficiaries will be enrolled, on average, in
managed care during FYs 1998-2002, but they account for 39% of the Administration's proposed
reductions in provider payments.
What will all of this mean for Medicare beneficiaries? In our view, it will jeopardize the
extra benefits and plan choices enjoyed by those beneficiaies. The impact will be particularly
serious, because many beneficiaries who have already joined an HMO have low or moderate
incomes. In addition, it will do very little to assure that beneficiaries residing in areas whose
current rates are inappropriately low have a choice among the same types of health plans
available to beneficiaries in other areas. Instead of expanding choice, it will reinforce the
program's prevailing fee-for-service orientation. Instead of building on the recent success of the
risk contracting program, it %ill reduce benefits for beneficiaries who are currently enrolled.
I would like to comment now on the specific proposals included in the President's
budget. Since payment rates for risk contractors are currently based on 95 percent of average per
capita spending in fee-for-service Medicare (the "adjusted average per capita cost" or
"AAPCC"), approximately half the savings from the risk contract program under the President's
proposal would flow from the Administration's proposed reductions in payments to fee-forservice providers. While these reductions will obviously have their effect on the resources
AAHP's member plans have available to serve their Medicare enrollees, far more troubling to the
Association is the complex interaction of these reductions with those that flow from two other
changes proposed by the Administration.

106
First, the Administration would remove from the AAPCC the costs associated with extra
payments made to teaching hospitals and hospitals serving a disproportionate share of lowincome patients under the fee-for-service program. The stated reason for this proposal is that
HMOs do not contract with the facilities for which these payments are intended. We ask the
Committee to consider evidence that network-based plans do, in fact, contract with, and refer
patients to, teaching and disproportionate share hospitals.
A Medstat Group analysis of a nationwide database of inpatient hospital claims for
use of
individual covered by large employers, commissioned by AAHP, offers evidence on the
capitated plans.
teaching hospitals by capitated plans and the reimbursement of such facilities by
receive
First, the study found that the use of major teaching hospitals -- many of which also
fee-for-service
disproportionate share payments -- was not different among capitated plans versus
per
plans." Second, for the most part, capitated plans' severity-adjusted facility payments
hospitals
admission were significantly higher for major teaching hospitals than for non-teaching
different
while severity-adjusted lengths-of-stay for capitated plans were not significantly
education component of
between capitated and fee-for-service plans. By removing the medical
health plans to
the AAPCC, the Administration's proposal would create disincentives for
component of the
continue using teaching hospitals. By removing the medical education
plans to contract with
AAPCC, the Administration's proposal would create disincentives for
teaching hospitals.'
4The study found that 27% of all admissions by capitated plans were in major teaching hospitals

major teaching hospitals.
while 22% of all admissions by fee-for-service plans were in
using VA or DOD
5
AAHP notes that the AAPCC does not reflect costs incurred by beneficiaries
as much as beneficiaries in the
systems
these
use
not
do
enrollees
risk
where
areas
In
systems.
health care
8

--
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-Second, the President would reduce program payments from 95

percent to 90 percent of

are
Adinistration's judgment that risk contractors
the AAPCC. This policy is based upon the
Mr.
average and, therefore, are being overpaid.
enrolling beneficiaries who are healthier than
on outon which the Administration relies are based
Chairman, AAHP's view is that the studies
program.
reflect important changes in the Medicare
of-date information and therefore do not
occurred in the early days of the risk contracting
Any "favorable selectio" that may have
- and that
enrollment growth that is now taking place
program has been overtaken by the rapid
be a
Administration's proposal, while it may
the so-called "correction" included in the
who
will penalize plans for caring for beneficiaries
convenient way to achieve budgetary savings,
of services of
have not examined the actual utilization
are seriously ill. In addition, the studies
of the cost
in the plan. Instead, they have used estimates
HMO members during their enrollment
may
program, where financial barriers to care
of caring for these enrollees in the fee-for-service
needed services.
have prevented enrollees from receiving
enrollees
itself, should assure that Medicare HMO
While greater market penetration, in
to the same result.
population, other factors are contributing
are representative of the program's
once they leave
retaining Medicarm beneficiaries as enrollees
The success of our member plans in
are aging and that their
a growing number of current members
the traditional program means that
a phenomenon known
average, increasing. This is produces
need for health care services is, on
by a group of
simply means that the costs incurred
as "regression to the mean" - which
other
come to resemble those incurred by
enrollees who initially may be healthier-than-average
from which
increasing number of Medicare plans
enrollees over time. Likewise, the
are too low.
fee-for-service system, risk payments
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beneficiaries may choose increases the likelihood that beneficiaries will be able to continue with
their chosen providers in at least one of these plans, and this may increase the attractiveness of
membership in a network-based plan for some beneficiaries, particularly those linked to their
current providers because of ongoing illness. In a 1996 study for PPRC, MPR reported that the
proportion of Medicare HMO enrollees who are able to use the primary care provider they used
before enrolling nearly doubled between 1990 and 1995. AAHP believes that the combined
effect of these and other trends is to minimize the potential for favorable selection.

Preserving Beneficiary Confidence
For Medicare reform to succeed, Mr.Chairman, it must increase the choices available to
beneficiaries. But enhanced choice, in itself, is not enough to assure the success of reform.
Beneficiaries must also have the confidence that all of their health plan options are held to the
same high standards, and that --whatever option they choose - it will be there for them over the
long run. As suggested earlier in this testimony, rapid turnover in the plans available to serve
them. or the failure of even a small number of plans to deliver promised benefits because of
inadequate resources or lack of experience, could discredit the entire reform effort for years to
come.6

AAHP believes thet the best way to ensure this does not happen is to hold all Medicare
health plan options to strong and comparable standards. Invoking the cause of greater
beneficiary choice, some have urged Congress to create separate standards for health plan options

S

It could also increase the financial exposure of the Federal government, which would be

responsible for assuring that affected beneficiaries receive the services to which they are entitled.
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sponsored by providers. They have argued that, because providers have the facilities and
professional services to generate services "directly", they do not bear the same risk as
organizations that contract with others to provide them. They have also argued that State
solvency and other requirements are inappropriate for them and that the States are not equipped
to review their applications for licensure expeditiously. These assertions are contrary actual
experience.
In our view. any organization that accepts full financial risk for the provision of all
covered benefits to Medicare beneficiaries bears the same risk and should be required to meet
minimum requirements regarding the resources it has available to meet its responsibilities to
Medicare beneficiaries. Whether it functions as a "provider" or part of a Medicare health plan, a
hospital needs an adequate funding base to pay its staff, operate its facilities, and provide its
services. Provider-based plans should also be required to meet the same minimum enrollment
requirements in order to ensure that they have a sufficient base over which to spread risk.
AAHP believes that the current, two-tiered regulatory framework for the risk contracting
program is an appropriate basis for judging whether Medicare should entrust its beneficiaries to a
health plan. Under it, plans must meet uniform Federal standards. They must also be Statelicensed. This ensures that all plans have passed two levels - one at the state level to ensure that
the organization has the structure and financial resources to gain market entry and another at the
federal level to ensure that it standards for participation in the Medicare program. Based on
experience - sometime.- %ardexperience - the current framework should not be compromised
simply to promote "choice".
We would also point out that the health care market has changed a great deal in the two
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years since Congress first considered Medicare reform and this issue of provider-sponsored
organizations. In today's market, an increasing number of provider-owned entities are
performing the same functions as health plans and are complying with the same regulatory
requirements. They are meeting the same state licensure and other standards as other members of
AAHP. More than 300 provider-owned, State regulated health plans now operate in 43 States.
In addition to rapid growth in the number of provider-owned HMOs and PPOs,
enrollment in these plans is also growing rapidly. In its June 17, 1996, issue, Modem Healthcare
reported that from 1994 to 1995 enrollment in the ten largest provider-owned HMOs increased
16.7 percent, from 2.1 million to 2.4 million.
This demonstrates that States are not imposing unreasonable barriers to market entry for
provider-sponsored organizations - and that they are capable of processing requests for licensure
expeditiously. In doing so, states are carrying out their traditional role of ensuring the welfare of
their citizens by overseeing the organizations that operate within their borders. This role makes
an important contribution to the regulation of entities participating in federal programs, because
the federal government would require significant additional resources in absence of state efforts.

Other Issues Affecting Beneficiary Choice
Before concluding my testimony, Mr. Chairman, we would like to highlight several other
issues affecting beneficiaries and their choice of health plans. AAHP believes that health plans
participating in Medicare should be held to standards that are strong and afford comparable
protections for all beneficiaries, but we do not believe that regulation is the answer to every
problem. Health plans are listening and actively responding to the needs and concerns identified
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by patients and physicians, as well as those of employers and other purchasers, such as Medicare.

One example of our responsiveness to these needs and concerns is our recent statement
on mastectomy length of stay. Because of the importance and sensitivity of the mastectomy stay
issue and to reassure patients facing this difficult surgery, in November 1996, AAHP's Board of
Director's formally adopted a policy that states the following:
Tle decision about whether outpatient or inpatient care best meets the needs of a woman
undergoing removal of a breast should be made by the woman's physician after
consultation with the patient. Health plans do not and should not require outpatient care
for removal of a breast. As a matter of practice, physicians should make all medical
treatment decisions based on the best scientific information and the unique characteristics
of each patient.
This policy statement on mastectomy represents an important first step in a broader effort.
The next step in this process is implementation of PuttingPatients First,an ongoing,
comprehensive program established by AAHP to let affected parties know what they can expect
from their health plans in a number of key areas. A task force of the Association's Board of
Directors is charged with identifying and highlighting specific health plan policies and programs
that can respond to the needs and concerns of patients and physicians. The components of this
initiative that have been announced to date include:
o

Information for Patients and Physicians.-In December 1996, AARP announced its policy
on patient information. It calls for a commitment by our member plans to ensuring that
patients can obtain, upon request, clear information about how plan physicians are paid;
how medical necessity decisions are made (including the basis for specific decisions);
whether specific prescription drugs are included in a plan's formulary; and how a plan
decides if a treatment is "experimental".

o

Communications between patients and their physicians.-At the same time, the AAHP
Board adopted a statement affirming that nothing in any plan policies or contracts
between health plans and physician should be interpreted as prohibiting physicians from
discussing treatment options or any other care-related matters with patients. It affirms
that plans encourage full and open communications between physicians and patients
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about patient care and will not prohibit factual, nonproprietary statements about the plan.
0o

mgrgyCare.-In January 1997, AAHP announced its policy on emergency care,
which is designed to facilitate a swift, medically appropriate, and coordinated approach to
treating patients facing a medical emergency. It states that plans should cover emergency
department screening and, if necessary, stabilization services for conditions that

reasonably appear to constitute an emergency based on the patient's presenting
symptoms. To promote optimal care, the emergency department should contact the
patient's primary care physician as soon as possible.

0

Appeals of Coverage Decisions.-Also in January 1997, AAHP announced its policy on
appeals of coverage decisions. It states that plans should provide timely notice to patients

when a plan determines that a particular treatment or procedure will not be covered or
when there is a disagreement between physician and patient about the course of treatment.
This notice should include an easily understood description of appeal rights and the timeframe for appeals. In addition, the policy calls for health plans to establish an expedited

appeals process when the regular time-frames for an appeal would seriously jeopardize a
patient's life or health.
0

Comp 0anc.-On February 24, 1997, AAHP's Board of Directors approved a process for

ensuring compliance with the policies established by the Putting Patients Firstprogram.
Plans joining AAHP or renewing their membership will be required to uphold these
patient-centered policies. Procedures to be implemented as part of the new compliance
process are designed to support and strengthen plan efforts to uphold these policies, and
they allow the Association to exclude health plans that do not. We believe that this
initiative can work in tandem with efforts by Medicare officials to assure that
beneficiaries who choose AAHP member plans will be treated fairly and receive quality,
cost-effective care.

Finally, Mr. Chairman, the Administration's budget includes a number of other proposals
that would affect how beneficiaries choose their coverage option. Although the details on these
aspects of the President's plan are somewhat sketchy, it appears to provide for: a single
coordinated open enrollment period during which beneficiaries may choose from among all of
the Medicare health plans serving their area; distribution by a third party of comparative
information to facilitate beneficiary choice (funded by a fee imposed on plans); and
standardization of the extra benefits that plans may offer to beneficiaries. It is unclear from the
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available information whether the enrollment process would be administered by a third party;
whether plans would be permitted to enroll beneficiaries at other times during the year; and
whether beneficiaries would be permitted to disenroll at any time during the year as under
current law.
AAHP favors policies that increase the choices available to beneficiaries and ensure that
they have the opportunity to choose the option that best meets their needs. Removing the
freedom of beneficiaries to disenroll from a network-based plan at any point during the year will
discourage some beneficiaries from choosing a private plan option. Further, the Association
believes that a single annual coordinated open enrollment period will not work for Medicare
beneficiaries, who are not connected to the workplace and often need more time to choose their
health plans. Such an approach also will cause abrupt changes in plan enrollment, which will
make it more difficult for network-based plans to assure that their provider networks are
appropriate for the number of enrollees who choose them. If Congress determines that a uniform
open enrollment period is appropriate, it should permit plans to enroll Medicare beneficiaries at
other times of the year as well.
While AAHP believes that comparative information will promote beneficiary choice and
that standardizing the extra benefits a plan may offer is unnecessary to permit beneficiaries to
readily compare plan offerings and will needlessly limit beneficiary choice. In addition, it
believes that any involvement of a third party in beneficiary education efforts will be
counterproductive if it includes acquainting beneficiaries with the unique features of each
available plan, a function performed more effectively by plan representatives. AAHP also
believes that third party involvement in enrollment will further complicate an already difficult
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data transfer and eligibility verification process and will work to the detriment of beneficiaries
rather than to their benefit.
Use of a third party enrollment contractor is one of a number of serious design problems
that AAHP has identified with a competitive pricing demonstration project that the Health Care
Financing Administration proposed to implement in the Baltimore area last year and is now
proposing to implement in the Denver area. We strongly urge the Committee to carefully
examine the practical implications of this and other features of this demonstration project which
we believe, in its current form, is seriously flawed.
We appreciate the opportunity to testify and look forward to working closely with you
and your staff as you examine these issues.
to
The American Association of Health Plans commissioned the Barents Groups of KPMG
the
analyze the Administration's Medicare managed care payment proposal contained in
below.
President's Fiscal Year 1998 Budget. The key findings of this analysis are presented
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Key Findings of the Barents Analysis

As Table I shows, under the Administration's proposal, the national average payment
rate in 2002 will be 19.2% less than under current law.
The average annual growth in payment rates will be 2.4% from 1997 to 2002 under the
Administration's proposal. Under current law, growth in payment rates is expected to be
6.9%.

Table I: Inpact
ofAdininistration's FY 1998 Proposul
Cornpanson of Growth Under Current Policy %sAdministration's FY 1998 Proposal
Compsound Growih
Rate 1997-2002
CurrentPoposed

1997
AAPCC

Current

2002
Proposed

% Difference

U.S. Average
(weighted by risk enrolnent)

$526.09

$733.19

$592.43

-19-2%

6.9%

2.4%

Average forTop 100Counties
(weighted by risk enrollment)

$540.78

$748.97

$604.88

-19.2%

6./.

2.3%

Average for AUOtherCounties
(weighted by risk enrollment)

$464.48

$667.00

$540.24

-19.0%

7.5%

3.1%

Source: Barents Group

*

Table I also shows that for the 100 counties with the highest number of Medicare risk
enrollees, the average payment rate in 2002 will be 19.2% less than under current law.
The average annual growth in payment rates for these 100 counties will be 2.3% from

1997 to 2002 under the Administration's proposal. Under current law, growth in
payment rates for these 100 counties is projected to be 6.7%.
*

As Table 2 shows, almost 95% of Medicare beneficiaries and 96% of current Medicare

HMO members live in a county where HMO payment rates decrease under the
Administration's proposal from what they would be under current law.
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As Figure I shows, the Barents analysis estimates that 1.8 million HMO enrollees (42.3%
of all Medicare risk enrollees) live in counties where payment rates will decrease by more
than 20%. An additional 1.8 million enrollees (41.9% of all risk enrollees) live in
counties with payment rate reductions ranging from 10 to 201.
Figure I
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0

The proposal also markedly reduces payment rates in other areas. Almost 86.5% of all

"moderate-payment" areas will face payment reductions of 101 or more in 2002
compared to current law. About 22.2 million beneficiaries (57.9% of all beneficiaries)
live in these areas. (See Table 4 below.)
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About 98.2% of all "higher-payment" areas will face similar reductions. (See Table 5.)
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PREPARED STATEMENT OF TED LEWERS,

MD

INTRODUCTION

Chairman Roth, Members of the Committee, my name is Donald Theodore "Ted"
Lewers, MD. I am a nephrologist and internist from Easton, MD. I also serve as
a member of the American Medical Association (AMA) Board of Trustees. Today, I
am pleased to offer our views and suggestions on improving choice in the Medicare
program by facilitating the formation of Physician Sponsored Organizations (PSOs)
and by determining the appropriate standards to protect our Medicare patients. We
commend you, Mr. Chairman, for holding this important and timely hearing.
TRANSFORMING MEDICARE

As we testified last week before the Senate Finance Subcommittee on Health
Care, the AMA's proposal entitled Transforming Medicare, is our vision for fundamentally changing the Medicare program. The heart of the AMA's updated Transforming Medicare proposal, which we have delivered to every Member of Congress,
is based on the following principles:
• Expansion of Choice;
• Movement to a "Defined Contribution" Approach;
* Individual Selection; and
* Structural Reforms to Offer and Make Choices, perhaps, modeled on the Federal Employee Health Benefit-Program (FEHBP).
The AMA's plan for reform is a competitive market-driven system which offers
more choice to senior citizens and the disabled without placing these vulnerable
populations at risk. In short, these choices would range from remaining in a restructured Medicare program, to selecting from various competing health plans, including
managed care plans, traditional insurance, Provider Sponsored Organizations
(PSOs), or Medical Savings Accounts (MSAs) (which we were encouraged to see enacted as a pilot project for the non-Medicare population last year). The government
would pay the same amount regardless of the patient's choice.
While the AMA will continue to work toward comprehensive and structural
change in the Medicare program, we understand the necessity for incremental efforts as well. As a result, we would like to focus our comments on two important
incremental components of Medicare reform: (1) approving essential health plan
standards for protecting patients; and (2) creating the framework necessary to stimulate the formation of PSOs dedicated to the delivery of high quality, affordable patient care. We look forward to working with this Committee in promoting greater
choice and enhanced quality of care for Medicare beneficiaries.
1. PSOS: FULFILLING THE PROMISE OF ANTITRUST RELIEF FOR PHYSICIAN NETWORKS

The market for health care finance and delivery is undergoing substantial change.
It would be optimal if this transformation resulted in a greater choice of health
plans for patients, including those formed by physicians, hospitals, or other health
care providers to compete with insurance companies. However, regulatory obstacles
block the way.
Last year, we came to Congress seeking relief from one of those obstacles-antitrust enforcement policies that chilled the development of physician-owned health
care delivery networks and health plans. In response, House Judiciary Committee
Chairman Henry Hyde introduced H.R. 2925, legislation that would have afforded
physician networks the same antitrust treatment as joint ventures in other industries. The bill gained a formidable list of cosponsors--over 150 in all. Ultimately,
the Federal Trade Commission (FI'C) and the Department of Justice (DOJ) agreed
that changes were needed, and despite massive opposition from the insurance companies, issued new enforcement guidelines similar in application to Chairman
Hyde's legislation. According to those agencies, the goal of the guidelines is to "ensure a competitive marketplace in which consumers will have the benefit of high
quality, cost-effective health care and a wide range of choices, including new provider-controlled networks that expand consumer choice and increase competition."
Mr. Chairman, we are here today to seek your help in securing the remaining
tools needed to promote the development of PSOs and Provider Service Networks
(PSNs). In so doing, Congress can improve health care quality by putting physicians
and other qualified health care providers back in charge of medical decision-making.
MAKING THE CASE FOR PSOS

Many physician networks have been successful in reducing health care costs while
maintaining or enhancing quality. For example, a recent study in the New England
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Journal of Medicine, by James C. Robinson and Lawrence P. Casalino, reported on
the cost performance of six physician-owned medical groups in California that accepted global capitation arrangements (i.e., the physicians accepted the risk that patients would need hospital services as well as physician services). It found that hospital use by these groups in 1994 ranged from 120 to 149 days per 1,000 non-Medicare members, and from 643 to 936 days per 1,000 Medicare members. In contrast,
the mean number of 1993 hospital days per 1,000 non-Medicare members for commercial health maintenance organizations in California was 232 days, and for Medicare members was 1,337. This is especially significant because hospital use accounts
for by far the highest percentage of health care expenditures, and the primary
source of savings achieved by managed care health plans has been reductions in
hospital usage.
the
Underlying these developments, and making them possible, are changes in unway that physicians are approaching medical care. First, organized medicine is care
dergoing a period of comprehensive reassessment to determine what health
services are in fact beneficial to patients. Those found not to be effective are being
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treatment process.
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The AMA is pleased that Congress acknowledged the importance of PSOs and
PSNs by including provisions meant to facilitate their development in the "Balanced
Budget Act of 1995," which was subsequently vetoed by President Clinton.
In addition, we note the introduction of the "Provider-Sponsored Organization Act
of 1997" (S. 146) by Senators Rockefeller and Frist. This legislation would allow
PSOs to provide benefits to Medicare beneficiaries without any unnecessary insurance middleman. The legislation would establish standards that qualified PSOs
must meet in order to serve Medicare patients such as solvency requirements, licensing requirements, and enhanced quality standards and consumer protections.
We commend the sponsors of this legislation for moving the PSO debate forward
this year in the Senate. We look forward to working with Senators Rockefeller and
Frist to ensure that the full potential of physician and other health care providerled networks is realized.
THE AMA'S VISIO

OF PSOS

The AMA's plan to transform Medicare is based on expanding the choice of health
plans available to Medicare beneficiaries, including PSOs and other eligible organizations that partner with PSNs. Congressional action is essential to fostering the
formation of these entities. The AMA believes that PSO legislation should have certain specific characteristics.
First, the legislation should allow as much flexibility as possible to stimulate innovation in the delivery of patient care. Legislation should not favor any one PSO
model type or any health care provider group over another in the ownership and
management structure of a PSO. The market should determine what PSO models
and ownership structures are the most successful.
With regard to flexibility, the AMA is concerned that S. 146 would favor the hospital-owned or physician/hospital organization (PHO) model to the exclusion of others. The AMA believes that physician networks and large group practices should
also be able to lead the formation of PSOs. This is important to the public because
it is ultimately physicians who must engage in the process of evaluating medical
care to improve its quality and reduce its cost. Again, we believe these decisions
should be left to the market to determine.
Indeed, the importance of physician leadership is borne out by research. A recent
study led by Stephen M. Shortell, a Professor of Health Services Management at
Northwestern University, found that health care delivery systems which had significant "physician-system integration" performed better than those that did not. The
author defined physician system integration as the degree to which physicians use
the system, including being involved in the planning, management, and governance
of the system. The study also found that the higher the degree of physician-system
integration, the greater the delivery system's inpatient productivity. The study
noted that "(i)t is simply not possible to achieve any measurable level of clinical integration for patients without a close relationship of physicians with an organized
delivery system."
Second, PSO legislation should contain tough consumer protection standards.
Such standards should include requirements that PSOs use continuous quality improvement methods, evaluate continuity of care, monitor the over-or-under-provision
of care, provide information to help beneficiaries choose plans and require coordination of utilization review with a PSO's quality program. The AMA has long been
committed to the protection of the patient and has undertaken a number of unprecedented efforts in the area of quality assessment and physician performance which
is described in greater detail below.
Third, PSO legislation should address regulatory obstacles that interfere with the
development of PSNs. These include certain anti-fraud and abuse laws and self-referral laws. These laws were designed to regulate the conduct of physicians in independent practice under traditional fee-for-service medicine, and they were intended
to prevent the provision of unnecessary care. The laws make sense for the regulation of fee-for-service arrangements where the physician may have an incentive to
provide unnecessary care. However, they have no purpose in the regulation of networks that are designed to reduce the provision of unnecessary care, especially
when the networks are involved in risk sharing arrangements in which physicians
have an incentive to reduce unnecessary care.
Another regulatory obstacle is pension regulations found in the Internal Revenue
Code. These provisions could have a material adverse effect on the retirement plans
set up by individual physicians and could discourage physicians from developing
networks.
Fourth, solvency standards should reflect the unique characteristics of PSOs. In
spite of the potential benefits of having physicians direct health-plans, in 1994 only
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6.4% of health maintenance organizations (HMOs) were owned by physicians, physician medical groups, physician hospital organizations (PtiOs), and state medical societies combined. This is due, in part to the chilling effect of state insurance and
HMO regulations that fail to account for the distinctions between provider networks
that deliver services directly and traditional HMOs and insurers that purchase
health care services and resell them.
There are dramatic differences between provider organizations that assume risk
and insurance companies. Provider organizations exist for the primary purpose of
delivering health care services to patients. To the extent that they enter into risk
sharing arrangements, they do so in order to deliver health care. The assets of providers that enter risk sharing arrangements are concentrated in health care delivery. A way to better understand this concept is to consider the analogy of repair
warranties issued by car manufacturers. These warranties involve the assumption
of risk, and are a significant financial commitment. However, car manufacturers
offer them in order to sell cars, and the assets of car companies are concentrated
in car manufacturing.
In contrast, the primary purpose of insurance companies is to profit by underwriting risk. Insurance companies do not deliver health care services. They buy them
to the extent necessary to satisfy claims. Insurers seek to profit by investing the
spread between premium income and claims in financial securities such as stocks,
bonds, mortgages, and other investments. Their assets are concentrated in such liquid securities, not in health care delivery. However, the regulations of most states,
including solvency standards, statutory accounting principles, and financial reporting requirements, are designed for insurance companies, not provider networks that
assume risk. They typically require that insurers maintain a substantial amount of
liquid assets and maintain a financial management system that identifies those liquid assets for insurance regulators. This suits the business of insurance well because insurers typically maintain a substantial number of liquid assets in the ordinary course of their business, and if they do not, then they are likely to be in danger
of becoming insolvent.
State regulations do not fit the operations of health care providers. Health care
providers normally do not maintain substantial liquid assets. However, that does
not mean that they are in danger of becoming insolvent. Their assets are concentrate- in health care delivery, and they have the capacity to deliver services for
which they assume risk. That does not mean that provider networks can sustain
substantial and unexpected catastrophic losses, but they can sustain themselves
longer without liquid reserves because of their health care delivery assets.
Because of this, and because of the particular demands of the Medicare program
for uniformity in administration and operation across the United States, PSGs
should be subject to federally-developed solvency standards which recognize their
unique differences. Solvency standards should recognize the value of assets used in
health care delivery as well as ways of responsibly handling risk such as reinsurance, capitation, and fee withholds. PSOs are critical to the success of a reformed
Medicare system based on frce market competition; it is essential that they not be
forced into inappropriate state regulatory structures that would compel them to become HMOs, thereby eliminating them as a separate option under Medicare.
By regulating PSOs at the federal level, Congress will follow its precedent of encouraging new ventures that stimulate competition and provide efficiencies. A notable example is the "Federal HMO Act of 1973" that was intended to, and did, facilitate the development of HMOs as a means of increasing access and lowering costs.
At the time, HMOs faced legal barriers including state Eolvency requirements
viewed as not recognizing their particular characteristics. To remedy the barriers,
the Act created a federal regulatory scheme for HMOs that preempted state laws
that interfered with their formation and operation. These provisions included grants
and loan guarantees for the formation of new HMOs, solvency requirements different from those of other health plans, and a mandate that employers offer HMOs
available in their geographic locations as a health benefit option to their employees.
In comparison, the provisions to facilitate PSOs are modest in scope.
Finally, any legislative proposal considered by the Senate should also include the
creation of PSNs. PSNs, owned and operated by physicians and other health care
providers, could contract with PSOs to deliver health care services.
Physicians usually begin the process of managing care with a PSN, because the
development of skills and capacity necessary to operate a PSO takes time and experience. These networks typically begin with simple arrangements that are easy to
manage, such as discounted fee-for-service networks, and then enter into risk sh aring arrangements that require greater managerial sophistication. If the network is
successful and is able to manage greater and greater amounts of risk, meaning that
larger amounts of services and patients are included in these arrangements, the net-
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work could evolve into a provider-owned health plan such as a PSO. Therefore, PSN
development is important to the creation of PSOs.
SETTING THE RECORD STRAIGHT

Fear of competition has caused the insurance industry to vehemently oppose any
PSO legislation. Since most insurance companies are corporate profit-making entities, first and foremost, it is to their advantage to keep physicians, hospitals and
others out of the market. Insurers argue that different solvency standards for provider networks will put patients at financial risk.
The reality is that insurance companies are making the same arguments against
the pending PSO legislation in the Senate that they used in the 1970s to oppose
HMO laws. HMOs argued successfully that they represented a different product and
should be evaluated by different standards. Established insurers will maintain an
unfair competitive advantage if provider networks are required to meet the same
standards as insurance companies. Patients will ultimately bear the unnecessary
cost of excessive capital requirements. Physician and hospital networks are different
than insurance companies and commercial HMOs that operate as third party payers. PSOs must and should be required to meet high standards that guarantee
consumer protection and quality assurance. But they should not be treated as something they are not: insurance companies.
The insurers argue that state insurance regulation will better protect consumers.
The truth is that insurance companies have a checkered history on patient protection. Several plans have either suffered unfavorable court rulings or have been
forced to refund millions of dollars bilked from beneficiaries. Tax-favored plans in
certain states have overcharged patients by failing to pass on discounted rates and
have collected excessive patient co-payments.
The insurers also argue that PSOs would lack consumer protections without state
licensing. As we will discuss in more detail in a moment, the AMA supports applying to all health plans including those covering the Medicare population, consumer
protections such as disclosure, grievance and appeals processes and enrollment and
marketing standards. We also support enhanced quality standards including continuous quality improvement methods and evaluation of continuity of care.
The case for PSOs and PSNs is compelling. Yet, provider networks will be unable
to present a meaningful alternative to insurance company plans, and, thereby, improve the competitive process, if they are not permitted to operate effectively. The
encouragement of these networks subject to federal regulation will benefit both the
Medicare Program and Medicare beneficiaries.
If. ESSENTIAL HEALTH PLAN STANDARDS

The AMA believes that whiie choice should be at the heart of the health care system, health plan standards and empowering patient protections should be its backbone. In other words, if patients are allowed a choice, whether it be in the Medicare
program or in the private marketplace, they must also be given the appropriate information to make these choices in an informed manner. Plans must also be given
the appropriate clinical information to improve quality and reduce costs. The AMA
urges that all plans be guided by the following principles, which enjoyed bipartisan
support in the previous Congress. In general, plans should:
* disclose to patients plan information, rights and responsibilities;
• provide for appropriate professional involvement in medical policy matters;
* disclose utilization review policies and procedures;
* provide reasonable opportunity for patient choice of plans and physicians; and
* provide reasonable access to physicians (primary care and non-primary care).
DISCLOSURE

More specifically, plans should disclose information on plan costs, benefits, operations, performance, quality, incentives and requirements to potential and current
enrollees. In selecting plans, individuals need information to understand how the
plan operates, what they get in benefits, what they must do to ensure that services
are covered, and where and from whom they get services. Patients also need to
know how plans compare on items such as quality indicators, patient satisfaction,
cost control programs, disenrollment rates and grevance and appeals procedures.
Under no circumstances should "gag clauses' or "gag practices" be tolerated. As
you know, physicians have an ethical and legal duty to provide patients with all the
information they require. We believe that patients should no longer fear that thirdparty payors could interfere with crucial medical information. In this regard, the
AMA strongly supports the "Patient Right To Know Act of 1997" (H.R. 586), and
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looks forward to working with you, Mr. Chairman, toward quick passage and implementation of this necessary legislation in the Senate.
We were encouraged when the Health Care Financing Administration (HCFA), in
conjunction with the Office of Inspector General (OIG-HHS), recently issued a Medicare Beneficiary Advisory Bulletin, entitled "What Medicare Beneficiaries Need To
Know About Health Maintenance Organizations (HMO) Arrangements: Know Your
Rights." This advisory bulletin is an excellent example of the type of important information Medicare beneficiaries should have available to them. The AMA has
strongly urged HCFA to require that every Medicare risk contract enrollee be provided with this booklet upon enrollment in an HMO and annually thereafter.
Furthermore, there are legitimate concerns regarding market segmentation and
marketing practices designed to attract healthy enrollees. The AMA believes that
there should be a minimum set of standards that plans must meet and enrollment
procedures with which plans must comply with that are fair and avoid inappropriate
market segmentation. To this end, the AMA recently commented on the proposed
"Medicare National Marketing Guidelines for Managed Care Plans" issued by HCFA
in November of 1996. The AMA believes that while HCFA is headed in the right
direction, this effort should be strengthened to ensure that the Medicare risk program establishes appropriate safeguards.
REGULATION OF PLAN POLICIES AND PROCEDURES

In order to guarantee fairness and the provision of necessary medical services,
procedures must be established that provide enrollees and physicians with a system
to resolve disputes within the plan. In cases where the grievance or appeals cannot
be resolved within the plan, participants should be able to seek independent means
to address the problems. A recent report issued by the OIG cited a number of problems found in the Medicare risk program regarding the grievance and appeals process. Specifically, the OIG report cites problems with beneficiaries not receiving written determinations, including appeals rights, and the need for HMOs to emphasize
standardized appeal and grievance language requirements in marketing, enrollment
materials and operating procedures. The report also stated that most beneficiaries
who were denied services or payment were not given initial determination notices.
The AMA looks forward to working with HCFA and Congress on this important
issue.
APPROPRIATE PROFESSIONAL INVOLVEMENT

We believe that physicians have a duty to ensure that their patients receive necessary and appropriate care regardless of the setting or method of payment in which
that care is delivered. To enable physicians to meet this obligation, plans need to
provide a process, based on the medical staff model, for meaningful physician involvement in the development of medical policies of the plan, including the determination of drug formularies. It is also necessary for plans to have procedures and
methods that assure that high quality care is provided; yet, plans should also be
given some degree of flexibility in order to achieve these standards and to encourage
innovations in quality improvement and cost-effective care.
At the same time, we are pleased that Congress is considering the appropriate,-ass of certain medical decisions being made by health plans across the country. We
believe that the reports of "drive-through" deliveries, "drive-through" mastecton-des
of
and "drive-through" appendectomies are not the problem, but only the symptom
sava more general concern. The problem is that health plans, in efforts to increase
be
ings to premium payers, have ignored certain fundamental principles that must
health
followed to assure appropriate medical decision-making. We understand that
efforts
care plans cannot be considered a blank check and we endorse reasonable
good medto restrain costs. The "drive-through" bills represent a failure to integrate
ical science with appropriate involvement of practicing physicians and their patients
to tailor general guidance to meet the unique needs of individual patients.
UTILIZATION REVIEW

Plan quality management systems and utilization review programs must operate
to enhance patient care and be based on sound scientific and medical information.
final deciCost alone cannot be allowed to drive quality. Those who are involved in
Procesions should be knowledgeable and qualified in the area they are reviewing.
prompt.
and
fair
be
to
need
dures
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COMPREHENSIVE VERSUS INCREMENTAL PATIENT PROTECTIONS

While we are somewhat sympathetic to the voluntary efforts put forth by the industry, we believe "anti-gag clause" and length of stay for mastectomies legislation
should be enacted to help allay the public's fear, among other reasons, and restore
trust in the nation's health care system. We believe that enacting these patient protections is simply the right thing to do! We are willing, however, to work with the
managed care industry to stem the tide of piecemeal legislation. Should the industry
demonstrate a willingness to develop more comprehensive legislation based on restoring the primacy of the patient-physician relationship in the medical decisionmaking process, we would be interested taking the next step. In our view, Americans want to know that they are receiving all the care to which they are entitled.
We all agree that the "bad apples" must not be tolerated.
QUALITY ASSESSMENT AND PERFORMANCE

The AMA has undertaken a number of unprecedented efforts in the area of c'uality assessment and physician performance. As you may be aware, the AMA last year
approved the development of an accreditation program for physicians. Subsequently
named the American Medical Accreditation Program (AMAP), the program is designed to establish national standards of physician performance.
Last week AMAP took its first step toward implementation and announced that
it is now ready to approve self-assessment programs for inclusion in the AMAP program. As a result, AMAP has invited those entities with self-assessment programs
to submit them for review. This week, we unveiled our perspective on a set of health
plan characteristics that we believe to be essential to the operation of a quality
managed health care plan. The document, entitled "Essential Characteristics of a
Quality Health Plan" describes what makes for "good" managed care, including patient rights, continuous quality improvement, accreditation and respect for the patient-physician relationship.
CONCLUSION

The Medicare transformation we propose is a fundamental shift away from government control toward personal responsibility, individual choice and an invigorated
Medicare marketplace. We do, however, strongly support the need for appropriate
patient protections and quality assessment across all health plans even as we move
to ensure that a competitive marketplace meets the program's goals and responsibilities.
The AMA appreciates the opportunity to testify before this Committee to express
our views concerning the need for PSOs and appropriate patient protections for
health plans. We look forward to working with you, Mr. Chairman, and the members of this Committee to address these important Medicare reforms.
PREPARED STATEMENT OF MARY LOU MARTIN
SUMMARY

The Medigap market is working well today:
* 90% of Medicare beneficiaries have supplemental coverage.
* All seniors have a 6-month opportunity to choose any plan when they first enroll.
* 97% of beneficiaries say they are satisfied, according to a recent HCFA report.
* Insurance Commissioners report very few complaints.
* Recent GAO report found that all seniors have access to one or more Medigap
plans-regardless of health-if they want to switch coverage after the 6-month
open enrollment period.
Mediga policies are required to meet stringent consumer protection rules:
* Benefit policies are required to conform to 10 standard packages.
* Insurers are required to accept all seniors-regardless of health status-during
a 6-month open enrollment period when they first enroll in Medicare Part B.
* Marketing standards prohibit insurers from selling duplicative Medigap policies.
* All policies are required to be guaranteed renewable; they cannot be canceled
even if a beneficiary moves.
* Preexisting condition waiting periods are limited to 6 months and may not be
imposed if a continuously insured Medigap subscriber switches plans.
Congress needs to be cautious in legislating new provisions. Proposals under consideration will increase premiums, reduce access and destabilize the supplemental

47-256 - 98 - 5

126
market. Older adults generally live on fixed incomes, making them particularly sensitive to premium increases.
The Administration's Medigap proposals will significantly increase Medigap premiums and Medicare spending. Key problems:
" Community rating will result in large premium increases for younger beneficiaries, who will then drop coverage, leaving the oldest beneficiaries with everincreasing unaffordable premiums.
" Annual guarantee issue requirements will fuel adverse selection by encouraging
beneficiaries to postpone purchasing and/or switch plans based on their perceived health status. This will increase Medigap and Medicare costs.
" Mandatory enrollment of high cost under age 65 Medicare ESRD and disabled
beneficiaries will result in increased premiums for seniors. ESRD beneficiaries
are particularly expensive, costing nine times as much as seniors; these high
costs are the reason that this is the only illness that triggers Medicare eligibility.
Two other key issues:
" Provider Sponsored Organizations (PSOs): Our organizations do not oppose PSOs. PSOs need to be regulated and state licensed like all other HMOs.
PSOs that accept a per person monthly premium payment directly frz3m a purchaser, such as Medicare, are unequivocally HMOs. Providing special exemptions for PSOs is extremely risky and will harm Medicare beneficiaries.
MO Payment Reforms: BCBSA and HIAA support payment re" Medicare
forms that assure access and competition in all parts of the country-including
rural and underserved areas.
Good morning, Mr. Chairman and Members of the Committee. I am Mary Lou
Martin, General Manager of Senior Services for Blue Cross of California, a subsidiary of WellPoint Health Networks, Inc. I am here today representing both the Blue
Cross and Blue Shield Association (BCBSA) and the Health Insurance Association
of America (HIAA). These organizations thank you for the opportunity to testify before the Committee on Medigap and other Medicare issues.
Blue Cross of California has been involved in Medicare since its inception in 1966
in several different ways. Blue Cross of California (BCC) is the largest provider of
Medicare supplemental/Medicare SELECT insurance in California, covering almost
half a million seniors who have either purchased their coverage individually or have
employer retiree health benefits. In addition, BCC is a Medicare risk HMO contractor and has been the Medicare intermediary for California for over 30 years, handling the day-to-day administration of Medicare Part A.
Our overall strategy at Blue Cross of California is to provide seniors a range of
affordable health benefit options, just like employers demand in the under age 65
marketplace.
The BCBSA and HIAA are pleased that the Committee is con:-idering ways to expand Medicare to make available the same kind of health plan choices provided to
working Americans. We believe that by increasing reliance on private competitive
markets, Medicare can deliver quality health care and achieve the kind of cost savings that have been realized in the private sector.
MEDIGAP

The Administration is proposing changes in the federal laws that regulate Medicare Supplemental Insurance-Medigap--as part of the President's 1998 Budget
proposals. In addition, several Members of Congress are advocating revisions to Federal Medigap laws. These proposed Medigap changes will increase premiums, reduce
access and destabilize the supplemental market.
In the rush by some to create a revolving door for the few who wish to switch
easily between Medicare managed care and fee-for-service, it is important to ask
whether we are placing at risk the vibrant private Medigap market. Currently, the
Medigap market provides easily accessible and reasonably priced products.
Before discussing the specifics of these proposals, it may be helpful to review key
aspects of the Medigap market.
The Medigap Market is Working Well
Medigap policies-more formally known as Medicare supplemental insurance-are
private insurance policies that supplement Medicare benefits. Medigap covers Medicare copayments and deductibles and other services not covered by Medicare such
as outpatient prescription drugs. The Medigap market is working well today:
* Access is extremely high: Over 90 percent of Medicare beneficiaries in the traditional fee-for-service program have supplemental coverage today, according to
the Physician Payment Review Commission. About 78 percent of beneficiaries
have private coverage, and another 12 percent are covered by Medicaid, which
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pays for Medicare copayments and deductibles for dual Medicare and Medicaid
eligible individuals and Qualified Medicare Beneficiaries. Of those with private
coverage, about one-half receive these benefits from their employers under their
retiree benefits and another one-half purchase individual Medigap policies.
" All seniors are guaranteed the opportunity to choose any plan, regardless of
their health conditions. Current law requires that seniors are given a 6-month
open enrollment period to purchase any Medigap policy they choose when they
first enroll in Medicare Part B. During this period, Medigap insurers may not
deny coverage to applicants or adjust premiums based on health status.
" Satisfaction is extremely high: Almost all-97 percent-Medicare beneficiaries
reported that they were satisfied with their Medigap insurance, according to a
recent HCFA-commissioned report, conducted by the Research Triangle Institute, as part of the Medicare SELECT evaluation.
" Insurance Commissioners report very few complaints: The National Association
of Insurance Commissioners has indicated that the individual State Insurance
Commissioners have received very few complaints about Medigap insurance
policies from Medicare beneficiaries.
" GAO reports that all seniors can switch plans today: In 1995, Congress directed
the General Accounting Office (GAO) to study the extent to which Medicare
beneficiaries are able to switch Medigap policies without medical underwriting.
This report, issued in September 1996, concluded that all beneficiaries, regardless of their health status, have access to one or more Medigap policies if they
want to switch policies after the guaranteed 6-month open enrollment period.
AARP policies are offered in every state and some Blue Cross and Blue Shield
Plans offer Medigap policies without medical underwriting. Still, despite this
availability, very few beneficiaries change their Medigap policies. The GAO
study found that 99 percent of all beneficiaries kept the same policy between
1991-1994.
Medigap Policies Are Required to Meet Stringent Consumer Protection Rules Today
Medigap policies that are sold to individuals are required to meet stringent federal and state consumer protection requirements. States are responsible for assuring
that Medigap policies comply with these rules. HHS has the authority to review
state enforcement policies. Federal and state Medigap laws apply only to individually sold Medigap policies; employer-sponsored policies are not subject to these
rules.
The major Federal rules that all Medigap policies must meet include:
" Standard Packages: Policies are required to conform to 10 standardized sets of
benefits, referred to as A-J. Medigap insurers can offer some or all of these benefit packages, but are not allowed to vary the benefit configurations (except in
3 waivered states: Massachusetts, Minnesota, and Wisconsin).
" 6-Month Open Enrollment: As mentioned above, insurers are required to accept
all seniors-regardless of their health status-during a 6-month open enrollment period when they first enroll in Medicare Part & Marketing--duplication
prohibited: Insurers cannot sell a Medigap policy to someone who already owns
one.
" Guaranteed Renewable: All policies sold are required to be guaranteed renewable. If a beneficiary moves to another state, he or she simply takes the coverage with them-the policy is totally portable. Preexisting Conditions: Waiting
periods are limited to 6 months; however, if a continuously insured Medigap
subscriber switches policies, new preexisting periods may not be imposed.
Congress Should Be Cautious in Legislating New Requirements
The current Federal rules were carefully crafted to balance access to coverage
with affordability. The requirements being proposed will have serious unintended
consequences, including large premium "shock to seniors. Older adults generally
live on fixed incomes, making them particularly sensitive to premium increases.
These proposed changes can transform a well-functioning Medigap marketplace to
one characterized by serious problems.
The Administration's Proposals Will Increase Premiums, Reduce Access, and Destabilize the Supplemental Market
HIAA and BCBSA have major concerns with the Medigap changes proposed by
the Administration. The Administration's Medigap proposal has 4 major components:
1. Community Rating-an insurance rating practice where an insurer charges
everyone the same premium regardless of their age-would be required for all private Medigap plans.
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This change will result in significant premium increases. Since younger Medicare
beneficiaries use fewer services, most Medigap policies charge 65 year old subscribers less than 85 year olds. If this proposal were enacted, younger beneficiaries
would receive large premium increases immediately. These young beneficiaries are
then likely to drop their Medigap policies or not purchase them at all. When this
happens (and experience confirms that this will), the older and sicker Medicare
beneficiaries will be left. A cost spiral will begin, prices will increase, and fewer people will be covered. Federal policy should encourage just the opposite incentivesall individuals should have the incentives to purchase coverage when they are young
and to remain in the insurance pool.
Proponents of this change indicate that these premium increases would be a "onetime" increase only. However, this is not the case. Blue Cross of California has just
completed an analysis that demonstrates that using attained age rating-where premiums vary by a subscriber's age-actually results in a lower lifetime rate, than
community rating. The reason: younger healthier individuals remain in the insurance pool under attained age rating. These younger, beneficiaries are needed to offset the costs of older, more expensive beneficiaries.
Some people have argued that since Medicare HMOs are required to community
rate their premiums, Medigap insurers should have similar requirements. While
this appears logical, this is misleading. Although HMOs are required to charge a
community rated premium to beneficiaries, the Federal payment to HMOs (the
AAPCC) is fully adjusted for the beneficiary's (attained) age. Since most HMOs do
not charge any premiums, they are receiving 100 percent of their payment on an
age-adjusted basis.
2. Guarantee Issue-where insurers offer coverage regardless of health statuswould be required of all Medigap policies during an annual coordinated open enrollment period. This change would increase both Medicare spending and Medigap premiums significantly. Actuaries will attest that premiums will increase if individuals
are permitted to postpone purchasing and/or switch health plans based on their perceived health needs.
The President's proposal would encourage individuals to switch back and forth
from Medicare HMO plans to the traditional Medicare program supplemented by
Medigap and/or postpone purchasing coverage altogether. While sounding attractive,
this policy will increase adverse selection problems resulting in large increases in
Medigap costs. The impact is not just on Medigap. Medicare program costs will increase as well. The healthiest seniors will tend to choose Medicare HMOs and return to traditional Medicare and purchase Medigap when they become ill. The Physician Payment Review Commission analyses show that individuals who rapidly
disenroll from HMOs cost 60 percent more than average.
The result: Medicare beneficiaries during high-cost episodes would be concentrated in traditional Medicare (where the Federal government pays direct fee-forservice costs) and the supplemental market. The healthiest seniors would be concentrated in the private plans where the Government is paying a fixed premium.
In fact, the Congressional Budget Office recently testified before Congress that the
Administration's Medigap proposals raises "complex issues" and "would encourage
the disenrollment of sicker beneficiaries from HMOs, compounding selection problems and causing Medigap premiums to increase."
Combined, community rating and guarantee issue would also have the following
impacts:
Disproportionately impact rural areas since Medicare beneficiaries in rural
areas generally do not have access to HMO coverage. While HMOs are available
on a county basis, Medigap plans are often available statewide. Consequently,
individuals in rural areas will pay the cost of the HMO-opt out provisionthrough higher premiums-without the benefit.
Reduce choice for beneficiaries because long standing Medigap insurers may be
forced to exit the market. Particularly disadvantaged will be Medigap insurers who
enroll a higher percentage of older Medicare beneficiaries than their competitors.
These insurers will immediately have a "higher" community rate, and will have
great difficulty in attracting younger, less costly people to offset these higher costs.
Destabilize the entire Medigap market because the concentration of higher cost
Medicare beneficiaries in the traditional Medicare program with Medigap ctjverage
will result in higher premiums, and thereby drive insurers out of the market.
3. Enrollment of High Cost, Under Age 65 Medicare ESRD and Disabled
Beneficiaries would be required in all Medigap plans. This would increase premiums for all beneficiaries. In particular, ESRD beneficiaries are very expensivecosting Medicare an average $46,332 per person/year in 1997, 9 times as expensive
as an older beneficiary ($5,604/year). Medicare has recognized that care for ESRD
individuals is unusually costly by making this the only illness that triggers Medi-
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care eligibility. In addition, because of the higher costs of ESRD and disabled individuals, Medicare has established separate Medicare Secondary Payer rules. Also,
Medicare HMOs are not permitted to enroll ESRD beneficiaries. Coverage can be
provided through other mechanisms. Most states now have high risk pools that provide Medigap-type protection to these individuals.
4. Annual Coordinated Open Enrollment periods would be required for all
Medigap and Medicare managed care plans. While the details of the Administration's plan have not yet been released, the Health Care Financing Administration
(HCFA) has expressed interest in hiring third-party administrators to provide information and actually enroll beneficiaries into Medicare private plans and Medigap
policies. The President's FY 1998 budget plan proposes to develop comprehensive
comparative information on all plan options, including Medigap, that would be financed through taxes on private plans. Many, if not most, states already have entities that prepare and distribute this type of information. We therefore question
whether more federal regulation is needed which may unnecessarily tax seniors to
pay the cost.
We are very concerned about the administrative feasibility of having a one-month
annual open enrollment program for Medicare. This would be an enormous undertaking and have a high risk of failure. Plans would need significant resources, including trained staff, telephones, computers, etc.-to handle millions of questions
and enrollment forms during a 30-day period. It would also be questionable whether
HCFA could manage this coordinated open enrollment program without substantial
new resources.
CONCERNS WITH S. 302

BCBSA and HLAA also have concerns with the bill (S. 302) introduced by 2 distinguished Members of this committee-Senators Chafee and Rockefeller. Many of the
provisions of this bill are also included in the Administration's proposal. While S.
302 is much more targeted than the Administration's proposal, it also will result
in premium increases.
First, this bill, like the Administration's proposal, requires enrollment of under
age 65 Medicare ESRD and disabled beneficiaries in all Medigap plans. As explained earlier, this change will result in increased premiums for all beneficiaries.
Second, S. 302 would establish special open enrollment periods for certain individuals whereby Medigap insurers would be required to offer coverage with no preexisting condition limitations and no variation in price because of health status. Eligible
individuals would include:
* Beneficiaries who move out of the service area;
• Individuals whose employer retiree plan ceased or benefits were "significantly"
reduced;
• Beneficiaries choosing managed care for the first time and disenrolling within
12 months; and
* People in plans that have terminated or beneficiaries who have moved out of
the service area.
These special enrollment periods would increase premiums for Medicare beneficiaries who have been continuously enrolled in Medigap. Of particular concern is
the provision requiring Medigap plans to accept all Medicare HMO disenrollees at
the same price as other Medigap subscribers. These individuals are generally expensive-PPRC analyses indicate that HMO disenrollees cost 60% more than an average Medicare beneficiary.
The provision dealing with individuals in employer retiree plans that reduce benefits has the same adverse selection problems and, in addition, has significant implementation problems. Employers frequently change their coverage options, potentially making a large number of people eligible for the guaranteed issue requirement. The term "significantly" will be difficult to define and could lead to large
numbers of individuals qualifying for special treatment under this provision. For example, if an em ployer changes its retiree plan from PPO to HMO coverage, or increases the fee-for-service premium by 10 percent, would this qualify as "significantly reducing" benefits?
Medigap coverage, without medical underwriting, is already available to
all of these individuals, as documented in the recent GAO report, cited earlier.
beneficiaries who move have several options today: they can
Medicare
Moreover,
join
a Medicare
HMO, purchase a new Medigap policy, or keep their existing
Medigap plans (all Medigap plans are guaranteed renewable and cannot be canceled, even if a person moves).
Third, the bill would ban the one-time preexisting condition limitations that are
now permitted during the 6-month open enrollment period. This would increase pre-
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miums. Currently, Medigap plans are required to accept all Medicare beneficiaries
age 65 and older when they first enroll in Medicare Part B, but are allowed to impose a one-time, 6 month preexisting condition limitations. Once an individual satisfies the 6-month Medigap requirement, new preexisting condition limits are prohibited.
While we have expressed serious concerns with these proposals, we intend to work
closely with the Committee to assure that Medicare beneficiaries are protected and
to carefully balance access with affordability of Medigap. As indicated earlier, the
Medigap market is working well today. We want to make sure it continues to provide wide access at affordable prices.
PROVIDER SPONSORED ORGANIZATIONS

HIAA and BCBSA believe that Congress should encourage competition and
consumer choice in the Medicare program by including the full range of managed
care choices available in the private sector. The Medicare program already offers
coverage through Provider Sponsored Organizations (PSOs) that contract as Medicare risk HMOs and are state licensed HMOs. In fact, 1 in 7 HMOs today are PSOs.
However, it is extremely important that any new Medicare managed care entities
play by the same rules, and be state licensed, as current regulations require.
Some proposals, including the Administration's, would provide special treatment
for PSOs by exempting them from state licensure when they contract on a risk basis
with Medicare. In their simplest forms, PSOs are companies formed by groups of
doctors, hospitals or other health care providers to sell health care services to employer groups and individuals, as well as the federal government. These entitiesonce they accept a premium or capitation payment, in exchange for the risk of providing all covered benefits-are indistinguishable from HMOs. I want to emphasize
that our organizations do not oppose PSOs. The concern is that some PSOs operate
as HMOs, but are trying to avoid state HMO regulations that protect consumers.
Again, when a PSO accepts a per person monthly premium payment directly from
a purchaser, such as Medicare, the PSO is "de facto' an HMO.
Exempting PSOs from state licensure and oversight, would place Medicare beneficiaries at risk. PSOs claim they can be exempt from requirements to hold minimum net worth standards in cash because they have substantial assets in hospitals
and real estate; and they employ the staff that provide care and this staff's "sweat
equity" will provide a cushion if an unusual number of subscribers become ill.
These arguments fail to address the underlying reasons for the application of solvency standards to HMOs. Even if provider owners were willing to work for free
when reserves were depleted, PSOs will need cash reserves to cover payments for
the costs of nurses, physical therapists, pharmaceuticals, and other hospital supplies. Reserves are also needed to cover out-of-network emergency or specialty care.
Buildings and real estate assets, while valuable, cannot be readily converted into
the cash needed to pay unexpected claims or to pay for out-of-network care.
BCBSA has commissioned a series of studies looking at PSO issues:
" A January 1997 report from California consumer attorney Carol Jimenez found
that "the lack of state licensing and operational standards for PSOs means a
lack of consumer protections for those enrolled in them." "Without such quality
and solvency protections, it is likely that consumers will experience more problems enrolled in PSOs than any of the historical problems some have experienced in HMO settings." There are more than 1,000 state laws designed to protect consumers in HMOs. A chart depicting the major state consumer protections is attached.
" The Barents Group found in a January 1997 study that many PSOs are rapidly
assuming the "defining features" of HMOs and, therefore, should be subject to
the same regulatory oversight as HMOs. Some PSOs are increasingly becoming
virtually indistinguishable from HMOs.
" Just today, BCBSA released a new report focusing on PSOs operating in rural
areas. The new report, also conducted by Barents, concludes that unregulated
PSOs are extremely risky for rural America. This is because rural areas have
a disproportionately high level of elderly and uninsured residents; small populations over which to spread these high costs; a high rate of injury and catastrophic events; an acute shortage of health care professionals; and the frequent
use of out-of-area and out-of-network health care services by rural residents.
Because of these factors, the financial requirements for rural PSOs to assume
risk may be higher than in urban areas. Financial failure or even significant
cash flow problems of a PSO operating in rural communities can be devastating
for the entire area.
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MEDICARE HMO PAYMENT REFORMS

BCBSA and HIAA support reforming Medicare HMO payments to assure access
and competition in all parts of the country.
The current method for developing payment rates is seriously flawed. There is a
significant variation in Medicare HMO payments by geography, with 1997 monthly
payments ranging from $220.92 in Arthur, Nebraska to $767.35 in Richmond, New
York. Because of this large variation in payments, Medicare HMOs in high payment
areas are able to offer much richer benefit packages, often at no cost to the beneficiary. In addition, there is extremely uneven enrollment patterns, with 50 percent
of all Medicare enrollment in California and Florida (17 states have 93 percent of
the enrollment) and there is limited cost savings for Medicare.
Our organizations support reform that would provide fair and equitable payments
to Medicare private plans across-the-country. Any payment change should encourage HMOs in all markets-including rural and underserved areas--so access is provided for all Medicare beneficiaries.
BCBSA is now finalizing its positions on specific Medicare HMO payment reforms
and will provide them to the committee as soon as possible.
Last week, the HIAA Board approved a position supporting a gradual phase-out
of federal funding to Medicare HMOs for graduate medical education (GME) and uncompensated care from the AAPCC payment. HIAA looks forward to working with
the Congress on the future distribution of GME dollars to ensure that academic
medical centers, as well as HMOs with teaching programs, are adequately compensated for the teaching services provided. HIAA also supports a more equitable
geographic distribution of HMO payments. With respect to the Administration's proposed reductions in the payment formula from 95 percent to 90 percent of the
AAPCC, HIAA reserves judgment on the actual percentage of the reduction and welcomes opportunities to discuss payment mechanisms that do not use fee-for-service
as a basis for payment. HIAA supports a free-market approach to risk contracting.
Thank you for the opportunity to be here today and I would be pleased to answer
any questions you may have.

More Than 23 Million Medicare Beneficiaries have
Private Supplemental Health Insurance
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STATEMENT OF JOHN T. NIELSEN
SENIOR COUNSEL AND DIRECTOR OF GOVERNMENT AFFAIRS
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ON BEHALF OF THE COALITION FOR FAIRNESS IN MEDICARE
Before The
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United States Senate
Washington, D.C.
March 20, 1997

Mr. Chairman and members of the Senate Finance Committee, my name is John T.
Nielsen. I am Senior Counsel and Director of Government Affairs for Intermountain
Health Care, Inc., {1l-IC'). IHC is a large integrated health care system based in
Salt Lake City, Utah, operating in the states of Utah, Idaho, and Wyoming. IHC
consists of 23 hospitals, 33 clinics, 16 home health agencies, and 300 employed
physicians. Additionally, our system operates a large Health Plans Division with
enrollment of 350,000 directly insured plus 430,000 who use our networks
through other insurers. One of the health plans offered by IHC is known as "IHC
Senior Care', a Medicare risk HMO. The plan works in conjunction with Medicare
to provide all care a member may need, replacing the need for costly "Medigap"
supplemental insurance. I will discuss this particular HMO plan in greater detail
further on in my presentation.
I appreciate the opportunity to appear before you today on behalf of the Coalition
for Fairness in Medicare and share with you some of the experiences of my
company and others who make up the organization we call the Coalition for
Fairness in Medicare.
What Is the Coalition?
The Coalition for Fairness in Medicare is an ad hoc group of hospital systems,
HMOs, state hospital associations, and provider organizations who share a
common goal: equity and fairness in Medicare payments. Attached is a list of the
Coalition's current membership. The Coalition was formed in early 1995 when
three Minnesota health plans saw the need to address payment inequities as
Congress debated Medicare reform. The group rapidly expanded as health plans
and other provider groups in all regions of the country realized that fair payment
was the only way to insure that health plans could offer a wide range of benefits
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which would attract beneficiaries to managed care, thereby providing the elderly
with a real option beyond Medicare fee-for-service.
IHC is proud to serve the constituents of Senator Orrin Hatch and appreciate his
involvement in our issues. The Coalition is grateful for the early leadership of
Senator Grassley to achieve fairer payment in Medicare for rural areas and looks
forward to working with all members of the Finance Committee to accomplish our
mutual goals.
The Goal of the Coalition.
As a Coalition, we have been active in urging Congress and the Administration to
look carefully at the wide disparity that exists in the Medicare HMO payment
formula as applied to counties throughout the nation. Certainly, members of
Congress are familiar with the many proposals for fixing the Medicare system, for
saving the Trust Fund, and offering more choices for beneficiaries. I am here today
to suggest that, based upon the experience of my company and those of others all
over the country, the success of any of these reform proposals depends in large
measure on addressing the dramatic regional variation in Medicare capitated
payment rates.
One of the solutions to controlling the cost growth in the Medicare program and to
offering beneficiaries a wider array of choices is to move Medicare beneficiaries
into managed care. It is our view that neither of these laudable goals can be
accomplished without addressing the wide geographic inequities in the
Medicare/HMO payments.
We believe that if these unfair disparities are eliminated -- disparities that bear little
relationship to the costs of providing care to patients in a given service area -Congress can achieve its savings goals and open up markets throughout the nation
to a wide variety of health delivery and financing programs, the sponsors ot which
are eagerly awaiting the opportunity to offer products designed for the Medicare
population.
Background of Medicare Managed Care.
With the advent of the popularity of HMOs as an alternative to fee.for-service, in
1982 Congress gave seniors the opportunity to choose either traditional fee-forservice Medicare or new HMO packages. Under the HMO option called "TEFRA"
risk contracts, Medicare HMO members could receive comprehensive integrated
health coverage with little paperwork, potentially more benefits, no deductibles,
and lower co-payments. A payment formula was developed that was tied to the
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fee-for-service spending for beneficiaries in a given area. Starting with historical
fee-for-service costs, HCFA calculates an average rate annually called the United
States PeFCapita Cost. It then calculates separate premium rates for each county
in the nation.
Through a series of subsequent steps, HCFA derives what is known as the
Average Adjusted Per Capita Cost ("AAPCC"). The AAPCC reflects various
demographic adjusters and includes Part A, which reflects hospital spending, and
Part B, which reflects physicians and outpatient services, in the fee-for-service
side. Part A and Part B dollars are comb40ed and health plans are paid 95% of that
rate.
Although Unintended, the Formula Created Wide Regional Variations.
As the payment formula was developed, the use of historical fee-for-service costs
from which the AAPCC is subsequently calculated, has created artificially high and
low payments in different parts of the country. For instance, in 1997, the
Medicare payment rates to HMOs vary geographically from a low of $221 per
member per month in Arthur, Nebraska, to a high of $767 per member per month
in New York City. This range reflects an extreme 347% disparity. Hence, in
nearly half of all counties in America, health plans rarely offer comprehensive
benefit packages because the payment rate is too low to break even. As a result,
some beneficiaries in high payment areas get more benefits, more choices, and pay
less out of pocket than the similarly situated elderly who happen to live in low
payment areas.
Illustrating the problem, in a January 1996 report by the United States General
Accounting Office to Senator John Kerry, it was observed:
About 2.8 million Medicare beneficiaries - about 7% of the total - were
enrolled in risk contract HMOs as of August 1995. This was double the
percentage enrolled in 1987. The growth has been particularly rapid for the
past four years and has been centered on certain states. California and
Florida, for example, have more than half of all enrollees. The number of
risk contract HMOs offering care to Medicare beneficiaries, while decreasing
between 1987 and 1991, has nearly doubled fiom 93 in 1991 to 171 in
August of 1995. Distribution of these HMOs across the country. however.
is far from uniform: four states account for nearly half of them and 19
states have none.
The available data show two key characteristics that are common to many
locations where HMOs have decided to sign risk contracts with Medicare.
One is that HMOs are relatively well established as medical providers to the
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general population. The other is that the amount of money the government
pays risk contract HMOs for each enrollee, which varies from county to
county throughout the nation, tends to be relatively high where enrollment is
the highest.
Rural Areas Particularly Hard Hit.
As markets become more efficient, growth In the AAPCC has declined in some
areas. In other areas, primarily urban, because of overcapacity, patient demand,
and lack of concern about costs and fea-for-service, volume of care has increased
per capita, with AAPCCs climbing each year, often in the double digits.
The situation is particularly acute inrural areas. Because of the low number of
physicians, less Medigap coverage and fewer high specialty facilities, per capita
spending in rural areas lags far behind most urban areas. Historically, while the per
capita spending and high volume markets have grown, rural areas have been left
far behind.
Medicare HMOs must attempt to guarantee access to a wide range of
comprehensive services. At the payment rates now available, it is economically
infeasible to offer the choice of a managed care plan to beneficiaries in many rural
and other low payment areas. There are many examples of HMOs enthusiastically
experimenting with choices in rural areas only to soon discover that the low
payment rate undermines their financial viability.
The Utah Experience.
Let me give you an example from the Utah experience. IHC is a not-for-profit
integrated health care delivery system. We are mission driven to provide the
highest quality and lowest cost services to all, irrespective of their ability to afford
those services. Because of the nature of our mission and the ethical and cultural
environment in which our company operates, it has been a goal to enhance access
whenever possible. Accordingly, in May of 1996, IHC offered its first Medicare
risk HMO called "IHC Senior Care". It currently serves approximately 5,000
enrollees in three of Utah's largest counties, Salt Lake, Weber, and Davis. It offers
four plan options with monthly premiums ranging from $9 - $59 (varying mainly
upon the prescription drug benefits offered). Physician office copayments range
from $5 - $15 depending upon the plan option chosen.
Our experience in operating a Medicare risk plan to date has been less than
successful. While the product is popular among beneficiaries, IHC is losing
Actuarial reports prepared by Milliman and Robertson warned
substantial money.
@I
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successful. Nevertheless, for the reasons I stated previously, IHC decided to forge
ahead, hoping that we could develop additional efficiencies that might allow us to
br,,ak even. This has not been the case to date.
As a company, we refuse to offer inferior products which would have the result of
"skimming risk" simply to make money. We do not believe this is within the spirit
of the Medicare program as managed by HCFA and certainly, in our view, would be
a disservice to the Medicare population in Utah. Our actuaries and Health Plan
executives all agree that the low AAPCC payment in Utah is simply not sufficient
to sustain the program. This rate averages approximately $307 per member per
month after demographic adjustments are applied to the $350 average per capita
in the state. Moreover, the even lower AAPCC rates andlor sparse populations in
Utah counties, other than the three in which IHC currently offers its Medicare
managed care products, precludes IHC expansion of this product into other service
areas. Our actuarial projections suggest that if the AAPCC payment to Utah
counties could be increased by 15% to 20%, we might be able to maintain this
program and expand it throughout our state. Without such increases, IHC
seriously will have to reevaluate its ability to offer IHC Senior Care at all.
The Utah experience is not unique. Many of the plans represented in the Coalition
for Fairness in Medicare, particularly those in rural states, report similar results.
Any hope that Congress or the Administration has of expanding the Medicare
managed care networks throughout the nation will surely fail if something is not
done to provide greater equity and fairness in the way the AAPCC is calculated
and paid to counties in the various states.
County by County Comparison.
The Coalition for Fairness in Medicare has developed a series of charts to illustrate
geographically the unfair application of the current methodology to low rate plans.
We are supplying a map showing the nation-wide disparities as part of this
testimony. An examination of the nation-wide map shows that rural states and
efficient markets (like Seattle, Portland, Rochester, Minneapolis, and Honolulu)
suffer the lowest AAPCC payment rates, thus essentially foreclosing the
development of real alternatives to fee-for-service in those areas. Indeed, it is
ironic that efficient plans in these markets that have reduced utilization, closed
empty hospital beds, and have aimed for the highest quality at the lowest prices
are those that are penalized with wholly inadequate rates, payments which may be
one-third as much as those provided in many urban areas.
In Dade County, Florida, Medicare spends more on doctors per beneficiary than a!l
counties in Vermont spend on BOTH doctors and hospital combined A fNey
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England Journal of Medicine study showed that Florida beneficiaries received three
times as many MRIs per capita in 1993 than did similar seniors in efficient Oregon.
Our analysis suggests that there are three types of markets that emerge from
review of the AAPCC payment rates:
*

Most rural areas fall into the category of low utilizers with low
AAPCCs. Rural areas are often underserved because they have fewer
hospital beds per thousand and fewer physicians, including specialists,
available to the population.
High utilizing areas are characterized by large numbers of hospital
beds and a large supply of physicians ready to serve the Medicare
population in fee-for-service. These areas reflect very high per capita
spending that is in turn reflected in the AAPCC.
Plans and providers in efficient markets have, through competition and
responsible practice styles, managed to reduce excess hospital
capacity and encourage physicians to practice consistent with
reasonable and appropriate clinical guidelines. These markets, which
have very high quality care, thus use far fewer services per capita and
have below-average AAPCCs. The results are truly bizarre.

Here are some examples of the impact of 1997 payment rates In each of the three
types of markets discussed above. Keep in mind that the national average AAPCC
is $467 per member per month in 1997. Also attached Is a chart illustrating the
continued disparity in rates across these markets.
Rural:
Arthur, NE
Greene, IA
White Pine, NV
Caledonia, VT

$220
$272
$Z)7
$324

Efficlent/Urban:

Salt Lake, UT
King, WA (Seattle)
Hennepin, MN (Minneapolis)
Clackamas, OR (Portland)
Monroe, NY (Rochester)

$366
$428
$405
$375
$411
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High Utilizers:
Dade, FL
Richmond, NY
Baltimore, MD
Los Angeles, CA
Philadelphia, PA

$748
$767
$632
$622
$704

Even In Congress' own backyard of Washington, D.C., monthly capitated rates
vary from $400 In Fairfax County, to $446 in Prince George's County, to $584 In
D.C. Yet, the costs of delivering care in these communities do not vary by as
much as 50%. The variation makes no rational sensel
As the AAPCC is adjusted, it is not uncommon to see major fluctuations in AAPCC
rates from year to year. The Instability and unpredictability of Medicare risk
reimbursement are additional factors that discourage health plans from entering
and staying in markets.
Cost of Living or Healthy Lifestyles do not Justify the Existing Variations.
Some argue that these variations can be explained on the basis of cost of living
differences or by reason of the notion that rural states tend to have healthier
populations. Neither of these justifications credibly explain the variations. In order
to determine what are real differences in costs from region to region and what
differences can only be explained by utilization of services, our actuary looked to
the diagnostic related groups (wDRG"I program as a model. Medicare pays
hospita;s on the basis of DRGs for bundles of services performed. HCFA allows
the DRG rate to vary from region to region, based on a hospital price index that
computes legitimate differences In measurable labor and price inputs. Currently,
the variation based on cost of living is only plus or minus 7%, a far cry from the
wide disparity of 347% that exists across the country in AAPCC rates.
it has been suggested that AAPCC rates must be higher in urban than in rural areas
because of the relatively healthier lifestyles of urban dwellers. If rates are to be
based in part upon the lifestyle of the populations in a county, any differential must
be related to a reliable measure of the difference in healthcare resources
consumed. We are not suggesting that bringing fairness and equity to the
payment system should impede the delivery of healthcare services to high AAPCC
area beneficiaries. However, it appears that the differential in rates is more
frequently used to provide supplemental benefits to beneficiaries, like dental or
vision care. Plans in rural and efficient markets should be afforded the same
opportunity to attract beneficiaries by offering a broader range of services than the
traditional Medicare fee-for-service program.
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Additionally, while healthy lifestyles may produce healthier and longer living
seniors, sooner or later the simple ravages of old age will afflict almost everyone.
While there may be less serious chronic ailments, the costs to care for an aging
population are only postponed. Moreover, unhealthy lifestyles frequently manifest
themselves far earlier than the age necessary to qualify for Medicare. Many are
also fatal before a person ever qualifies for Medicare. It is our view that healthy
lifestyles are not sufficient justification for the enormous disparities that exist
between rural America and many large metropolitan areas which have been the
beneficiaries of inflated AAPCC payments for years. It strains credibility to argue
that the wide variations bear any relationship to health status.
Let's explore the cases of two Medicare beneficiaries who choose a managed care
plan in their respective communities. Ms. X lives in Seattle. Ms. Y lives in Los
Angeles.
Both have paid In the same amount in Medicare taxes 12.9% of payroll) throughout
their working lives. Despite the similarity in their contributions, they will receive
vastly different benefits in their HMO options due to the "fortune" of where they
chose to live.
Ms. Y's HMO In Los Angeles County Is paid an AAPCC of $558 per member per
month. Ms. X's HMO in Kings County receives an AAPCC of $377 per member
per month. Since rebates are not allowed, the Los Angeles health plan can load on
additional benefits, such as prescription drugs, eye glasses and dental coverage. It
may offer a generous benefit package with no additional premium, reduced co-pays
and deductibles, and still make a nce profit.
The Seattle HMO cannot afford to add additional benefits and, indeed, to the
detriment of the beneficiary, must charge a supplemental member premium of $50
to $150 per month to cover costs. Assuming that Ms. Y and Ms. X opt for the
same benefit package, the inequitable payment rate means that a Seattle senior
may pay between $600 and $1,800 more per year to participate in the managed
care option with no additional benefits, while the Los Angeles senior receives a
broader range of benefits free of charge. In other words, in areas with high
payments from Medicare, beneficiaries get more and pay less out-of-pocket than
those in low payment areas. These beiieficiaries are, in theory and practice, less
likely to choose the Medicare managed care opt-on in Seattle than in Los Angeles,
and health plans are consequently less likely to enter the Medicare managed care
market. Attached is a chart which further illustrates this inequity.
Let me again use our experience in Utah to illustrate the effect of such disparity.
In Utah, 85% of all commercial insureds are in some form of managed care. We
have one of the largest managed care penetrations in the Mountain West and
perhaps in the nation. Yet, only a very small percentage of seniors are enrolled in
a Medicare HMO. Why such a disparate result? The answer should be obvious by
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now. The AAPCC increases have been minimal in past years and we have
experienced actual cuts in payments. Although we are extremely anxious to serve
this portion of the population, it is becoming economically more challenging as the
months go by.
What Is the solution?
It is widely acknowledged that the AAPCC formula is flawed. This Committee
recognized the problems with the formula In the legislation that you approved as
part of your Balanced Budget package last session. There are two essential tools
that will solve the problem: a blended rate formula and a minimum payment floor.
The Finance Committee, and later the Budget Conference Committee, adopted a
blended rate formula that would have combined average rates and local rates in
increasing proportion over time In order to reduce the extreme variation. (This tool
was used in the early days of the Medicare program to reduce variation in the
physician payments based on reasonable and customary charges.) As we move to
rates based on national experience, the differential will diminish.
We were pleased that last year's Conference Committee accepted the blended rate
formula which was included in the final Balanced Budget Act.
The Balanced Budget Act also Included a payment floor which would have
immediately raised the payments in most rural areas to $300 in 1996 and $350 in
1997. Raising irrationally low rates by Imposing a payment floor allows rural
markets to immediately offer choices and more benefits to beneficiaries. A
payment floor is like a down payment that allows rural markets to offer choices
and more benefits to beneficiaries. If the Balanced Budget Act had passed in
1995, the rural counties that we serve AND the more urban Salt Lake City rates
would have been substantially better than the current situation.
We urge you to consider enacting similar provisions in 1997. However, the floor
rates must be updated to reflect payment changes that have occurred since 1995.
The most appropriate approach would be to base the floor on a percentage of the
national average AAPCC.
We have not seen any legislative language from the President's proposal, but we
have reviewed the county-by-county numbers distributed by the Administration.
We are pleased that the Administration included a payment floor e,d a blending
formula in its proposal. However, the other payment reforms included in the
proposal, such as the reduction in the AAPCC base from 95% to 90% of fee-forservice costs, would essentially nullify the financial benefit of the payment rate
floor and blend. Payments to plans in low rate areas will not significantly increase.
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In order to encourage market entry, a health plan must have an adequate payment
rate to start, and a reasonable growth rate over time. The Administration's
numbers would not solve our problem In Utah since our payment rate in the Salt
Lake region would only increase $11 in the first three years. Given that our
actuaries have advised us that the current rate is too low, and given anticipated
medical inflation, we would be worse off under the proposal in 1999 than we are
howl We, as well as other health care systems, plans, and providers, will face
formidable obstacles to offering and expanding managed care products to Medicare
patients. Discouraging plan participation in rural or other currently low payment
areas is anathema to the goal of expanding options available to beneficiaries.

Conclusion.
Once again, Congress has an opportunity to modernize and salvage the Medicare
program. We believe this can be accomplished by offering more choices in a
competitive environment and by doing so within budgetary constraints. To simply
cut provider payments in order to solve the long term funding challenge could
cripple the health care infrastructure, particularly in rural areas. Further, our
patients in rural and other low payment areas will continue to be penalized if
Medicare managed care payment rates are so low as to not provide a health plan
the ability to offer a Medicare risk option with additional benefits at an affordable
cost to the government and the beneficiary.
Establishing a reasonable payment rate floor and ameliorating the gross disparity in
regional payment rates will bring us much closer to achieving two important
governmental objectives: securing budgetary savings that would preserve the
Medicare program and expanding options and services available to Medicare
beneficiaries.

Thank you.
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The Coalition for Fairnessin
Medicare
Who We Are
The Coalition for Fairness In Medicare isan ad hoc group of hospital systems, HMOs, state hospital
associations, and provider organizations who share a oonmon goal - equity and fairness In Medicare
payments. The Coalition was born in early 1995 when three Minnesota health plans saw the need to
address the payment inequities as Congress debated Medicare reform. The group expanded rapidly as
health plans and other provider groups realized that fair payment was the only way to ensure choices of
health plans with a wide range of benefits in all regions of the country.
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PREPARED STATEMENT OF GLENN POMEROY
INTRODUCTION

Good Morning Mr. Chairman and Members of the Committee. My name is Glenn
Pomeroy. I am Vice President of the National Association of Insurance Commissioners (NAIC), Vice Chair of the NAIC's Special Committee on Health Insurance,
and Commissioner of Insurance for the State of North Dakota. On behalf of the
NAIC's Special Committee on Health Insurance, I would like to thank you for providing me with the opportunity to address you today about the regulation of provider-sponsored health insuring organizations participating in the Medicare managed care program and Medicare Supplemental insurance.
The NAIC, founded in 1871, is the nation's oldest association of state public officials and is composed-of the chief insurance regulators of the fifty states, the District of Columbia, and four U.S. territories. The NAIC's (EX) Special Committee on
Health Insurance is composed of 42 of our members. The NAIC established this Special Committee over three years ago as a forum to discuss federal proposals related
to health insurance reform and to provide technical advice on a nonpartisan basis
to all who sought our expertise. On behalf of the NAIC Committee, we would like
to thank you for the opportunity to discuss with you issues related to the regulation
of health insuring organizations sponsored by providers and Medicare supplemental
insurance.
The states have traditionally regulated the business of insurance. This traditional
role was affirmed by Congress in 1945 when Congress passed the McCanan-Ferguson Act.J1J We believe that all health insuring organizations, whether they are
sponsored by providers or others, ought to continue to be regulated by the states.
States welcome the expressions by Members of Congress in support of the states.
In the case of insurance regulation, we urge Congress not to dilute the states' authority to regulate insurance by treating provider organizations specially in federal
legislation.
We would like to state at the outset that, based on our experience in state insurance regulation, we do not view health insuring organizations sponsored by providers as substantively different from other health insuring organizations. Health insuring organizations, with varying forms of ownership and affiliations, are licensed
by the several states. These organizations are required to obtain a state insurance
license because of the insurance function they perform. Organizations subject to
state insurance regulation include organizations that are sponsored by providers.
The NAIC Committee submits that any federal proposal that would regulate provider organizations differently from other health insuring organizations first needs
to demonstrate that structural differences merit different regulatory treatment. We
do not believe that any such showing has been made.
Health insuring organizations contract with individuals, employers, or other
groups to receive a prepayment in exchange for covering the cost of an unknown,
future level of health care services. In doing so, the health insuring organization assumes what is commonly known as insurance or actuarial risk. Under this arrangement, the individual, employer, or other group transfers to the health insuring organization some or all of their own risk of financial loss as a result of the use of health
care services. Because the actual level of services that will be used is unknown, the
health insuring organization is at risk for financial loss if the amount of services
used exceeds the amount of the prepayment (commonly known as a premium). The
ony the transfer
principal characteristic of a health insurance arrangement is not
of the risk of financial loss to the health insuring organization. The health insuring
of
organization also spreads the risk of financial losses associated with the use by
insured
health care services by any one individual among a group of individuals an
individthe organization. Organizations that assume insurance risk on behalf of
ual, employer, or other groups, such as the Medicare program, are engaged in the
business of insurance and should be subject to state insurance regulation.
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Examples of PrincipalTypes of Risk for Heath Insuring Organizations
• Insurance or Actuarial Risk
* Asset Risk
* General Business Risk
State insurance departments regulate health insuring organizations through a
host of fundamental consumer protection activities. Insurance departments license
organizations engaged in the business of insurance. The licensing standards include
financial requirements that the organization must meet. The departments conduct
extensive examinations of licensed organizations to review their financial condition
and market conduct activities. State insurance departments supervise, rehabilitate,
or liquidate financially distressed or insolvent organizations. Also of importance,
state insurance departments handle complaints and inquiries from the general public. The departments also regulate agents and others that serve insurance organizations.
Health maintenance organizations (HMOs) and competitive medical plans (CMPs)
participating in the Medicare managed care program must comply with state licensure standards in addition to federal standards. The federal standards build upon,
rather than preempt, fundamental state requirements. Importantly, all health insuring organizations serving the Medicare managed care program are regulated in
a consistent, level fashion. State insurance regulation serves as the foundation for
the current regulatory structure. It provides fundamental protections that extend
beyond financial solvency and other licensing standards to market conduct standards as well as financial examination activities. These fundamental consumer protections are essential because of the public policy concerns inherent in the health
insurance function. To provide these consumer protections itself the federal government would need to replicate the states' insurance regulatory framework. Doing so
would result in significant and unnecessary costs to the federal government.
The appropriate manner of regulating provider-sponsored health insuring organizations that serve the Medicare managed care program is an important question for
several reasons. First, many providers lack experience in assuming insurance risk.
Second, the population served by the Medicare program, the elderly and disabled,
tend to use more health care resources than other individuals. And third, some providers face complex incentives in today's competitive health care environment. For
example, hospitals face added pressures in a managed care market. They have to
balance the challenge of managing care cost-efficiently with the challenge of filling
their beds and increasing hospital market share.[2] These challenges may make it
more difficult for them to oe rate within the limited payment available under an
insurance arrangement. Each of these factors argue for effective regulatory oversight.
Organizations that are sponsored by providers participate and make important
contributions to the health insurance market. However, states believe strongly that
all health insuring organizations that perform similar functions should be subject
to similar regulatory standards. States have developed their regulatory standards
through long-standing experience. Particularly in today's intensely competitive
health insurance environment, where the risk and magnitude of insolvency can be
significant, states are a necessary component to any regulatory structure for health
insuring organizations participating in a federal program.
CHARACTERISTICS OF HEALTH INSURING ORGANIZATIONS

Types of Health Insuring Organizations
In the health insurance context, there are a number of types of health insuring
organizations that are regulated by state insurance departments. This section reviews the types of health insuring organizations regulated by the states and the insurance functions they perform.
State-regulated health insuring organizations include:
9 traditional indemnity insurance carriers;
* Blue Cross and Blue Shield plans;
* health maintenance organizations; and,
* limited health service organizations.
Under a traditional indemnity insurance contract, the health insuring organization takes on the risk of loss associated with a medical condition. The risk is assumed in exchange for a prepayment by an individual, employer, or other group.
Through this indemnity contract the insurer may promise to pay an individual who
has already paid for the medical care received; this is the traditional approach for
indemnity insurance carriers. Or, the insurer may promise to pay the provider for
medical care received by the subscriber; this is the traditional approach for Blue
Cross and Blue Shield plans. In other words, the traditional indemnity insurance
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carrier and the traditional Blue Cross and Blue Shield plan pays the individual or
the provider for the medical services that are received. The traditional indemnity
insurance carrier or traditional Blue Cross and Blue Shield plan does not actually
deliver, or contract for the delivery of, those medical services.
Health maintenance organizations (HMOs) are health insuring organizations that
manage care and serve both an insurance and delivery function. HMOs may be freestanding or subsidiaries of an indemnity insurance carrier or Blue Cross and Blue
Shield plan. In consideration for a prepayment by an individual, employer, or other
group, HMOs deliver or arrange for the delivery of health care services. Like the
traditional indemnity insurer and traditional Blue Cross and Blue Shield plan, the
HMO is responsible for the cost of care. HMOs differ from traditional indemnityinsurance carriers and traditional Blue Cross and Blue Shield plans in that HMOs
are responsible for delivering or arranging for the delivery of that care as well.
HMOs fulfill this responsibility by entenng into contractual arrangements with proor
viders or groups of providers, b providing the services directly themselves,
of a tonthrough some combination thereof. For example, if an individual is in needphysician,
sillectomy, the HMO is not only responsible for covering the cost of the
for
hospital, and other services related to the tonsillectomy, but is also responsible
maintaining a network of available physicians, hospitals, and other health care resources to deliver the tonsillectomy.
Traditional indemnity insurance carriers may also offer services that do not involve insurance risk. These lines of businesses may include third party adminisbear
trator services (TPA) or preferred provider organizations (PPOs) that do not orgainsurance risk. In other words, under these arrangements, the health insuring Innization is not spreading the financial risk of loss among a group of persons.
claims
stead, it basically accepts a fee to perform administrative services, such as
PPOprocessing and marketing. Some HMOs also offer non-insurance risk TPA and
type services where the HMOs "rent" the networks that they created and the renters of the network pay for health care services on a fee-for-service basis. deliver or
Limited Health Service Organizations (LHSOs) are organizations that
Exarrange for the delivery of a limited range of health services on a prepaid basis.menamples of limited health services are dental care services, vision care services,
tal health services, and pharmaceutical services.
An organization that is one of these types of health insuring or anization-tradiHMO, or
tional indemnity insurance carrier, Blue Cross and Blue S iel plan,detail
later
LHSO-may or may not be sponsored by providers. As described in more
and
in this testimony, there are HMOs licensed in the states, including Wisconsin state
Ohio, that are owned or controlled by providers. Under the current structure,
Medicare restandards apply to organizations that perform similar functions and by
ownership
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Whether they are provider-sponsored or not, health insuring organizations-tradior LHSOstional indemnity insurers, Blue Cross and Blue Shield plans, HMOs, contract
with
have certain key elements in common. Health insuring organizationsis to cover paycontract
an individual, employer, or other group. The purpose of the
the future. The
ment for a range of health care services which may be required in Health
insuring
amount of the services that will actually be utilized is unknown. or other group in
organizations accept a prepayment from the individual, employer, of the health care
exchange for assuming the financial risk associated with the costpool all of the preservices covered by the contract. Health insuring organizations
to cover the cost
payments by the individual, employer, or other group of persons
risk for financial
of health care services used. Health insuring organizations are at and exceeds the
loss if the cost of an individual's care is greater than anticipatedinsuring organizaprepayment made by or on behalf of the individual. All health
tions are involved in arrangements that contain these elements.
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Common Elements of Health Insuring Organizations
" Contracts with an individual, employer, or other group
" Pays for or delivers a range of health care services
" Pays for or delivers an amount of services that is unknown in advance
" Accepts a prepayment for assuming the financial risk associated with health
care services
" Spreads the risk of loss among a group of persons by pooling the prepayments
made by or on behalf of individual enrollees to cover the cost of services for all
individuals in the group
* Runs the risk of suffering financial loss if the cost of an individual's care is
greater than anticipated.
General rules exist to help distinguish between arrangements that have the common elements of an insurance arrangement and those that do not. A common factor
among arrangements that generally do not involve insurance risk is that the payment method is linked to the actual use of predetermined and identifiable services
to a specific enrollee. Consequently, the organization receiving the payment does not
rely on payments for a pool of enrollees to fund care for specific individuals. The
payment of a fee that is received to perform a specific service is a factor that distinguishes an insurance arrangement from one that is not an insurance risk arrangement. No payment is received for services which are not used.
In contrast, health insurance arrangements are not directly tied to the actual use
of specific services by an enrollee. In exchange for a prepayment, the health insuring organization agrees to pay for or deliver a range of services, regardless of the
amount of services the enrollee actually uses. The health insuring organization is
liable for expenses beyond the prepaid amount. If the enrollee uses fewer services
than are covered by the prepayment, the health insuring organization keeps the ret
a
maining amount of the payment.
An arrangement involving a praepaent that is not tied directly to the actual use
of specific services is insurance risk for two reasons. First, the health insuring organization bears the risk that the costs of any individual's use of services will exceed
the amount of prepayment by that individual. Second, the health insuring organization pools the prepayments of all covered individuals. Consequently, the health insuring organization relies on the law of averages to ensure that any one individual's
use of services will be balanced by the use (or lack of use) of other covered individuals.
Organizations that assume insurance risk through the receipt of a prepayment for
an undetermined amount of services are engaged in the business of insurance and
give rise to the public policy concerns that insurance regulation is designed to address. Arrangements that involve the spreading of risk often rely upon complex, actuarial analysis involving the calculation of statistical risk for their financial success. In contrast, business risk arrangements, like those that involve the payment
of a fee for a specific service, do not involve risk-spreading and do not inherently
carry with them the same nature of risk as insurance risk.. Additionally, prepayment for the future delivery of services in an insurance risk arrangement establishes a long-term commitment to the consumer. State insurance solvency and other
standards provide fundamental protections to consumers against financial incentives inherent in health insurance arrangements. State standards also serve to
strengthen the ability of participants in the health insurance market to fulfill their
obligations to the consumer and other parties affected by the health insurance arrangement.
Provider organizations have argued that direct provision of services by providers
transforms the financial risk of loss to a more general form of business risk rather
than insurance risk. That is not the case. As long as pooling of financial risks of
loss exists, insurance risk is present and they are subject to regulation by the
states. Direct provision of services by providers will rarely reduce the insurance risk
to a de minimis level. Many question the assertion that providers are willing to take
reductions in their own salaries if the organization experiences significant losses.
Nevertheless, even if providers are willing to work on greatly reduced or nonexistent
additional income, the health insuring organization still may be responsible for a
wide range of expenses necessary to support the provision of health care services.
In addition to the expenses of physician services, examples of additional expenses
may include:
o Other Clinical Personnel (including nurses, nurse assistants, physical therapists, laboratory technicians, etc.)
* Administrative Staff (including business office managers, registration clerks,
secretaries, etc.)
o General Administrative Expenses (including medical and paper supplies, patient registration, information systems, data and claims processing, etc.)
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" General Facility Expenses (including electricity, lights, water, phone, etc.)

• Laboratory services
• Debt Service (including for facility, equipment, etc.)
" Other Business Expenses (including legal and actuarial services, etc.)
Further, health insuring organizations must deal with the general business risks
associated with having adequate cash flow (commonly known as liquidity). This is
a particularly important issue for organizations that are owned or controlled by providers. These organizations, which may be nonprofit, may have inconsistent levels
of cash flow available to meet expenses. Many of their assets are in buildings and
equipment, which are unavailable if the organization needs additional funds to pay
claims or cover general business expenses.
The ownership or control of the health insuring organization does not affect the
type or magnitude of risk in an arrangement to any substantive degree. The type
of risk being assumed by these organizations triggers the need for the application
of fundamental state consumer protections. All organizations-that perform the same
or similar function, irrespective of the organization's acronym, should be subject to
the same or similar standards when serving the Medicare program.
State Regulation of Health Insuring Organizations
Because of the public policy concerns present when an organization is engaged in
the business of health insurance, health insuring organizations need careful oversight. States have developed significant expertise in providing this oversight as the
primary regulators of insurance, which was underscored by Congress in the
McCarran-Ferguson Act. The most fundamental components of state regulation include the licensing process, financial standards and examinations as well as market
conduct standards and examinations. The process for the licensing of a health insuring organization is a detailed process. State regulation of HMOs can be used as an
example to illustrate the states' regulatory process for health insuring organizations.
The regulation of HMOs is an apt example of the state regulatory process because
most health insuring organizations currently operating in the marketplace that are
sponsored by providers are licensed as HMOs.
* Licensing
The first step in the regulatory process for an HMO is to submit to the state an
application for a license (also called a certificate of authority). Organizations that
perform the functions of an HMO without obtaining a license are subject to a state's
unauthorized insurer statute. The application includes a variety of important materials such as the organization's articles of incorporation, bylaws, proposed detailed
business plan, feasibility study, financial statements, and commitment of a viable
provider network. The applicant must also meet minimum start-up capital requirements. Several staff members are usually necessary to review properly each individual application.
Once an application is received, the state will review the application to determine
if all the information needed to perform a proper review is included. The state will
also verify the information contained in the application. For example, the state will
want to make certain that there is sufficient capital and surplus deposited in an
acceptable financial institution.
The length of the application processing time is dependent upon a number of facthe
tors including the length of time it takes for an application to become complete,
number of applications under consideration at a particular time, and the number
of staff available to review the applications. Usually, the initial submission of the
apapplication is incomplete. The average application processing time for complete of
plications by most states is within ninety (90) days. For reference, the appendix
this testimony includes a list of state insurance department contacts for questions
on individual state application processes. This list of state insurance department
health contact persons can also be found on the NAIC's home page on the internet.
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The completeness of the application and the responsiveness of the applicant can
greatly affect the length of the application process. The states have found that applicants who familiarize themselves with the application process prior to filling out an
application receive final responses to their licenses more quickly. State insurance
departments recommend to applicants that they meet with the department prior to
filling out an application to learn more about the application process, including the
components of a successful application and the pitfalls to avoid. Departments also
recommend that applicants maintain contact with the department while developing
the application. Organizations that follow this approach tend to submit applications
that are closer to completion, and consequently, tend to have applications that can
be processed more quickly. Extended periods of time for application processing are
often the result of inadequate information from the applicant or lack of timely response to department requests for information.
* Financial Standards and Examinations
Every state regulates HMOs as does the District of Columbia, American Samoa,
and Puerto Rico. More than half of the states have HMO laws based upon the
NAIC's Health Maintenance Organization Model Act (the "HMO model"). The HMO
model governs persons that deliver or arrange for the delivery of basic health care
services to enrollees on a prepaid basis. Under the HMO model, HMOs are subject
to initial minimum net worth requirements of $1,500,000 and must maintain minimum net worth requirements of $1,000,000.[3] Contracts between the HMO and a
contracting provider must contain a hold harmless provision that prevents the provider from holding the subscriber or enrollee liable if the HMO does not pay the
provider.
In North Dakota, an HMO must meet an initial net worth requirement of
$1,000,000. The HMO must also maintain the greater of: $1,000,000; two (2) percent
annual premium revenue on the first $150 million; one (1) percent in excess of $150
million; three (3) months of uncovered health care expenditures; or eight (8) percent
annual health care expenditures and four (4) percent annual hospital expenditures.
HMOs must also deposit $300,000.
In-addition to the financial standards that a health insuring organization must
meet, states perform financial examinations of health insuring organizations; this
is one of the most important aspects of state insurance regulation. These financial
examinations involve becoming familiar with the company's management and operations, holding meetings with the organization, and reviewing the books and records
of the organization. The examination will include a review of audit operations and
controls, budgeting and budget monitoring processes, and financial planning and reporting processes. Certain aspects of the organization may be targeted by the state
based upon the research leading up to the actual examination or the course of the
examination itself. If there are indications of financial problems, the examination
will be more comprehensive than otherwise.
One of the most important aspects of state regulation is the ability of the state
to intervene in the event of financial problems. When the state becomes aware of
a financial problem, it will conduct either informal or formal supervision activities
which might include requesting a business plan for resolving problems or requiring
a change in certain business practices to correct the problems. The state may also
place the organization under its supervision until such time as the organization can
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perform appropriately the necessary functions without supervision. If all else fails,
the state may liquidate the organization.
Unfortunately, my predecessor had the unpleasant experience of having to place
a large organization that was sponsored by providers into receivership. Because of
the state's regulatory authority, the Commissioner of Insurance was able to act
promptly and obtain another source of coverage for the 30,000 people insured by the
organization.
* Market Conduct Standards and Examinations
Further, the states establish market conduct standards which they monitor and
enforce. Market conduct standards related, but not limited to, marketing, the issuing of policies, and claims handling must be met. For health insuring organizations,
such as HMOs, standards related to quality assurance, grievance, provider
credentialing and other areas are also relevant.
States perorm market conduct examinations to determine compliance with state
market conduct standards. In a market conduct examination, the state insurance
department initiates and conducts an extensive examination of a health insuring organization, including visits to the organization's offices, to determine how the company is conducting its business within the state. These examinations focus on such
areas as an organization's marketing and sales, and its payment of claims and involve the review of numerous records and files.
According to one source approximately 15-20 percent of the existing HMOs in this
country are estimated to e organizations sponsored by providers.(4] A recent NAIC

survey of state insurance departments indicates that, of the 39 states which have

responded to the survey thus far, at least 27 of them currently have licensed organizations that are owned or controlled by providers under their insurance laws. The
vast majority of these organizations are licensed as HMOs. A number of states have
applications pending or are in discussions with organizations that are owned or controlled by providers and that plan to file an application with the department. And,
as will be discussed below, some states have organizations that were owned or controlled by providers upon initial licensure but have experienced change in ownership
or control since that time.
A few examples of state-licensed health insuring organizations may provide a
sense of the various forms of these provider-sponsored health insuring organizations. The state of Texas, for example, where approximately one-half of the HMOs
licensed in the past two years are owned or controlled by providers, has recently
licensed hospital organizations such as, Texas Children's Hospital, Memorial Sisters
of Charity, Seton Health Systems, and physician organizations such as, Physicians
or
Care HMO. In the state of Louisiana, licensed HMOs that are provider-owned
controlled include one that is owned by a small group practice in New Orleans, Louisiana and another HMO that is owned by a group of psychiatric hospitals. Several states, including some that currently do not have licensed organizations
that are owned or controlled by providers, reported that some licensed organizations
may have been initially formed by providers but are no longer owned or controlled
of an
by providers due to mergers or management changes. Changes in ownership
in toorganization are not that unusual given the evolution and rapid consolidation
day's health insurance marketplace.
esEven those few states that have developed provider-specific laws mostly have
laws.
tablished standards that are similar or almost identical to the state's HMO
The states that have done so include Georgia, Iowa, Kentucky, New York, Oklahoma, and Texas. Where there are differences in regulation between provider-speeradicatcific and non-provider-specific laws, some states tend to be leaning toward
of the
Committee
Plans
and
Systems
Health
the
example,
For
differences.
ing those
between
differences
that
recommended
Force
Task
Regulation
Health
state of Iowa's
few states
the provider-specific and non-provider-specific laws be eliminated. A very that ashave indicated that they may not regulate health insurance organizations
sume risk under certain limited circumstances.
Consolidated Licensure Initiatives
insuring
Consistent regulatory standards according to the function of the health
known is the
organization rather than according to the acronym by which it is often
health insurmost appropriate approach to health insurance regulation in today's
ance market. Interest in becoming a health insuring organization in the managed
insuring
care market is certainly not limited to providers. Most, if not all, health
of managed care
organizations are eager to gain a significant presence as a provider
that the delivery
services in any given market. State insurance regulators recognize
arof health services is evolving away from traditional fee-for-service insurance
the NAIC,
Through
types.
many
of
arrangements
care
managed
to
rangements
health insurance
states are addressing the changes which are taking place in the

155
market. The NAIC's Regulatory Framework (B) Task Force has begun a review of
NAIC model laws as part of NAIC's Consolidated Licensure of Entities Assuming
Risk (CLEAR) initiative.
Through this initiative, the members of the NAIC seek to promote a more competitive marketplace by ensuring that entities that perform the same or similar
functions are subject to a level regulatory playing field. CLEAR also serves to clarify
that the wide array of organizations performing managed care functions, including
health maintenance organizations, preferred provider organizations, point of service
plans, fee-for-service plans, Blue Cross and Blue Shield plans, commercial plans,
and any other plans which finance and deliver health care, fall within the scope of
state regulation. The NAIC's CLEAR process will include a review of financial
standards and reporting requirements as well as the incorporation of health plan
accountability standards. These standards, almost all of which are completed relate
to: network adequacy, quality, grievance, utilization review, provider credentialing
verification, and confidentiality. Issues related to data reporting and consumer disclosure are also being explored.
Some states are reviewing their health insurance statutes with the objective of
developing a comprehensive licensure scheme. The Ohio Insurance Department, has
been contemplating for several years a regulatory structure that defines the business of insurance for managed care entities by focusing on how they function and
not merely on how they are structured. It recently developed a Managed Care Uniform Licensure Act for Health Insuring Corporations designed to achieve this end.
The bill repeals the laws which govern prepaid dental plan organizations, medical
care corporations, health care corporations, dental care corporations, and health
maintenance organizations, and creates one type of regulated entity called health
insuring corporations (HICs). The HIC is defined broadly enough to encompass all
entities that assume insurance risk. This legislation has been sponsored by State
Representative Dale VanVyven and State Senator Karen Gillmor and is currently
pending in the Ohio General Assembly.
Under its uniform licensure bill, all managed care plans conducting the business
of insurance would be subject to minimum financial standards. The Department
feels that is appropriate for the following reasons:
" Minimum standards help to ensure that funds will be available to pay consumer
claims;
" Minimum standards provide purchasers of insurance with a level of security
that health insuring organizations will possess the financial ability to make
good on their obligations as stated in the policy or contract; and,
" Minimum standards allow health insuring organizations, and if necessary, regulators the time to take corrective action should the organization's financial condition become impaired.
At the NAIC, an important component of the CLEAR effort is the development
of a Health Organizations Risk-Based Capital (HORBC) formula. The risk-based
capital (RBC) approach is a formula that Eets minimum capital requirements according to the level of known risk being assumed by the health insuring organization. An RBC formula acknowledges arrangements that increase and reduce risk,
such as the extent to which services are directly delivered or risk is shifted through
payments to subcontracting providers. An RBC formula is a marked departure from
the traditional fixed level approach that states have used to establish insurer's minimum capital and surplus requirements. RBC formulas have been in use for several
years in state regulation of life and health, and property and casualty, insurers.
The NAIC HORBC Working Group is now developing a prototype health RBC formula for managed care organizations. In addition to testing, debating, and reviewing the formula proposed by the American Academy of Actuaries (which provided
technical assistance to the NAIC), the NAIC is also soliciting input from interested
parties, trade associations (including those that represent providers), academics and
health care economists. The input from all interested parties is being used by the
NAIC HORBC Working Group to develop the prototype formula as a practical regulatory tool. The working group anticipates the prototype formula will be completed
this summer. As with the life and health, and property and casualty, formulas, the
NAIC's HORBC formula for managed care organizations will be reassessed and refined continuously to reflect the results of ongoing evaluation and new arrangements that have developed in the marketplace.
The NAIC's CLEAR effort, as exemplified by the objectives of the Ohio bill, embodies the states' focus on regulation by function and not by acronym. All health
insuring organizations engage in functions that involve a range of risks. State insurance regulation provides fundamental consumer protections for consumers and others that may be affected by the health insurance arrangement. The ownership or
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control of the organization does not alter to any substantive degree the extent to
which that risk is present or thoze fundamental consumer protections are essential.
STATE INSURANCE REGULATION AND THE MEDICARE PROGRAM

State insurance regulation complements well the objectives of the Medicare program for a number of reasons. The .tate regulatory framework reassures the federal
government that the organization, with which it contracts have met fundamental
standards for engaging in insurance arrangements. It also assures the federal government that these organiza-;ions are receiving an adequate level of oversight for
those functions. These fundamental standards are not limited to financial solvency
standards. State insurance regulations related to market conduct standards and financial examination activities are also essential components for effective consumer
protection. Because of the activities of the states, the federal government saves considerable resources which it would otherwise have to spend in order to regulate effectively health insuring organizations.
Preemption of State Insurance Regulation
Under the current regulatory framework for Medicare, an HMO or competitive
medical plan is required to obtain a state insurance license prior to serving Medicare managed care beneficiaries as a Medicare risk contractor. In most instances,
the Medicare HMO is also required to serve commercial enrollees as well. However,
in the 104th and 105th Congress, proposals have surfaced which would remove some
of the state regulatory foundation for these plans. For example, under S. 146, the
"Provider Sponsored Organization Act of 1997," health insuring organizations that
meet the definition of "qualified provider-sponsored organization" (P80) would not
be required to meet either of these requirements in certain circumstances.
S. 46 defines "qualified provider-sponsored organization" as a public or private
entity that is a provider or a group of affiliated providers organized to deliver a
spectrum of health care services (including basic hospital and physicians services)
under contract to purchasers of such services. It does list four ways in which an organization would be considered a group of affiliated providers. The specific language
of S. 146 makes it difficult to understand what organizations actually would be considered a qualified PSO. The bill does not define the term provider. The definition
of affiliation is also loose. Further, while qualified PSOs must provide a substantial
portion of services directly, the definition of substantial portion is left to be defined
by the Secretary.
The definition of qualified PSO in this bill has the same problems as other federal
proposals that have attempted to differentiate a provider-sponsored health insuring
organization from one that is not provider-sponsored. Health insuring organizations
orgacurrently licensed by the states as HMOs are not mutually exclusive from the
nizations that might fall within the proposed legislation's definition of qualified
PSO. Because of the lack of substantive difference among provider and non-provider
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state does not act on the application within 90 days, or the state denies the application and the Secretary determines that the state s standards impose unreasonable
barriers to market entry. The bill also requires that the Secretary of HHS contract
with the appropriate state agency to monitor the qualified PSO's performance.
While the bill draws upon the NAIC's HMO model for solvency requirements, its
differences from the model are significant. These differences include the requirements for minimum net worth, the factors that are required to be considered in the
calculation of net worth requirements, and the statutory accounting treatment of
health delivery assets. The adoption of these standards at the federal level will undermine effective solvency regulation at both the state and federal level.
In addition to providing for inadequate solvency standards, the bill also does not
consider the differences in health insurance markets throughout the country. States
have experienced different levels of managed care penetration, in part because of
the different evolutionary stages of their health care markets. The level of managed
care penetration impacts the kinds of standards that might be appropriate. Consequently, uniform regulatory standards across the country may hinder, instead of
foster, the growth of managed care in the Medicare prog am or te commercial market. We respectfully request that this Subcommittee acknowledge the differences in
heath insurance markets and recognize the expertise of the states in applying appropriate consumer protection standards for their jurisdictions.
Because, under this proposal, the states will not have the ability to perform basic
underlying licensure activities, for the next few years the federal government will
be exclusively responsible for enforcement of the bill's standards. Without the underlying licensure activities conducted by state insurance departments, the federal
program will be burdened with an additional degree of monitoring and enforcement
for these organizations. This burden may be particularly acute given the lack of experience of many providers in assuming insurance risk. The early years of a health
insuring organization's development are the most critical and precarious. While the
Medicare program has in place some standards and performs some oversight, the
level of standards and oversight do not mirror the depth of state regulation.
Further, the Medicare program does not currently have in place the resources to
duplicate the state regulatory framework or the breadth of experience to perform
effective consumer protection. Absent significant investments in a regulatory framework by the federal government, consumers will not benefit from the necessary protections offered by state insurance regulation.
Medicare Supplemental Insurance Proposals
The Committee has also asked us to comment briefly upon the topic of Medicare
Supplemental ("Medigap") insurance and some of the recent proposals in this area.
We understand that this topic was covered in more depth yesterday. In addition,
the NAIC Committee will continue to review the proposals in more depth and would
like to reserve the opportunity to provide the Committee with more detailed comments at a later date.
A recent bipartisan bicameral proposal in this area, cosponsored by Senators
Chafee and Rockefeller and Representatives Johnson and Dingell, among others, S.
302, proposes changes to enhance the portability of Medigap insurance along with
a few other areas discussed briefly herein. In addition, the Clinton Administration
has released a brief summary of some changes in the Medigap area that the Clinton
Administration intends to include within its budget proposal; legislative language
on this proposal has not yet been released.
Portabilityand Open Enrollment
Both the Administration version and S. 302 contain provisions that would increase portability options for the disabled and for individuals losing coverage or
switching from managed care plans to Medicare fee-for-service (FFS) plans; although these proposals differ in some respects. The NAIC Committee would like a
further opportunity to review the details of these and would like to offer its technical and policy support.
GuaranteedIssue for Non-Elderly Medicare Beneficiaries
On this point, the Administration and bipartisan proposals are similar. The Clinton Administration proposes to amend Sec. 1882(sX2XA) of the Social Security
Act[61 to provide disabled individuals who have not attained the age of 65 with the
opportunity to enroll in a Medigap plan before or during the six-month period in
which the individual first enrolls for Part B benefits. Similar to the Administration's
proposal, S. 302 would amend Sec. 1882(sX2XA) to prohibit preexisting condition exclusions during the initial six month enrollment period in which an individual is eligible for benefits under Part A and is enrolled for benefits under Part B. Currently,
the disabled are potentially subject to a six month waiting period for preexisting
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conditions during open enrollment periods. Both proposals would eliminate this limitation.
Open Enrollment Provisions
Under S. 302, individuals who (1) have been continuously covered (no break exceeding 63 days) and (2) choose a new plan with benefits that are comparable or
less generous than those of the beneficiary's current plan, will be guaranteed issuance of a new Medigap policy without the imposition of preexisting condition exclusions in certain circumstances. Guaranteed issue would apply to individuals falling
within the five categories listed below:
1. Medicare managed care or health care prepayment plan enrollees who
move from their plan's service area or who belong to a plan that is terminated
or not renewed.
2. Medicare SELECT plan enrollees who move from their plan's service area,
or whose insurer becomes bankrupt or insolvent or closes the block of business
to new enrollment.
3. Medigap plan participants who move to a state where their insurer is not
licensed, or whose coverage is terminated because of insurer bankruptcy or insolvency or because their insurer closes the block of business to new enrollment.
4. Beneficiaries of employer-sponsored health plans that provide supplemental
Medicare benefits, when the plan terminates, ceases, or significantly reduces
the individual's benefits.
5. First time enrollees in Medicare managed care, Medicare SELECT or
health care prepayment plans who decide to return to Medicare FFS during the
first 12 months of enrollment.
Note: language in the section covering managed care health care prepayment
plans specifies that termination is "by the enrollee," while the Medicare SELECT
section language merely references "termination," without specifying by whom.
S. 302 includes a requirement wherein the offering organization, insurer, or plan
administrator has the burden of informing the individual of his or her rights and
of issuer obligations in these circumstances. The Clinton Administration also proposes to institute open enrollment in certain listed circumstances; however, that language is unavailable at this time.
Once again, the NAIC Committee would like an opportunity to work with the
sponsors of both proposals in the near future and to offer the expertise its members
have gained in regulating this market and helping to institute safeguards against
adverse selection.
Annual Open Enrollment
A proposal for an annual November open enrollment period is unique to the Clinton Administration's proposal. This period would be coordinated among all Medigap
and Medicare managed care policies. Both proposals eliminate insurers' ability to
impose preexisting condition exclusions on new enrollees.
Annual open enrollment is not an untried mechanism; however it is important
that any proposal be carefully crafted to avoid any adverse selection where enrollees
can jump into the system when they anticipate a claim and out of the system after
they get well, without a penalty and at cost to those who stay in the system regardless of their health status.
Standardizationof Medicare Managed Care Plans' Benefits Packages
The Administration has proposed that the Secretary of HHS standardize Medicare
managed care plans through consultation with NAIC, consumer groups, managed
care plans, health care providers and insurers. After the Medicare managed care
plans were standardized, the Administration would request NAIC to revisit the
standard Medigap plans (A-J) and to recommend any possible restructuring of the
A-J packages to "facilitate maximum feasible comparison."
The states and the NAIC appreciated their role in the original process of standardizing Medigap packages pursuant to OBRA .990. We look forward to the opportunity to review the legislative language of this proposal and to comment in more
detail at that time on both the policy behind tI e proposal and the potential state
and NAIC role in the process.
Community Rating
The Administration proposal would require community-rating in Medigap plans.
As the Committee is aware, rating is an area which has traditionally been reserved
to the states. The NAIC Committee will further examine the details of the proposal
and provide comment at that time.
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Standardizationof Benefits Information
Both proposals contain provisions that would expand the content and availability
of consumer benefit comparison information.
S. 302 would establish a capped, $35 million per year, grant program whereby
HHS would provide private organizations and/or state agencies with money to create and distribute plan comparison information and consumer survey results for
plans within a particular area. The legislation would require plan issuers to conduct
consumer satisfaction surveys and to make the results available to the Secretary of
HHS and state insurance commissioners.
The Administration's proposal would provide for the development of a information
program through a contract and grant mechanism. The funding would include a
counseling grant program. Details of the Administration's plan are not yet available.
The NAIC Committee appreciates the potential role reserved for the states under
both proposals but would like to examine them in more detail. It is very important
that any such program, build upon, rather than recreate or replace, any existing
state counseling programs with expertise in counseling senior citizens in the
Medigap area.
CONCLUSION

For state insurance regulators, the determination of whether and how to regulate
an organization is triggered by the function the organization performs and not the
acronym by which the organization may be known. In making such assessments,
state insurance regulators focus on whether the organization engages in the business of insurance. To this end, the most essential element to consider is whether
the organization has assumed insurance risk. The acronym or ownership of an organization should not impact the decision whether an organization should be treated
as a health insuring organization under the existing regulatory structure. This principle applies to organizations that are provider-sponsored. Provider-sponsored organizations assume insurance risk and ought to be regulated like other health insuring organizations by the states.
State insurance regulation offers essential elements of an effective regulatory
framework for organizations serving the Medicare managed care program. We urge
you not to hinder the ability of the states to use their expertise and apply the standards appropriate to their market. Federal preemption of state insurance regulation
will weaken protections for Medicare beneficiaries, further segment the health insurance market, and result in standards inappropriately tailored to some state insurance markets.
We also look forward to the opportunity to work with the sponsors of S. 302, as
well as with the Clinton Administration, to offer the assistance of the NAIC Committee in the area of Medigap insurance.
We appreciate the opportunity to testify before you today concerning the regulation of provider-sponsored organizations and Medigap. The NAIC looks forward to
working with the 105th Congress on this and other issues of mutual concern.
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PREPARED STATEMENT OF RICHARD REINER

Mr. Chairman, I am Richard Reiner, President and Chief Executive Officer of
Florida Hospital Healthcare System, a provider-sponsored organization (PSO) with
a Medicare contract. In December 1996, Florida Hospital Healthcare System was
awarded final approval for our Medicare Choices Demonstration Project from the
Health Care Financing Administration (HCFA). I am pleased to appear today to
share our experience to date.
OVERVIEW OF FLORIDA HOSPITAL HEALTHCARE SYSTEM

OrganizationHistory and Present Operations
Florida Hospital, the flagship hospital of Adventist Health System, Inc., has been
providing comprehensive health care services to Central Florida residents since
1908. Florida Hospital is one of the largest Medicare providers in the nation, based
on admissions, and the leading Medicare provider in the state with over 20,000 admissions per year. With a long-established, successful history of serving the Medicare population Florida Hospital enjoys a 45% share of the Central Florida Medicare market. Of the Medicare business Florida Hospital currently does, 86% is traditional Medicare fee-for-service and 14% is from Medicare risk plans.
Of the following five Medicare risk plans in the Central Florida market, Humana
and AvMed are the ones for which Florida Hospital currently is a direct hospital
provider.
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With a strong desire on the part of the hospital and the medical staff to develop
a more integrated system of coordinated care, Florida Hospital and its physician
leadership developed in late 1994 the necessary expertise andrelated administrative
components of a PSO called Florida Hospital Healthcare System (FHHS). FHHS is
a fully integrated delivery system capable of providing the full range of Medicare
benefits for members for a flat monthly fee.
The FHHS provider network for Medicare full-risk business includes 615 physicians, as well as five hospitals, 13 walk-in medical centers, and 14 ancillary providers. FHHS has the ability to negotiate and execute contracts on behalf of each affiliated provider in the network.
FHHS offers provider networks and administrative capabilities for a variety of insurance partners, including preferred provider organizations (PPOs), point-of-service
plans (POSs), and health maintenance organizations (HMOs), for commercial, Medicare and Medicaid products. Key core operational areas and administrative services
of FHHS include utilization management, quality management, contracting, provider relations, credentialing, medical management, claims management, financial
management, information systems, sales and marketing, compliance, and member
services.
Mission
One of the special features of our PSO is that we are a local hospital system offering a full range of comprehensive health care services for the Medicare community.
We do not have an HMO or insurance partner, or an HMO license. We feel that
the ability of the Medicare member to deal directly with providers (hospitals, physicians and ancillary providers) of health care services achieves a higher level of patient satisfaction.
As a local plan offered by a community-based hospital, our mission is to strive
to improve the health of our members both now and for the future. As part of the
we
local community, FHHS is attentive to the long-term interests of the community
serve. We have formed effective partnerships with local health care and community
organizations to implement community health improvement initiatives, such as
Orlando's Health Care Clinic for the Homeless.
PhysicianInvolvement
As a PSO, FHHS is a partnership between Florida Hospital and its physicians,
and is jointly governed to allow for effective integration. Our philosophy is that pro-
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viders must share in the accountability of providing quality health care services that
achieve the best outcomes and the lowest possible costs. We believe there is a significant opportunity to align the financial incentives of health care providers by allowing the hospital, physicians and plan members to work together to make the
most appropriate health care decisions, insuring cost-effective and high-quality
health care.
FHHS believes there is a substantial benefit to providers and to members when
the economic and patient care incentives are all aligned. Through either direct ownership or shared substantial risk, providers affiliated with our PSO share a significant common economic interest through shared financial accountability and governance. FHHS physicians have incentives to monitor their own peers, look for underand overutilization and questionable business practices, and resolve quality issues
because of the impact these areas have on the success of the PSO. FHHS providers
take total ownership for patient satisfaction, financial success and quality outcomes.
As a PAO, FHHS physicians and other clinical staff are actively involved in decision making about medical care, and in the development of patient care, quality and
operational policies and procedures. FHHS physicians and clinical staff have the
ability to manage costs and efficiency, control utilization, and achieve positive outcomes of care. We believe no one can manage medical costs better than health care
providers who have the right information and management tools.
FHHS is managed by a Board of Directors appointed by Adventist Health System,
Inc. Board membership, consisting of 13 physicians (primary care and specialists)
and five hospital representatives, jointly govern the daily operations and management of FHHS.
In addition, three committees serve and assist the Board. Each committee is comprised of 12 representatives of the FHHS physician membership, including a physician chairman:
" The Medical Management Committee is responsible for the overall clinical management of each plan member along the entire continuum of care. The Medical
Management Committee is supported by six Patient Care Committees (comprised of 10 physicians each). The Patient Care Committees, which meet monthly, are responsible for day-to-day utilization review and quality activities.
" The Provider Compensation Committee oversees the development of physician,
hospital and ancillary reimbursement methodology and policies.
" The Network Development Committee is responsible for maintaining a highquality provider network which guarantees adequate geographic coverage and
access.
Currently, over 100 PSO physicians participate on the Board of Directors and the
various committees to make decisions about how care is delivered, how utilization
will be managed, and which physicians and facilities will be part of the network.
In addition, physicians determine payment methods for hospitals, physicians and
ancillary providers. FHHS believes this time and energy that the PSO physicians
expend is an invaluable resource that can't always be measured on the FHHS balance sheet.
THE MEDICARE CHOICES DEMONSTRATION PROJECT

History
Over four years ago prior to development of its PSO, Florida Hospital tried to develop a partnership with a local HMO in order to jointly label a product and enter
into a long-term business relationship that would permit Florida Hospital to provide
services to local patients for the foreseeable future. Unfortunately, we were not able
to find an HMO willing to look past its next quarter's earnings in order to form a
partnership with our hospital and physicians. Therefore, we decided to apply for
HCFA's Medicare Choices Demonstration Project on our own as a PSO.
We recognized that in order to become a demonstration site we had to demonstrate certain core competencies. Although we knew we would be able to serve
a significant number of Medicare members using the existing administrative components that the hospital and the physicians already developed through FHHS, we
also needed to establish additional infrastructure for Medicare operations, compliance, enrollment/eligibility, sales and marketing. Therefore, in addition to our core
competencies described earlier, we launched efforts to enhance our management information system, develop Medicare-specific policies and procedures, modify and
augment existing policies and procedures, and increase staffing for sales, member
services, medical management and claims management. FHHS believes these competencies, as well as the ones mentioned earlier, need to be demonstrated before a
PSO is eligible to be certified by HCFA for a Medicare risk contract.
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to meet certain solvency and capital requirements. HCFA required that two and a
half months of estimated claims be covered either through the equity of a parent
organization or through other mechanisms, and that we were capitalized sufficiently. HCFA recommended that our PSO borrow an additional $2 million beyond
what we had already capitalized.
These requirements could be met in a variety of ways, including by subordinated
debt, capital from physicians and the hospital together, or a greater proportion of
capital from either physicians or the nospital. In our case, FHHS' parent corporation, Adventist Health System, Inc., with total assets in excess of $1.2 billion and
e uity in excess of $500 million, provided that support, including the $2 million of
additional capital. Adventist Health System, Inc., made a significant investment in
the PSO because its leaders understood the need to shift from focusing on hospital
admissions, and treating sickness and disease to the new focus of covered lives of
plan members with an emphasis on wellness and prevention.
FHHS has assumed full financial risk for providing services to Medicare beneficiaries. The amount of financial risk HMOs currently transfer to hospitals under
direct contracts isn't any different or greater than what FHHS has assumed under
the Medicare project. In fact, like many PSOs, FHHS has already been accepting
this type of financial risk from HMOs for some time.
Application Process
In 1995, HCFA encouraged managed care organizations and PSOs to submit innovative managed care options for its Medicare Choices Demonstration Project in the
form of a competitive medical plan. HCFA received a pre-application proposal from
FHHS, as wellas 371 other potential candidates from nearly every state in the nation.
FHHS then worked to assemble a full competitive medical plan application, which
was submitted to HCFA on December 15, 1995. HCFA selected 52 plans for further
consideration.
HCFA narrowed these down to 37 applications and then selected 25 of these for
final consideration. The 25 finalists included HMOs, PPOs, and nine PSOs of which
FHHS was one. FHHS was chosen as one of these 25 finalists (one of only two sites
in Florida).
FHHS received an on-site review by HCFA on August 27-29, 1996, and was
awarded final approval on December 26, 1996. FHHS' Medicare product, called Florida Hospital Premier Care, immediately went operational.
Before it would approve our Medicare product, HCFA required our PSO to meet
the same criteria as a Medicare HMO, including:
" Medicare Operations-Member services; grievance and appeals process; compliance; and marketing.
" Health Services Delivery-Provider network size; specialty mix; adequate geographic distribution; availability, accessibility and continuity of services; and
out-of-area coverage. In addition, for quality assurance, we had to go beyond the
HMO criteria due to the waiver of the 50/50 rule (tying Medicare and Medicaid
enrollment to commercial enrollment). When this rule is waived, as it was for
FHHS, PSOs must meet higher quality standards by demonstrating case-bycase utilization review for evaluating patterns of care and demonstrating physician involvement in the quality and utilization review process.
" Financial plan--Solvency and capital (as described earlier)
* Legal Items-Ability to do business as a corporation; state authority to operate;
and provider contracts and agreements.
For the purpose of our demonstration, HCFA, with cooperation from Florida's Department of Insurance, waived several requirements, including the requirements to:
" Have 50% of our covered lives in commercial HMO business;
" Have a minimum of 5,000 total covered lives from commercial HMO business;
and
* Have a state HMO license to operate-in the State of Florida.
The Florida Department of Insurance waived these items because it believed there
was adequate oversight and regulation of FHHS' plan by HCFA.
ProjectDescription
As a community-based PSO structured as an integrated delivery system, FHHS
is in a unique position to provide Medicare beneficiaries with an additional delivery
system choice which allows them to deal directly with the providers of health care
while providing HCFA an opportunity to test an alternative payment arrangement
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called a risk adjuster model. The risk adjuster model is based on the current health
status and expected resource consumption of plan members.
Service Area
FHHS' Medicare product is available to Medicare beneficiaries in the tri-county
service area of Orange, Osceola and Seminole Counties. The service area has over
140,000 Medicare eligibles and a 30% Medicare risk HMO penetration.
In the future, FHHS intends to apply to HCFA for a phased expansion into the
rural counties of Lake, Volusia, Flagler, Highlands and Hardee, which have a combined total of approximately 163,000 Medicare eligibles. We believe the hospitals
and physicians in these outlying rural markets will need to purchase infrastructure
and management support from a larger affiliated entity or pool resources and form
alliances with other networks, such as FHHS' PSO. This is one example of how
PSOs can be expanded into rural markets at a lower cost.
Provider Network
FHHS serves Medicare beneficiaries with a comprehensive medical delivery system that includes hospitals, walk-in medical centers, nursing homes, physicians, allied health professionals and ancillary providers. FHHS, whose providers are
credentialed according to the National Committee on Quality Assurance (NCQA)
standards, has been successful in attracting a large number of quality providers in
the service area who have not previously participated with other Med °are HMO
products.
We believe the integration of our providers into our medical management process
is superior to that used by traditional Medicare HMO plans. The integrated structure of FHHS involves providers in this process, making FHHS attractive to providers to participate in, and allowing FHHS to achieve increased member satisfaction
by providing broad geographic access.
FHHS built its Medicare risk provider network by contracting with primary care
and specialist physicians in the service area on a risk-sharing basis. FHHS expects
the provider network to increase from 615 to 800 physicians by late 1997. Currently,
FHHS offers a comprehensive Medicare provider network in the tri-county service
area that provides broad specialty mix and geographic access consisting of over 100
primary care physicians, 416 specialist physicians and 99 hospital-based physicians.
Network Stability
FHHS is built on a stable provider network base that includes the very providers
with whom many of our members already have established relationships under traditional Medicare. With FHHS, a member is more likely to maintain a stable relationship with his or her personal physician, whereas other health plans may change
their participating providers frequently or merge/consolidate with other managed
care organizations.
Convenience and Access
One of the key marketing strategies of FHHS for the Medicare population is to
capitalize on the size, depth and name recognition of our provider network. Through
our extensive provider network, FHHS offers members convenient access to medical
services at five acute care facilities throughout Orange, Osceol'] :)rnd Seminole Counties.
FHHS also offers 13 walk-in medical care centers strategically located throughout
the tri-county service area. Most facilities have extended evening and weekend
hours. In addition, these centers have the ability to reduce inappropriate utilization
of emergency room services by giving members another access point for non-emergency care.
For all Medicare beneficiaries in FHHS' service area, the average distance to an
FHHS hospital is six miles and the average distance to an FHHS walk-in medical
center is five miles. There is an average of five FHHS primary care physicians within five miles of home for all Medicare beneficiaries.
FHHS has also contracted with a comprehensive network of ancillary providers,
including outpatient dialysis centers; home health and home infusion programs; durable medical equipment, prosthetic, and orthotic suppliers; skilled nursing facilities; and free-standing surgical facilities.
In addition to its multiple convenient access points, FHHS offers geriatric health
care services, providing a full range of services for elderly individuals with chronic
illnesses. These services include, but are not limited to, cardiology, cancer, orthopedics, rehabilitation and diabetes. In addition, demand management is offered
through MedAdvice, a 24-hour telephone nurse triage program.
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Benefit Plan

FHHS' zero-premium benefit plan enhances the traditional services covered by
both Medicare Part A and Part B by including preventative services such as mammograms and physical examinations, a prescription drug benefit, eyeglasses and
contact lenses, hearing aids, and more.
Member Services
Currently, FHHS has a successful track record in providing comprehensive and
responsive member services. Our Healthcare Information Center provides complete
member services to plan members and strives to meet the daily individual needs of
our members by welcoming new members to the plan, answering their questions
about plan benefits, assisting in selection of primary care providers, etc. In addition,
member services maintains excellent member relations for retention purposes.
Reimbursement Arrangements
FHHS is designed to assume full risk for Medicare Part A and Part B services
for the beneficiaries that select FHHS' Medicare plan. FHHS' primary care physicians and hospitals are capitated. FHHS' specialist physicians are paid on a fee-forservice basis from capitated pools.
Additionally, the FHHS claims system is able to pay out-of-area hospital and physician claims. This system also tracks claims payment for reinsurance reporting.
FHHS has purchased reinsurance and outli,3r payment coverage from an independent insurance company to protect against catastrophic cases.
In addition to demonstrating PSO capabilities, FHHS is testing a new reimbursement arrangement that could possibly allow HCFA to adjust our payment based on
the health status of our members. FHHS' payment arrangement with HCFA is
based on a risk adjuster model which is designed to provide better data on how
much to reimburse a health plan depending on the health status of its members.
Based on predetermined risk-sharing corridors with HCFA, FHHS can potentially
save money for HCFA depending on the health status (severity-adjusted) of the
Medicare beneficiaries who join our plan.
Under this model, FHHS is paid based on a percentage of the applicable Adjusted
Average Per Capita Cost (AAPCC) for each member. At year end, FHHS' reimbursement will be adjusted using the hierarchical coexisting conditions (HCCs) version
of the diagnostic cost group (DCG) model, which is based on the health status of
plan members and the consumption of services over the past year. Under this arrangement, adjusted Medicare payments to FHHS are built around a floor and ceiling, thus limiting FHHS' and HCFA's potential upside and downside exposure.
Data Reporting Capabilities
Unlike many HMOs, our PSO has access to hospital clinical data, as well as
claims data. FHHS collects, measures and utilizes clinical data to deliver coordinated care, manage the quality of care, and aggressively manage utilization of services. FHHS is able to successfully monitor and analyze quality of care through its
experience and infrastructure. FHHS has the ability to integrate, track and analyze
both clinical and cost data that spans the entire PSO, including hospital cost and
quality data, as well as outpatient data from the ambulatory setting and the physicians' offices.
FHHS will provide HCFA with quarterly utilization reports that include severityadjusted and case mix-adjusted data, HEDIS indicators, and member satisfaction
data. FHHS also provides HCFA with encounter data for Florida Hospital Premier
Care members that encompasses all services covered by Medicare.
Quality of Care Approach
The FHHS Medical Management Program is designed to monitor, evaluate and
improve the quality of care delivered to patients. The program meets all standards
for both the National Committee for Quality Assurance (NCQA) and the Joint Commission for the Accreditation of Health Care Organizations (JCAHO). A critical component of the system is the ability to manage the health care needs of a population
in order to provide the best care in the best setting.
Quality assurance and utilization review allow fHHS to perform continuous quality improvement, evaluate continuity of care, and monitor the over- or underutilization of services. In addition, FHHS provides each member with health education,
an important factor in keeping members healthy versus treating them once they are
sick. As a PSO, FHHS is leading the transition to focus on wellness instead of on
sickness.
Through the quality and utilization management process, provider practice patterns are monitored and evaluated for both in- and outpatient services. If issues for
improvement are confirmed, a corrective action plan is implemented which may in-
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clude staff education and development, administrative changes, contract changes,
intensified performance monitoring, peer review, limitation of privileges, sanctions,
suspension or ultimately termination.
Other quality and utilization management resources include demand management
through MedAdvice, a 24-hour telephone nurse triage program, and disease management through targeted interventions for high-risk and chronically ill members.
Health education and screenings are also offered, as well as appropriate outpatient
testing specific to the Medicare population.
ENROLLMENT RESULTS FOR FHHS' MEDICARE PRODUCT

Goals and Strategies
FHHS' enrollment goal for its Medicare product is 1,000 members per month for
a total of at least 12,000 per year. FHHS' broad-based marketing efforts target the
approximately 140,000 Medicare beneficiaries in the service area of Orange, Osceola
and Seminole Counties. According to HCFA, about 30% of these beneficiaries are
currently in Medicare managed care plans. This 30% has been achieved by HMOs
over an eight-year period and new enrollment has been somewhat stagnant over the
past year.
The target audience includes Medicare beneficiaries who are currently enrolled in
a managed care program; those who have not enrolled in a managed care program
due to a lack of understanding, fear of the unknown, fear of reduced access to their
primary care provider, or inability to access Florida Hospital because of HMO contracting decisions; and elderly newcomers relocating to Central Florida.
Florida Hospital, which focuses on impacting quality of life through comprehensive health services and wellness education, enjoys exceptional health outcomes and
name recognition with the Medicare population in Central Florida. FHHS is capitalizing on this established position in the marketplace for attracting enrollees to its
Medicare product.
Initial Response and Enrollment Results
As a demonstration site, FHHS has received an overwhelmingly positive response
from the local community. We believe this early success is due to Florida Hospital's
name recognition and existing reputation for providing excellent care within the
market.
On the day the first Florida Hospital Premier Care newspaper ad ran (December
31, 1996) in The Orlando Sentinel, over 1,000 calls were received. We ran a second
ad on New Year's Day and received more than 2,500 calls. A grand total of about
5,500 calls were received during the first week of operation.
All of the pre-scheduled sales seminars (three to four daily each week) were
booked within the first week as well, causing Florida Hospital Premier Care to add
an additional 10 seminars per week. By the end of January, over 2,500 Medicare
beneficiaries had attended one of over 60 seminars to learn about Florida Hospital
Premier Care.
Currently, the close rate (individuals who join the plan) for the enrollees attending these seminars is 39%. Based on our best information about the enrollment history of HMOs around the country, this is an unusually high close rate. We believe
our high close rate is due to the act that the plan is locally organized and operated
by hospitals and physicians in the community. In fact, according to many Florida
Hospital Premier Care applicants, Florida Hospita! would be the only hospital they
would choose to go to and have been waiting for a health plan like Florida Hospital
Premier Care as an alternative to joining an HMO.
Enrollment results to date are as follows:
Month

ry ....................................................................................................................................................................
Fe rua
.......................................................................................................
March ...............................................................
D: ........................................................................................................................................................
Total YT
Total YT Expected After April Enrollments: 4,140

Number of
Metnber

393
1,9 74
2 ,367

Of the Medicare beneficiaries joining FHHS' plan, 40% are from Medicare HMOs
and 60% are from traditional Medicare fee-for-service, including Medicare supplemental programs.
Disenrollment for the first 60 days has averaged under 1%. The main reason for
disenrolments is snc vbirds (individuals leaving the service area).
In a recent random survey of 120 current members, FHHS learned the following:
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Topfour reasons for oning Flodda Hospital Premier Care:
Florida Hospital Reputation.
Doctors in Plan.

Reduced Out-of-Pocket Expenses.
... ter Benefits.
ft ; factors Inthe decision to Join Florida Hospital Premier Care:
Top
Florida Hospital Name.
Quality Physician Network.

Access to the P"yician Network.
Benefits Offered.

The Importance of joining a health plan operated by alocal hospital and physicians versus anInsurance company:
Very important ..................................................................................................
Neither important nor unimportant (neutral) ...................................................
Unim portant ......................................................................................................

8 3% of respondents
12% of respondents
0% of respondents

The Importance of belonging to a non-profit provider-sponsored plan such as Florida Hospital Premier Care versus a

for-profit health care plan:
Very important ..................................................................................................

Neither important norunimportant (neutral) ...................................................
Unim portant ......................................................................................................

82% of respondents
17%of respondents
0% of respondents

TheImportance of having a health care plan headquartered In the local community versus a health care plan

headquartered elsewhere:

Very important ...................................................................................................
Neither important nor unimportant (neutral) ...................................................
Unim portant ......................................................................................................

92% of respondents
13% of respondents
2% of respondents

SUMMARY
Many PSOs welcome the opportunity to provide a viable alternative to how health
care has been delivered to Medicare beneficiaries through HMOs over the past 10
years. FHHS has been and continues to achieve much of the theory behind what
PSOs are capable of doing, such as managing, financing and coordinating care.
FHHS believes that PSOs:
" Demonstrate how hospitals and physicians can work together to coordinate the
process of health care delivery, commit the necessary resources to do so, and
align economic and patient care incentives.
" Increase the types of plans available to Medicare beneficiaries.
" Show that community-based PSOs are often preferred by the community over
HMOs.
* Deliver high-quality, cost-effective health care which will have equal or higher
levels of enrollment and stability.
" Achieve higher member satisfaction.
• Improve the health status of the local community.
Mr. Chairman, I have carefully reviewed the Fristl/Rockefeller bill, S. 146, and,
based on my experience working with the Medicare program in creating our PSO,
I am convinced there are several reasons federal PSO legislation is needed to prevent barriers to entry from inhibiting the growth of this market and to ensure adequate choices for beneficiaries.
PREPARED STATEMENT OF MICHAEL THOMPSON, FSA, MAAA

The American Academy of Actuaries is the public policy organization for actuaries
of all specialties within the United States. In addition to setting qualification standards and standards of actuarial practice, a major purpose of the Academy is to act
as the public information organization for the profession. The Academy is nonpartisan and assists the public policy process through the presentation of clear, objective analysis. The Academy regularly prepares testimony for Congress, provides
information to federal elected officials and congressional staff, comments on proposed federal regulations, and works closely with state officials on issues related to
insurance.
The American Academy of Actuaries appreciates the opportunity to provide comments to the Senate Finance Committee on the important issue of improving choices
under the Medicare program. The Academy hopes that you find these comments
helpful as you consider the various proposals on reforming the Medicare program.
The American Academy of Actuaries has analyzed numerous elements involved
with health care reform initiatives. The actuarial profession is uniquely qualified to
examine the various alternatives to reform Medicare due to the profession's exten-
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sive practical experience designing efficient health care plans for employers and
other organizations in the private sector. Additionally, the actuarial profession has
provided actuarial input on the Medicare program and other social insurance programs.
The Senate Finance Committee has asked the Academy to comment on the Administration's Medicare reform proposals regarding provisions to improve choices
under the Medicare program. This testimony discusses the implications of adding
Medigap access provisions, including provider sponsored organizations as insurers
in the Medicare program and managed care reimbursements.
Increased Medigap Access Provisions
The Administration's 1998 budget proposal would provide "new open enrollment
requirements and prohibitions against the use of pre-existing condition exclusions.
tohelp Medicare beneficiaries who wish to opt for managed care but fear they will
be 'locked-in' and unable to access their old Medigap protections if they switch back
to a fee-for-service plan."
Open enrollment: Currently, Medigap insurers are required to maintain a six
month open enrollment commencing when the Medicare beneficiary first turns age
65 or becomes eligible for Medicare. After this mandated open enrollment period,
most Medigap carriers require Medicare beneficiaries to submit some form of evidence of insurability to be eligible for all or some of the Medigap policies offered.
Some existing carriers (not all) will waive this requirement if:
" The individual is currently enrolled with another carrier's Medigap policy and
is enrolling in a similar or lesser policy with no greater benefits; andor
* The individual is enrolling for one of the lesser Medigap benefit options (e.g.
those without drug benefits).
These limitations on open enrollment are designed to limit the degree to which
individuals can defer enrollment in one of the Medigap plans or a richer Medigap
plan to when they are in poor health. These restrictions help to stabilize Medigap
premiums for Medicare enrollees in these plans and limit the required subsidy for
unhealthy individuals who select against the Medigap insurance pool.
Any liberalization in Medigap mandated open enrollment requirements are likely
to increase the cost of Medigap coverage for some, if not all, current Medigap enrollees. The extent of increase will vary by carrier depending on the degree of underwriting requirements currently in place and on Medicare Risk plan penetration and
disenrollment in the Medigap plans rating area. Allowing individuals enrolled in
Medicare Risk plans to disenroll and enroll in any Medigap policy without medical
evidence will also likely increase costs of the Medigap plan as wel as Medicare. due
to the tendency of individuals with greater health costs to favor less restrictive coverage.
A recent analysis done by the Physician Payment Review Commission (source:
Physician Payment Review Commission, 1996; Washington; the Commission. 1996)
is illustrative of the potential selection which can impact the costs of Medigap planf.
The study examined enrollees in Medicare Risk plans between 1989 and 1994 and
compared their spending with a controlled group of individuals who remained in the
traditional fee-for-service Medicare environment. The analysis showed that:
" Individuals enrolled in Medicare Risk plans spent 63 percent as much as average Medicare beneficiaries during the six months preceding enrollment when
both groups were enrolled in traditional Medicare; and
" Individuals who disenrolled from Medicare Risk plans and returned to the traditional Medicare fee-for-service plan spent 160 percent of the average beneficiary in the six months following disenrollment. Another potential concern is
that unhealthy individuals will tend to favor Medigap plans with the richest
benefits. Consequently, it is likely that many carriers will elect no" to offer the
richest Medicare Supplement plans (such as those with drug benefits) and those
that do will likely experience even greater anti-selection. The extent of increase
in Medigap premiums (and traditional Medicare fee-for-service costs) due to
open enrollment requirements will depend on the specific natu-e of the open enrollment requirements. Increases in Medigap premiums (and in some instances.
traditional Medicare fee-for-service costs) can be minimized ji the:
* Open enrollment period is for a limited time period (such rA30 days) and a limited frequency (such as once per year or every other year)* Open enrollment is limited to comparable or lesser benefit plans than those currently enrolled for;
* Open enrollment does not apply to individuals who were not previously enrolled
in Mediga p or Medicare Risk coverages;
* Open enrollment is limited to the basic benefit plants; and/or
* Open enrollment provisions apply universally to all carriers.
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A "one time only" provision would also, theoretically, reduce the degree of antiselection. However, this provision is likely to be difficult, if not impossible to implement or enforce.
It is worth noting that employers who offer multiple health plans typically havea
an open enrollment at least annually. Those open enrollments generally are foren31-day period and generally do not apply to individuals who are not currently
rolled in any plan (new hires and individuals with life event changes are typically
given up to 31 days to enroll without medical evidences). Man employers have experienced some anti-selection and increase in traditional fee- or-service plan costs,
in part, due to these open enrollments.
It is important to ensure that the flexibility in the Medicare program does not result in:
" Unintended premium increases for Medicare Supplement insurance that would
unfairly impact seniors who purchase Medicare supplement coverage;
" Reduced market availability of some of the standard Medicare Supplement policies; and
" Increased Medicare fee-for-service costs due to addition! anti-selection.
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be necessary to ensure that provider service networks are subject to similar regulatory and solvency requirements as HMOs and traditional insurers.
Provider sponsored networks assume risks similar to HMOs or traditional insurers when they acceptprepayment for benefits promised for services delivered to
members. As with HM~s or insurers, there is a promise to pay for delivering a service on which the participant relies. The consequences of non-payment or non-delivery are real to the participant and just as catastrophic as they would be under a
similar insurance or HMO arrangement.
Most provider service networks are currently organized similarly to existing insurers and HMOs. Their ability to provide services directly does not meaningfully
reduce the actuarial risk present. In fact, while the ability to profit or lose fromprepayment arrangements may rest with all or a subset of the participating providers,
the obligation to provide services typically arises out of provider contractual arrangements or employment relationships which are similar to those utilized by regulated HMOs or insurers. The Academy believes that where the risk is the same, that
all health organizations (insurers, HMOs and provider service networks) should be
subject to similar regulatory and solvency requirements.
It is also important to recognize that the solvency of health plans will be impacted
by other entities participating in the Medicare program. All the players in the system need consistent regulation to avoid adverse selection against one or more sectors. Regulation needs to ensure that all appropriate players are consistently included or excluded.
The Academy is concerned about adequate solvency standards for new health entities. such as provider sponsored networks. For a detailed analysis of this issues
refer to the testimony being given today before the House Commerce Committee
Health and Environment Subcommittee on solvency standards for health organizations participating in Medicare.
Managed Care Reimbursements
The Administration's 1998 budget plan would "reduce Medicare reimbursement to
managed care plans from its current rate of 95 percent of fee-for-service rates to 90
percent."
The Academy was asked by this Committee to discuss alternatives to an acrossthe-board cut. such as modifying the risk-assessment method or modifying the current payment method which links HMO payments to fee-for service payments. Both
options appear to be alternatives worthy of further discussion and consideration by
Congress. Across-the-board adjustments such as the change from 95 percent to 90
percent will not address the inequities of the current system. Plans with higherthan-average cost populations will face payment cuts the same as plans with lowerthan-average cost populations.
For a detailed analysis on the role of risk adjustment and HMO payment policies
within the Medicare program, refer to the testimony presented by the Academy to
the U.S. House of Representatives Ways and Means Committee Health Subcommittee on February 25, 1997.
Conclusion
In order to measure the actual impact of these proposals, it will be necessary to
review and analyze specific legislative language. The American Academy of Actuaries is available to provide assistance to Congress and the Administration as steps
to improve the current Medicare system are being considered. We offer our help in
analyzing potential solutions and in helping elected officials and their staff understand the potential implications of any short-term actions.
PREPARED STATEMENT OF BRUCE C. VLADECK, Pi.D.
INTRODUCTION
Mr. Chairman, I am very pleased to be here to describe how the Health Care Financing Administration (HCFA) is working to make sure that Medicare beneficiaries receive high quality care under managed care. It is important that we clearly define and support measures to promote quality of care, not only for beneficiaries
enrolled in Medicare managed care plans and traditional fee-for-service, but for all
Americans in all types of health plans. We also are working to become more adept
at being a beneficiary centered purchaser, and as the Nation's largest purchaser of
health care, we want to effectively use market forces to obtain best value for our
beneficiaries.
Managed care options have been a part of Medicare since the program's inception.
With the signing of the first risk contracts authorized under the Tax Equity and
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* Beneficiaries' out-of-pocket expenses are limited-Under current law, Medicare
managed care plan enrollees are protected by limits on premiums and cost-sharing and by prohibitions against balance billing.
We have also been working toward enhancing beneficiary protections. Some steps
can be taken under current law, while other actions would require legislation.
" Improving the Appeals and Grievance Processes: The appeals and grievance
process serves as a check and balance on contracting plans and helps to ensure
that beneficiaries obtain all appropriate and medically necessary services. Improvement activities include an expedited appeals process for certain time-sensitive situations, shortened time frames for all other reviews involving service
denials and terminations, and improved health plan accountability on the results of appeals and grievances. However, we cannot afford to be complacent in
the face of recently publicized concerns, and streamlining the appeals process
is one of our highest priorities.
* Unrestricted Medical Communication: The Medicare statute requires that contracting health plans must make all covered services available and accessible
to each beneficiary as determined by the individual's medical condition. In feefor-service, Medicare beneficiaries are made aware of the full range of treatment
options by their physicians. Managed care enrollees are entitled to the same advise and consultation. This is a basic right of the patient and we have communicated the prohibition against "gag" provisions in a policy instruction to all
health plans.
" Post-Breast CancerSurgery Hospitalization:The national attention given to coverage of mastectomies indicates that there is a need for greater oversight. We
are committed to preventing sub-standard care in this area since Medicare pays
for one-third of all mastectomies. By law, Medicare beneficiaries who receive
mastectomies are entitled to coverage for all medically necessary care. The decisions about what is medically necessary should be made by a woman and her
doctor. To emphasize this, on February 12, 1997, we sent a policy letter to all
managed care plans, making it clear that they may not set ceilings for inpatient
hospital treatment or requirements for outpatient treatment. Similarly, we recently reinforced this message in Medicare's fee-for-service sector.
" Physician Incentive Plans: Effective January 1, 1997, the Physician Incentive
Plan Final Rule required managed care plans with Medicare or Medicaid contracts to disclose information about their physician incentive plans to HCFA or
the State Medicaid agencies, before a new or renewed contract receives final approval. Plans whose compensation arrangements place physicians or physician
groups at substantial financial risk must provide adequate stop-loss protection
and conduct beneficiary surveys.
" Prudent Layperson: The Administration's plan clarifies the obligation of Medicare managed care plans to pay for emergency services rendered to their
enrolles. By using HCFA's definition of "emergency services" as those services
that a "prudent layperson" would reasonably believe to be needed immediately
to prevent serious harm to the patient, States will be better able to determine
similar requirements for commercial managed care enrollees.
" National Marketing Guidelines: To ensure uniform interpretation and provide
beneficiaries with accurate and clear information about managed care plans, we
have developed the Medicare Managed Care National Marketing Guidelines.
These Guidelines, which will be released next month, were developed in cooperation with the American Association of Health Plans and representatives
of the health care industry.
" Beneficiary Information Publications:HCFA and its Department of Health and
Human Services (DHHS) partner agencies have developed several publications
to inform Medicare beneficiaries of their rights and options. These beneficiary
advisory publications answer frequently-asked questions about HMO enrollment
and disenrollment, potential fraud and abuse, and the appeals process. Also, the
latest edition of the Medicare Handbook was sent to all 37 million Medicare
beneficiaries and it is our goal that all beneficiaries receive an updated handbook every year.
" Comparative Information: We want to provide all Medicare beneficiaries comparative information that would assist them in making choices. In the President's FY 98 Budget Plan, we propose that comprehensive comparative information on all plan options, including Medigap, be provided to Medicare beneficiaries and be funded by the plans. In the interim, we are working on making
comparative information available on the Internet and to beneficiary insurance
counseling centers. Phase I of this project will be available by June 1997, and
will provide comparative market data about HMO benefits, premiums, and cost-
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profits by not delivering appropriate care. The goals of our quality initiatives are
to develop mechanisms to measure quality and to hold plans accountable for quality
improvement. We have two approaches toward achieving these goals. The first appreach is to use utilization data or encounter data to address "inputs" into the delivery of care. Most current performance measures are "process measures." Process
measures refer to clinical interventions (tests, medications, procedures, surgery)
which are believed to lead to favorable patient outcomes. While this approach has
limitations, encounter data and process measures provide significant insight into
the quality of care.
The second, and potentially the most efficient strategy for clinical performance
measures, is to move toward outcome measures. The problem is that the science of
outcomes measures is in its infancy. The movement towards better outcomes measures is critical for HCFA, like-minded purchasers, and beneficiaries in order to hold
plans and providers accountable for the care they deliver. HCFA and the Agency
or Health Care Policy Research (AHCPR) have been active in promoting research
to identify these measures. With such measurements in hand HCFA and the public
will be able to objectively compare managed care to itself and to fee-for-service, and
to determine whether managed care is living up to its potential to improve the quality of care. However, more research is needed, especially with regard to the health
care needs of the poor, elderly, and other vulnerable populations, and with how to
present this information effectively to beneficiaries.
As I indicated earlier in my testimony, a major focus of our efforts in recent years
has been in working with our partners in the managed care industry and with other
payers to accelerate and standardize the development of outcomes measures.
* HEDIS 3.0: The latest iteration of the Health Plan Employer Data and Information Set, HEDIS 3.0, reflects a joint effort of public and private purchasers,
consumers, labor unions, health plans, and measurement experts, to develop a
comprehensive set of measures for Medicare, Medicaid, and commercial populations enrolled in managed care plans. As of January 1, 1997, HCFA is requiring Medicare managed care plans to use HEDIS. This will facilitate comparison
of plan performance measures and permit HCFA to hold plans accountable for
the quality of the care they provide. HEDIS measures eight components including: effectiveness of care; access/availability of care; satisfaction with the experience of care; health plan stability; use of services; cost of care; informed health
care choices; and health plan descriptive information. HCFA, working with the
HEDIS Committee on Performance Management, was instrumental in adding
functional status for enrollees over age 65 as a measure in the "effectiveness
of care" category in HEDIS 3.0. This will be the first outcome measure in
HEDIS that will longitudinally track and measure functional status. It addresses both physical and mental status through a self-administered instrument
which determines whether the beneficiary perceives that his or her health status has improved, stayed the same, or deteriorated. In addition, six other measures that impact on Medicare beneficiaries have been added to the "effectiveness of care" category, including: mammography rates, rate of influenza vaccination, use of retinal examinations for diabetics, outpatient follow-up after
acute psychiatric hospitalization, and utilization of beta blocker in heart attack
patients.
* Foundation for Accountability: The Foundation for Accountability (FAcct) is
a new non-profit organization dedicated to helping purchasers and consumers
obtain the information they need to make better decisions about their health
care. As Federal Liaisons to the FAcct Board of Trustees, HCFA is joined by
other public and private sector partners, including the American Association for
Retired Persons, the Depaitment of Defense, the Office of Personnel Management, Ameritech, and American Express. The underlying premise of FAcct is
that better health care information, assembled from the consumers' point of
view, should help steer Americens toward the highest quality care. Specifically,
FAcct endorses and promotes a common set of patient-oriented measures of
health care quality. Together, HCFA and AHCPR have played major roles in
the development of FAcct quality measures for depression, breast cancer and diabetes. HCFA and the ASPE also recently contracted with the RAND Corporation, a non-profit research organization, to refine and test three sets of outcome
measures for implementation in 1998.
* Medicare Beneficiary Survey: In cooperation with HCFA, AHCPR initiated
the Consumer Assessment of Health Plans Study (CAHPS) to design a Medicare
beneficiary survey. This survey quantifies Medicare enrollee responses about
satisfaction with pIan roviders, access to services and providers, availability of
services, and quality o care. Beginning January 1 of this year, HCFA is requiring all health plans to use CAHPS, which is now available to the public. HCFA
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plans to administer the survey through an objective single third party vendor
in order to ensure comparability.
In addition to our quality measurement initiatives, we are actively involved in
promoting quality improvement.
" Projects to Assess Ambulatory Care in Managed Care Settings: The Medicare Managed Care Quality Improvement Project (MMCQIP) is designed to enhance HCFA's ability to assess how well the ambulatory care process in managed care is meeting the needs of beneficiaries. At this time, we are evaluating
the care received by Medicare managed care plan enrollees diagnosed with diabetes mellitus, and the incidence of screening mammography in a sample of enrolled beneficiaries. The PROs in five states (California, Florida, New York,
Pennsylvania and Minnesota) and 23 Medicare-contracting HMOs are collaborating on MMCQIP. In addition, an on-going sister project, utilizing the PROs
in Maryland, Iowa and Alabama, will analyze the same measures in the feefor-service setting. The initial finding is that there is room for improvement in
both managed care and fee-for-service in these two areas.
" Medicare Choices Demonstration-An important component of this demonstration is improvement in our comprehensive quality monitoring system.
Under the Choices project, we will be developing and testing qualityoutcomes
and risk adjustment measurements systems that use encounter data (health
care services received by enrollees); all participating plans will be required to
provide 100% encounter data. We have contracted with the RAND Corporation
to assist us in designing such a system, which will be refined further using the
"Choices" data.
Other important Medicare managed care quality initiatives include the establishment of new requirements for Medicare managed care plans in the areas of quality
improvement activity; health information systems; health services management; and
member rights and responsibilities. In addition, as part of a project to improve efficiency in monitoring and oversight, teams of HCFA and PRO staff are being formed
to target a review of managed care plans' internal quality assessment and improvement programs. We have similar quality improvement-initiatives for Medicare feefor-service plans. Our budget also includes a provision to give us the authority to
develop an integrated quality management system, so that we can assess more comprehensively the quality of care provided under fee-for-service.
THE PRESIDENT'S 1998 PROPOSALS

The President's 1998 Budget Plan includes several proposals affecting areas I
have already discussed. We believe these changes are important to achieve our stated goals of preserving the solvency of Medicare and enhancing beneficiary protections and choices. Our specific proposals to expand and enhance beneficiaries'
choices include:
Expanding Beneficiary Choices
* Expanded PPO/PSO Options-Currently, HCFA can contract with Federally
qualified Health Maintenance Organizations (HMOs) and Competitive Medical
Plans (CMPs) to serve as Medicare managed care plans. The Administration believes that Medicare beneficiaries should have more managed care choices, comparable to those available in the private sector. Thus, the President's budget
would expand managed care options to include Preferred Provider Organizations (PPOs) and Provider Sponsored Organizations (PSOs). We believe that direct contracts with alternative managed care models such as PSOs are the key
to expanding managed care to rural areas.
* Comparative Information-Eve ryone agrees that "knowledge is power," and
we seek to empower beneficiaries by ensuring wider and more consistent dissemination of health plan information in a format that is easier to understand.
The President's budget proposes that beneficiaries receive comparative materials on all of their coverage options-both managed care and Medigap. To help
beneficiaries compare various plans, standardized packages for additional benefits offered by managed care plans would be developed. Adjustments would then
be made to the current standard Mediga packages to make comparison easier
plans would be required to operga
for beneficiaries. As described below,
ate under the same rules followed by Medicare managed care plans.
* Annual Open Enrollment-The President's budget gives all new beneficiaries,
not just aged beneficiaries, the opportunity to choose the managed care or
Medigap plan of their choice when they first enroll in Medicare. In addition,
each year all Medigap and managed care plans will have to be open for a one
month coordinated open enrollment period. Additional open enrollment opportunities will be available under certain circumstances-such as, when a bene-
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ficiary's-primary care physician leaves a plan or when a beneficiary moves into
a new area. Under Federal law, aged individuals have a once in a life-time opportunity to select the Medigap plan of their choice when they first join Medicare at age 65; individuals who becme eligible for Medicare because of a disability or end-stage renal disease beneficiaries have no such choice. If a beneficiary enrolls in a managed care plan and is later dissatisfied, he or she may
not have the opportunity to select the Medigap plan of his or her choice; for example, drug coverage may be unavailable due to the individual's poor health
status. As a result, some beneficiaries are reluctant to try managed care or are
fearful of being locked into managed care options with no opportunity to return
to fee-for-service and Medigap.
" Elimination of Pre-existing Condition Exclusions-In addition to addressing open enrollment, there are other Medigap reforms included in the President's budget. We would like to eliminate the ability of Medigap insurers to impose pre-existing condition exclusion periods. Under the policy in the President's
budget, a Medigap plan cannot impose an exclusion period for a beneficiary who
has recently enrolled in another Medigap plan, Medicare managed care, or employer-based plan. This is similar to the policy included in a bi-partisan bill introduced by Senator Chafee and Senator Rockefeller and others and we look forward to working together toward enactment this year.
" Community Rating for Medigap Plans--Our final Medigap reform addresses rating. There are currently no federal requirements regarding the rating
methodology used by Medigap plans. As a result, plans can use low premiums
to entice younger beneficiaries to enroll, but as the enrollee ages premiums become unaffordable. Under the President's budget, Medigap plans would be required to use community rating to establish premiums. The movement to community rating would be subject to a timetable and transition rules developed
by the NAIC. Given that managed care plans are required to charge all enrollees the same premium, Medigap plans should not be allowed to charge differential premiums based on age. Also, if choice is an important goal, then premium
structures such as attained age rating, which in effect make Medigap
unaffordable as beneficiaries age, should not be allowed.
QUALITY INITIATIVES

* Quality Measurement System: The President's plan would authorize the Secretary to develop a system for quality measurement which would replace the
current requirement that managed care plans maintain a "level of commercial
enrollment at least eual to public program enrollment," which is often referred
to as the "50/50 rule. In the interim, the Secretary could waive the 50/50 rule
for plans in rural areas and for plans with good "track records" or in other instances the Secretary deems appropriate.
PAYMENT REFORMS

Through a series of policy changes, the Administration's plan would address the
flaws in Medicare's current payment methodology for managed care. Specifically, the
reforms would create a minimum payment to better assure that managed care products can be offered in low payment areas, which are predominantly rural communities. In addition, the proposal includes a blended payment methodology, which
combined with the minimum payment (generally $350 per member per month),
would dramatically reduce geographical variations in current payment rates.
(CHART 1)
The President's plan would reduce reimbursement to managed care plans by approximately $34 billion over 5 years. An assessment of the impact of the President's
Medicare managed care proposals should consider the plan as a whole--both the
merits of the components that have a budget impact as well as other non-budget
components, some of which were discussed above. It should also be kept in mind
that Medicare per capita costs, upon which managed care payments are based, have
grown over the past two years by approximately 16 percent, while growth in payments to plans on the commercial aide have been virtually flat.
Proposals With A Budget Impact
. IME/GME/DSH CARVE-OUT (Five-year saving-$10 billion): Payments for
indirect medical education (IME), graduate medical education (GME), and disproportionate share payments (DSH) would be carved out of the blended payment rates over a two-year period (50 percent in 1998; 100 percent thereafter)
and provided directly to teaching and disproportionate share hospitals for managed care enrollees and to entities with recognized teaching programs. The
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carve:out of these payments does not represent a reduction in payment for managed care enrollees because these funds would be provided to teaching and disproportionate hospitals directly by HCFA for such enrollees.
9 Managed care plans can consider these funds available to such hospitals when they negotiate their rates.
a A current law provision that requires non-contracting hospitals to accept the Medicare diagnosis-related groups (DRGs) amount as payment in
the
full would be modified to require non-contracting hospitals to accept
DRG amount, minus the carve-out, as payment in full.
* INDIRECT IMPACT OF FEE-FOR-SERVICE PROPOSALS (Five-year
saving-$18 billion): The budget proposes an update mechanism tied to overall Medicare growth. Therefore, policies that would affect fee-for-service providers would also restrain the growth of managed care payments.
* FAVORABLE SELECTION ADJUSTMENT (Five-year savings-$6 bilto
lion): Beginning in 2000, an adjustment would be made to payment rates enreduce Medicare's current overpayment, which results from managed care
fee-forrollees being, on average, healthier than beneficiaries who remain in AAPCC
service. Research studies support basing payments on 90 percent of the
as "farather than 95 percent, to take into account this phenomenon referred to health
vorable selection." This adjustment would remain in place until a new
status adjusted payment methodology is implemented.
by
e Some have argued that the extent of favorable selection documented
perspecMathematica Policy Research (MPR) in 1993 no longer exists. This
tive, however, is not supported by a recent HCFA study (HCFA Review,
Summer 1996), which would justify payment at 87.6 percent of the AAPCC,
five percentor about 83 percent if we continue to pay managed care plans
age points less than fee-for-service.
9 In the last three years, the Medicare program has lost, at a minimum,
plans, and
$2.2 billion because of favorable selection into managed care
over $1 billion in the last year alone.
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ceive increases; the other counties would receive either no increase or a decrease
no greater than 3.37%.
The net effect of the President's payment proposals is a balanced approach that
achieves savings and significantly reduces current wide geographic variation, while
continuing the trend of increased enrollment in managed care. Our actuaries project
that the combined effect of the managed care reforms, both the proposals with a
budget impact and those without budget impact described earlier, would result in
increases in managed care enrollment compared with present law. By fiscal year
2002, under the President's plan, 22.5 % of Medicare beneficiaries would be enrolled
in managed care plans, compared to 19.3% under current law. (CHART 3)
CONCLUSION

We are aware that there is still much work to do in the area of quality improvement of managed care. As the managed care market further expands and evolves,
we expect to reap the benefits of innovative payment, administrative and patient
care strategies. Some of these have already been applied to our Medicare modernization efforts and will contribute to Medicare savings. We would like to expand the
choices available to beneficiaries; enhance consumer protections; provide comparative information to assist beneficiaries in making health care choices; and reform
the payment methodology to plans. These goals are shared by all with a commitment to consumer protection and there is certainly a consensus that quality and
availability of health care is our number one priority. In cooperation with Congress,
the health care industry, and the research community, we will reach our goals-to
extend the solvenc of Medicare, and guarantee its existence for future generations
of Americans. I look forward to working with you to accomplish these goals.
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Under the President's Proposal
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Materials for the Record
Hearing on Medicare Managed Care: Improving Medicare Choices
Senate Committee on Finance
March 19, 1997
From Senator Baucus
Q:
Last week, I asked you a few questions about the low managed care payment in
rural areas. And I will have some additional questions on this in a few minutes. But
your testimony focused on different ways to assure quality in managed care plans. I
appreciate IICFA's efforts to collect information on managed care. But could you
go into greater detail about the proposal to disseminate comparative information to
Medicare beneficiaries? For example, if HCFA finds a problems with a managed
care plan, will they let Medicare beneficiaries know? How?
A:

It is our plan to emphasize and reinforce positive plan performance in our consumer
information, and to move toward a system of incetives whereby plans are encouraged to
attain higher quality. Thus, an informed consumer in an active, competitive market vill
then make the purchasing decisions that -ill drive continuing increases in quality,
satisfaction, and cost performance.
Some of our regional offices have developed and made available comparison of the
benefits and premiums for managed care plans in their areas. We hope to have
comparative information for all geographic areas available soon for distribution on the
Internet Once HEDIS measures and results from our satisfaction surveys are available,
we plan to add this information to the data base to further inform beneficiary decision
making and to create additional incentives for improved plan performance.
We are examining the types of information that would be appropriate to provide to plan
enrollees in situations where a plan is out of compliance with program requirements Such
notification raises many issues, for example: should enrollees be notified of compliance
issues that do not impact on the quality of care that they are receiving, is it relevant to
enrollees with a given plan in a given county that their plan has compliance problems in
another county if the plan's operation in their county is trouble free. Clearly, we need to
strike a balance between informing beneficiaries without unnecessarily raising concerns.

Q:

I appreciate the Administration's efforts to address the wide variation in the
managed care payment between urban and rural areas. Unfortunately, setting a
payment floor at $350 is not enough to attract managed care to my neck of the
woods. Montana's payments is already $350 now. And the blended rate proposed
Iiy the Administration helps, but does not make enough of a difference. Are there
other ways Congress can increase the AAPCC in rural areas?

A:

Our projections indicate that in 1998 about 20 Montana counties would receive the
minimum payment of $350. About 15 of those would remain on the minimum payment
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amount for the fill period for which we have done projections, 1998-2002. The rest of
Montana's 56 counties would benefit from the proposal to blend local and national rates,
In order to provide higher rates to rural areas, Congress could legislate blended rates that
rely more on national experience than would a 70/30 blend, or it could provide a higher
minimum payment. Either approach would reduce the rate of increase provided to plans
in other parts of the country. Alternatively, the Congress increase payments to rural areas
in a manner that would not be budget neutral.
Currently the difference between the highest and the lowest county rates is about 250%'.
Under the Administration's proposal, this difference is reduced to about 100%. We would
suggest that the Congress enact the Administration's proposal, which would substantially
reduce geographic variation. Afler we have experience with these changes, we can
address whether an additional reduction in geographic variation is warranted.
Q:

I understand that the Administration is cutting managed care payments because
they believe the healthier people are choosing HMOs. But that isn't happening in
Montana. We only have one Medicare managed care plan in Montana, and it is
very-new. Would exempting low payment areas from this reduction help attract
managed care to rural areas? Do you have any data suggesting that favorable
selection occurs in rural areas?

A:

The Administration's proposals are designed to meet several goals, including 0) reducing
current significant variation in county rates and (2) increasing rates in areas whose rates
are among the lowest, which tend to be rural areas, relative to payments in the areas
whose rates are higher. The relatively higher payments for rural areas combined with the
option for hospitals and physicians to create provider-sponsored organizations (PSOs)
should facilitate the increasedavailability of managed care in rural areas.
Wile we are not aware of any studies that examine favorable selection in rural areas, in
general studies of new enrollees indicate that they are on average healthier than other
Medicare beneficiaries. The 1997 annual report of the Physician Payment Review
Commission states, on page 93, that:
A wide variety of studies have demonstrated that Medicare managed-care enrollees
have low costs before they join a managed-care plan Last year, the Commission
found that, for the six months prior to enrollment, new enrollees' costs were 63
percent of those of a fee-for-service comparison group (PPRC 1996) That
estimate was roughly comparable to many earlier estimates.
Because we have no evidence that rural areas are different from the Medicare population
as a whole with respect to the experience of new enrollees, we did not propose a rural
exception to the favorable selection adjustment included in the President's budget.
-
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Q:

ProPAC has released a chart suggesting that if you adjust rural and urban
payments based on the hospital wage index, the payments are much more equitable.
However, the chart fails to take into account low utilization in rural areas, especially
the lack of high-cost specialty care. Nor does it take into account non-health related
costs such a housing and air travel. What are your thoughts on this? Is this the
best way to measure maldistribution? Does HCFA believe this is accurate?

A:

While there are various ways to look at the wide geographic differences in Medicare
payments to managed care plans, there is also a relatively broad consensus that the current
degree of variation is unjustified. The Administration proposes to reduce this variation by
a combination of changes to the current methodology. In brief, payments in areas with
lower rates would be increased relative to those in areas with higher rates Areas on the
lower end of the scale would receive a minimum payment amount of $350 in 1998 or else
would benefit front the proposal to blend national and local rates In contrast, counties on
the higher end of the scale would not receive increases in 1998 and 1999 and iheir
increases through 2002 would elimited to 2 percent These proposals reduce the degree
of variation, from its current level of about 250 percent to roughly 100 percent

From Chairman Roth
Q:
Dr. Vladeck, last year the Administration proposed, as part of the annual
coordinated enrollment process, to actually have iICFA enroll individuals in
managed care plans or Medigap plans? Isthis still part of your proposal? You
indicate in your testimony that the provision of coordinated information to
Medicare beneficiaries is to be funded by an assessment on the health plans that
participate. Is this current? llow much do you estimate the assessment will be? Will
all health plans selling Medicare managed care plans or Medigap insurance be
required to participate in this information activity?
A

Under the Administration's FY 1998 budget proposal, Medicare beneficiaries Would enroll
in managed care plans through a third party designated by th Secretary. Plans with good
compliance records would also be able to enroll beneficiaries Our proposal however
would not affect enrollment in Medigap options Under the budget proposal, IICFA
would develop and distribute standardized comparative materials about Medicare
managed care and Medigap options to enable individuals to compare benefits, costs, and
quality indicators Each Medicare managed care and Medigap plan would contribute its
pro rata share (%hich has yet to be determined) of the estimated costs of both the
enrollment and information activities

Q:

I understand that the Administration has proposed to standardize the extra benefits
provided by Medicare HMOs. Would this include all extra benefits provided b)
liMOs, including such things as exercise or educational programs? Would this
standardization also apply to employer provided retiree health plans that contract
with Medicare lIMOs? Are you at all concerned about how this might stifle
innovations in benefits design?
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A

Currently, Medigap benefits are standardized. The Administration's proposal would create
standardized benefit packages for managed care plans, as well as a review of the current
standardized Medigap packages. Both of these activities would include consultation with
the National Association of Insurance Commissioners (NAIC), consumer groups,
managed care plans, providers of health care, and insurers.
In regard to managed care plans, any service included in a standardized benefit package
could be offered only in a manner provided for in a standardized package. Any service not
included in the standardized packages could still be provided in a manner determined by
the plan. This standardization of key benefits would apply to all enrollees, including
enrollees for whom a former employer makes a contribution. We beleve that this
approach vill make it feasible for beneficiaries to compare their choices while still
allowing for plan innovation in regard to benefits that have not been standardized.

Q:

(Roth) The Administration proposed to allow PSOs as a new managed care option
for Medicare beneficiaries. Isn't it true that PSOs are already available as an option
under the risk-contracting program as long as they have a state license? What
exactly is the Administration proposing for PSOs?

A:

It is true that PSOs could contract with Medicare today as long as they are state licensed
and meet the other standards applied to managed care plans that contract with Medicare,
including fiscal solvency standards applied by states as part of their licensure requirements.
However, the Administration believes that, in view of the fact that PSOs provide services
directly through affiliated providers, they merit special consideration regarding the
solvency standards they are required to meet. The Administration's bill provides that
Federal solvency standards be established for PSOs and that there be a process for Federal
certification that PSOs meet these standards until such time as a state adopts the Federal
standards for PSO solvency. In addition, states would be able to impose more stringent
standards on PSOs, beginning January I, 2000.

Q:

I understand that in your Medicare Choices demonstration project there were nine
provider-sponsored organizations that were included among the 25 finalists. Why
did only one PSO, the Florida Hospital Healthcare System who we will hear from
tomorrow, end up participating?

A

Our solicitation for the Medicare Choices demonstration indicated that we were interested
in including PSOs in the demonstration. At this time, we have made final demonstration
awards to four PSOs: Florida Hospital Healthcare System. Crozer-Keystone Health
System. Memorial Sisters of Charity Health Network, and Mt. Carmel Health System. In
addition, we are working with several other organizations, including several PSOs, that
continue to want to participate in the Choices demonstration. We anticipate the
participation of at least 6 and up to 11 PSOs in the Choices demonstration.
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Q:

Dr. Vladeck, I understand that currently HCFA, In making a determination on a
risk contracting organization's financial adequacy, relies hes Vily on the fact that
these organizations must have state licenses. If PSOs are not required to have a
state license, won't HCFA have to significantly beef-up its capacity to regulate in
this area?

A:

Under the Administration's proposal, Federal involvement in the review of solvency for
PSOs is transitional. After a state adopts Federal standards, that state is responsible for
determining whether the PSO meets solvency standards. We anticipate that states will
adopt the Federal standards relatively quickly.

Q:

The Administration proposes to add a preferred-provider organization, or PPO,
option to Medicare. Could you describe this option for us?

A

Under the Administration's proposal, a PPO would be required to provide all Medicarecovered services (except hospice services) through its providers. In addition, it would be
required to pay for any Medicare-covered service if the enrollee seeks that service from a
non-PPO provider (that otherwise meets Medicare requirements for payment). In this
circumstance, the beneficiary's liability could not exceed that under traditional fee-forservice Medicare.

Q:

I understand the Administration proposed to retain the "50/50" rule until an
adequate quality measure ment system is in place. How long do you think it would
take to put such a system'!n place? In the meantime, how would the "50/50" rule be
applied to PSOs that do not have commercial enrollees because they do not have
state licenses?

A:

The 50/50 rule is considered by many to be a "proxy for quality'. For this reason, the
Administration has proposed retaining it, with modifications discussed below, until a final
rule implementing a quality measurement system is in place. Based on our work to date in
developing a quality measurement system, we believe that we will have the necessary
quality measurement systems available within the next year, and therefore the
Administration's bill specifies that notice of proposed rulemaking will be published by
July 1, 1998. In the interim, the President has proposed to exclude Medicaid enrollees
from the 50/50 calculation. In addition, the President's proposal would give the Secretary
additional authority to waive the rule for plans serving rural areas, for plans with good
track records and in other circumstances the Secretary deems appropriate.
With respect to how the 50/50 rule would be applied to PSOs, the President's plan would
allow PSOs to meet the rule by counting as commercial enrollees individuals for whom the
PSO providers were at substantial financial risk. For example, if the physician group of a
PSO had received capitated payments from an HMO for a number of the HMO's enrollees,
those individuals would count toward meeting the 50/50 requirement.
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Q:

What effect do you think the Administration's proposals for guaranteed issue and
community rating will have on the cost of Medigap premiums?

A:

The Administration looks to the States' experience in this regard. Nore of the states that
currently go beyond the Federal guidelines for rating and open enruilment practices have
retreated from their policy. Nine states go beyond the Federal requirement and restrict
Medigap rating practices: six states mandate community rating of all Medigap plans, and
the remaining three states ban attained age rating Eleven states go beyond the Federal
requirements regarding open enrollment periods for Medicare beneficiaries: two states
mandate an annual open enrollment period, three states require continuous open
enrollment of Medigap plans, and the remaining six states extend an open enrollment
period to disabled and ESRD beneficiaries after they enroll in Medicare Part B.

COMMUNICATIONS

STATEMENT OF THE AMERICAN ASSOCIATION OF HOMES AND SERVICES
FOR THE AGING
(SUBMITTED BY SHELDON L. GOLDBERG)
INTRODUCTION

The American Association of Homes and Services for the Aging (AAHSA) appreciates the opportunity to submit written testimony on Medicare Provider Sponsored
Organzations to the U.S. Senate Committee on Finance.
AAHSA is a national nonprofit organization representing over 5,000 not-for-profit
to more
providers of health care, housing, long-term care, and community services
than 600,000 individuals daily. More than half of AAHSA's membership isbyaffiliated
private
with religious organizations, while the remaining members are sponsored
foundations, fraternal organizations, government agencies, unions, and community
but also affordable elderly
groups. Our members include not only nursing facilities,
providers of assisted
housing, continuing care retirement communities (CCRCs), and on
wheels and other
living, home health care, adult day care, respite care, meals
services. Each of our members has long-standing relationships with the communities in which they operate; some even predate the Constitution.
For the past thirty-six years, the Association has been an advocate for the elderly
system
and has striven in the public policy arena to create a long-term care deliveryserve
in
members
that assures the provision of quality care to every individual our
Associaa manner and environment that enhances his or her quality of life. The
and coordition's vision is of a world in which every community offers an integrated
and
nated continuum of high quality, affordable and innovative health care, housing
must inhome and community-based services. We believe that such a continuum especially
clude not only acute care but the whole spectrum of care and services,
a system, it will
for those with chronic care needs. If our society can create such the
fragbe less confusing to the consumer and more cost-efficient thanin the current
development
role
mented one we now see. Long-term care must play a central one
component.
of the integrated future, and the provisions of S. 146 are but
THE ROLE OF LONG-TERM CARE

As an Association whose members have a long-standing commitment to delivering
care to some of our nation's most vulnerable citizens, weelieve that any discussion
Organizations (PSOs)
of Provider Service Networks (PSNs) or Provider Sponsored
acute and
for the Medicare population must recognize the importance of integrating
constitutes
long-term care services. Currently, there is little consensus about what
as improving
"integration" in the delivery system. One view conceives of integration
services. An alternate
the transfers and referrals between acute and long-term care
long-term care
conceives of integration as dramatically changing how acute atand
center of the
the
teams
geriatric
multidisciplinary
with
provided,
are
services
of our chronneeds
growing
and
demographics
changing
nation's
care process. The
chronically
the
of
needs
complex
The
view.
latter
the
support
ically ill population
covered by
ill require not onlyAraditional primary and acute care services generally
long-term care
managed care plans, but also institutional and community-based
pnmaryiand acute
services. Currently, Medicare is the primary funding source for care
services.
care services, whereas Medicaid covers the majority of long-term
on the health inAt the time of enactment 30 years ago, Medicare was patterned
for the under
surance models then widely used by private employers and insurers
bills. Today, Medithe
pay
to
simply
was
functIon
primary
The
population.
65
age
somewhat disconnected
care remains essentially a bill paying insurance program
health care marketthe
in
purchaser
as
government
the
of
role
evolving
from the
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place, the Medicare beneficiaries' growing need for long- term chronic care and
concerning bth location for and types of care and services.
preferences
consumer
Managed
rapidly gaining acceptance as an appropriate vehicle for serving
the elderlycare
andispersons
with disabilities. The need to restructure Medicare becomes
compelling in light of the demographic and financial challenges in the next millennium.
THE ELDER EXPLOSION

The aging of the baby boom will mean an explosion in the number of elders. The
Medicare populations has been growing steadily at about 2 percent per year for the
last decade. This growth will accelerate in the next several decades, with forecasts
of the proportion of the U.S. population 65 years of age and older increasing from
about 12 percent of the population in 1990 to 20 percent in 2030; during the same
period the proportion of people 85 years of age and over is expected to double, from
1.2 percent to 2.4 percent.
_ These demographic changes promise to generate an unprecedented increase in the
demand for long-term care. Despite the recent good news by researchers at Duke
University ("Chronic Disability Trends in Elderly United States Populations: 19821994") that the aging population is experiencing a decline in disability, the increased numbers of old- and chronically ill persons necessitate a system with the
capacity to serve the full continuum of needs. More elders will be aging in place in
their homes or congregate housing settings, which will increase the need for home
and community based services as well. The vision of an integrated delivery system
is both a necessary antidote to the growing. problems in the nation's health care system and a means for long-term care providers to ensure that "health" services to
the chronically ill are not over medicalized, emphasize both quality of care and quality of life, and are provided in the most cost effective manner.
THE CHRONICALLY ILL

People with chronic diseases and disabilities represent the highest cost and fastest-growing service group in health care. The term "chronic care often is used interchangeably with "long-term care" in reference to nursing homes and home. care
agencies. AAHSA believes that chronic care is a broader concept, encompassing a
spectrum of integrated services--medical, personal, social and rehabilitative care,
taking place in hospitals, nursing homes, other facilities and in the home that assist people with chronic health conditions in living fuller fives. See the recent Robert
Wood Johnson Report, Chronic Care in America: A 21st Century Challenge, 1996
(hereinafter, "RWJ").
Despite the recent growth of managed care and capitation under Medicare and
Medicaid, few initiatives have addressed the needs of the chronically ill or functionally disabled beneficiaries who account for a substantial share of the spending. A
relatively small portion of the Medicare population consumes a significant share of
total program spending. Ten percent of Medicare beneficiaries account for 70% of
program expenditures. A handful of efforts, many operated under federal demonstration waivers by members of this Association, have attempted to develop
capitated managed care arrangements to serve the frail elderly and the disabled.
These experiments have tested the theory that the integration of acute and longterm care services in a single managed care program could improve coordination of
services and reduce costs. Examples include HCFA's demonstrations such as the Social Health Maintenance Organizations (S/HMOs) and the Program for All Inclusive
Care for the Elderly (PACE). AAHSA supports the shift of the PACE demonstration
sites into full provider status because the model has proven to be a cost-effective
way to provide integrated care to frail elders. At the same time, states are currently
managed care proexploring
grams. ways to incorporate long-term care into their Medicaid
The RWJ report identified individuals with two or more chronic illnesses as 6.7
times more expensive than individuals with only an acute condition. These higher
per capita costs make chronically ill individuals especially vulnerable in a managed
care environment. In addition, the chronically ill use a different configuration of
services than the acutely ill, underscoring the need for appropriate care management for this population.
PSO DEFINITION

The Provider Sponsored Organization option as introduced in S. 146 would allow
federally qualified PSOs to contract directly with Medicare and other payers to assume risk. PSOs would be groups of providers that are "affiliated," a bond much
closer than many current relationships between health care providers. Affiliation re-
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lationships require greater integration of provider interests and activities, theoretically leading to better coordination of care among providers and greater efficiency
than may be afforded through contractual relationships with HMOs or other "at
risk" pavers. PSOs would be predominantly care delivery organizations with more
dollars going directly to patient care. There are many communities, especially in
rural areas, where there are no Medicare managed care plans. In these areas PSOs
are especially attractive vehicles for serving community needs.
The movement to wider consumer choice in Medicare, including PSOs, is likely
to have a profound impact on the way long-term care services are financed and delivered. Despite the existing demonstration projects, Medicare managed care plans
have had little experience with the severely impaired elderly beneficiaries, a group
that is likely to grow. Looking well into the future, we believe that integrated, high
quality care demands meaningful participation by AAHSA members. They will be
providing care and services financed by systems that coordinate care across time,
place and provider. These systems will emphasize prevention, risk-sharing and appropriate utilization of services based on consumer and community demand for high
quality health and well-being at lower overall cost. We see the beginnings of these
systems now, as evidenced by the growth of managed care and Medicare beneficiaries' growing participation in HMOs. There is a greater use of cost-effective,
post-acute services and fewer days spent in expensive, acute care hospitals by managed care enrollees. Managed care organizations already receive substantial cost
savings from the use of subacute care services without a three day prior hospital
stay and from the substitution of post-acute care for unnecessary hospital days. Unfortunately, the Medicare program currently cannot reap the same savings from
these trends.
AAHSA members are united by a commitment to address the needs of the chronically ill. If Medicare were restructured to allow for a full range of primary, acute
and long-term care services, acute care savings could be achieved by using more cost
effective services across the continuum of care.
In particular, PSOs represent an opportunity for our members to demonstrate
their expertise in managing a primarily elderly, chronically ill population and to reaffirm their commitment to community. Medicare qualified PSOs must offer the full
range of Medicare primary, acute and skilled nursing services, and may offer additional benefits, including vision, hearing, pharmacy and domicilliary services. Organizations that permit affiliated providers to join in a risk sharing network should
provide as many opportunities as possible for diverse participation by long-term care
providers. Otherwise, PSOs could serve only to further entrench an acute care/disease treatment model of care, rather than spurring the transition to a preventive/
chronic care model better suited to the changing needs of the nation and its elderly.
To enhance their responsiveness to consumer demand, PSOs also should arrange to
provide preventive community services such as nutrition, health screenings, home
care, transportation, etc.
ENROLLMENT PROVISIONS

Waiver of the "50150 rule": The current Medicare requirement is that no more
than 50 percent of a health plan's members may be Medicare or Medicaid enrollees.
At least half the plan's enrollees must come from the "commercial" population. We
believe that the 50/50 rule" should be waived for PSOs and any other Medicare
plans that meet enhanced quality standards and have demonstrated experience in
delivering coordinated care. This is especially important for rural and other PSOs,
by recognizng provider experience in delivering coordinated care, albeit under contract withprivate payers, managed care organizations or Medicaid programs. If the
"50/50 rule were maintained, otherwise qualified PSOs could not be offered to Medicare beneficiaries because most PSOs, particularly those organized by providers
with experience in managing care for a Medicare-eligible, chronic care population,
are unlikely to enroll commercial populations. Waiving the 50/50 rule when enhanced quality requirements are met would retain all of the current beneficiary protections, including internal grievance procedures, beneficiary appeals processes and
enrollment and marketing requirements, and would more directly address quality
of care and experience issues. The additional quality standards of the legislation
would provide better assurance of quality than the current enrollment requirement.
Reduced Minimum Enrollment: AAHSA supports the lower minimum plan enrollment provisions of S.146. Changes are needed to reduce barriers to providing coordinated care to Medicare beneficiaries and to reflect that PSOs may be directly "enrolling" only Medicare beneficiaries. Minimums should not drop below proposed levels, however, because the absence of any floor could jeopardize a PSOs ability to
spread risk and, thereby, threaten the provision of care.
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SOLVENCY

Solvency standards are necessary to ensure the fiscal soundness of PSOs. S.146
sets solid, quantifiable net worth and reserve requirements. Most importantly, S.146
adjusts solvency and reserve requirements to reflect the value of capital assets and
direct services provided by PSO operations. This adjustment is crucial in recognizing
the health delivery assets specific to a PSO. It acknowledges that for a PSO, orly
a portion of the revenue is at full risk because the affiliated providers are producing
their own services. The proposed PSO requirements still require demonstrated fiscal
soundness, albeit through alternative net worth and reserve requirements or
through reliance on a combination of factors which may include net worth and reserves (modeled on the National Association of Insurance Commissioners Model
HMO Act- proposed).
QUALITY ASSURANCE / QUALITY OF CARE

S.146 would require effective ongoing quality assurance systems. The new standards address many consumer concerns about managed care. They ensure that PSOs
evaluate the continuity and coordination of care and monitor possible patterns of
under- as well as over-utilization.
Long-Term Care and Quality
The primary function of a PSO must be to meet consumer and community demand for the delivery of quality health services under a system that coordinates
care across time, place and provider. To ensure quality of care for vulnerable populations like the chronically ill, quality of care plan standards for PSOs should require a specific plan for delivering care to the chronically ill. This would ensure that
chronically ill individuals in PSOs receive appropriate and necessary services.
The quality assurance provisions included in the PSO legislative proposals are
concepts already supported and embodied by long-term care providers in managing
the chronically ill and assuring the adequacy and provision of needed and appropriate services to the frail and elderly.
Outcomes vs. Process
The emphasis on quality measures based on health outcomes rather than process
is crucial to evaluating the provision of care and continuous quality improvement.
The measure of a provider's ability to meet patients' needs must be based on actual
performance rather than on the provider's potential! capacity to assure adequate
services. However, health outcome measures for long-term care, where individuals
are frequently being treated for multiple chronic conditions, have limited prognoses
for healing or "cure," and are experiencing the natural declines in status associated
with aging, must remain distinct from outcome measures generally applied to patients in acute or subacute care settings.
This shift in focus from process to outcomes is one that AAHSA has strongly supported within the long-term care arena. Because of their history in managing chronic care populations and progressive efforts over the past ten years to develop and
use outcomes-based measures to assess the quality of long-term care, AAHSA's
members and nursing facilities more generally bring unique experience and perspective to the implementation of this type of quality assurance system.
The focus on outcomes contained in the OBRA '87 nursing facility reform provisions has proven consistent with the increased concentration on outcomes as a quality measure across provider types and health care settings. In the rising tide of
managed care, purchasers, payers and consumers increasingly want to know what
they are getting for their dollars. For long-term care facilities, at least, this standard has been codified in the OBRA mandate that each resident must attain or maintain the highest practicable degree of physical, mental and psychosocial well-being.
In addition, no other provider type must serve as many masters as nursing facilities (SNFs and NFs). No other health care provider, including hospitals, physicians
and home health agencies, is subject to the volume of regulation and oversight by
such a plethora of federal and state agencies. Currently, nursing facilities must comply with regulations promulgated by the Health Care Financing Administration
(HCFA), the Food and Drug Administration (FDA), the Occupational Safety and
Health Administration (OSHA), the Department of Justice (DOJ), the Environmental Protection Agency (EPA), the Department of Labor (DOL, the Office of Civil
Rights (OCR), the Federal Communication Commission (FCC), and State Survey
and Certification and Medicaid agencies. Nursing facilities are challenged daily to
strike the balance that will allow them to achieve and maintain compliance with
the requirements issued by these varied regulatory authorities, while simulta-
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neously ensuring optimal well-being for residents ranging in extremes across age,
acuity level, physical independence, and cognitive ability.
AAHSA supports the Congressional intent conveyed through these proposed requrements-that is, to promote state-of-the-art continuous quality improvement
and to ensure that consumers of health care services have useful quality information for comparison and choice. We agree that providers must take action to improve
quality, evaluate the effectiveness of their programs, and be publicly accountable for
'hose results. Any standards promulgated to achieve this goa , however, must reco nize the substantial advances already made by nursing facilities and must hold al
provider types to both substantially similar outcomes and measures of those outcomes for substantially similar population-based needs.
UTILIZATION REVIEW (UR)

The PSO legislative proposal requires that, if a PSO uses case-by-case utilization
review, it must base review on current medical practice standards, coordinate review with the quality assurance program, and transition to focusing on patterns of
care. The utilization review provision reflects the commitment to move away from
UR processes that overly intrude into the doctor-patient relationship by involving
its local physicians in reviewing patterns of care.
Long-term care facilities are already moving in this direction. UR ceased to be a
requirement, but remained optional, or Medicare/Medicaid SNFs/NFs effective October 1, 1990. The repeal was based on the premise that the OBRA-mandated Resident Assessment Instrument Minimum Data Set (RAIIMDS) would replace and enhance the UR function. AAHSA supports enhanced UR standards provided that they
recognize the advances that long-term care providers already have made, and assure
the use of geriatric and gerontologic best practices, not merely extension of concepts
created by evaluation of younger and healthier populations.
Outcome measures for long term-care must be established and defined in the context of the populations being served. In recent years, large employers have imposed
standards beyond state licensure minimums, including demands that HMOs be privately accredited by independent entities, such as the National Committee on Quality Assurance (NCQA). Accreditation standards are often similar to licensure requirements, but may exceed the licensing standards established by states. Requiring
PSOs to outline and implement specific procedures and mechanisms to ensure quality care compels better monitoring of utilization and quality. Once again, however,
any accreditation or certification programs approved by the federal government for
PSOs or other Medicare risk contractors must reflect the outcome goals and measures upon which a truly integrated and effective care delivery system should be
based.
DUALLY ELIGIBLE POPULATIONS

S.146 provides for at least 10 state demonstrations that will allow a State's Medicaid program to become an eligible organization (i.e., a Medicare- qualified PSO) to
provide for the delivery of primary, acute, and LTC through an integrated delivery
network that emphasizes non-institutional care. The term "dually eligible" refers to
the group of Medicare beneficiaries who also qualify for Medicaid benefits. Approximately 13% of Medicare beneficiaries, nearly 6 million Americans age 65 or older,
receive some assistance from Medicaid.
AAHSA strongly supports this demonstration provision because it permits integration of the Medicare and Medicaid funding streams for the dually eligible population and presumably would permit the rationalization of conflicting requirements
of the two programs. It enlarges the role of LTC providers from the relatively narrow Medicare benefit, broadens the range of services that could be included and enhances the opportunity to integrate care. Unfortunately, the demonstrations would
place the state Medicaid program in the role of the PSO and would not permit the
providers to form the PSO directly. Absent oversight, there is a legitimate concern
that state governments could, as an effective monopolist, improperly exercise market power to underpay providers for needed care and services. Such an outcome
clearly threatens the quality of care provided to beneficiaries of both programs, particularly those with chronic conditions that require more coordinated case management.
Nevertheless, these demonstrations could identify methods for integrating medical
and institutional care with a broad range of home and community based services.
They also would highlight administrative requirements in both Medicare and Medicaid that would need revision if such integration is to be streamlined. Assuming adequate research design, evaluation and oversight, cost savings from such integration
also might be identified. The demonstration provision for the dually eligible popu-
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lation will enhance the development of integrated care, particularly for the chronically ill.
MEDICAID HMOS

S.146 broadens the Medicaid definition of HMOs so that states may include PSOs
in the Medicaid program. Opening Medicaid markets to PSOs is critical for LTC providers because Medicare pays for a very limited share of LTC services compared to
the Medicaid program. For example, NFs receive approximately 5% of their revenue
from Medicare and over half from Medicaid. Also, a higher proportion of Medicaid
enrollees are in managed care than are Medicare beneficiaries, though not necessarily by choice, and they might be more receptive to this new form of managed
care. Although, State Medicaid programs to date have targeted primarily the AFDC
population, not the elderly, for managed care, several are exploring PSO-concepts
for long-term care/managed care waivers.
AAHSA is concerned, however, because the Medicare and Medicaid programs have
differing requirements and regulations concerning participating MCOs. These differences affect enrollment, quality improvement and administration, among other issues. These differences may mean that a dually eligible individual who belongs to
a Medicaid HMO may not be able to use the same HMO for his or her Medicare
benefits and may have to join another HMO if the managed care option is preferable
under Medicare. There are other structural differences between the two programs
that would not be eliminated merely by this definitional change for Medicaid and
have other potentially adverse implications for truly integrated and coordinated
care. Although states may circumvent certain federal Medicaid requirements
through waivers that could benefit PSOs trying to operate in both programs, a waiver approach ultimately may prove too cumbersome for successful integration.
By permitting Medicaid contracting with Medicare PSOs, the legislation opens
PSOs to both another funding stream and a new source of patients. It also creates
a new provider category without the conflicting regulations that hinder other managed care organizations that try to participate in both Medicare and Medicai& Particularly in this context, long-term care providers offer a wealth of experience and
expertise in managing a dually eligible population.
CONCLUSION

AAHSA is committed to affording provider organizations, including PSOs, the opportunity to contract directly with the Medicare Program and other purchasers of
health care and services. AAHSA strongly believes that such opportunities must extend to appropriately qualified groups of long-term care providers because they have
the experience and ability to manage a predominantly aging chronic care population, precisely the group that does and increasingly will cost the most to serve.
For the elderly, the advent of provider sponsored organizations will bring a less confusing system of care and services. PSOs comprised of not-for-profit providers of
long-term care would bring stability and connections to the community based on
their long-term commitments to providing care and services throughout the nation's
history. In expanding choices for Medicare beneficiaries, AAHSA urges Congress to
ensure that PSOs include not-for-profit long-term care providers in order to develop
an effective and integrated delivery system for the special needs of vulnerable populations. To do less would ill serve the twin goals of enchanced quality and controlled
costs.
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March 21, 1997
The Honorable William V. Roth, Jr.
Chairman, Committee on Finance
United States Senate
Washington, DC 20510
Dear Mr Chairman
The Association of Managed llealthcare Organizations believes its members have a key role to
play in improving choices in the Medicare program, the subject of the Finance Committee's
March 19 and 20 hearings Accordingly, we ask that this letter be included in the formal
hearing record
Challenged by looming insolvency and a growing beneficiary population, Medicare must look to
the private sector's example of cost containment through managed care, While enrollment in
Medicare liMOs is increasing, the bulk of the beneficiary population remains in the fee-forservice component of the program Meanwhile, the potential of the predominant form of privatesector managed care, the PPO, remains untapped
PPOs have gained wide acceptance among both patients and physic'ins, as attested by the 117 I
million Americans eligible to participate in PPOs through their employer-based or individual
health coverage and the average 7300 doctors per network. This popularity is due in large
measure to a flexibility not found in existing Medicare risk contracts. Beneficiaries participating
in a PPO retain the freedom to choose their own doctors They are given financial incentives to
seek care within the PPO network, but are not prohibited from -- or expected to bear the full cost
of-- seeing a non-participating doctor. PPOs have the capacity to absorb large numbers of
Medicare beneficiaries Because both their provider networks and their geograp!,tic areas
typically are larger than li.MOs', PPOs can more readily absorb rapid enrollment
PPOs can bring to Medicare the same management expertise and patient-friendly attitude that
have made them a success in the private sector. For optimum effectiveness, however, PPOs
should not be forced into a regulatory framework that changes their very character. While some
PPOs will be able and willing to seek licensure as full risk contracto:s, Medicare would be best
served by a range of risk options. S. 146, sponsored by Senators Frist and Rockefeller, would
permit the Secretary of tIHS to enter into partial-risk contracts- AMtHO supports this concept,
and advocates one further step as well allow PPOs to take the lead in creating managedfee-forservice. In this environment, tICFA would retain the insurance risk (much as a self-insured
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employer does), delegating administration and utilization/quality management to a contracted
PPO. PPOs would demonstrate their compliance with quality and consumer-protection
standards, and might negotiate with HCFA a means to condition a portion of their administrative
fee on the attainment of savings or other performance targets.
Within the fee-for-service portion of Medicare, a PPO option would offer beneficiaries a way to
access the benefits of managed care (credentialed providers, a quality management program,
perhaps additional coverages, such as a wellness program) without feeling locked into a limited
choice of providers.
AMHO has made or will make arrangements to discuss this range of risk options in greater detail
with your staff Thank you for your attention to our views
Sincerely,

ordon B. Wheeler
President and Chief Operating Officer
cc

The Honorable Wii~iam Frist
Julia James
Kristin Testa
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April 4, 1997

The Honorable William V. Roth
Chairman, Senate Committee on Finance
219 Senate Dirksen Office Building
Washington. D.C. 20510
Re:

Statement for the Record: Hearing on Medicare Choices March 19-20,
1997

Dear Senator Roth:
the
The Home Health Services and Staffing Association (HHSSA) submitsis an
following statement for the record in the above-captioned hearing. HHSSA
services in 46 states and
association of more than 35 companies providing home health
than 750,000 patients.
the District of Columbia through 1.600 member offices to more care in the country, as
HHSSA includes some of the largest providers of home health
well as some organizations that qualify as small businesses.
that they
Our members were most interested in the hearings to the extent (PSNs) to
networks"
"provider-sponsored
permit
to
proposals
concerned legislative
We understand that
qualify for managed care contracts under the Medicare program.
Act of 1997"
Organization
"Provider-Sponsored
the
considering
be
may
the Committee
Rockefeller.
and
Frist
Senators
by
introduced
was
which
(S.146).
of experience in
HHSSA's member companies have a significant amountthat this method of health
providing services under managed care contracts and believe cost-effective, high
care delivery appropriately furthers the objectives of providing
the proposed legislation
quality health services. We are concerned, however, that be
furnished through affiliated
appears to require "more than the majority" of services to would have to be furnished
providers. See section 4. The statement that such services
providers would have to
through the PSN's "own" affiliated providers implies that such
would, in effect,
be under common ownership. That interpretation of the legislation
as PSNs, because only
permit only hospital-sponsored delivery systems to qualify
the covered services.
hospital systems own the range of providers needed to furnish
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The Honorable William V. Roth
April 4,1997
Page 2
Another provision in the bill states that an affiliated group of providers might be a
lawfu' combination "under which each provider shares, directly or indirectly, substantial
risk in connection with their operations." Ifthe intent is to permit providers which are
"own"
not under common ownership to qualify as PSNs, then the statement that PSNs
affiliated providers should be deleted.
We do not believe that common ownership of all providers is necessary for the
and
efficient delivery of health care services. These services can be provided safely
by
effectively by providers related by contract. In fact, most managed care is furnished
providers connected to a health maintenance organization "hub" by contract. Permitting
by
networked providers to qualify as PSNs would simply mean furnishing services
to
connecting the "spokes" of the health delivery wheel. Permitting networked providers
cost
qualify as PSNs should substantially enhance competition and thereby reduce the
and increase the quality of the care provided.
Home health companies have particular skill in coordinating and managing
years,
health care through the use of lower cost, non-institutional services. For many
the
home health agencies have been required to coordinate patient care under
Many
Medicare home health conditions af participation. See 42 C.F.R. § 484.14(g). care
health
health maintenance organizations are now using home health to manage
services in a more cost-effective manner.
Accordingly, we believe that PSNs should be defined in a way which would
services
permit groups of providers. including home health companies, to furnish
through a network of providers related by contract.
We would be glad to work with your staff and the Committee to ensure that any
PSN bill enhances quality, cost-effectiveness, and access to health care.
Sincerely,
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NATIONAL GOVERNORS' ASSOCIATION
NATIONAL CONFERENCE OF STATE LEGISLATURES
March20,91f1
The Honorable William V. Roth, Jr.
Chairman, Finance Committee
United States Senate
Washington, D.C. 20510
Dea Chairman Roth:
On be

of the National Goeors' Assoiation (NGA) and the National Conference of State Legislatures

(NCSL), we are writing to express suppot for the positions metforth in the tesimay of the National Association of

Insurance Commissioners (NA1Q regarding the regulation ofprer-sponsore organizans (PSO0s).
The regulation of health care networks is currently and should continue to be the responsibility of the staes Based
on states' experience, we believe that all insurers regardless of sponsor, should be treated similarly. We believe
there are no substantive differnce between provider-sponsored health insurers and other health insuring
organuzatiows. Due to the hard work of rovernom state legislators and insurance commission from across the
country, states have estalshed a level pla)ing field in the private market through the imposition of standardized
licensing requirements, the enforcement ofcomparable quality assurance and solvency standards, and the
establishment and enforcement of essential consumer protections. These standards and requirements differ among
the states, mlcting difference in the structure and conduct of the health care market in the fifty states.
Federal preemption of state regulatory authority in this area will adversely affect the health care delivery system by
creating additional fragmentation and complexity in the market We believe that a partnership between the states
and the federal gomrnment, built on the foundation of the existing state regularly tucture, is the best way to
assure Medicare recipients that they will recei-t the high quality health care services they desire.
In summary, we believe: (I) states should continue to regulate all health car networks, (2) provider-sponsored
health insurance organization are not substantively different from other health insuring organizations; and (3) a
partnership between the states and the federal governmem should be established, built on the existing state
regulatory structure to assure that the appropriate oversight of provider-sponsored health nurace organizations
occurs. We urge you to carefully consider the testimony presented today by the NAIC and we look forward to
working with you to establish a partnership to assure the appropriate oversight of provider.sponsored
organic z
-ns
Sincerely,

Ra)mond C. Scheppach
Executive
Director 'Association
N inl

Deputy Executive Director
National Conference of State Legislatures
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PREFIER
Statement of
James L. Scott
President, Premier Institute
Premier, Inc.
For the Senate Finance Committee
Hearing on
Medicare Choices
March 20,1997
MR. CHAIRMAN, I am pleased to write you today on behalf of Premier, Inc., the
nation's largest healthcare alliance. Premier represents more than 240 owner
hospitals and hospital systems that own or operate 700 healthcare institutions
and have purchasing affiliations with another 1,100. Premier owners operate
hospitals, HMOs and PPOs, skilled nursing facilities, rehabilitation facilities, home
health agencies, and physician practices. Through participation in Premier,
healthcare leaders can access cost reduction avenues, delivery system
development and enhancement strategies, technology management, decision
support tools, and a variety of opportunities for networking and knowledge
transfer.
I very much appreciate this opportunity to share our views and recommendations
on the need to expand participation In Medicare managed care options to Include
provider-sponsored organizations (PSOs). As the Medicare program faces its
most serious crisis since its Inception over 30 years ago, we are convinced that
expanding beneficiary choice of private health plan options Is an essential
component of any strategy to preserve and strengthen the program for the 21 st
century.
Today's hearing brings into focus very significant advances that are occurring In
the private sector to Improve the quality and affordability of care through greater
reliance on organized systems of care. As employers and other purchasers of
health care services have put pressure on providers and Insurers to limit premium
increases and overall health care costs, new models for organizing and delivering
care have emerged. We have seen the first generation of managed care plans -
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group and staff model HMOs -- give way to HMOs with point-of-service options
and preferred provider organizations (PPOs) promoting best clinical practices
through utilization management. More recently, some employers have begun to
contract directly with locally-based provider-sponsored organizations that are
capable of providing a comprehensive array of health care services.
One purpose of this hearing is to learn more about how PSOs are serving
patients in many communities and to consider how their advantages can be made
available to the Medicare program and its beneficiaries. First, we do want to
extend our appreciation to Senators Frist and Rockefeller for introducing S. 146, a
bill that would make qualified PSOs eligible as a Medicare coverage option. This
measure carefully sets forth the terms and conditions for PSO participation in
Medicare -- holding them fully accountable while recognizing their unique
structure.
What are PSOs?
Very simply, a PSO is an organized system of care serving patients in a local
community. Typically, PSOs are sponsored by local hospitals, physicians and
other licensed providers who are affiliated with each other through common
ownership or control and share financial risk. These organizations are an
attractive option to consumers who want to receive their health care from a
network of local providers that have a long-term commitment to their
communities. With their local base, PSOs are able to focus on improving health
throughout their communities while coordinating care across the continuum of
services required to diagnose and treat illnesses and injuries for its enrollees.
What really distinguishes PSOs from other forms of managed care is their
provider base in contrast to an insurance plan or HMO where the insurer or plan
is not directly involved in the provision of care. Insurers and HMOs generally
must make arrangements with facilities and practitioners in order to deliver care
to their enrolled Members. In contrast, PSOs are both the plan and the direct
provider of care. As such they can more easily put patients first and maintain a
proper balance between the need to achieve efficiencies and the obligation to
ensure the highest quality and consumer protection standards.
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While not all PSOs are structured in exactly the same way, they all share some
common features including:
Integration of all clinical services supported by clinical and financial
information systems and by adherence to community standards of
practice;
Direct provision of a substantial portion of services by providers that
share financial risk; and
*

Flexibility in the design of medical management approaches that are
adapted to local needs and coordinated with other community
resources.

We believe PSOs can offer a patient-focused delivery system that Is equally
attractive to beneficiaries in urban areas with considerable managed care
not
competition as well as in rural areas where coordinated care systems have
often been available.
PSOs and Medicare
responsible for
It Is widely recognized that organized systems of care have been
In
workers.
and
employers
to
reducing the cost of private health coverage
care
coordinated
system,
fee-for-service
episodic
fragmented,
the
to
contrast
Medicare
The
care.
of
outcomes
and
quality
systems can also improve the
in making
program has moved much more slowly than the private market
Is now an
there
believe
We
beneficiaries.
to
available
managed care options
sector
private
these
of
advantage
opportunity, indeed a mandate, to begin taking
other
and
PSOs
include
to
choices
beneficiary
expanding
successes by
integrated care systems that meet appropriate standards.
been growing
Enrollment of Medicare beneficiaries in qualified HMOs has
Congressional Budget
dramatically recently - more than 25% per year -- and the
in risk-based
Office in January predicted that the percentage of beneficiariesnext 5 years.
the
HMOs would nearly double - from 11.7% to 22.9% -- over
with the private sector
However, these figures remain quite low in comparison
in managed care plans.
are
coverage
health
with
where fully two-thirds of workers
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One reason that Medicare lags behind the private sector with regard to managed
care participation is that the program has limited private plan options to traditional
HMOs and Competitive Medical Plans (CMPs.) We strongly supported provisions
included in the Balanced Budget Act of 1995 that would have established federal
standards and certification for PSOs in the Medicare program. However, in the
final bill -- which was vetoed - we believe the standards were too restrictive and
that significant discretion was ceded to the states which would likely take very
different approaches that could impede opportunities for PSOs and restrict
beneficiary choices in some states.
Since that time, the Medicare program has iaunched a series of demonstrations
designed to test the acceptability c d -wider range of private plan options. As you
may know, the Medicare Choices Demonstration involves 25 sites, 9 of which are
PSOs. One of our owners, the Florida Hospital Healthcare System in Orlando,
has already begun enrolling Medicare beneficiaries under a capitation-based risk
contract with Medicare. Within its first two months of operation, the plan enrolled
more than 4000 beneficiaries. Significantly, the plan was qualified directly by
HCFA and was not required to obtain a state HMO license.
We are greatly encouraged by the strong interest that beneficiaries have
displayed in the Orlando PSO. We know that many Premier hospitals and
systems are capable of coordinating care for Medicare beneficiaries and are
anxious to have this opportunity in their communities. Enactment of S.146 would
make PSOs more widely available and hold them accountable to appropriate
financial, quality, and patient protection standards.
S.146, The Provider-Sponsored Organization Act of 1997
The legislation introduced by Senators Frist and Rockefeller on January 21st,
S.146, includes a number of specific and important changes from the proposals
that were offered during the Medicare debates in the last Congress. In our view,
this legislation holds PSOs to even higher standards than are currently in place
for HMOs that contract with Medicare. We think it is critically important to
recognize that this measure is not an effort to lower Medicare standards or put
beneficiaries at risk.
S.146 sets forth the terms and conditions for PSO participation in the Medicare
program. The measure builds on the requirements already in place under the
current risk contractor program. A Medicare qualified PSO must have the
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capability to provide the full benefit package under a capitation payment including
the direct provision of substantially all the covered benefits by providers who are
under common control and share substantial financial risk. Financial solvency
must be demonstrated by meeting a series of specific measures based on the
current NAIC model HMO act. PSOs must also meet all current Medicare quality
standards plus enhanced standards related to utilization review programs and
physician participation in designing quality improvement programs.
We also believe that it's important to make sure that the enforcement and
oversight of PSOs are carried out in an efficient and fair manner. Historically,
state regulatory systems have not kept pace with the changing delivery system
models in terms of the application of their licensure statutes. Thus, PSOs and
other integrated delivery systems face in many states regulatory requirements
designed for traditional health insurers or HMOs that must set aside reserves
against claims and must contract with the providers that actually render services.
As a result, S.146 seeks to coordinate federal and state regulatory efforts by
initially calling for federal certification of PSOs. After four years, state licensure
would be required for PSOs in any state that adopted standards equivalent to the
federal standards.
Finally, S.146 includes a number of other provisions such as limited waivers of
the enrollment composition rule (the so-called 50150 rule), authorization for partial
risk payment arrangements combining capitation with cost-based payments, and
a limited preemption of state laws that prohibit the operation of managed care
a more
plans. These provisions help to ensure a level playing field for PSOs and
held
be
can
they
which
through
standards
of
set
appropriate
and
consistent
accountable.
Conclusion
MR. CHAIRMAN, we believe PSOs show great promise as an option for
patient
Medicare beneficiaries by giving them access to community-based,
rely on
focused, coordinated care. This translates into real value for those who
beneficiary
of
range
the
expand
will
PSOs
Medicare for their health coverage.
practicing
choices, they will put clinical decisions back into the hands of local
assurance
quality
and
protection
consumer
current
meet
physicians, they will
traditional feestandards, and they will reduce the burden and frustration of the
for-service claims system.
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We believe that the enthusiasm with which Medicare beneficiaries have
embraced the PSOs that are participating in the Medicare Choices demonstration
is indicative of the reception they will receive if they become more widely
available. It's important to remember that S.146 represents a significant and
much more comprehensive approach to establishing the conditions for and
assuring the accountability of provider-sponsored organizations.
We urge this Committee to include this legislation in any Medicare reform
legislation that may be recommended later this year. We look forward to working
with you, MR. CHAIRMAN, and the other members of the Committee in moving
this bill forward.
Thank you for this opportunity to present our views and recommendations on this
critical opportunity to expand Medicare choices.
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STATEMENT OF
USA MANAGED CARE ORGANIZATION, INC.
TO THE
COMMITTEE
FINANCE
SENATE

ON

IMPROVING MEDICARE CHOICES

MARCH 19, 1997

Mr. Chairman and Members of the Committee:
We at USA Managed Care Organization. Inc. (USA) are pleased to submit testimony
these
regarding improving Medicare choices for beneficiaries. We commend you for holding
hearings and recognizing the importance of expanding opportunities for Medicare
health
beneficiaries that go beyond the traditional fee-for-service arena. Among the various
care delivery options we believe the committee should consider are what are commonly
known as preferred provider organizations, or PPOs. Today, we want to recommend
option.
Congress expand Medicare beneficiary choices by creating a national PPO
Background on PPOs
A PPO is primarily
It is important to first define what a preferred provider organization is.
of doctors
a hybrid between indemnity health insurers and HMOs, which limit the number
self-directed,
more
is
care
patient's
the
PPO,
a
With
choose.
can
member
a
which
from
this delivery model,
since the number of physicians a patient may choose from increases. In
by stringent
abide
to
agree
and
basis
fee-for-service
a
on
practitioners are reimbursed
utilization controls.
seek treatment
Depending upon a PPO member's benefit plan, the member generally can
a doctor from the
from any physician and be covered, but receives incentives for selecting
typically he/she will pLy
PPO. In the event the member accesses a non-member physician,
or hospital not covered
physician
a
uses
patient
a
when
involved
costs
the
80 - 90 percent of
by the PPO.
number of provider
In an HMO, the physicians work under contract, generally in a limited In a PPO,
sites, wither through a medical group or individual practice association.
sites. However, the doctors,
physicians generally continue to practice from their own private
the patient-members of the
to
services
offer
who
professionals
care
health
hospitals and other
reviews.
cost-control
and
PPO are subject to utilization
The following are questions that might be asked about a PPO:
are profitability, enrollment
Is the PPO economically viable? Good indicators of viability
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levels and trends. A good PPO has diversified revenue sources, with a sophisticated
information system able to produce meaningful reports detailing how and where the PPO is
spending their health care dollars.
How comprehensive is its network? Many purchasers want a one-stop shop. A good PPO
offers a comprehensive network of conveniently located general practitioners and specialists.
If network doctors are not easily accessible, the purpose of the PPO is defeated. Most good
PPOs currently operating have access to all types of medical facilities to place patients at the
appropriate level of care. The broader the range of benefits, the greater the cost containment
potential.
Does the PPO have direct contracts with providers and facilities? Many PPO's are made up
of rented networks of providers and facilities. The most significant issues created by this is
that of the 'silent PPOs/" Silent PPOs do not identify the proper health plan covering that
patient, resulting in the provider or facility being unable to determine the financial
arrangement surrounding that patient's care until she/he rec.,ives reimbursement. The
American Medical Association's and the American Hospital Association's opposition to these
arrangements are well documented. Any PPO participating in the Medicare program should
be required to maintain a minimum of 80% of their providers and facilities under contract.
Is the PPOs Accredited? Although PPOs continue to grow their businesses by increasing
their covered life base, regulations guarding the health and welfare of the public have been
slow to materialize. The result has been the emergence of the fore-mentioned "blind or
silent" PPOs; " lack of accessibility to providers; insufficient attention to patient rights and
responsibilities; inadequate scrutiny of a contracting provider's credentials; a void in terms of
patient education and health promotions; a significant lack of performance improvement
programs, and generally the potential for poorer quality of care being delivered. Requiring
participating PPOs to seek and maintain accreditation establishes benchmarks for quality
within the industry and provides patients with the assurance that the network has been
reviewed by an outside and independent third party.
How are providers selected and paid? Effective PPOs have a formal selection process for
each provider type which relies upon strict credentiahing criteria for participation. There is a
wide variety of payment procedures with PPOs, but successful ones have four basic
characteristics: competitive and equitable levels of payments, strict guidelines regulating
increases, flexibility to respond to different levels of purchaser sophistication and use of a
reimbursement mechanism to create incentives for efficient and quality provider practice.
Capabilities of USA Managed Care Organization
We are a managed health care company located in Austin, Texas and established in 1984.
Our flagship product, a preferred provider organization, has become the largest privately
held preferred provider organization in the nation. We serve about I I million people. Our
clientele is represented by roughly 30 insurance companies. 100 third-party administrators
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a-'J 300 multi-state employer groups. Our client list includes such noteworthy organizations
as Black & Decker Corporation, Kinko's. Lockheed/Martin Marietta, Service Merchandise
and the State of Tennessee.
In addition, we are the only accredited PPO in the nation. USA earned this unique
distinction from the Joint Commission on Accreditation Healthcare Organizations in May,
1996.
Our provider network consists of over 4.000 facilities and 170,000 credentialed
We
practitioners, and all necessary ancillary services delivering health care to 47 states.
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A brief overview of a few of USA's auxiliary services is provided below:
1)

2)

3)

in 1992
USA markets a transplant network product called USA Transnet, developed
for
as a specialty network that provides managed care through Premier Elite Centers
Catastrophic Illnesses and Injuries. USA Transnet transports the patient to a Premier
burn
Elite Center for specialized tertiary care services such as organ transplantation,
transplanted.
commonly
marrows
bone
and
organs
solid
all
covers
and
care or AIDS,
Another product within our PPO system is USA's Exclusive Provider Point-of-Service
model network which is currently being marketed and developed across the country.
This product calls for a USA-approved benefit plan design that ,ecifically penalizes
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Our PPO has had considerable success with various state and local authorities
throughout the nation. For instance, we have developed an outcomes measurement
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reasonable for the diagnosis and treatment. This measurement evaluates whether the
tests, procedures and treatments were appropriate based upon an appropriate
assessment and evaluation.
Beneficiary Option of National PPO
We firmly believe PPOs would work well as an option for Medicare beneficiaries.
Specifically, we propose a PPO system that expands development of a managed care
relationships with physicians and ancillary providers, as well as implementing leading edge
medical management programs. This integrated delivery system would have the ability to
bear risk based on a hybrid version of Medicare Select's "Plan C."
A national PPO could be a particularly attractive choice for two groups of Medicare
beneficiaries. One group is those who live in rural America and beyond the range of big
city-oriented HMOs. Another group is those beneficiaries who spend time in other areas of
the country, such as the "snowbirds" who winter with us in the Sunbelt and people who
travel extensively.
At a minimum, the Medicare Select program should be expanded to include such a
beneficiary option.
As a Medicare provider, our PPO would propose a combination of capitated and risk-sharing
arrangements. The plan would incorporate all the existing benefits of Plan C. Participants
would be responsible for a $5 co-pay for physician visits. If an insured chooses to use a
provider outside of the PPO they would be responsible for payment of the Part A deductible.
The in-network provider would accept 80 percent of Medicare or our negotiated rate
(whichever is less), as payment in full.
Contracted hospitals would have to accept the lesser of our contracted rates or the DRG
schedule as payment in full. In addition, USA has national contracts with most of the major
ancillary service providers at rates far below those allowable by Medicare. As we develop
our core beneficiary census, we would begin to change some of these contractual
arrangements to capitated fee basis contracts.
USA would manage care through its subsidiary, National Utilization Management
Corporation (NUMC). NUMC is accredited by the Utilization Review Accreditation
Commission and licensed to perform utilization review in all states requiring licensure.
NUMC's proactively evaluates all patient cases for potential case management. Early
assessment and intervention improves coordinated care for seriously ill patients while saving
payers substantial dollars. NUMC's medical professionals utilize pre-certification concurrent
review and retrospective reviews to determine the medical appropriateness of proposed
treatment. They utilize Inter-Qual Guidelines to determine medical necessity for outpatient,
as well as inpatient procedures. NUMC's Quality Assurance Program reviews all services to
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ensure they are delivered in an effective clinical, timely administrative, and economical fiscal
manner. It's highly skilled nursing staff would serve as beneficiary coordinators for
directing specialized care.
The development of an accountable delivery system begins with the commitment of the
physicians to provide quality treatment to beneficiaries. To facilitate this objective, USA has
developed peer review programs that will address clinical line management issues and
outcomes measurement. USA's peer review model is a checks and balances system whereby
physicians of the same specialty as other contracted physicians provide case analysis in
determination of the medical necessity and appropriateness of services provided. USA
strongly believes the delivery of health care is a local issue. Therefore, we are dedicated to
establishing peer review programs which incorporate locally based physicians in the clinical
line management function.
These are but a few of the many innovations developed by our PPO that can be utilized
within the Medicare program to ensure the efficient delivery of quality health care. We
believe this type of proposed managed care product, with all the components and providers
fully contracted and in place with the ability to direct care, would present a significant
savings to HCFA, while at the same time providing quality health care and granting patients
a considerable network of local physicians and hospitals from which to choose.
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