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The Challenges of Addressing Market Dysfunction and Promoting Value-Based
Purchasing

We continue to face significant challenges in addressing historic market dysfunction and
in shifting how we purchase health care to align payments with “value,” measured by those
factors the health care market should reward, such as better quality. Our 2010 Report showed
that the commercial health care system does not pay for care based on value. That is, wide
disparities in prices are not explained by differences in quality, complexity of services, or other
characteristics that might justify variations in prices paid to providers.? Instead, prices reflect the
relative market leverage of health insurers and health providers. In significant measure, this
market dysfunction resulted from historic negotiating and contracting practices that were not
challenged because the system lacked the transparent, reliable information needed to identify,
measure, and correct the dysfunction.

Until our 2010 Report, only insurers were privy to information on differences in prices
paid to health care providers and the total medical expenses associated with patient care across
their networks. Health care providers had much less information and naturally focused on their
own delivery of health care services. Employers and consumers, for the most part, were not
given the information and tools necessary to make value-based purchasing decisions. The
market lacked transparency in price and quality information, and other reliable, non-anecdotal
performance measures.

The 2010 Report had powerful implications for policy discussions about ways to contain
health care costs, reform payment methodologies, and control health insurance premiums.
Shortly after release of the 2010 Report, the Massachusetts Legislature enacted Chapter 288 of
the Acts of 2010, which, among other important provisions, required standardized reporting of

2 In the 2010 Report, the AGO found:

A. Prices paid by health insurers to hospitals and physician groups vary significantly within the same geographic
area and amongst providers offering similar levels of service.

B. Price variations are not explained by (1) quality of care, (2) the sickness of the population served or complexity
of the services provided, (3) the extent to which a provider cares for a large portion of patients on Medicare or
Medicaid, or (4) whether a provider is an academic teaching or research facility. Moreover, (5) price variations
are not adequately explained by differences in hospital costs of delivering similar services at similar facilities.

C. Price variations are correlated to market leverage as measured by the relative market position of the hospital or
provider group compared with other hospitals or provider groups within a geographic region or within a group
of academic medical centers.

D. Variation in total medical expenses on a per member per month basis is not correlated to the methodology used
to pay for health care, with total medical expenses sometimes higher for risk-sharing providers than for
providers paid on a fee-for-service basis.

E. Price increases, not increases in utilization, caused most of the increases in health care costs during the past few
years in Massachusetts.

F. Higher priced hospitals are gaining market share at the expense of lower priced hospitals, which are losing
volume.

G. The commercial health care marketplace has been distorted by contracting practices that reinforce and
perpetuate disparities in pricing.
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Variation by Payment Method in HPHC's Provider Group Health Status Adjusted Total

Medical Expenses (2009)
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Provider Groups from Low to High TME

NOTE: All providers in red had a risk sharing contract for their fully-insured members only.

NOTE: All providers in red had a risk sharing contract for their fully-insured members only.
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As illustrated by the above graphs, providers paid under a global risk contract do not have
consistently lower TME than providers paid under a fee-for-service contract. Some risk-sharing
provider groups are among the highest TME providers in the state while some groups paid on a
fee-for-service basis are among the lowest TME providers in the state. This is true even for
providers who have been in global risk contracts for five or more years with all three large health
insurers, including Atrius, Health Alliance, Mount Auburn Cambridge IPA (“MACIPA”), and
South Shore PHO.

There are several potential explanations for why providers who are paid under a global
risk contract do not have lower TME. First, it could be that any cost savings generated by risk-
contracts through referral of patients to lower cost providers and/or lower utilization are
outweighed by the costs associated with managing risk and providing care coordination. For
example, our analysis of utilization data provided by one major health insurer suggests that at
risk providers have slightly lower medical and surgical inpatient hospital admissions than
providers who are not at risk.?* Although even a modest reduction in hospital admissions is
positive result, we did not find a correlation between that lower utilization and lower TME.

Alternatively, it may be that global payments do not always drive patient volume to lower
cost providers where (1) risk payments are set high so that physicians do not have a strong
financial incentive to refer to lower priced providers, (2) provider systems include certain
hospitals and there is incentive to use that hospital, no matter how high the cost, and/or (3)
entrenched referral patterns present a challenge to moving volume to lower cost, high quality
providers (either because of established clinical relationships, or because patients resist being
referred to lower cost, high quality providers).?? Finally, global payments may not result in
lower utilization rates where payments are set high so that physicians do not have a strong
financial incentive to lower utilization. Although it is unclear whether these or other reasons
explain the findings, above, the fact remains that global risk payments have not resulted in lower
TME.

2. Global payments pose significant challenges and their negotiated nature can lead
to unintended results.

As policymakers and stakeholders grapple with whether and how global payments might
improve care delivery or lower costs, we must also consider whether consumers and many
provider groups are prepared for broad implementation of global payments. First, most

L With expert assistance, we selected and reviewed this measure and two others (the ratio of emergency department
utilization to PCP utilization, and the ratio of specialty physician utilization to PCP utilization) that we expect would
be affected by the level of provider care coordination. Our review of one health insurer’s utilization data found that,
on these three measures, at risk providers performed slightly better than fee-for-service providers. However, we did
not find that better performance on these measures of utilization was linked to lower TME.

%2 This possibility is underscored by the fact that many HMO patients currently obtain care outside of the four walls
of their physician group, and often from providers who have no relationship with their physician group. For
example, for MACIPA and South Shore PHO, who have been paid on a risk basis for many years, one health
insurer’s data shows that less than 50% of the adult inpatient care received by MACIPA and South Shore PHO
patients in 2009, as measured by revenue, went to the “home” hospitals (Mt. Auburn and South Shore hospitals,
respectively).
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providers in Massachusetts do not have experience budgeting a fixed sum for all of the care their
patient population will need in a given year. Second, risk contracts continue to expose providers
to random insurance risk,?® which they are ill-equipped to bear, and which creates a troubling
incentive for providers to “size up.” Both of these concerns are addressed in Section F(2) below.
Third, we need to ensure that the incentive to manage risk contracts does not lead providers to
avoid patients whose care may be more difficult to manage.?* Additionally, there are significant
concerns regarding how risk contracts should interact with self-insured accounts.?

Finally, while many stakeholders hope that global payments will reward providers for
efficient delivery of care, we found that thus far, this has often not been the case. Our review
shows that, due to negotiated differences in contracts, providers with higher TME (less efficient
providers) are sometimes “rewarded” with surpluses, while providers with lower TME (more
efficient providers) are sometimes “penalized” by having to pay a deficit. Negotiated differences
in global budgets, rather than the relative efficiency of providers, is a better predictor of whether
a provider will receive a surplus or pay a deficit. For example, one provider ran a deficit with a
major health insurer in a year that it spent on average of $288.45 per member per month. In the
same year, other groups spent significantly more than $288.45 per member per month, but did
not have a deficit because their target budgets were set much higher.?

These challenges do not mean that global payment reform is unwise. It means that
reform must be coupled with mitigation of historic payment disparities and preparation of
providers, where appropriate, to handle risk contracting.

% “Financial risk involves both (1) actuarial or insurance risk that is subject to random fluctuations providers have
no control over and (2) more technical risk for the cost of care that providers have more control over, although
patient decisions also have a significant impact. A key challenge is how to put providers at technical risk, for
example, for avoidable costs but not subject them to any or little actuarial or insurance risk.” KELLY DEVERS AND
ROBERT BERENSON, CAN ACCOUNTABLE CARE ORGANIZATIONS IMPROVE THE VALUE OF HEALTH CARE BY
SOLVING THE COST AND QUALITY QUANDARIES? TIMELY ANALYSIS OF IMMEDIATE HEALTH POLICY ISSUES, 12 n.34
(Oct. 2009).

 Historically, risk providers in Massachusetts have served populations that are relatively healthy. For example,
from 2005 to 2009, for each major health insurer, risk providers served populations that were healthier than the
populations served by non-risk providers (on average, risk providers had health status scores about 5-10% lower
than the non-risk providers). Beyond health status, many other factors may affect the cost of managing the care of a
given individual or population, including, for example, educational, cultural, or linguistic differences, or
considerations like substance abuse that health status scores do not directly reflect.

> Membership in self-insured plans has grown steadily and now accounts for more than half of private group
enrollment. DIVISION OF HEALTH CARE FINANCE AND PoLICY, HEALTH CARE IN MASSACHUSETTS: KEY
INDICATORS, 6 (Nov. 2010), available at http://www.mass.gov/Eeohhs2/docs/dhcfp/r/pubs/10/key _indicators
november 2010.pdf [hereinafter DHCFP KEY INDICATORS]. Self-insured plans are arrangements in which an
employer provides health benefits to employees and assumes the insurance risk for claims payment. For self-insured
plans, unlike fully-insured plans, the health insurer acts as a third party administrator and is not at risk for medical
costs. The ability of the state to regulate self-insured employer benefit plans is constrained by the federal Employee
Retirement Income Security Act of 1974 (ERISA). ERISA, Pub. L. No. 93-406, § 2. Under risk contracts, “self-
insured” employers may no longer bear risk for the employee health plan. Instead, the “self-insured” employer
would effectively contract with the risk provider to cover the costs of plan members, thereby ceding the risk
associated with the employee health benefit plan.

% These other groups did not receive higher budgets, or spend more, because their patients were sicker; they simply
received more money to care for their patients than the group that ran a deficit.
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3. The Alternative Quality Contract.

Blue Cross Blue Shield of Massachusetts recently introduced the Alternative Quality
Contract (“AQC”) into the Massachusetts market, which uses a global payment methodology.?’
We examined the AQC model because it is different than other global risk contracts in the
Massachusetts market in that it is designed to constrain cost trends by reducing each provider’s
increase in medical claims trend over a five-year period. Findings of financial performance
should not be taken as a critique of the AQC model and do not reflect on other components of
the AQC model. For example, the AQC model associates significant monetary rewards with
achievement of quality performance. This alignment of payment for value is a step in the right
direction toward value-based purchasing. We reviewed the AQC model to determine whether
2009 AQC provider contracts, as negotiated, resulted in cost savings, or are likely to result in
long-term cost savings, as compared to non-AQC providers.

a. AQC providers experienced a significant increase in prices and total medical
expenses from 2008 to 2009.

We examined the change in TME for five of the six providers who participated in the
AQC in 2009: Atrius, Lowell, MACIPA, Signature, and South Shore PHO.?® Although the AQC
is designed to lower the trend in health care spending over time, in the first year of the AQC,
total spending on health care went up for all five groups. %

2009 AQC Provider Health Status Adjusted Total Medical Expenses % Change in Adjusted
Groups 2008 2009 Total Medical Expenses
Atrius $415.59 $452.56 8.9%
Lowell $323.63 $364.17 12.5%
MACIPA $397.04 $466.95 17.6%
Signature $355.40 $374.68 5.4%
SSPHO $380.71 $412.24 8.3%
NOTES:

(1) 2008 TME was adjusted to reflect differences in the health status between the groups represented. 2009 TME
was also adjusted for the change in sickness of the populations served by each provider from 2008 and 2009.

(2) Due to changes in organizational structure, 2008 TME data for Signature is for Brockton PHO, while 2009 TME
is for Signature.

(3) Lowell has risk-sharing contracts for some, but not all of its physicians.

%" In addition to global budgets for medical services, the AQC contract also incorporates quality incentive payments.
BCBS has noted that the AQC contract model has resulted in significant improvement in provider quality. Our
examination of physician quality scores shows that, for HEDIS measures incorporated into the AQC contract,
providers who were participating in the AQC in 2009 did not have statistically better performance than non-AQC
providers on the same measures. On a normalized basis, using a straight average of performance on HEDIS
measures incorporated into the AQC contract, AQC providers scored an average of 1.01 on HEDIS measures while
non-AQC providers scored an average of 0.98 on the same measures.

%8 Hampden is not included in this analysis because TME information did not exist for that group in 2008.

|t is important to evaluate provider cost performance by looking at total dollars paid to providers in order to
understand the total costs to the system. Evaluating subsets of expenses (e.g., looking at the medical claims in
isolation, without quality payments or fees) cannot provide a complete picture of the costs associated with a given
contract.
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In total, from 2008 to 2009, the TME of these five AQC groups went up an average of
10%. 3(‘)I'his is in contrast to non-AQC groups, whose average TME increased 1.7% from 2008 to
20009.

Because TME reflects all payments made for member services (risk settlements, fee-for-
service payments for carved-out services, and other non-claims based payments such as
infrastructure fees and quality payments), as well as volume of services, our examination could
not attribute this increase in TME to a single factor. However, one key reason for this increase in
TME is that the amount of money BCBS paid to each AQC provider increased from 2008 to
2009.%! The table below shows the increase in relative prices paid by BCBS to five AQC
providers from 2008 to 2009.

AQC Provider 2008 Relative Payment 2009 Relative Payment % Change in Relative
Groups Payment
Atrius 1.89 2.19 15.9%
Lowell 1.05 1.33 26.7%
MACIPA 1.35 1.84 36.3%
Signature 1.01 1.38 36.6%
SSPHO 1.05 1.19 13.3%
NOTES:

(1) Relative prices are not normalized to the network.

(2) Due to changes in organizational structure, 2008 relative price data attributed to Signature is for Brockton
PHO, while 2009 relative price data is for Signature.

(3) Lowell has risk-sharing contracts for some, but not all of its physicians.

b. The negotiated trend increases for 2009 AQC providers are unlikely to result
in lower TME by 2013 for those AQC providers versus non-AQC providers.

The AQC model is designed to constrain TME over time by reducing the increase in
medical claims trend. For example, an AQC provider may receive a 7% increase in its medical
claims budget in year 1, a 6% increase in year 2, a 5% increase in year 3, and so on. Four of the
2009 AQC providers have these negotiated trend adjusters in their contract: Atrius, Lowell,
MACIPA, and Signature. Using those contractually set trend adjusters and current TME, we can
model the TME for AQC providers over the next few years.

% AQC providers considered for this analysis include Atrius, Lowell, MACIPA, Signature, and SSPHO. Southcoast
was included in the non-AQC group because, although its contract resembles the AQC contract, it does not have any
downside risk and BCBS does not consider it to be an AQC provider. Hampden is not included in this analysis
because TME information did not exist for that group in 2008. Changes in TME were calculated by using actual
2008 and 2009 TME PMPM trends and raw health status score trends by provider to calculate a TME trend
excluding health status changes. Subtotal PMPM’s for the AQC and non-AQC populations were weighted using
2009 member months.

* In addition, AQC contracts often contain significant quality payments that did not exist prior to entering the AQC.
For example, the average pay for performance quality payment made in 2009 to providers in non-AQC contracts
was approximately $3 PMPM under BCBS’s “GPIP” program, and approximately $1.85 under BCBS’s “PCPIP”
program, while the weighted average quality payment made to AQC providers in 2009 was $16.21 PMPM.
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The following graph shows the actual health status adjusted TME*? of AQC providers
(purple line)* and of non-AQC providers (red line) from 2008-2009.** We used the negotiated
average increase in AQC provider trend to model AQC provider TME for 2010-2013 (purple
line). Given the size of the increases in reimbursement that these four providers received in the
first year of their AQC contracts (from 2008-09, as detailed in the price and TME tables in the
preceding section), non-AQC providers would have to increase their health care spending by
9.75% (red dotted line) every year until 2013 just to reach the same level of spending as the
AQC providers. While it is impossible to know what AQC providers’ TME trend would have
looked like in the absence of entering the AQC, it is reasonable to conclude that it is unlikely the
AQC contracts will result in lower TME by 2013 for the AQC providers compared to the non-
AQC providers.

BCBS Projected AQC Health Status Adjusted Total Medical Expenses versus
Non-AQC Health Status Adjusted Total Medical Expenses
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NOTES:

(1) AQC provider groups include Atrius, Lowell, MACIPA and Signature. Hampden is not included in this analysis
because TME information did not exist for that group in 2008. South Shore PHO is not included in this analysis
because it does not have a set negotiated trend adjuster. Southcoast is included in the “non-AQC provider
group” trend because, although its contract resembles the AQC contract in many ways, it is not at risk and
BCBS does not consider it to be an AQC provider.

%2 The TME data for each of the health insurers reflects allowed amounts, meaning it includes both the health
insurer’s liability and the member’s share of claims costs. This data does not allow us to adjust for any utilization
differences related to product design. In other words, to the extent that TME trend has changed because higher
patient cost sharing has had a deterrent effect on members’ use of health care services, we were not able to
normalize for any such differences based on current data sources.

% The TME experience of AQC providers from 2008 to 2009 including South Shore PHO is 10%, as illustrated
above in I1(B)(3)(a). Here, the available data limited us to the review of AQC providers excluding South Shore
PHO, which brings the trend up to 10.3%.

% We requested TME data for BCBS provider organizations for the years 2005-2009. BCBS informed us that they
do not have TME information for providers prior to 2008.
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(2) 2008 TME represents actual 2008 TME normalized for health status differences. This 2008 adjusted TME is
then trended forward to 2009 using actual PMPM trends adjusted for changes in health status scores by
providers. Subtotal PMPM’s for the AQC and non-AQC populations were weighted using 2009 member
months to normalize for population shifts among provider groups.

(3) 2010-2013 AQC trends are based on each provider’s 2009 adjusted TME trended at negotiated, contractually
set budget trends; this analysis assumes that any component of TME that is not the medical budget (for
example, carved-out services, quality payments and fees) will increase at negotiated budget trends.

(4) BCBS produced data that indicates that it predicts the increase in trend for these four AQC providers will be
5%, rather than 5.6%. When AQC provider trend is modeled at 5%, the non-AQC group requires a 9.1% (as
opposed to 9.75%) trend to achieve approximate parity in 2013 with the 2009 AQC providers.

(5) Providers that entered an AQC contract in 2010 are included in the non-AQC provider group trend. When
those providers are excluded from the non-AQC provider group (and therefore are entirely excluded from the
analysis), the non-AQC group requires a 9.65% trend (as opposed to 9.75%) to achieve approximate parity in
2013 with the 2009 AQC providers.

(6) Due to changes in organizational structure, 2008 TME data for Signature is for Brockton PHO, while 2009 TME
is for Signature.

(7) Lowell has risk-sharing contracts for some, but not all of its physicians.

C. Total medical spending is on average higher for the care of health plan members
with higher incomes.

While we did not uncover any relationship between TME and payment method, we did
uncover a relationship between TME and patient income. TME is the total dollar amount spent
on all the care of a health plan member, expressed per member per month, and includes both the
amount spent by the health insurer, and any copayment or deductible paid by the member. We
compared information from the three major health insurers on average TME by zip code, with
information from the Internal Revenue Service on average income by zip code (reflecting all tax
filers in that zip code, regardless of form of health insurance), and found that more is spent on
the health care of patients from higher-income zip codes. Because the TME information from
the health insurers is health status adjusted, higher spending is not explained by the member
being sicker or older. Moreover, because TME reflects spending on “covered services” — those
services eligible for health insurance coverage — it does not include spending on discretionary
services such as cosmetic surgery unrelated to a health condition. Finally, the major health
insurers in Massachusetts offer their members comprehensive plans that meet minimum
creditable coverage standards.®® We were not, however, able to adjust for any extent to which
different levels of consumer cost-sharing among these comprehensive plans influenced decisions
by members whether to get health care services.

The following graphs examine the relationship between TME and patient income at each
of the three major health insurers by comparing, for each Massachusetts zip code,* the 2009

¥ “Minimum creditable coverage” is a statutory standard that health insurance plans in Massachusetts must meet.
This standard is designed to provide access to “a broad range of health care services,” including preventive and
primary care services, emergency services, hospital stays, outpatient services, prescription drugs, and mental health
services. See 956 MAss. CODE REGS. 5.03 (2009) (definition of minimum creditable coverage established by the
Massachusetts Health Insurance Connector Authority pursuant to MASS. GEN. LAwS. c. 111M, § 1).

% There are approximately 675 zip codes in Massachusetts. Our analysis excludes zip codes in which the health
insurer’s combined HMO/POS and PPO member months for the zip code were less than 1,000.
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average health status adjusted TME®’ per health plan member, both PPO and HMO members,*
with the 2007 average income per federal income tax filer in that zip code.*® Each graph groups
the Massachusetts zip codes into five cohorts of equal size (i.e., 20% of zip codes in each cohort)
based on average TME. The 20% of zip codes with the lowest TME per member are represented
by the left-most bar in each graph, while the 20% of zip codes with the highest TME per member
are represented by the bar to the far right. Within each spending level cohort, we show the
proportion of members from zip codes with lower incomes versus higher incomes. For example,
members from zip codes with the lowest average incomes are shown in royal blue, and members
from zip codes with the highest average incomes are shown in turquoise. The data on
commercial health care spending from all three health insurers shows the same pattern: the TME
for higher-income commercial patients (in turquoise) tends to be higher than the TME for lower-
income commercial patients (in royal blue), taking into account differences in health status
(meaning that higher levels of spending are not explained by the patient being sicker or older).
We also examined this TME and income data by region using the seven regions the MA Division
of Insurance has defined for small group rating purposes,*® and found that the relationship
between level of commercial health care spending and patient income is strongest in Regions 3
(Metrowest), 4 (Northeastern MA), and 5 (Boston and surrounding towns).

%" The TME data for each of the health insurers reflects allowed amounts, meaning it includes both the insurer’s
liability and the member’s share of claims costs. While this data normalizes for any differences in cost sharing by
zip code, it does not allow us to adjust for any utilization differences related to product design by zip code. For
example, if some zip codes had a higher proportion of members in high deductible plans, which had an additional
deterrent effect on members’ use of health care services, we were not able to normalize for any such

differences across zip codes based on current data sources.

% We combined the HMO/POS and PPO data for each insurer to maximize the number of member months per zip
code and therefore increase the credibility of the analysis. Due to the nature of the information request, HPHC and
THP did not provide un-normalized health status scores. For these two insurers, we combined HMO/POS and PPO
risk-adjusted TME data by calculating a weighted average using the HMO/POS and PPO member months for each
zip code. BCBS provided un-normalized health status scores; therefore, we combined the unadjusted HMO/POS
and PPO TME data and un-normalized health status scores by weighting by member months, and then risk adjusted
and normalized the combined TME by zip code.

% We received data from the Internal Revenue Service, Statistics of Income Division, on 2007 adjusted gross
income, total number of returns, and total number of joint returns for each Massachusetts zip code. We calculated
the total number of filers per zip code by counting the number of joint returns as two and the remaining returns as
one. We then divided adjusted gross income for each zip code by the total number of filers per zip code to calculate
the average adjusted gross income per filer for each zip code. Note that the income data reflects all Massachusetts
residents who filed a federal tax return, and there is no way to distinguish which filers had commercial insurance
with one of the three health insurers surveyed, other health insurance, or even no health insurance.

%0 See 211 MAss. CODE REGS. 66.08(2)(b) (area rate adjustments for small group health insurance).
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Distribution of BCBS Members by Level of Health Care Spending and Income
g 1000% -
o
o
£
= 90.0% -
20
=
S 80.0%
3
[]
-
s 70.0%
3
°
§ 60.0%
@
T 500% - H $109,898
g o $52,870
(%]
-‘Fé 40.0% - i $41,752
; H $35,449
2 30.0% - o $27,229
)
§ 20.0% -
E . (]
<
o
§ 10.0% -
=
2
o 00% -
o $320 $350 $373 $395 $437
1st 2nd 3rd 4th Sth
BCBS Members by Spending Quintile (As Measured by PMPM Health Status Adjusted TME)
NOTES:

(1) Graph reflects per member per month health status adjusted total medical expenses of BCBS commercial
(HMO/PQS, PPO, indemnity) members, reported by Massachusetts zip code.

(2) Income data is from the Internal Revenue Service, Statistics of Income Division, and reflects 2007 adjusted
gross income per Massachusetts federal income tax filer, weighted by BCBS commercial membership for each
Massachusetts zip code.
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