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ABSTRACT

Delivery of care under the Medicare Subvention Demonstration began 1 September 1998
at Madigan Army Medical Center (MAMC). The goal of the demonstration project isto
implement a cost-effective alternative to delivering health care to Medicare-eligible military
beneficiaries, while increasing the total federal cost to neither Department of Defense (DOD) nor
Department of Health and Human Services. Simply, the goal is to achieve cost-neutrality.
MAMC is one of the demonstration sites. The 1;urpose of this research effort is to determine if
MAMC can achieve cosf—neutrality and positively contribute te the achievement of the Level of
Effort (LOE). Two supporting objectives are examined in this research effort. The first seeks to
determine if the cost of treating Medicare dual-eligible beneficiaries is significantly greater than
the cost of treating all other eligible beneficiaries. The second examines whether MAMC will

meet its assigned LOE based on accrued costs for care rendered to dual-eligible beneﬁc'iaries,

" Cost-neutrality is achieved if the LOE is met but not exceeded. LOE must be attained if MAMC

is to succeed in the demonstratlon and achieve cost-neutmhty Results of the research indicate
MAMC will meet and exceed its assigned LOE, but will not achieve cost-neutrahty Results also
revealed that predictive factors are associated with individual patlent cost. Findings support the
contention that costs for Medicare patients are significantly greater than those for patients under
65 years of age. MAMC is not expected to achieve success in this demonstration project. The
DOD should negotiate a new agreement to address the problems identified in this, and other
research efforts. The information and methods presented in this study may assist health care
decision-makers in understanding the significance between patient category and patient costs;

and empower them with a tool to innovate methods for controlling the associated costs.
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Tricare Senior Project 1
CHAPTER I: INTRODUCTION

‘Delivery of care under the Tricare Senior Demonstration began at Madigan Army Medical |

" Center (MAMC) on 1 September 1998. The goal of the demonstration project is to implement a

cost-effective alternative for delivering accessible and quality care to Medicare-eligible military
(dual-eligible) beneficiaries, while not increasing the total federal cost for either Department of
Defense (DOD) ‘or Department of Hejalth and Human Services (DHHS) (Moon & Walsh, 1998).
More simply stated, the goal is to achieve cost-r;eutrzﬂity. Commonly referred to as “Medicare
Subvention,” and dubbed the “Tricare Senior Project” by DOD, the demonstration permits a
three-year test, during which a limited number of dual-eligible beneficiaries aré allowed to enroll
in DOD’s Tricare Prime Health Maintenance Organization (HIMO) plan in six sites dround the
country. MAMC, in Tacbma, Washington, is one of these demonsh‘ati‘on sites. Delivery of care
under the Tricare Senior Demonstration began at MAMC on 1 September 1998. The experience
and historical data to aid the operations and evaluations of this complex program are not readily
available at either the regional or the facility level. |

Using MAMC as a case study subject, this study provides an appréach to identifying which
factors associated with delivering the Tricare Senior Prime benefit have the greatest impact on
military Medical Treatment Facilities (MTF), and a method for determining whether cost-
neutrality is achievable by those MTFs delivering the Tricare Senior Prime benefit.

Thus, the purpose of this research effort is to determine if MAMC can achieve cost-
neutrality under the Tricare Senior Project, and positively contribute to the achievement of the
DOD Level of Effort (LOE) established for the Medicare Subvention project. Two supporting
objectives will be examined in this research effort. Thé first seeks to determine if the cost of

treating Medicare dual-eligible (65yrs and older) beneficiaries is significantly greater than the
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cost of treating Civilian Health and Medical Program of the Uniformed Services (CHAMPUS)
eligible (under 65yrs) beneficiaries. The second examines whether MAMC can meet its assigned

'LOE based on the accrued costs for care rendered to dual-eligible beneficiaries as: fecorded in
existing systems. Cost-neutrality is achieved if the DOD LOE is met but not exceeded.
anditions Which Prompted The Study
General

The evolution of managed care has 1l'n'ougl;t about significant changes, not only in the \;vay
health services are delivered, but in the way that health care is financed. Traditionally, hospitals
were expected to provide the greatest volume of care possible and were budgeted on a fee-for-
éervice basis. Under Tricare, the military’s managed care prdgram and, in the future, |
enrollment-based capitation (EBC), military hospitals will receive funds based on the number of
personnel enrolled to obtain health services in their facilities. However, hospitals are responsible
for the entire continuum of care for its enrollees, even if that care exceeds the EBC rate, and in
the case of Medicare beneficiaries, the reimbursement rate DOD and the Health Care Financiﬁg
Administration (HCFA) negotiate, (a percentage of the Average Annual Per Capita Cost
(AAPCO)). Dépending on the types of service provided, this could 'prove a costly venture for
MTFs participating in the demonstration.

MTFs have historically provided care to dual-eligible beneficiaries on a space-available
basis. HCFA recognizes that MTFs’ annual budgets have taken into account the costs of
providing care to this population; this is more commonly referred to as the Medicare Level of
Effort (LOE) and will be discussed later. Medicare Subvention (or Tricare Senior Project) was
introduced as the mechanism to capture the non-budgeted costs of providing care to the

Medicare-eligible population. The desired advantages of Medicare Subvention benefit the
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Medicére system, the treatment facilities, and most important, the Medicare beneficiaries, who
may receive comprehensive care in MTFs. However, the associated costs can be significant.
Under Medicare Subvention, it is uncertain if MTFs have a disincentive to treat d-ual-eligible
patients, or if tﬁey possess a method to evaluate the financial effects of treating those patients.

The Military Health System (MHS) is under enormous political and economic pressure to
reduce “inefficiency” in its MTFs. The driver of this tremendous pressure is the considerable
cost of operating military hospitals. According :co the General Accounting Office (GAO, 1997),
this cost totaled $15 billion in 1997 and represented 6 percent of the total budget allocated to the
DOD. By contrast, health care costs in the United States represented 14 percent of the Gross
Domestic Product (GDP) for the same period. Although not commonly known, there are many
“hidden” costs for the MHS. The cost of operating MTFs includes those “readiness”
requirements unique to the military. These reduirements, and their associated cost, are non-
existent in the ci\}ilian healthcare marketplace.

Several of the major factors leading to the heightened political interest in the MHS are the
alleged general lack of fiscal accountability of the Defense Health Program (DHP), poor cost
accounting, and the general lack of bench-marking exhibited by all r;lrmed service health
programs. To avoid further deleterious scrutiny, the MHS must perform more accurate cost
accounting and develop methods to measure output or ﬁerforrnance under the managed care
capitation model. The MHS can ill afford to ignore this requirement. To do so invites further
congressional inquiry and possibiy the dissolution of the MHS. ‘

Today’s DOD health care system, the MHS, provides coverage for about 8.2 million
people of whom over half are retirees and their dependents and survivors. About 1.3 million

military retirees, their dependents, and their survivors aged 65 and older are eligible to receive
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care under Both the MHS and Medicare benefits (GAO, Sep 1998).

Therefore, Congress directed the DOD and DHHS to develop a joint healthcare program
demonstration for military retirees and their family members over the age of 65 fc;llowing
passage of the Balanced Budget Act (BBA) of 1997 (Moon & Walsh, 1998). Subsequently,
DHHS’s Health Care Financing Administration (HCFA), the DOD and the Office of the |
Assistant Secretafy of Defense (Health Affairs) (OASD(HA)) signed a memorandum of -
agreement to conduct a demonstration project u;lder which the DHHS will treat the MHS
similarly to a Medicare risk-type HMO for healthcare services proyided to dual-eligible
beneficiaries at designated MTFs or through contracts (Cohen, DeParle, Martin and Shalala,

1998). The Office of Management and Budget (OMB) and the General Accounting Office

' (GAO) will evaluate the project each year of the demonstration (Moon & Walsh, 1998).

Medicare Subvention is generally viewed with great enthusiasm by senior military medical
Jeadership. A common misperception is that this legislation will finally allow MTF' to recover
costs for treating Medicare eligible military beneficiaries. The reality is that the MHS must meet
a workload (known as LOE) historically built into the funding base before any additional funds
are transferred to the DOD from HCFA. A confounding factor, hov;ever, is the recent
decrements in the DOD, and thus the Defense Health Program (DHP), budget.

An interesting paradox is that while out-patient access remains a significant problem for
active duty and their dependents, senior MHS officials note that additional space-available care
may be opened to increase access to more dual-eligﬁle beneficiaries. Additionally, the enrolléd
dual-eligible beneficiary will represent a “fully covered life’. That is, all allowable and approved
healthcare costs for the enrolled dual-eligible beneficiary are covered. Additionally, dual-eligible

beneficiaries may not be turned away or ‘shifted’ to other HCFA-paid Medicare plans.
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Problem Statement |

It is uncertain, under Medicare Subvention (and in the future, under EBC), if military
medical treatment facilities have a disincentive to treat dual-eligible patients, or if'" thereisa
method available to adequately evaluate the financial effects of treating those same patients.
While other studies have examined the impéct of other variables on individual patient costs and
lengths of stay, none have either specifically identified which factors associated with delivering
the Tricare Senior Prime benefit will have the g;eatest impact on MTFs or determined whether
cost-neutrality is achievable. The potential impact of the project on MTFs has not been fully
measured or evaluated, hampered primarily by data quality concerns (GAO, Sep 1998).

Delivery of care under the Tricare Senior Demonstration began at MAMC on 1 September
1998. The experience and historical data to aid the operations and evaluations of this complex
program are not readily available at either the regional or the facility level. Can MAMC achieve
cost-neutrality and contribute to the program’s success? Does MAMC have a disincentive to‘
treat dual-eligible beneficiaries? Does it cost more to provide care to dual-eligible beneficiaries?
Are there departments or service lines that require more stringent management strategies in order
to realize program success? Although these questions are better ans.wered prior to
implementation of such a complex project as Medicare Subvention, the results of an
investigation of the Tricare Senior initiative may provide decision-makers and administrators a
method to identify program elements needing adjustment, improvement of overhaul.

Using MAMC as a case study subject, this study provides an approachb to identifying which
factors associated with delivering the Tricare Senior Prime benefit have the greatést impact on
MTFs, and a method for determining whether cost-neutrality is achievable by those MTFs

delivering the Tricare Senior Prime benefit.
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Literature Review

Before disclosing specifics of the agreement and examining whether cost-neutrality is
achievable, it is important to first understand the history of the Medicare pfograrr;, the MHS, and
the events culminating in this memorandum of agreement between the DOD and DHHS.

Medicare |

Beginning in 1915, various efforts to establish government health insurance programs have
beén_initiated. From the 1930’s on, there was b;oad agreement on the real need for some form of
health insurance to alleviate the unpredictable and uneven incidence of medical costs. Efforts to
include a health insurance program in the original 1935 Social Security Act were dropped by
Presideﬁt Roosevelt because he feared strong physician opposition would jeopardize the entire
program (Brecher, 1995). Various national health insurance plans, financed by payroll taxes,
were proposed in Congress starting in the 1940’s; however, none were ever brought to a vote
(Social Security Bulletin, 1993). Post World War II efforts to add national health insurance to
the nation’s éocial security system by President Truman led to a large-scale, well-funded
campaign against it by the American Medical Association and various business organizations.
The victory of a Republican in the 1952 presidential election led to an 8-year period of little

action or prospect for change in federal health care policy. (Brecher, 1995).

The presidential election of 1960 saw a revival of interest in federal efforts. This time the

Democrats, supported by labor organizations, advocated hoépital insurance for the elderly only,

rather than immediate enactment of a universal system. The Democratic presidential candidate

won, but the legislation that emerged from Congress reflected major compromises with more
conservative legislative leaders. The Kerr-Mills act of 1961 established a program to pay for the

medical expenses of the poor elderly that was closely linked to joint state-federal welfare
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programs rather than a broader program linked to federal Social Security (Brecher, 1995).
The landslide victory of the Democrats in the 1964 national elections made the passage of
_ broader legislation possible (Brecher, 1995). A more comprehensive improveme;lt in the
provision of medical caie, particularly for the elderly, became a major Congressional priority
(Social Security Bulletin, 1993). After various considerations and approaches, and after lengthy
national debate, Congress passed legislation in 1965, which established the Medicare and
Medicaid programs as Title XVIII and Title XD‘( of the Social Security Act. Medicare was
established in response to the specific medical care needs of the elderly, while Medicaid was
established in response to the widely perceived inadequacy of the “welfare medical care” under
public assistance (Social Security Bulletin, 1993).

Title XVIII c;f the Social Security Act, entitled “Health Insurance for the Aged and
Disabled,” is commonly known as Medicare. When first established in 1966, Medicare covered
most persons age 65 and older. In 1§73, legislation added other groups: (a)k persons who are
entitled to disability benefits for 24 months or more; (b) persons with end-stagé renal disease
(ESRD) requiring dialysis or kidney transplant; and (c) certain otherwise non-covered peréons
who elect to “buy into” Medicare (Waid, 1998).

Medicare consists of two primary parts: hospital insurance (HI), also known as Part A; and
supplementary medical insurance (SMI), also known as Part B. When Medicare began on 1 July
1966, there were 19.1 million persons enrolled in the program. By the end of 1966, 3.7 million
persons had received as least some health care services covered by Medicare. A third part of
Medicare, sometimes known as "Part C," is the Medicare+Choice program. Estab‘lished by the
Balanced Budget Act of 1997 (Public Law 105-33), Medicare+Choice became affective on

1 January 1998. Beneficiaries must, however, have Medicare Part A and Part B in order to enroll
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in a Part C plan. In 1997, about 38 million persons were enrolled in one or both of parts A and B
of the Medicare program. About 87 percent of all Medicare nenrollees” used some HI and/or SMI
service in 1997 (Waid, 1998). | '
| From the mid-1970’s to 1992, federal efforts focused on contrblling the rising cost of
Medicare and Medicaid rather than expanding their scope. This shift was first evident in 1972
with the creation of utilization review organizations. The Federal Héalth Maintenance
Organization Act of 1973 sought to promote the;se organizations because they were viewed as

cost-saving delivery mechanisms (Brecher, 1995).

Managed Care and Medicare

The triumph of conservative Republicans in the 1980 national elections and the reelection
of President Reagan in 1984, energized efforts to curb spending under Mec'licare and Medicaid as
well as virtually all other forms of domestic federal policy (Brecher, 1995).

In 1982, with the passage of the Tax Equity and Fiscal Responsibility Act (TEFRA),
Congress mandated the provision of managed care plan options to Medicare beneficiaries. The
statute allows Medicare beneficiaries to enroll in risk or cost contract HMOs or Competitive
Medical Plans (CMPs) which oﬁer a limited benefit plan. The plan.s contractvwith Medicare’s
administrative agency, HCFA, to provide Medicare benefits. In exchange for theirv participation,
the plans receive a capitated payment, the AAPCC, to cover the cost of care to beneficiaries. The
structure provides incentives for plans to minimize utilization of services (Edson, 1996). |

The AAPCC is calculated as the basis for the capitation of an enrolled beneficiary. The
AAPCC is defined as the estimated amount that Medicare would have paid in a geographic area -
.if HMO enrollees had received services in the fee-for-service sector, (refer to Appendix B-1 for

the AAPCC rates for Counties in Washington State). HCFA calculates the AAPCC by: (a)
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projecting the United States Per Capita Costs (USPCC) for services rendered to Mgdicare
beneficiaries, (see Appendix C-1); (b) adjusting the USPCC to county level historical cost data
(with the exception of end-stage renal disease, for which costs are calculated on a state level); (c)
converting costs to a fee-for-service basis by removing Medicare HMO beneficiaries; and (d)
recalculating the county per capita cost adjusting for demographic variables (age, gender,
institutional status, and Medicaid status). Medicare then pays 95 percent of the AAPCCrate to a
Medicare HMO for each beneficiary enrolled b); county of residence (HCFA, 1995).

To obtain a TEFRA Medicare contract, a plan must either be a fedérally qualified HMO or
designated by the HCFA as a CMP. The HMO or CMP must meet TEFRA requirements in a
range of issues including membership, medical services, enrollment, marketing, administrative
ability and quality assurance. The Omnibus Budget Reconciliation Acts (OBRA) of 1985, 1987
and 1990 further defined the rules and regulations governing Medicare HMOs (Zarabozo and
LeMasurier, 1995).

| Since 1992, the number of Medicare beneficiaries enrolled in managed care pléns has
_eXperienced unprecedented growth. HCFA is the largest purchaser of 'managed care in the‘
country, accounting for about 19 million Americans. Asa result, HCFA is taking new steps to |
protect beneficiaries in managed care. These steps include banning "gag ciauses" on what |
physicians can say to patients abbut treatment options, requiring member satisfaction surveys and
measurement of health plan performance, and limiting ﬁﬁancial incentives for physicians so that
efforts to control costs do not curtail needed care (HCFA, 1998).

The Administration has workéd to expand choices for Medicare beneficiaries and to ensure
that all beneficiaries enrolled in managed care receive quality care. As part of his seﬁen—yeér

balanced budget proposal, President Clinton seeks to further expand the availability of managed
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care to Medicare beneficiaries by increasing the number of Medicare options available. The
recent announcement that the Federal Employees Health Benefit Plan (FEHBP) will open
enrollment on 1 January 2000, to dual-eligible beneficiaries in its own Medicare éubvention
demonstration is an example of this effort to increase choice (Philpott, 1998).

~ As of February 1998, in excess of 6 million Medicare beneficiaries were enrolled in a total
of 427 managed care plans, accounting for nearly 16 percent of the total Medicare population.
This represents a 156 percent increase in manag;:d care enrollment since 1992. More than 80,000
Medicare beneficiaries are voluntarily enrolling in risk-bearing HMOs each month. Since 1992,
enrollment in risk plans has more than tripled to 5.3 million. Presently, 88 percent of Medicare
beneficiaries are enrolled in managed care risk-bearing plans. As of 20 February 1998, risk
plans made up 322 of the 427 managed care plans participating in Medicare (HCFA, 1998).

HCFA recently launched "Medicare Choices," a demonstration project deéigned to allow

beneficiaries to join a greater variety of managed care plans, including provider sponsored
organizations (PSOs) and preferred provider organizations (PPOs). This project will also
experiment with alternative payment methods such as partial-capitation, risk adjustment, and
competitiye bidding. Another goal of this project is to increase accc;ss to Medicare managed care

organizations in rural communities (HCFA, 1998).

Military Health System and Managed Health Cére

The medical mission of the DOD is to provide medical services and support to the armed
forces during military operations, and to provide medical services anci support to members of the
armed forces, their family members and others entitled to DOD medical care (Tricaré Final Rule,
1995). The idea to provide military medical care to the families of active duty members of the

uniform services dates back to the late 1700s. In 1884, Congress directed that “medical officers
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of the; Army and contract surgeons shall, whenever possible, attend to the families of the officers
and soldiers free of charge” (OCHAMPUS Fact Sheet 1, 1995).

There was very little change until World War IL Most draftees were yomé men who had
wives of child-bearing age. The military medical care system, which was on a wartime footing,
could handle neither the large number of births, nor care for the very young children. In 1943,
Congress authorized the Emergency Maternal and Infant Care Program (EMIC). EMIC provided
for maternity care and the care of infants up to <;ne year of age for spouses and children of
service members in the lower four pay grades. It was administered by the “Children’s Bureau”
through state health departments (OCHAMPUS Fact Sheet 1, 1995).

The Korean conflict again strained the capabilities of the nﬁlitary health system. In 1956,
the Dependents Medical Care Act was signed into law,‘ effective December 7, 195 6. The 1966
amendments to this act created the Civilian Health and Medical Program of the Uniformed
Services (CHAMPUS). The CHAMPUS program became effective October 1, 1966. Retirees,
theirlfamily members, and certain surviving family members were enrolled in the program on 1
January, 1967 (OCHAMPUS Fact Sheet 1, 1995).

The CHAMPUS program is a federal medical benefit progra:r; that cost shares charges for
medically necessary services and supplies required in the diagnosis or treatment of and illness or
injury. Congress provides the funding and benefits for this program. Medicare eligible military
beneficiaries, who lose CHAMPUS eligibility when they attain Medicare eligibility, are also |

eligible for care in the direct system on a space-available basis, and can be reimbursed for

civilian care under the Medicare program. The majority of care for military beneficiaries is

provided within catchment areas of MTFs; a catchment area being roughly defined as the area

within a 40-mile radius around an MTF and further defined by zip codes within the catchment
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area (Tricare Final Rule, 1995).

A significant factor that intensified the political scrutiny placed on the MHS was the
massive growth of CHAMPUS. CHAMPUS, through a lack of demand managerilent, became a
perverse system of military healthcare financing that confounded efforts to control cost growth,
created issues concerning military physician quality and pay, and did not hold the armed services
accountable for their own cost-shifting behavior until 1988 (Braendel, 1990).

During the mid and late 1980s the medicai departments of the armed services successfully
sought to gain additional resources to assist in recapturing CHAMPUS workload to provide cost
savings to the government. Additional resources were provided and physician bonus pay was
increased. Yet, CHAMPUS costs continued to grow at an increasing raté. Compounding this
demand for additional resources, “to save CHAMPUS expenditures,” was the continued cost
shifting of CHAMPUS and Medicare eligible care out of the MTF's at no penalty. Braendel
(1990) notes that the DOD paid the CHAMPUS bill in total until 1987. At each fiscal year-end
close, the Secretary of Defense was forced to regularly return to Congress with a request for
additional funds to meet the unpaid, outstanding CHAMPUS bills (Braendel, 1990). Two
important changes occurred during 1988 that provided sufficient mt;tivation for DOD’s request
that the DHP execute better fiscal accountability. Congress directed that the individual services
be responsible for their own CHAMPUS expenditures, and CHAMPUS payments madeto
hospitals w‘ere changed from billed charges to diagnostic related groups (DRGS).

The MHS formerly used a workload-based method of funding described by Braendel
(1990) as the Medical Care Composite Unit (MCCU). The MHS is currently using a modified
form of capitation funding designed and implemented by Braendel during Fiscal Year (FY) 1992.

' This has brought about better overall fiscal accountability. In the local settings, inappropriate
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admissions and excess lengths of stay have been largely eliminated. This indicates that physician
behévior has been modified to some extent. Some MTFs have successfully reaped savings from
the physician behavior changes. Many hospitals have closed in-patient wards ana some have
significantly feduced nursing staff. However, despite the push towards ‘managed care,’ most
MTFs have not invested in additional primary care assets. Out-i)aﬁent access is still a significant
problem for the MHS.

The GAO issued a recent (21 February 1597) feport on the Defense Heé_ltthrogram
(DHP). The report indicates that the OASD(HA) Program Objective Memorandum (POM)
overestimated utilization management (UM) savings, and did not factor-in increased operating

costs for new technology and medical intensity. The GAO estimate for the required medical

' reprogrammmg is $8.4 billion from FY1998 to FY2003 (GAO, 1997).

Recently DOD embarked on a new program, called Tricare, which is intended to 1mprove
the quahty, cost and accessibility of healthcare services to its beneficiaries. Because of the size
and complexity of the MHS, Tricare implementation is being phased in over 2 penod of several
years. The principal mechanisms for the implementation of Tricare are the designation of
commanders of selected MTFs as Lead Agents for 12 Tricare regior‘ls across the country,
operational enhancements to the MHS, a;md the procﬁrement of managéd care support cdntracts
for the provision of civilian health care services within those regions. Lead Agents are the sénior
officer (commander) of a MHS Medical Center responsible for the establishment and
coordinaﬁon of accountable health service plans on a regional basis. Under the Tricare health
care enrollment structure, all health beneficiaries become participants‘ in Tricare and are

classified into one of four categories:
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1. Active duty members, all of whom are automatically enrolled in Tricare Prime, an
HMO-type option;

5 Tricare Prime enrollees, who (except for active duty members) must bé CHAMPUS
eligible;

3. Tricare Standard and Tricare Extra participants, which includes all CHAMPUS-
eligible DOD beneficiaries who do not enroll in Tricare Prime; or

4. Medicare-eligible beneficiaries and ;)ther non-CHAMPUS-eligib_le DOD
beneficiaries, who, although not eligible for Tricare Prime, may participate in many
features of Tricare. These other features are outlined in the Tricare Final Rule and
Section 32, part 199 of the Code of Federal Regulations (32 CFR Part 199)

(Tricare Final Rule, 1995).

Medicare Subvention

General

DOD named the Medicare Subvention demonstration the “Tricare Senior Program.” As
directed by the Balanced Budget Act of 1997 (BBA), the program has two components. The |
first, called Tricare Senior Prime, is a risk-bearing Medicare HMO.' The second component is
called “Medicare+Partners.” Under this program element, selected DOD sites will serve as |
preferred providers for commercial HMOs, performing healthcare services for dual-eligible
beneficiaries that are members of approved commercial HMOs and recefving reimbursenient
from the HMO for those services (Moon and Walsh, 1998). |

Medicare-eligible beneficiaries lose their CHAMPUS eligibility when they attain Medicare
eligibility, and only CHAMPUS eligible individuals are eligible for the Tricare Prime program.

Medicare-eligible beneficiaries are still eligible for space-available care at MTFs. However, as
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more beneficiaries enroll in Tricare Prime, there is less space available at MTFs. Military .
retirees feel they are effectively being “locked-out” of the MHS (TROA, 1996).
Origin

Effective lobbying efforts by the Military Coalition, a collection of 23 military
organizations, resulted in various legislative initiatives in 1995 and 1996 to provide a solution to
the “lock-out” problem. Senator Phil Gramm (R-TX) introduced Senate Bill 1487 on 20
December 1995. This bill proposed establishme;nt of a demonstration project thgt provides for
the feimbursement of the DOD by Medic'are.for health care provided to certain dual-eligible
beneficiaries. The bill was cited as the ‘Uniformed Services Medicare Subvention |
Demonstration Project Act’ (S. 1487, 1995).

Repfesentative Joel Hefley (R-CO) introduced House Resolution (H.R.) 580 on 19 January
1996. This bill proposed amending title XVIII of the Social Security Act and Title 10 of the

Umted States Code; allowing the Secretary of Health and Human Servxces to relmburse the

MHS for care provided to Medlcare-ehglble military retirees and their spouses (H.R. 580 1996).

These initial legislative proposals were reworked by various legislative committees. More
specifically defined legislation was reintroduced on March 21, 1996 Senator Robert Dole
introduced Senate Bill 1639, Representative Hefley introduced H.R. 3142, and Representative
J.C. Watts (R-OK) introduced H.R. 3151. There were now two Iegislaﬁve forms of a Medicare
Subvention demonstration proposed by Congfess. The Gramm (S.1487 1995)/Heﬂey (H.R.3142 |
1996) and Dole (S.1639 1996) [Watts(H.R.3151 1996) bills were very similar pieces of
legislation. However, preparation of a Memorandum of Agreement i)y DOD and DHHS was

required before final legislation could be prepared and enacted as part of the Fiscal Year 1997

Defense Authorization Act.
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Both versions of proposed legislation required implementation of a Medicare Subvention
Demonstration Project in two of DOD’s 12 regions, and assessment by an independent evaluator.
DOD chose Regions 6 and 11. Region 6 includes Arkansas, Oklahoma, parts of I;ouisiana, and
most of Texas. This region is home to approximately 11.5 percent of the entire 1996 population
eligible for Tricare. Two medical centers and eleven community hospitals are located within
Region 6. The Lead Agency for Region 6 is located at Wilford Hall Air Force Medical Center,
Lackland Air Force Base (AFB) in San Antoniol TX. Region 11 includes Washington, Oregon
and a small portion of Idaho near Spokane, Washington, and is home to approximately 42
percent of the nation’s Medicare-eligible population. One medical center and three community
hospitals. ‘are‘ located within Regioﬁ 11. The Lead Agency for Region 11 is at Madigan Army
Medical Center, located near Tacoma, Washington (733 Update Report 1996).

The DOD contracted with United HealthCare to evaluate the feasibility of the Medicare
Subvention Demonstration Project and prepare a modeling and impact study. The study
documented the édvantages DOD possesses as it prepares to emulate civilian risk-bearing
Medicare HMOs, and identified an array of potential obstacles to program success. The “DOD
Medicare Modeling and Impact Study,” prepared on 26 July 1996, l';ighlighted numerous
weaknesses DOD must overcome to successfully implement and operate Tricare Senior Prime
and Medicare Partners. United HealthCare concluded that, “the demonstration is probably not

financially feasible in Seattle and only marginally feasible in San Antonio, due to low AAPCC

rates,” (United HealthCare, 1996).

A Memorandum of Agreement titled “Medicare Demonstration of Military Managed Care”

was signed on 6 September 1996 by William Perry, Secretary of Defense; Donna Shalala,

Secretary of Health and Human Services; Steven Joseph, Assistant Secretary of Defense (Health
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Affairs); and Bruce Vladeck, Administrator, HCFA (Joseph, Perry, Shalala and Vladeck, 1996).
President Clinton announced the “Medicare Demonstration of Military Managed Care” on 10
September 1996. Pending final legislation from Congress, thg deﬁxonstration wa-s scheduled for
implementation on 1 January 1997 (News Release, 1996).

Republican Congressional leaders met 27 September 1996 with chairpersons of every
committee having jurisdiction over the military or Medicare, and agreed‘to support a Medicare
Subvention test. Three days later, however, wh;n proponents tried to insert the plan into the
omnibus appropriations bill, Representative William Thomas (R-CA) blocked the move.
Thomas chairs the House Ways and Means subcommittee on health, which has oversight
responsibility for Medicare (Philpott, 1996). Thomas was likely influenced by a Congressional
Budget Office memorandum dated 19 September 1996, which stated the demonstration project
would increase Medicare costs by $80 miﬂion over four years (F-D-C Reports, 1996).

The Memorandum of Agreement was to operate under the authority of new legislation
reflecting the terms of the agreement (J oseph, Perry, Shalala and Vladeck, 1996). However,

Dr. Joseph, the former Assistant Secretary of Defense for Health Affairs, was emphatic that it
was not the time to suspend efforts but to push as faf as possible wiihoﬁt the legislative support
for the demonstration. According to Mr. John Casciotti, the DOD Health Affairs legal advisor,
Health Affairs and the MHS could perform the demonstration without legislation. Dual-eligible
beneficiaries may be enrolled in Tricare as part of the Medicare Demonstration of Military
Managed Care. Dr. Martin; the Principal Deputy Assistant Secretary of befense (Health Affairs)
pointed out that the signed agreement between HCFA and DOD demonstrated that the MHS
could operate as a Medicare HMO (Broyles, 1996). Representative Hefley stated that he would |

reintroduce Medicare Subvention in Congress in 1997 (Philpott, 1996).
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Embedded in the BBA of 1997, Medicare Subvention legislation passed into law. The
demonstration is authorized uﬁder the authority of Section 1896 of the Social Security Act, as
added by section 4015 of the BBA of 1997 (P.L. 105-33) (Cohen, DeParle, Marti-n and Shalala,
1998). The demonstration was authorized to begin on 1 January 1998, and operate through 31
December 2000. However, due to lengthy DOD and HCFA negotiations on the demonstration’s
structure and reimbursement methods and delays in certifying DOD demonstration sitgs as
Medicare risk plans, the demonstration did not l;egin until July 1998 (GAO, Sep 1998). MAMC
began enrolling beneficiaries on 15 July 1998. To date, 3,300 beneficiaries have enrolled at
MAMC, filling its capacity. The balance of MAMC’s capacity is maintained for services
rendered to Active Duty personnel and their families, and retired military personnel and their
families under age 65. Health care delivery beém on 1 September 1998 (Hober, 1998).
Additionally, an updated Memorandum of Agreement was signed in 1998 by William Cohen,
Secretary of Defense; Donna Shalala, Secretary of Health and Human Services; Edward Martin,
Assistant Secretary of Defense (Health Affairs) : and Nancy-Ann Min DeParle, Administrator,
HCFA reflecting the new terms of the agreement (Cohen, DeParle, Martin and Shalala, 1998).

The Medicare Subvention Project (Tricare Senior Project) ent'itles dual-eligible
beneficiaries to both Medicare and MHS healthcare benefits, whichever is greater. Medicare
benefits include Skilled Nursing Facility, Home Hospice, and Home Heath Care. The MHS is
more familiar with providing acute rather than chronic care. Among the health care benefits the
MHS provides that Medicare does not, is the pharmacy beneﬁt. This benefit is most in demand
by military and dual-eligible beneficiaries. The MHS provides prescription drug benefits

through three programs: (a) MTF out-patient pharmacies; (b) Tricare contractors’ retail

pharmacies; and (c) a national contractors’ mail-order service. As in the private sector, DOD’s
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pharmacy costs have continued to grow relative to total health care costs. GAO estimates that

DOD pharmacy costs increased 13 percent between 1995 and 1997, while overall health care

costs increased two percent for the same period (GAO, Jun 1998). Although there are a number

of adjustments to the reimbursement rates HCFA will potentially pay the DOD, there is currently

no adjustment for the costs associated with the pharmacy benefit.

Level of Effort (LOE)

A key aspect to the agreement between DbD and DHHS is the concept of Level of Effort
(LOE). Under the agreement, DOD and HCFA agreed to use 1996 as the base-line year for
historical LOE spending. Thus, the LOE is literally the FY96 expenses for “Medicare covered
services” provided to dual-eligible beneficiaries who reside in a participating site Medicare
service area, (Cohen, DeParle, Martin and Shalala, 1998).

The Congressional Budget Office (CBO) :emphasizes the importance of an accurate LOE
for ensuring the Medicare subvention demonstration’s cost-neutrality. In February and
September 1996 cost estimate memoranda on Medicare subvention demonstration bills, the CBO
stated that, excess Medicare payments would result in deficit spending beeause, “DOD is funded
with discretionary money and Medicare Trust Fund moneys are maﬁdatory,” (GAO, Sep 1998).

According to the GAO (Sep 1998), '_che DOD’s LOE baseline, which is key to ensuring the
demonstration’s cost-neutrality, “...is inaccurate and may be understated because of weaknesses
in its source data and methodology.” Although the data and methodological weaknesses,
«_..appear to cause an understatement of LOE and raise the possibility of erroneous Medicare
payments, the actual magnitude of LOE error is not readily determinable” (GAO, Sep 1998).

The Medicare Demonstration of Military Managed Care Memorandum of Agreement,

Attachments C and D provide further explanation of the reimbursement and LOE methodologies. '
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DOD: Medicare Subvention Advantages

Retiree Access Increased

As discussed earlier, space-available care for retirees at military MTFs is di-sappearing as

" enrollment of other beneficiaries in TRICARE Prime increases. Retirees feel they have been
promised healthcare for life by the military, and demand access to military MTFs. Prior to 1956,
the statutory authority to provide health care to retirees and dependents was not clear. The
Dependents’ Medical Care Act of 1956 déscribc;d and defined retiree/dependent eligibility for
health care at military facilities as being on a space-available basis. Authority was also provided
to care for retirees and their dependents at these facilities (without entitlement) on a space
available basis. The legislation also authorized the imposition of charges for out-patient care for
such dependents as determined by the Secretary of Defense (Burelli, 1991).

Although no authority for entitlements was extended to retireeé and their dependents, the
availability was almost assured at that time given the small number of such beneficiaries.
Therefore, while not legally authorized, for many people the “promise” of “free” health care “for
life” was functionally true. This “promise” was, and continues to be, a useful recruiting and
retention tool, (Burelli, 1991). |

Retiree groups, such as The Retired Officers Association (TROA), feel that “the
government has an obligation to fulfill the long-standing health care commitments that have been
made to service members to help persuade them to accept the demands and sacrifices inherent in
arduous careers in uniformed service” (TROA, 1996). Dr. Stephen Joseph, Assistant Secretary
of Defense (Health Affairs), testified before Congress in 1995, that DOD has an “implied moral
commitment” to provide health care to all eligible beneficiaries (TROA, 1996). Dr. Joseph

called the demonstration project “a giant step in the right direction for us (DOD) to be able to




poocat

Tricare Senior Project 21
care for our older beneficiaries (HA News Release, 1996).

Cost Avoidance

Proponents believe Medicare subvention can save HCFA money. Some of -the earliest data
on HMOs come from the massive RAND Health Insurance Experiment, launched in 1971.
Although HMOs represented only a tiny segment of the health care market at the time, they were
beginning to attract notice, and so one large, well-established HMO was included in the study.
The major finding — that large, staff-model HMOs are able to control costs and still provide care
as well as health care organizations in the fee-for-service system — maintains :its accepted validity
(RAND, 1995).

For example, health expenditures in California, the state with the largest enrolled managed
care population (85 percent of the state’s insured population), have grown at a dramaticglly
slower rate than those in the country at large. This is not only true with overall costs, but with
every major category of health care spending. Spending on hospital services has grown by 27
percent in the last decade, exactly half of the national average of 54 percent. Mohey paid to
physicians increased by 58 percent in California, while national spending on doctofs went up 82
percent. Spending on pharmaceuticals went up 41 percent in Califo.mia compared to 65 percent
across the country (RAND, 1995).

Finally, DOD’s “Section 733 Study of the Military Medical Care System,” released in May
1994, found that military care is actually up to 24 percent less expensive than civilian care.
Proponerits of Medicare subvention argue that if the military managed care environment can
provide care at a better cost than a civilian care and increase access for retirees, then why Would

HCFA not fully embrace Medicare Subvention?
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Increased Quality and Satisfaction

Medicare Subvention proponents point to additional indicators of quality and satisfaction
in managed care plans to support the demonstration project. A Health Insurance Reform Project
at George Washington University found that although growth in Medicare managed care plans
has not kept pace with the private fee-for-service sector, seniors who are already enrolled in
managed care plans are happy with them. A recent American Viewpoint survey shows only 2
percent of Blue Cross and Blue Shield Medicaré HMO members switch back to fee-for-service,
even though they have the option of switching every month. Moreover, the survey demonstrates
that even Medicare beneficiaries with chronic and serious medical conditions, such as cancer,
kidney disease and pulmonary disease, prefer HMOs over traditional Medicare. The poll found,
by a three-to-one margin, seniors cite (a) reduced paperwork, (b) lower out-of-pocket costs and
(c) expanded benefits, as tremendous advantages of HMOs over the traditional Medicare
program (Etheredge, 1996).

While satisfaction issues are important, they are simply a perception of quality. HCFA
contracted with the RAND corporation to evaluate Medicare HMO’S; effect on quality of care for
the elderly. The RAND research team found that “although some p;ﬂients were being discharged
before they were stable, the majority received good care and came to no harm as a consequence
of shorter hospitalizations.” RAND concluded that “cost-cutting is not necessarily the enemy of
quality. It is possible to have both, provided that the adverse effects of the cost-savings are

identified early and ways are found to ameliorate them” (RAND, 1995).

Equity for Retirees

Retiree groups are outraged with the treatment by their government. TROA claims that

“DOD is almost the only very large employer that does not provide heavily subsidized
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supplemehtal health care benefits to its retired Medicare-eligible employees. As the largest
single employer in America, DOD cannot be compared to the small and medium-sized firms that
often scrimp on health care costs.. Compared to the top five corporations in Ameﬁca — General
Motors, Ford, Exxon, IBM and General Electric — DOD gives its retirees short medical shrift,
indeed. All of these firms pay nearly all of their retirees’ Medicare supplemental premiums, cap
retirees’ out-of-pocket medical expenses at modest levels, or both. All of them provide highly
subsidized prescription dfug coverage, four pro;ride dental coverage, and three provide vision
coverage” (TROA, 1996).

TROA als.o asks, “how caﬁ the government possibly claim that it cannot afford to provide
these subsidized benefits to retired uniformed service members when it provides the identical
coverage without a complaint to other retired government employees?” (through the Federal
Employees Health Benefits Plan (F EHBP)).” Finally, TROA asks “if these same benefits are
funded for every retired Federal civilian, every retired Congressional staffer, and every retired

Member of Congress, how can anyone convincingly assert that there is no room left at the health

care table for the retired service member who contributed decades of service and sacrifice to

preserve the collective national well-being?” (TROA, 1996).

Other Initiatives

Proponents of Medicare Subvention emphasize that a demonstration project with an
independent evaluation will help both HCFA and DOD realize the potential benefits and
drawbacks of subvention. HCFA has admittedly experienced problems with the current
Medicare HMO payment methodologies. Last year, HCFA announced ;‘Medicare Choices,” a
demonstration project designed to expand the types of manaéed care plans available to Medicare

beneficiaries and to test different payment methodologies. HCFA invited a wide variety of
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managed care organizations to participate in this demonstration, including PPOs, HMOs and

integrated delivery systems (IDS). HCFA targeted eight geographic areas for the demonstration

(Vladeck, 1995).

The outcome of innovative payment arrangements between Medicare and the networks is
of particular interest in these demonstration projects. If these projects prove successful, it may
create unprecedented opportunities for provider networks other than HMOs to serve the growing
Medicare population (Hash, 1996). Proponentshof Medicare Subvention pointed out that since
Medicare is experimenting with various Managed Care Programs and payment methodologies,
then why not provide a Medicare Subvention demonstration? Only a demonstration project,
evaluated by an independent source, can help both HCFA and DOD realize the potential benefits
and drawbacks of implementing subvention across the entire MHS. Evaluation by HCFA or
DOD would be inherently biased, with a HCFA evaluation attempting to protect the Medicare
trust fund, and a DOD evaluation attempting to protect its current size, end-strength and very
survival (Hash, 1996). DOD and HCFA hired The Rand Corporation in early 1999, to evaluate
the Tricare Senior Program Demonstration. ‘Representatives from Rand visited MAMC in late
February 1999 to conduct a series of interviews with various MAMC departments and divisions
integral to the demonstration. Additionally, Rand conducted interviews with representatives of
Foundation Health Federal Services Northwest; MAMC’s managed care support contractor.

HCFA: Medicare Subvention Concerns

Medicare Financing

Medicare’s hospital insurance (Part A) is financed through a payroll tax of 2.9 percent,
divided equally between employers and workers. In recent years, payroll tax revenues exceeded

insurance payments, and the surplus was accumulated in a trust fund to help pay for future costs.
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In 1995, the trust fund améunfed to about $134 billion, which is invested in interest-bearing U.S.
Treasury securities (Annual Report of the Board of Trustees of the Federal Hospital Insurance
Trust Fund, 1996). The problem is that the program’s outlays are expected to rise.: more rapidly
than future payroll téx revenues. As a result, the trust fund will be drawn down until it runs out,
which is projected to occur in 2002. Unless Congress curtails benefits, raises revenues, or cuts
its payments to hospitals, the hospital insurance plan will become insolvent.

In 1994, the average Medicare cost per en;ollee of the hospital trust fund was about $2900,
while the average payroll tax revenue per beneﬁciary was about $2,600. That $300 shortfall is
projected to grow wider mainly because health care costs are expected to continue climbing more
rapidly than the wages subject to the payroll tax. As the gap grows, the trust fund will be
depleted (Annual Report of the Board of Trustees of the Federal Hospital Insurance Trust Fund,
1996).

Medicare’s hospital insurance payments will increase not only because health care costs in
general are rising faster than inflation, but beéause greater numbers of Americans will Become
eligible for coverage. The number of Medicare beneficiaries is expected to increase about 2
percent per year for the next fifteen years, with the number of elderfy growing from 33 million in
1995 to 35 million in 2000, and eventually to 40 millioﬁ in 2010. Further, Ameridans over
eighty-five are the fastest-growing population group and also consumé ﬂle most medical care per
capita, exacerbating the pressure on the hospital insurance trust fund (Senate Special Committee
on Aging, et al. 1991).

The increase in the elderly population will rapidly accelerate when the baby boomers begin
to turn sixty-five in 2010. By 2030, Medicare will become responsible for covering nearly 20

percent of the population, compared to today’s 12.8 percent. Demographers project that in just
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thirty-five years, the population of Americans aged sixty-five and older will be roughly double
today’s 33 million (U.S. Department of Commerce, 1996). By the middle of next century, the
ratio of workers contributing payroll taxes to Medicare beneficiaries will have deélined from
today’s four-to-one to two-to-one (Annual Report of the Board of Trustees of the Federal
Hospital Insurance Trust Fund, 1996).

These statistics form a clear picture of what HCFA and the Medicare program can expect
in the near future. It is not surprising that HCF./; and members of Congress are so concerned
with ensuring the solvency of the Medicare Trust Fund. If the ratio of workers contributing -
payroll taxes to Medicare beneficiaries does reach two-to-one, taxes will likely rise unless the.
federal government creates the revenue from significant budget surpluses or other sources.
Regardless of what occurs, the problem propagates itself to future generations.

Cost Issues

The elderly who have joined HMOs are generally healthier than the average Medicare
beneficiary and are less likely to use covered health services. Medicare pays HMOs based on the
average cost of beneficiaries according to their age, sex, and place of residency, but these factors
alone have overstated the cost of HMO enrollees to Medicare. Médi.care, therefore, has paid
nearly six percent more for beneficiaries enrolled in HMOs than it would have spent had
participants remained with the standard benefit package (Brown et. al., 1993). HMOs héve
found methods to make money in the Medicare market, at the expense of the American taxpayer.
Those that have not quickly exit the market. In counties where HCFA has set its capitation rates
(AAPCC) high, competition among HMOs for Medicare enrollees is expectedly stiff. These
HMOs have learned how to care for this population for significantly less than the capitated

payment, and they are not obligated to share those savings with the federal government.
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The General Accounting Office (GAO), in a report titled “Medicare Managed Care:
Growing Enrollment Adds Urgency to Fixing HMO Payment Problem” (GAO, 1995), pointed
out that Medicare has not yet harnessed the cost-saving potential of its managed <-:are option.
According to the report, Medicare has paid, on average, HMOs more for serving Medicare
beneficiaries than it would have spent had those same beneficiaries received care in the fee-for-
service sector. Specifically, Medicare cannot lower rates through competition among HMOs or
negotiate a share in realized savings that HMOSL achieve through greater efficiency because HMO
payment rates are fixed. Also, HMO payment rates are not adequately “risk adquted” to reflect
cost differences derived from the healthier enrolled HMO population. Finally, HMO payment
rates are based, to a great extent, on county fee-for-service rates, which can vary considerably
due to differences in utilization rates. As a result, Medicare’s low rates discourage HMO
participation in some areas, while high rates cause overpayments in other areas (GAO, 1995).

HCFA’s capitation formula is viewed as seriously flawed by virtually everyone
(Gesensway, 1995). More specifically, HCFA’s current risk-adjustment method ié widely
regarded as inadequate. The capitation rate (AAPCC) risk-adjustment is intended to account for
the beneficiary’s age, gender and other demographic charaéteristics' (actuaries). Methodological
inadequacy causes HCFA’s potential cost savings to be smaller tﬁan intended (Grimaldi, 1996).
It also causes somé risk HMOs to be underpaid for Medicare members while other risk HMOs
are overpaid. The possibility of underpayments dissuades many health plans from entering
Medicare risk contracts and provides risk HMOs wi"ch financial incentives to “cherry-pick” or
“cream-skim’; the best health risks; that is, to minimize the enrollment of exéeptionally high-cost
beneficiaries. The current demographic risk-adjusters (e.g., age, gender, Medicaid and

institutional status), do a poor job predicting the beneficiaries who will be exceptionally costly to
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treat. “Risk HMOs that enroll a disproportionately large number of outlier (extremely costly)
beneficiaries (i.e., experience adverse selection) may go broke,” (Grimaldi, 1996).

In reviewing the experience of plans paﬁicipating in the HMO risk progran-x, Mathematica
Policy Research pointed out the paradox facing HCFA. Plans making money will stay in the

pool and cost HCFA millions. Those losing money will simply drop-out, as have many major

managed care organizations. In September 1998, Aetna U.S. Healthcare exited Medicare risk

markets in nine states and the District‘of Colurr;bia. Other managed-care organizations that
recently began their retreats from selected Medicare markets include Anthem Blue Cross and
Blue Shield, Blue Shield of California, Foundation Health Systems, Health Net, Intermountain
Health Care, Humana and PacifiCare Health Systems (Rauber, 1998). All of these organizations
cited low reimbursement rates as the primary reason for their moves. If enrollees are healthier on
average than other beneficiaries (that is, if the HMOs experience ‘favorable selcctioﬁ’), the HMO
will save more than the intended five percent and will increase costs to HCFA. If enrollees are
sicker on average than other beneficiaries as a result of HMOs experiencing ‘adverse selection’,
HCFA will save money, but the HMOs will lose money and eventually drop out of the program
(Mathematica Policy Research, 1993). .

The problem of favorable selection could spiral and further drive up the AAPCC, thus

increasing capitated payments and Medicare’s losses. A 1994 GAO Report explained, “...as

more healthy beneficiaries join HMOs, the ‘Medicare_ fee-for-service population on average

becomes sicker, driving up Medicare’s average cost of treating fee-for-service payments. When
this average cost rises, so does the capitation rate HCFA pays to risk contract HMOs” (GAO,
1994). Favorable selection in the Medicare HMO program enriches the managed care plans and

frustrates Medicare’s efforts to use managed care as a means of containing costs.
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Selection problems will continue unless Medicare either devises a payment formula which
properly factors in the ilealth status of enrollees or prevents, through the creation of enforceable
legislation, HMOs from .selectively enrolling beneficiaries. In fact, HCFA Administrator Bruce

Vladeck indicated that, “no operational risk adjuster will contain sufficient information to

eliminate favorable selection entirely. So long as the HMO has more information about

individual beneficiaries than can be captured by the risk adjuster, the HMO will have an

opportunity to create favorable selection” (Vladeck, 1995). Although the GAO has executed

_extensive reviews of this subject, there is no indication it has developed a new payment

methodology that eliminates the problem of favorable selection.

Most empirical studies on this topic have uniformly found that Medicare beneﬁciaﬁes who
enroll in HMOs are healthier than fee-for-service beneficiaries (Grimaldi, 1996). One study by
Mathematica Policy Research concluded that Medicare capitation payments to risk HMOs were
5.7 percent. higher than had the same beneficiaries remained in the fee-for-service sector.

Quality Issues

In addition to the cost issues facing Medicare, HCFA is concerned about the quality of care
provided in HMO’s." A recently released study 0f2,235 chronically'ill patients found that for
elderly patients (aged 65 and older) treated under Medicare, declines in physical health were
more common in HMOs than in FFS plans (54% versus 28% ; p<.001) (Ware et. al. 1996).

Previou_s studies have found no differences in health outcomes between FFS and HMO

_ plans, but these studies followed patients for only one year. The Ware study supports the

conclusion that these studies were too brief to draw conclusions about health outcomes. The
study also found no statistically significant differences after one year, but the 4-year statistical

models reported in the Ware study explained twice as much of the variance in patient outcomes
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as did the same models in analyzing only one and two year outcomes. Thus, follow-up periods
longer than one year may be required to detect differences in outcomes for groups differing in
chronic condition, age, income, and across different health care systems (Ware et: al. 1996).

At the American Medical Association Conference in San Francisco in October, 1996, Mr.
Ware, a researcher at the New England Medical Center, who also teaches at Harvard and Tufts
University, said that medical researchers “have not been looking at the sick, the elderly and the
poor. This is the group for whom health care m‘atters the most. These are vulnerable patients for
whom less care is not going to produce a better state of health” (Olmos, 1996). Ware cautioned
that the study results were not an “indictment” of managed care but rather that the results conflict
with the idea that what works well for younger, healthier, more well to-do patients will work just
as well for the elderly, poor and chronically ill (Olmos 1996).

Other Concerns with Medicare Subvention

Although the Memorandum of Agreement between HCFA and DOD has specified a
Medicare reimbursement rate lower than the 95 percent of the AAPCC (93 percent) that
Medicare pays to Medicare HMO’s, the Congressional Budget Office, in a memorandum dated
19 September 1996, stated that the Medicare Subvention Demonstra;fion would increase
Medicare costs By $80 million dollars over four years (F-D-C Reports 1996).

. Representative Bill Thomas (R-CA), Chairperson of the Health Panel of the House Ways
and Means Committee, wanted tighter test controls and greater proof of savings before
implementing a Medicare demonstration project. “I’m not going to agree to something unless I

have a comfort level that it’s not costing (Medicare) more money. I don’t have (that) comfort

level,” said Thomas (Philpott, 1996).
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Representative Pete Stark (D-CA), an Air Force veteran, portrays the Pentagon as an
insatiable budget beast now determined to feed off Medicare. He stated, “the Defense
Department has enough cash to solve its own health care crisis." He noted that $§ billion was
added this year to the 1997 Clinton defense budget, and wondered why DoD could not simply
spend some of this additional money to take care of retirees (Philpott, 1996).

Costing in Health Care Organizations
General |

Health care organizations must suppbrt the powerful concepts of continuous quality with
better internal management systems, (Griffith, 1995). Through capitated payments, managed
care attempts to control utilization of health services while transferring the financial risk from
payer to provider. From a provider’s perspective, achieving success under a capitated fee system
depends on appropriate utilization and allocation of resources and control of cost per unit of
service (Ramsey, 1994). To accomplish these goals, hospltals and medical centers of the military
health system (MHS) must develop stringent control over operations because their ab111ty to
provide low-cost, efficient, effective, quality care for a large number of beneficiaries is essential
to long-term viability.

To improve performance, managers and leaders must accept responsibility for meeting the
three tests of managerial accounting. These three tests include the concepts of profitability,
control and improvement. The responsibility of the finance system is to produce the data for all
three tests. The normal process in well-managed organizations is to develop forecasts of each
test, refine these into expectations that are incorporated into the budget process, and then to
monitor the actual performance against expectations. The third test is used to establish goals for

continuous improvement (Griffith, 1995).  Financial continuous improvement (CT) relies upon
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estimates and forecasts of unit costs that are aggregated to final product costs, (an element of
product line management). The measurement goal is to provide the improvement team with a
reliable model allowing them to evaluate financial/economic efficiency in terms (;f cost and
quality trade-offs (Griffith, 1995).

Cost measures are generally acquired from the accounting system, specifically from cost
accounting and budgeting systems. The difficulties lie in identifying true unit cost, and its fixed,
variable, and marginal components. It is safe toh say that the precise cost, particularly the precise
marginal cost, is unattainable. Cost measurement is, and will always be, a matter of
approximation (Griffith, 1994). Generally, Costs are forecast by historic unit costs, by natural
account, with independent assessment of trends in prices or purchased goods and services.
“Well-managed organizations recognize danger signals or trends, and make the necessary
adjustments. Poorly managed organizations ignore the financial planning step, or convince
themselves that miracles will happen,” (Griffith, 1995).

Because the incentives have changed so significantly, decision making methods concerning
resourcing require modification. Hart and Conners (1996) provided a Resourcing Decision
Model they used at Naval Hospital Twenty-nine Palms. They ask ﬂ'lree basic questions. First,
does the proposal make good business sense? Second, does the resourcing decision contribute to
readiness? Finally, is it the right thing for the patient? If these can be adequately answered then
the MTF commander can proceed with funding and implementation (Hart and Connors, 1996).

The most fundamental element for measuring efficiency remains understanding the

operational costs and comparing it with output. Quality of the revenue-generating activities, for

example, is measured by the adjustment. This has long been a problem in the government. Vann

(1997) notes that, “a hunger exists in governmental operations for accurate and easy-to-
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understand financial data.” He contends that government services are still tied to the obsolete
Planning, Progrémning, Budgéting, and Execution System (PPBES) implemented in 1962,
which typically accounts for costs at the major activity level. The challenge is reiating costs
appropriately with the specific services provided.

To provide more financially efficient and effective care to beneficiaries in the face of ever
shrinking resources réquires many changes in the way the MHS attempts to execute its mission.
One of the most critical changes is the future im;nlementation of enrollment based capitation
(EBC) in the MHS. The intent is for EBC to serve as thé corﬁerstoné of the MHS’S efforts in
competing for health care dollars in light of the emerging national health care reform movement
(EBC Implementation Guide, 1997). Many influential individuals recognize the need to improve
efficiency in the health care market place includes the delivery of military medicine. The climate
of extreme pressure to niake the MHS accountable has driven senior leaders to search for a
method of measuring efﬁcieﬁcy in the capitated managed care environment.

“In the twenty-first century, the first-line health care organization will control cost and
quality as one of its central functions,” (Griffith, 1995). One method for operational control is
the cost accounting system. Activity based costing (ABC) systems ;:mphasize activity analysis
and cost drivers to promofe understanding and measurement of costs. Organizations caﬁ use
ABC for its most important activities in termis of cost, time, and quality (Ramsey, 1994). |
Activity Based Costing

To facilitate efforts at improving efficiency and assist in the development of appropriate
capitation rates, MTFs are beginning to use activity based costing (ABC). “This technique
identifies the relationship between an activity and the resources needed to complete it and then

assigns costs to those resources consumed by the activity,” (Schuneman, 1997). The use of
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ABC assists in the implementation of EBC to facilitate the realignment of the financing
mechanisms with the operational aspects of the TRICARE programs. To meet the challenge of
managing an enrolled population the MTFs must fully understand the total costs (.>f providing
care to their specific enrolled population,” (EBC Implementation Guide, 1997).

Vann (1997) advocates switching to the Activity Based Costing (ABC) technique that
many corporations are starting to use. Ramsey (1994) recommended that civilian hospitals
convert to ABC to better identify their cost driv;:rs and the cost of outputs. Costs are described
in terms of the actions that consume resources. These costs are then attached to the specific
consumer products. This relationship allows management to change their approach from broad
categories of cost pools (civilian pay, travel, supplies, etc.), to analyzing the outcomes of

particular activities.

The use of ABC facilitates planning, benchmarking, reimbursement rates, service line
costs, and business process reengineering. Ramsey (1994) considers ABC critical for healthcare
organizations that want to succeed in the managed care environment. ABC results in the
promotion of cost efficiency that emphasizes continuous qualify, maximized resources for
product-line management, and focused continuous improvement. |

While previous research reports that hospitals are increasingly adopting costing
methodologies, survey results indicate that costing systems and cost methodologies have not
been widely implemented (Hill & Johns, 1994). Studies found that despite cost accounting’s
benefits, immediate cost control problems are short term, focused only on cost cutting solutions.
These short term measures allow hospitals to survive in the current environment, but more

sophisticated cost management is necessary in the near future due to health care reform and other

pressures (Hill & Johns, 1994).




Tricare Senior Project 35

Efficiency

The review of the available literature revealed very little documentation of actual financial
Jevels of efficiency relating to military MTFs. A limited amount of related inforr-nation that deals
with general financial efficiencies and physician profiling was obtained. Hadley, Zuckerman,
and Iezzoﬁ (1996) found that those health care reforms and market forces that put financial
pressures on hospitals result in cost-containment and improved efficiency. Steadily diminishing
federal resources coupled with increased levels of scrutiny is the current and future reality for the
military health care system (MHS). The necessary levels of cost control and quality cannot be
achieved without a clear missjon, governing board review of the medical staff, a well-designed
structure for making and implementing decisions, a competent planning function, a sound
finance system (which includes an efficient cost analysis mechanism), and modern information
systems, (Griffith, 1995). Hospital commanders and administrators must have a means of
measuring financial efficiencies as well as mechanisms to identify the variables that have the
greatest impact on those efficiencies.

Other studies have attempted to address the critical issue of the hospital administrators and
physicians struggling to blend financial efficiency with quality of c;.re. While quality of care
must remain paramount within the military healthcare system, it must be provided in an efficient
manner. Fleming and Boles (1994) cite one study which identified a model that relates the
financial health status of an organizatidn (financial integrity) to the quality of care provided by
that organization (clinical integrity) within an environment characterized by various forms of
risk. The model suggests that both concepts work in concert to determine the corporate destiny

(success, bankruptcy, or merger) of the organization.
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Studies whose mutual focus is Graduate Medical Education (GME) lend further support to
the move .towards ABC. Stoddard, Kindig, and Libby (1994) confirm that substituting house
staff and other healthcare providers to reduce resident staff is actually less expens‘ive.
Additionally, Morey, Ozcan, Retzlaff-Roberts, and Fine (1995) suggest that optimal cost control
could be gained by modifying the HCFA method of offering much higher prospective
reimbursements for teaching hospitals and separating hospitals into peer groups that would, in
turn, develop “best practices”. ‘

Many civilian hospitals are still non-managed care oriented and operate in a for-profit or
not-for-profit fashion. Shukla, Pestian, and Clement (1997) recently found that there were no
| significant differences in measures of efficiency or productivity between for-profit and not-for-
profit hospitals in Virginia. The major reason that for-profit hospitals are more “profitable” is

that they manage revenue better (Shukla, Pestian, and Clement, 1997). ABC would provide the
tools to improve this situation for not-for-profit hospitals. Better management of non-revenue
product-lines, like the hospital billing department, could improve efficiency.

Miller (1997) discusses the relationship of Medicare costs between facility and physician
services. He used a multivariate regression analysis to determine th.at a 10.0 percent increase in
physician services is associated with a 3.0 percent rise in facility services. He concluded that
efforts to reduce physician services would also reduce facility services in the long run. Conner
(1995) noted that other factors require review for proper staffing and resourcing. He found that a
one percent increase in elderly population requires a two percent increase in staffing. Through
the utilization of the ABC technique, better accountability by DOD Medical Centers with GME

programs may be possible. Additionally, appropriation of funds may be based on a more

objective standard or benchmark.
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Costing Data and Hoépital Costs

Risk-bearing HMOs are paid a capitation rate for enrolled Medicare-eligible members
based on the amount Medicare would have spent had the same beneﬁciari.es’ continued to receive
care in the fee-for-service sector. The rate includes a risk adjustment for beneficiary age, gender,
and other demographic characteristics. If adjustments are flawed, consumers and employers
cannot compare the quality of care provided by different health plans. For valid comparisons,
data must be risk adjusted for differences in mer;xbers’ health characteristics (Grimaldi, 1996).

Data from Medicare administrative records systems have been used to study 'fhe medical
care costs of specific conditions. Medicare administrative records have also been used to
estimate the cost to Medicare of treating patients with specific conditions and the opportunity
cost of treating the same patients. Findings have revealed that Medicare claims and cost report

| data provide an opportunity for researchers to track the costs associated with the health care of

_people age 65 and older. The data also enables reéearchers to compare costs different medical
conditions, costs of treatment patterns, costs across different geographical regions, and cost over
time (Lave et al., 1994).

The Medicare prospective payment system (PPS) was designe.d to contain spiraling costs
by creating incentives for hospital managers to operate more efficiently. Risk and reward were
introduced under this notion. Hospitals whose average costs per case were less than the average
PPS payments gain under the system and those hospitals that exceed PPS payments lose (Bray et
al., 1994). Many quantitative studies have been conducted of the winners and losers under this
system, but they do not capture the differences at the hospital operating level associated with
systems such as financial management. No payment system short of a cost-based reimbursement

system can wholly account for unique local factors that contribute to financial performance (Bray
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et al., 1994). However, we cannot regress to the 1970’s. The cost-based reimbursement system
is largely responsible for the soaring costs the PPS was created to contain. Therefore, accurately
adjusted capitated rates are essential to the continued participation of at-risk PMbs in Medicare.

Previous Research on Impact of Medicare Beneficiaries

Research on the Tricare Senior Project initialized attempts to learn about costs associated
with providing care to the Medicare-eligible population. One particular study describes the
general methodology and data requifeménts for})eriodically estimating the cost of providing care
to Medicare-eligible beneficiaries participating in the Medicare Subvention demonstration
projects on an enrolled or space available (fee-for-service basis) (Coventry et al., 1996).

A previous study looked at 488 burn unit victims over a two year period. The purpose 6f
the study was to examine possible predictive factors affecting both in-patient lengths of s’;ay at
the burn unit and the subsequent costs for supplies (Dowdy et al., 1996). This research set the

framework and methodology for a portion of this study.

Rosenthal & Landefeld conducted a study which exarﬁined over 23,000 medic;al and
surgical admissions in an academic facility over a four year period. Results revealed that older
patients cost hospitals more and suggest hospitals may face ﬁnancia-I disincentives to care for
older Medicare patients (Rosenthal & Landefeld, 1993). Their research indicated that individual
patient cost for Medicare patients was 6 percent greater than for other patients. Rosenthal &
Landefeld attribute thé greater costs primarily to severity of illness, in which the patients also
incurred a longer length of stay.

The Rosenthal & Landefeld study also found the equability of DRG-based hospital
reimbursements and payments, with respect to age, .may have been adversely affected by

Medicare’s 1987 decision to eliminate older age (over 70 years) as 2 criterion for classifying
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DRG’s. Researchers state that including patient age in the formulas that determine DRG rates
may make hospital reimbursement more equitable (Rosenthal & Landefeld, 1993).

Medicare Subvention Funding and Reimbursement

The term “subvention” indicates a grant of financial support from one institution to
another. In this context, it is taken to mean that HCFA will support DOD in funding the care of
enrollees in Tricare Senior Prime program (Moon and Walsh, 1998). However, DOD has used
appropriated funds to care for dual-eligible benéﬁciaries in the past, which is deemed by
agreement between the DHHS and DOD as the historical LOE. The financial support from
HCFA will be the dollar value of care pfovided that is greater than the LOE established by the
’ OMB (Moon and Walsh, 1998). For care provided beyond the historical LOE, HCFA will
reimburse DOD based on a capitated amount per Senior Prime enrollee; the adjusted AAPCC
discussed earlier. The LOE for the démonstration is the combined LOE of all six demonstration
sites. Thus, if all but one demonstration site meets or exceeds LOE, then no demonstrétion site
will receive reimbursement. These terrible odds create negative incentives.

Additionally, a more; basic problem exists. The populations of each of these six
demonstration sites possess differing demographic qualities, as reﬂééted in the AAPCC. At-risk
Medicare HMOs regularly evaluate whether continued participation is prudent. The evaluation
may indicate continued participation in one area of the country or one coUnty of a state is no
longer successfill, (i.., cost-neutral or profitable). This does not predicate their retreat from
areas in which success is achieved. In other words, the benchmark for one area is not the

benchmark for another. Why, then, should the success of the entire demonstration be based on a

combined LOE?
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Under the demonstration, DOD may receive interim payments for the enrollment and
treatment of its dual-eligible beneficiaries. While executing the demonstration project during
any demonstration year, the DOD may receive a monthly per-member, per-montﬂ capitated
amount for Tricare Senior Prime enrollees when the site's enrollment is above a specified
threshold. These payments are interim, or provisional, payments. At the end of each
demonstration year, a reconciliation will be conducted to determine whether DOD is entitled to
keep any of the interim payments, and to detem;ine if the amount of reimbursement was
appropriate (Cohen, DeParle, Martin and Shalala, 1998).

A ‘key aspect to the agreement between DOD and DHHS is the concept of Level of Effort
(LOE). Under the agreement, DOD and HCFA agreed to use 1996 as the base-line year for
historical LOE spending. Thus, the LOE is literally the FY96 expenses for “Medicare covered
services” provided to dual-eligible beneficiaries who reside in a participating site Medicare
service area, (Cohen, DeParle, Martin and Shalala, 1998). Also included, since the focus is upon
population-based costs rather than facility-generated costs, are expenses for Medicare service
area (40 mile catchment area directory) patients referred to other military treatment facilities.
MAMC’s estimated LOE for FY96 is $26,252,332. Although D015 can not with great accuracy
identify the true costs, the LOE accounts for those funds that are historically in the budget for the
treatment of dual-eligible beneficiaries.

At each site, achieving the LOE may be accomplished by a combination of two factors.
One factor is the dollar value of care provided to enrollees. The rules of the demonstration
require that each site must provide at least 30 percent of all Medicare services to enrolled dual-
eligible beneficiaries. The remaining dollar value of care may be credited to the second factor,

the space-available care provided to those dual-eligible beneficiaries not enrolled in Tricare
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Senior Prime. The percentage of care provided to enrollees must be 40 pércent and 50 percent in
the second and third years of demonstration, respectively. The balance of .care may consist of
space-available care. When sites exceed the LOE and satisfy the appropriate ratic->s outlined
above, HCFA will pay a per-capita amount to DOD. The reimbursement rate is set, by
agreement, at 95 percent of the AAPCC ( the capitated rate paid to Medicare+Choice plans in
each site’s local area). This rate is then reduced based dn capital improvement, graduate medical
education and other factors that are usually incl;ded in DOD appropriations for the MHS
(Cohen, DeParle, Martin and Shalala, 1998). The resulting reimbursement rate is approximately
93 percent of the AAPCC as originally negotiated between DOD(HA) and HCFA.

Moon and Walsh (1998) contend that, “...there is an incentive for sites to deliver care
beyond the historical LOE, thus reducing the demand for traditional Medicare services in the
commercial market.” | Herein lies the potential for break-even expenditures (“cost-neutrality”)
for the federal government. Subvention reimbursement is expected to cause a shift of funds from
DHHS to DOD at more favorable rates to the federal government, rather than requiring older
retirees to use the more expensive fee-for-service Medicare benefits available in the commercial
market. The DOD expects to use potential DHHS reimbursements ’.co cover the costs of
providing care to this group of beneficiaries and while continuing to provide care to milifary
retirees. The Congressional Budget Office (CBO) emphasizes the importance of an accurate
LOE for ensuring the Medicare subvention demonstration’s cost-neutrality. In February and
September 19'96 cost estimate memoranda on Medicare subvention demonstration bills, the CBO
stated that, excess Medicare payments would result in .deficit spending because, “DOD is funded

with discretionary money and Medicare Trust Fund monies are mandatory,” (GAO, Sep 1998).
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Purpose
The purpose of this research effort is to determine if MAMC can achieve cost-neutrality
under the Tricare Senior Project, and positively contribute to the achievement of 'the DOD LOE
established for the Medicare Subvention project. Two supporting objectives will be examined.
The ﬁrs.t seeks to determine if the cost of treating Medicare dual-eligible (65yrs and older)
beneficiaries is significantly greater than the cost of treating CHAMPUS eligible (under 65yrs)
beneficiaries. The second examines whether WC can meet its assigned LOE based on the '
accrued costs for care rendered to dual-eligible beneficiaries as recorded in existing systems.
Cost-neutrality is achieved if the LOE is met but not exceeded.

Supporting Objectives

Objective 1

While other studies have examined the impact of other variables