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United States
General Accounting OfficeG A Washington, D.C. 20548,.

Human Resources Division

B-229367

December 22, 1987

The Honorable Henry A. Waxman
Chairman, Subcommittee on Health

and the Environment
Committee on Energy and Commerce
House of Representatives

The Honorable Doug Walgren S
House of Representatives

7- This report is submitted in response to youf requests that we monitor
the implementation of the Philadelphia Accessible Services System
(itealthPASs), a prepaid health program now completing its second year
and serving about 96,000 Medicaid recipients, Established by the Penn-
sylvania Department of Public Welfare (DPw) and operated by a private
contractor" WealthPASS manages and coordinates the delivery of health
care services to the recipients, for whom enrollment in this program is
mandatory. Your concerns atout ttealthPASSk stemmed from its large
number of Medicaid enrollees, the speed with which the program was to
be implemented (enrollments were to occur over a 6-month period), and
past problems involving a similar program operated in another state.

Results in Brief eathPRA_'S is an ambitious undertaking that has achieved substantial suc-
css in establishing its operations, despite initial implementation prob-
lems and contractor financial losses. While many problems have been or
are being resolved, other issues related to the program's long-term finan-
cial viability and full compliance with Medicaid requirements remain.
Such issues include the reasonableness of the payment rates to the con-
tractor and the degree to which effective utilization controls and quality 0
assurance safeguards have been implemented. To continue beyond the
second year. lheaIthPWS5 will require federal renewal of the Medicaid
waiver that grants it authority to operate in its present form. These
issues will be considered during federal deliberations on the waiver
renewal.

Title XIX of the Social Security Act established Medicaid, a medical
, aK- 'lt. .. assistance program that serves ab )ut 22 million low-income people.

Within broad federal limits, states determine the scope and payment
rates for covered services and make payments directly to the provider.
The federal government pays 50 to 79 percent of the costs of providing
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obtain access to services. In addition to rendering primary care, the case .

manager coordinates the patient treatment plan and authorizes referrals
to specialists and hospital admissions. This coordination of services "-"
through case management is the mechanism that in theory can lead to
reductions in program costs while maintaining quality of care.

To encourage case managers to manage care effectively, Penn Health
pays them on a capitated basis; the fixed monthly payment for each
enrollee is designed to cover care provided by both the case manager
and any referral providers. As in the case of the tllo itself, case mana-
gers can earn additional income if they keep the actual cost of their ser-
vices and the services of referral providers below the capitated fee level. .
In addition, although case managers are not at direct financial risk for
inpatient hospitalizations (and certain other services such as hospital
emergency room treatments), they share in any aggregate savings on
such services achieved by teaiti.,kss.

As with all plans that involve a capitation approach to Medicaid reim-
bursement, a major concern is that access and quality of care remain at .

least equal to that under the traditional fee-for-service system. With
HealthPA.S,, as tinder the regular Medicaid program. the state is responsi-
ble for monitoring the program and assuring iI('FA that access and qual-
ity are maintained. Additionally. the waiver agreement between lciA ... '
and DPW spells out specific requirements, including an external peer
review and independent program evaluation, for assessing access and
quality.

The HealthPAsS waiver is effective for 2 years. through February 2, 1988.
In November 1987, !w requested that I( 'VA approve a 2-year renewal.
iiCFA has 9() days to review and approve or disapprove the request. The 0

Secretary of fills must concur with a disapproval decision N( new waiv-
ers of this type can be approved because a series of legislative changes
since 1985 limit the Secretary's discretion in granting similar waivers.

Objectives, Scope, anid As you requested. the ,,bJect'ives of ur review were to monitor the -
implementation of the i,atii h.v\,s program and brief the Suibcommit tee on

Methodology the progress it has made and pr blenis being encountered. We provided
the Subcommittee staff wit h quailerly briefings.

Our monito(ring was done at lilt(V. headquarters in Baltimore. l1('rA.s
regional office in Philadelphia, the Piennsylvania li"\\ in larrisburg. and '.-\

I.?-.?)
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the ino contractor in Philadelphia. We reiwe reports onl and evallna- J
tions of tleaithPA.S prepared by tivxand ot hers. In addit ionl, we visited a
local health maintenance organization and community group)s located in
Philadelphia to obtain their insights on thle program. Thlis repiort covers
fieldwork performed from May 1986 through Septemb~er 1987.

Issues~~~~~~~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~~ Nedn -at-Swihiscmltn t eodyaro prtils lt

Issus N edigoet, whichle eigiomletciints inssed e arteat nd ins.e has

Waiver Renewalprecenoldeiilreiinsiitseicaraadetr(Ino
rocesscontracts with over 500 case manager physicians or groups, all major

hospitals in the service area, and over 2,000) referral provider,, e.g.
physician specialists, laboratories, and home health agencies).

As could be expected with a project of this size and scope. somne proh- -

lems arose in assigning recipients to case mantagers and ensuring that all
providers had necessary agreements and document at ion sh) owing thatl
they met general Medicaid and approved waiver participation require-
ments. Providers must have Medicaid agreements anld hospital amitting
privileges, and be licensed in Pennsylvania. According to iilUF,\ and state
officials, problems identified during oversight activities had heen or
were in the process of being corrected at the time we complet ed our
fieldwork. Overall, the degree of provider part icilpatuin. lack ofirecipient
grievances, and absence of complaints by commtiunlity grolls lt'd ll(T\ to -

conclude in an October 1987 evaluation report t hat at s4i in d base had
been established for this project.

But ot her issuies have arisen that should( he reii ed hir t 1,4 1n()i ti
establish its long-term financial viahilit y and fillk. %ii 11))l I kv\
waiver requirements. These issues involvye

" the reasonableness of the cap~itat io n rates and thle ai ii n j iia; eness. (I'
risk-sharing arrang( ments that evolyed bet weenl Th l tate a:111d 1! hI' \.s
(during thle lirouect 5 :;ec()nd year,.

" tile degree to which ihe case manlagemlent ap~i ih I-,i hlit, 111it ii'

mented. and
" the implementation ot necessary quality assllranii lltilt isll

Setting Capit atio( n Rates Trhe acculracy and reasonableness it th 111 hical it' lt 1t;1 lii ra;t i

( Ofl~t~l~'\became an ele'ment ol ion't roversv whenl I'iuil I lealt It I ii-all e\(l till
cing financial lo sses. In lhe first Yea11 rf ii erlt hil. I1111 I hal Ii 11111 itt cil
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an unaudited pretax loss of about $7.8 million, which it and the state 61
attributed to an initial capitation rate that was too low and substantial

* underestimation of the hospital utilization rate among the recipients
Penn Ihealth was to serve.

Not okisetng Medicaid capitation rates complex and often contro-
versial, according to a recent iwFA, evaluation of seven capitated Medi-
caid demonst ration projects, but it may be the single most important
factor in determining program viability. In the programs ui'.\ reviewed.
questions ofteni emerged about (1I) the methodology used to calculate
payment rates (e.g.. the categories of Medicaid recipients for whom to 5

Compute rates) and ( 2) the assumptions used to adjust rates for such
factors ats inflation and changes in program requirements. Such issues
need close scrutiny, given the importance of capitation rates to program ,
co)st -ef lect iveness and viability.

I 'ji der M ed ica id regu Ilat ions. capit at ion rat es can not ex ceed whItat t he
state would otherwise pay for the medical care of a comparable group of
recip)ients if the (are were provided in the fee-fhw-service sector. Calc-1
lating accurate capitat ion rates is coimplex because: S.

1. O ften t he dat a uised are several years old and must be updated to
reflect expected costs per eligible recipient inI the year for which the 5

rate". aplY

2. O bt aining accurate counts otf eligible Medicaid recipients is (lit ticult

31. Working fron i a c )mm( r1 dat abase. thte (costs5 and recipients wh 'se ser'-
vices are paid soldely withl state flunds miust be separated frni m hoIse eli-
gible for federal financial jiarticipat ionl under- Medicaid

I ealt hlASS Rates InI calcu ilat ing tie I '~ 11caT11*\SS pa"ymlent rat es. P elinsv lv a ma armled toW Save
li0 jperc rt oover what it otherwise womild have paid lin The tee-for-servico
sector. It calci ilt ed thle rate for the first vear oit the iivthtt'ASS (0,111ract

effect ive t hro )igh February 1 987 fnrom it s I1984 claimis dati a [on' P'hila-
delphia 01ounty. updafited to ref'lect program) changes and Iruflationl since
1 984. After ne(go tiat iins with thle (contract or and reviews byIh x all
Ipart is agree'd that il an ave rage c"Ilut at ion ratte ()tf $9( 1. S5 perf minembe per
111(11n 1 would enable I te State to achieve a I l'-po'roont Savings and thet(
(0111 racier to operate profit ably., Thet cont ract alsol cont auiued :1 risk.0
sharing arrangemo i t hat wmi )I1(1(omp)ensawi v it her' he' ( )Ilt raW tI ()I Ir he t %b
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Medicaid program should hospital utilization be above or below preset%
levels.

I ndt'rlyiiig the p~aymfent rate was the assumlpt ion, according to Penn
Health s actuarial consultant, that citieawi55v would be able to achieve a
hospital ti lization rate of 8 11 days per 1,000 enrollees. In reviewing the
paynent rates. neither the state, the c'ontractor. nor 1i('F.,% questioned the
achievability of this utilization rate, and the comparable fee-for-service
statistic was unavailable. Penin Health's first-year hospital utilization
experience, 1,.25 1 days per 1,000) enrollees, was substantially above the
assumed rate. In August 1987, the state analyzed its claims data and
reported to iICF.A that the annualized Medicaid hospital utilization rate
being experienced in Philadelphia County (outside Of liealthPASS's service0
area) was 2,145 days per 1,000 enrollees compared with HlealthpA~sS's rate
of 1,251 per 1 ,00() enrollees for a similar period.-

Other factors underlay the computation of the capitation rate:

1. It was assumed that the contractor would be able to achieve lower ~
costs than the fee-for-service Medicaid costs.

2. The rate included Penn Health's administrative costs, estimated to be
about 7 p~ercent of Penn Health's revenues under the contract.

:3. 1 *nless it could realize at profit of 5 percent on the project's revenues,
Maxicari' stated. it would be unwilling to continue its contract with the 4

state. .'

TO aihsorh I he coI m ract or's adliiinist rat ive coist s and meet the state's say- '

ings anid t het corit ra('tor's profit goals would require about at 21)-percent
iiedli it ion0 frin excX (t ed fe '-f u'-serv he coist s. Ne(it her the St ate in it.-;
l)I''larat Ii il (it, I he' wativer Submrissuin nor- I ic VA- in its review addressed %S"
the achievahility of such a reduction. PS

C'ontract Renegotiatced InI Nov'ember I 986. when its known losses on 1ii'lth'ASS reached $2 mil-
lion. Max icare submitted its notice to terminate the (ont rac't with Penn-
sv ivania at the end of the first year. This prompted the state to
negotiate ain arrangement that ult imately led the 'ont ractor to agr'ee to
continue foir another \-car, U sinrg dat a mor ue cuir'rent than that available-

Page~ i0 ( Ai lI) SiN:17 Philadeliphia lie'alliilA.% Plrt)graJiI
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when it computed the first-year HealthPASs rate, DPW recomputed the rate.
It now believes that, instead of being 90 percent of the fee-for-service 0
cost, the capitation rate of $90.85 per member per month was actually %
about 80 percent of such costs. Using this more current data, the state
(I1 ) agreed to increase the capitation rate for the second year of the,-' .-

llealthlPASS contract, from $90.85 to $106.44 (17 percent), and (2) renego-

tiated the contract's risk-sharing arrangements to limit any contractor --

losses to a total of $2 million for the first 2 years of operations. If the
initial risk-sharing provision of the contract were applied, we estimated, of
Penn Health's first-year loss would have been approximately $3.7
million.

The practical effects of the new risk-sharing agreement were to

" forgive a substantial portion of the contractor's first-year losses;
" allow the contractor to operate during its second year without risk; and
" make uncertain at this time, because of the state's decision to under-

write all losses in excess of $2 million, the ultimate contract costs of the
program.

In previous reviews, we recounted the transference of risk from the risk- "
based contractor to the state Medicaid program. In a 1978 GAO report,
we found that firms with Medicaid insurance contracts to administer
aspects of state Medicaid programs experienced financial difficulties.
The contractors charged that inaccurate, unreliable, and incomplete
Medicaid program data caused them to underestimate their costs and
underbid the contracts. To avoid further losses and reduce their under-
writing risk. these firms terminated their agreements, refused to extend Z.-.
them. or pressured the state to renegotiate the contract in the contrac-
tor's favor. In our- 1978 report, we recommended that mllS not approve . .
changes that eliminate or reduce a contractor's underwriting risk.

IIt('TA incorl)oratd these recommendations into regulations that prohibit ,'
recotupnivnt of losses ant elirmation of contractor risk. Specifically, the ','

regulation prohibits re(touilpnm'nt of prior losses through a change in the
capit at ion fee.

In the cast (tf I hal'h.\'. I II-.\ appr)ved a change in risk-sharing provi-
sions h(caus' it di( no)t ( onsider payments arising from them to be a
change, in the capitation fee. At the time of approval, the ultimate cost

Page 7 (AO HIR)-88't:7 Philade-Iphia |{ealthPANS" Programn

S.b N % %- %'.-". " .''' ",-,V- '"' -' 2"2-. . .'v T ' ' " ","-" - ".,";... - ,-".. .%- %--" ue • " '



%%' r

B-229367

-. 

of the amended risk-sharing provision was not known because the mag-

nitude of Penn Health's losses were not known. As a result of Penn
Health's higher-than-expected first-year losses, we estimate, the'""
amended risk-sharing provision in effect reduced Penn Health's losses .--.
by at least $1.7 million (shifting such losses to the state and federal gov- ,,.'-'
ernments). In a letter dated November 19, 1987, we have asked iFA to
determine whether this change violated federal regulations prohibiting
recoupment of losses and elimination of contractor risk. (For a more
detailed discussion of these issues, see app. I.)

In summary, because of the many assumptions required for establishing
Medicaid capitation rates, there is little prospect of eliminating disputes 0

over their reasonableness, particularly when contractors incur losses.
The rate-setting process is important to program viability, from both the
contractor's and Medicaid's perspective. Thus, development of bench- v -

mark statistics such as (in the case of iieaithPAss) fee-for-service hospital
utilization rates, would help in sorting out, when disputes arise, whether
the problem is with the rates, the savings goals, or the contractor's per-
formance. The causes of Penn Health's losses still cannot be determined

although DPW and iICFA agree that the reimbursement rates most likely
were understated. Complicating factors include (1) lack of audited
financial statements from Penn Health (the first of which are not due
until Dec. 1987), (2) Penn lealth's apparent continuing losses during the 0
second program year (which could exceed first-year losses, based on P,

lp
Penn Health's unaudited statements for the first i months tinder the
new rate), and (3) difficulties and limitations Penn Health has expe-
rienced in implementing its case management approach (as discussed in
the next section). As case management is a key mechanism for control-
ling utilization. sonic of the losses probably can be attributed to the lat-
ter problems.

Case Management a Key Case management in 11ealthPiA'-6 is an important element for achieving

Element program utilization and quality of care goals. The case management
approach departs substantially from delivery of services in lhiladelphia
tinder the traditional fee-for-service Medicaid program. Most recipient -
services are intended to be c()rdinated through the ('ase manager, who
acts as gatekeeper to restrict unnecessary services and maintain con- . .
tinuitv of care. Several fact(rs reduced t he effectiveness otf this '
approach inder lhalihl'A.s. -..S

*..',- %
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Case managers had limited involvement in approving inpatient hospital
admissions. Prior authorization of hospital admissions by the case mnana-
ger is one of tieaithPA&S's basic cost-control mechanisms. Although the
HeawthpAss waiver required the case manager to approve all nonemer-
gency hospital admissions for enrolled recipients, iwcv-% found that Pern
Health authorized hospital admissions before notifying the c'ase mana-
ger. In addition, DPW reported that 90 percent of iivalrhl'ASS's admissions
were for emergencies or urgent care, which did not need prior approval.
Thus, the case manager effectively was excluded from the admissions
decision process. Furthermore, case managers generally were not
involved with their patients during inpatient hospital stays, I WFA Is

review of Penn Health records revealed.
Program design excluded the contractor from financial responsibility for
outpatient mental health and drug and alcohol abuse services. By
removing a significant element of patient care from the case manager's
purview, the case manager's ability to coordinate a recipient's health
care is constrained. Also, information related to outpatient substance
abuse and mental health care cannot be provided to case managers withI-
out violating federal regulations on privacy, state officials have
reported. Thus, DPW has not released individual recipient ui izat ion
data, which case managers were to utse in helping nitnitor. co ordIinate.
and control use of services. At the conclusion of our fieldwork. FcK\and
DPW were working to resolve this data release issue.
Not all recipients were assigned individual physician case matnagers. as
HCFA noted in its assessment of thle first x'ear of, 11Ft'FuFF,:vs. operations. Inll
many instances (about half of thte time. according to at March 1 987 [,1F
survey), recipients were assigned to or c-hose a part ictilar site, for exam11- .. x/
pie, a hospital outpatient clinic, as their case mlaniager. The wai xer and
federal regulations refer to physician gnitij s atid do no~ t requ ire T? iat a
single physician be identified iks caIse mianager. But iFFt I vlcew F h
DPIA'survey indicates that care rendered at lUFF It F ihsician si eri ni
differ from fee-for-service and episodic care At tfise sIteN. ind(ixIduial
doctors could not be held accountable fo.ra re ipint c an t' Fhc \\rrt
not the designated case managers for' thle re( ient i. ii f, '\ rep, te r ( d.dh
tionally. in large teaching centers iF( ix follnd That ,iediraJ l i. 1)(t
the designated case managers. were perforinFg ant)I m 1ni ng 1,Jre

I UFx h as raised (-on cern s a bout I l t 1)1 c 1 iiiit aI t Ip ia I 11 1111 (it' mar hvliim
delivered in this environment absent staiidaruks ft- sit c. as t tJ ; it ts, t
a specific physician. perfo~rminfg case' Fiiagnt&FF In April 19S7, N'\
directed Penin Health to initiate act ion 1tt co 11 rr'tt hi 11 at ion and1( 1
mionitori ng progress, As o f .\uigi i s I! 4s7, It tn I I IaIt (.( rmtut thiat17

Page 9 G M) i1Rlitt N31 Philadv'iim, liek'itlhV\SS P'rogram
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percent of recipients were assigned individual phynsician case managers,
with the remainder assigned to sites.

Implementation of an effective case management sy ,stem is the key to

achieving the program's dual objectives-substantial cost savings and
maintenance of quality and access to care,. That it will take a number of
years for the Medicaid recipients and providers to become educated in
the use and provision of (are uinder the case management al)roach is
generally agreed. Given this and the limitations in case management as
operating in Ikva~thRXSS, iwP(',x and state officials will continue to monitor
the program closely, they told uts. They expect to help assure progress in
correcting known problems and ultimately to determine the workability

of the case management approach.

Quality Assurance: Capitation reimbursement, such as that used by ll~tIS.creates strong %
Mechanisms Required incentives for providers to reduce utilization to cut costs. This gives rise

to concerns over quality of care. Considerable attention was givenl to
quality control in developing the lAiithaioiw-5 1)rogram. and iict'I-As waiver

approving ilealthIRASS ws explicit in requiring quality assurance mecha-
nisms. These mechanisms included ( I) a compjlaint iind grievance system
to give recipients a process for resolving problems: (2 ) at qualityv assur-
ance program requiring Perin H ealt h and [P.respecctixvly. to conduct

internal and external peer reviews of cases to monitor quialityv of care:
and (3 ) development of utilizat io n dat a for o .~ IAS0verallI and bY case
manager, foir I i'w 's use in monitoring uitilizatio P f services against Stan-
dards developed speccifically for t halt prpose.

The cimlaint and grievance system wsimpl~leented onl t inle and lias
beenl functio ning since 11,-iillh'.ss began. lecit itl c midaiit s ilre hall-.

died p)rincipally through it telephlonle 1ot linle staffed around t ie( clock
to address hot li qiiries and colillI ailnt s. 1)1ur ng th In Ir( grim ils first-
vear. tli othle rt ceived 86e X.00011 calls I roil recileilt s. according to

u Of.( t these, abood 7801 were classified as, infoml (( cimlinlts (fimostly -

re lat ing t o lproh lems cen itei rinig oni t Iew doeto pair )It IcenIt re lat im1,1 msii i wIth1
lie reane paetyclassified as im(uiries I1; I a il)aint is ])()I

resolved to the recipemits sat isfalion. it is, classjfiil s gr.(iicne. for)I
which there are se'verill stages ofI* o'so)lit in r appewal No rcpei
compllaint was classifijed as a grievanee t fie first Year (If il dili S (era-
tions, according t() Peiii I lltil f0)(la

0

Thle qUality aossoI'MC ianceprgraml %\as )nly p~art iall imlli'n1ieliteilli
hlcaltlPAS~Ss first vear of 4lN'rat ions. 'linn Healtho ias reireid to) moinluem

Pange iii (iAO IMP X937iT Phi ladv Iph ia I ival h ASS Pr 'gra il
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internal peer reviews of a random sample of outpatient cases at the case
manager sites and inpatient cases at participating hospitals. using sam- -

pling methods and review criteria set forth in the waiver. Penn Health
began the case manager reviews 7 months into the program year and the
hospital reviews 8 months later than called for in the waiver. Also, Penn
Health did not adhere to the required sampling methodology in con- -

ducting either )f the review activities-it used smaller samples than
required. and the case manager reviews were not random.

More importantly. however, the reviews did not focus on quality of care,. ' V
according to a t1CFA assessment of the process. Instead of covering the
criteria specified in the waiver, the hospital review activity focused on .-
whether the admission was necessary and or the length of stay
exceeded requirements, according to rey< Case manager reviews, cFA ..--.

found, centered on physician charting practices with no evidence, in the
majority of cases, of a Penn Health reviewer's evaluation of the quality
of care provided.

In addition to Penn Health's internal review function, [wW was required 0
under the HealthPAss waiver to contract with an independent firm to per-
form external peer review of the quality of care provided by case mana- -- -,
gers. This external review, according to w'a, was structured to be the *:. *

"... keystone of the Commonwealth's quality assurance process."
Because of delays in contracting with the external peer review organiza-
tion, the program was not implemented until .July 1987. and actual case
reviews did not begin until October 187. Consequently. data were not
available at the time we completed our fieldwork on the results of the
external peer review.

The third mechanism required tinder the waiver for quality assurance * 0
was monit(W ring o)t" l.'IthPA'.SS re(ipients' utilizatin (" health services.
DMVPI was required to do this by ising standards it develo)ed specifi-
(ally to detect potential patterns of underuse or other quality problems. "V|
While trw made some comparisons between lhvaltl'.A\SS utilization rates
and the standards, the results were n t useful because the standards.
according to t)mv officials, were based (m estimates they now believe -

mav have been inco(rrect. At the tinie we ( (mplted ()ill fieldwork. I'w%.
reported to II( ,\ that it was in the process of collecting data on which to
base revised standards. inv'.\ did not offer the state any specific guid-
ante on what data the standards should he based oin. and I)nw\ has .

offered nFA 1io information on lhe (ata it will use 0
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Thus, during the first year and a half of operations lheaithil'Xs and mm" 00 e

did not have in place and working the key mechanisms intended to mon-
itor quality of care. Without such mechanisms, a complete evaluation of
care is not possible. At the time we completed our fieldwork, DiaW and
Penn Health were addressing the problems identified by icFVA's review.

Conclusions tealthPA&S is an ambitious program that aims to assure Medicaid recipi- S
ents access to health care at least equal in quality and accessibility to

that of the fee-for-service sector, but with substantially lower outlays V'.-
for services. The program's long-term financial viability cannot be pre-
dicted until the accuracy and adequacy of its capitation rate, the magni- %
tude of contractor financial losses, and the causes of those losses are S
resolved. Furtherm ore, it is too early to determ ine w hether IhaItht.N5'S.
case management approach will be successful in maintaining quality of
care and recipients' access to that care. while achieving the necessary
cost savings.

IICF.A and the state are addressing the issues concerning the implementa-
tion of case management and quality assurance systems. Therefore, at
this time, we are making no recommendations. Further, although we
have asked ucFA for its view s on the legal issues concerning risk sharing - ."-

a n d r e c o u p m e n t o f lo s s e s , a s o f D e c e m b e r 1 8 . 1 9 8 7 , w e h a d n o t r e c e iv e d - ,.
a response. We will advise you of iic;x's response and our analysis at a
later date.

' --- ,.

As you requested, we did not obtain com m ents from iici'tx, lhaltivAsS, or
Pennsylvania officials on a draft of this report. We will send copies to
the Director of the Office of Management and Budget, the Secretary of -
Health and Human Services, the Administrator of the Htealth Care
Financing Administration, and other interested parties.

Michael Zimmerman
Senior Associate Director
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Appendix I

Contract Modifications Involving Recoupment
of Losses and Risk Sharing

The original contract between the Pennsylvania Department of Public
Welfare and Penn Health, guaranteed by the parent, HealthAmerica
Corporation, covered the initial 2 years of the IlealthPA.SS program and
provided (in clause F.9(a)) for annual renegotiation of the capitation
rate. As required by 42 C.F.R. 434.14(a)(4), the contract further speci-
fied (in clause F. 10) as follows:

"No Recoupment of Losses. The capitation premium rate shall not include payment 0
for recoupment of any losses incurred by Contractor for which it has assumed the %
risk tinder this Contract or any prior Contract with the Department." N"

The contract also included (in clause F.2) the following risk-sharing pro-
vision (see 42 C.F.R. 434.14(a)(5)):

"Hospitalization Risk Sharing. If for any year (f the term of this Agreement ending ,-
on an anniversary of the Start Date the number of (overed hospital days per 1 ,(0,
clients pay year:

"(a) is less than 680. the Contractor shall reimburse Department at the rate of A

$0.0225 per day less multiplied by the number of Client Months during the year: and

"(b) exceeds 1.020. the Department shall reimburse Contractor at the rate of
$0.0225 per day of excess multiplied by the number of Client Months during the
year." n",.,

IlealthPASS reported an unaudited pretax loss of $7.8 million for the first
year of operations, $3.7 million of which represented Penn Health's
share of losses and the remainder the state's share of losses under the
original risk-sharing provision (above). Ninety days prior to the begin-
ning of the second year of the program, Maxicare notified DPw of its
intent to terminate the contract, subject to renegotiation of the capita-
tion rate. To ensure Maxicare remained in the program, DiW agreed to -. *."

increase the capitation rate for the second year of the program by 17 %
percent-from $90.85 to $106.44. W also agreed to replace the risk-
sharing provision (set forth above) with a provision tnder which i),W
would assume all lenn lealth's losses in excess of $2 million for the
combined first 2 year s of operation and recoup all pretax profits in
excess of 7 percent of gross revenues. With these changes, Maxicare
agreed to continue operations through the second year.

In support of the higher capitation rate and after reviewing actual "
claims paid, )PIW 'laimed it had underestimated the actual fee-for-
servi(e costs because the increases in physician's services fees and inpa- '

"

tient costs were greater than anticipated. Based upon actual fee-for- "
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Appendix I%
Con~tract Mlodification% In1 ohviii

a Re~otpmient Of IASP and Risk Sharing~

servic:e costs ini Phliladelph~ia County for 1985-86, i' calculated that
thle first-year capitation fee should have,( been SI 102.22 per recipient per
month rather than the contract rate of S90.85. The new rate of $106.44
represented a 4-percent increase over $ 102.22. In a .January 22, 1987.

a letter to Elmer Smith, Director of iw(FA5s Office of Eligibility Policy. D)PA

claimed that if the first year s capitation rate had been $102.22 rather
than $90.85 (based on the actual rather than projected fee-for-service
rate) the p! ogram would have produc~ed a pretax profit of approxi-
mately 6 percent. IWFA reviewed DP's calculation and approved the
second-year rate and loss limit provisionf.

Federal regulations governing 111()s (42 C.F.R. 434.14(a)(4 and (5)., ~ a

respectively ) require that contracts with tuos 'specify that thle capita-
tion fee will not include any amiount for recoupment of any losses suf-
fered by the contractor for r-isks assumed uinder the same contract or a%
prior contract with the agency" and "specify that the contractore
assumes at least part of the underwriting risk." The initial contract did
contain a clause mirroring the language of section 434.14(a)(4). How-d
ever, the contract amendment deleted that clause (F. 10). Moreover, the
increastd capitat ion fee may have included at recoupment for losses suf-
fered by Penin Health for risks assumed uinder the same contract during
the fist yVear of operation. 'Fhe contract amendment contained a 17-
percent increase in the capitation rate for the second year of operation: a

an increase that iw% W contends wvould have been only 4 per-cent had it not
initially underestimated the fee-for-service equivalent. Further, the new a

a. risk-sharing clause, limiting Penn liceahh's combined 2-year losses to $2
million well below the first -year losses sustained prior to the contract
amendmtent t. may all(\% rv cupiluent for' first -year losses and. in essence.
permit Penn H ealth to assu me it( finiancial risk- during year 2 of
oper'at ion

Onl \ovemb~er 19. 1987. we requeste 1l .lVs legal opinion and explana-
tio)n as to whet her the I ~tt~~)igram IS" co nt tact and amendments -

conform with federal regulatio ns governing ios We a sked for iw icks
inlterpre,(t at om otlf the trml",apit aiot l( tee asit is used in these regula-
tions and also (ituest ioned w\ het her thet( new risk-sharing clause improp-
erly allows recoupment of' first-vear P 551'S . A reply w~as requested
wit hin 21) days fro m the date of t he let er.
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