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PROCEEDINGS

MR. HACKBARTH: Good morning everybody.

This is our last public session before our June
report, and so we will be having a number of votes on
recommendations, including votes on 1 think all three of the
issues we"ll be discussing this morning: the mandated study
of Medicare Advantage payment areas and risk adjustment and
then a series of policy issues on Medicare Advantage. And
then finally, before lunch, some issues on payment for
dialysis services.

Dan, would you lead the way on the first issue?

DR. ZABINSKI: The MMA directs MedPAC to analyze
three issues related to the payment system in the Medicare
Advantage or MA program.

First, we are to identify the factors underlying
the geographic variation in adjusted average per capita
costs or AAPCCs in fee-for-service Medicare. Second, we are
to identify the appropriate geographic area for payment of
MA local plans. And third, we are to assess the predictive
accuracy of the risk adjustment system, the CMS-HCC, that
CMS began using for payments to MA plans in 2004.

Highlights from the results of our analysis
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include that about 15 percent of the variation in AAPCCs is
due to geographic differences iIn input prices and IME, GME
and DSH payments. The remainder of the variation 1is
primarily attributable to differences iIn service use that is
affected by providers practice patterns and beneficiaries
preferences.

Second, payment areas for MA local plans should be
larger than the current county definition which presents
some problems, that 1 will discuss in a minute.

And then finally, the CMS-HCC model predicts costs
much better than a demographic-based adjuster that CMS has
used for a number of years. This i1s true for both
beneficiaries who are in good health, as well as for those
who are in poor health.

Our work on the second issue here, the payment
areas for MA local plans, resulted iIn two draft
recommendations. The rest of my presentation will focus on
this issue, closing with those two draft recommendations.

We have identified two problems with using
counties as the payment area for MA local plans. First, we
found that many counties have small Medicare populations

resulting in unstable AAPCCs in fee-for-service Medicare.
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This is important because the Commission recommends paying
equally between the fee-for-service and MA sectors. But if
we can"t get stable AAPCCs, there is some uncertainty over
whether we can pay equally iIn those two sectors.

Second, we found that adjacent counties often have
very different AAPCCs which are often used as county payment
rates for MA local plans. |If adjacent counties have very
different payment rates, plans may offer less comprehensive
benefits in the county with the lower rate or may avoid that
county altogether, creating appearances of iInequity.

We found that we can mitigate these two problems
by combining counties into larger payment areas but creating
an appropriate payment area involves more than just simply
combining counties.

In particular, we used three criteria to guide our
assessment of alternatives to the county definition of
payment areas. First, we should avoid making payment areas
too large. Indeed, some counties iIn the Western U.S. are
already quite large. 1In a large payment area, the cost of
providing care can vary widely. Plans may find they are
more profitable in some parts of a payment area and

unprofitable in other parts. |ITf a plan is required to serve
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the entire area, the potential losses in some parts of the
payment area may cause them to avoid the payment area
altogether.

Second, payment areas should be reasonably good
matches to the market areas served by commercial lines of
business for managed care organizations. If payment areas
do not accurately match the plan market areas, plans may
find they are profitable in some parts of a payment area and
unprofitable in other parts.

And finally, payment areas should have enough
Medicare beneficiaries so that we can obtain stable AAPCCs.

We used these three criteria to evaluate three
alternatives to the county definition of payment areas, all
of which use the county as the building block. In one
alternative, we grouped urban counties into metropolitan
statistical areas, or MSAs, and then we grouped the
remaining non-urban counties in each state into a statewide
non-MSA area.

In a second alternative, we grouped all counties
into what 1°11 call health service areas, or HSAs, as
defined by researchers at the National Center for Health

Statistics. These HSAs are collections of counties that are
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relatively self-contained with respect to short-term
hospital stays among Medicare beneficiaries.

At the March meeting, commissioners discussed the
issue that HSAs are based on fairly old data, 1988 to be
exact. And we responded with a draft recommendation for an
update to HSAs, which I*1l present later.

Then finally, we created a hybrid of the first two
alternatives, grouping urban counties into MSAs and non-
urban counties into HSAs.

Then, in all three of these alternatives, iIn the
instances where an MSA or an HSA crosses a state border, the
portion In each state serves as a distinct payment area.

Our rationale for doing this is that plans face different
laws, rules and guidelines in different states.

A summary of our evaluation of these alternatives
iIs that first we found that the MSA/state non-MSA definition
provides the largest beneficiary populations and most stable
AAPCCs.

Second, that the MSA/HSA definition is the best
match to plan market areas and we found this iIs true both
among Medicare Advantage plans and private sector HMOs.

And finally, we also found that the MSA/HSA
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definition has the smallest geographic variation in terms of
the cost of serving fee-for-service beneficiaries.

So in response to those results, we have developed
this draft recommendation. Payment areas for MA local plans
should have the following characteristics. Among counties
and metropolitan statistical areas, MSAs, payment areas
should be collections of counties that are iIn the same state
and same MSA. But among counties that are outside MSAs,
payment areas should be collections of counties that are in
the same state and that are accurate reflections of health
care market areas such as health service areas.

The spending implication of this recommendation 1is
that it should have no direct effect on program spending.

The effect on plan participation is not clear.
Using larger payment areas will iIncrease the stability of
payments but it also changes the size of the areas they must
serve, which can affect their decision on whether or not to
serve an area. Expansions and contractions of plan service
areas are both plausible. And because of the uncertain
effect on plans, the effective of this recommendation on
beneficiaries access to MA plans iIs ambiguous.

As | mentioned earlier, an issue the commissioners
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discussed at the March meeting is the age of the current
definition of the HSAs. |If HSAs are chosen as a payment
area, they must be updated before being used and renewed
periodically thereafter to reflect changes iIn health care
market areas that occur over time. We did an investigation
that reveals there i1s no plan for an update to HSAs and that
an update and renewals would require more resources than are
currently allocated.

The Secretary should assure that the update and
renewals are done in the future and we have developed a
second draft recommendation encouraging the Secretary to
act.

That is, the Secretary should update health
service areas, HSAs, before they are used as payment areas
in the Medicare Advantage program. In addition. the
Secretary should make periodic updates to HSAs to reflect
changes in health care market areas that occur over time.

The spending implication of this recommendation 1is
that it should have no direct effect on program spending.
Also, there should be no effect on plan participation or
beneficiaries®™ access to plan.

Now I turn things over to the Commission for
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discussion.

MR. HACKBARTH: Questions or comments? John?

DR. BERTKO: 1 think staff again has done a good
job on this.

My one comment would then just be to reemphasize
the comment about particularly the MSAs areas not being too
large. From the last time we had the discussion, 1 think
the MSAs are probably in about the right shape. But just
perhaps some back and forth with the industry at the time
they were going to be actually used might be useful to make
sure there were no glaring inequities perhaps in the way the
MSAs were rolled out.

DR. CROSSON: A question on the second
recommendation. One of the considerations we"ve talked
about, looking towards 2006, is the number of moving pieces
that are going on with respect to MA. And I wonder, has
there been an estimate of how long it would take the
Secretary to update the HSAs? And iIs that something that"s
a matter of a couple of months or 18 months or what?

DR. ZABINSKI: The investigation that we did, the
people that would handle it said it would take them about a

year to do i1t. Their primary concern is actually resources,
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but they said it would take about a year.

MR. HACKBARTH: Although I don"t think necessarily
the research time is the critical variable on the time line.
I think it there would be a policy judgment to be made about
when to make the change. So even if the research could be
done tomorrow, Congress either might i1tself say effective at
some point in the future or say to the Secretary to be
implemented at the Secretary®s judgment with regard to the
timing.

I think that"s probably a little bit more detailed
than we need to get into for purposes of this
recommendation. We could acknowledge that in the text, that
the implementation issue is something to be thought about
carefully when the time comes.

DR. CROSSON: 1 would recommend that.

To take this as an isolated recommendation, given
the fact that many of the other recommendations that we"re
going to be talking about are considered and have been
described in the context of the complexity of what"s going
on with respect to MA payment, it would seem appropriate to
have this one iIn the same way.

MR. HACKBARTH: So what we"ll do is iIn the text



10

11

12

13

14

15

16

17

18

19

20

21

22

12

say that the decision about implementation needs to take
into account the practical considerations.

Any other questions?

DR. STOWERS: Dan, I just have a question, and I
hope 1t"s not overly simplistic, but it seems like iIn
recommendation number one we went to separating the MSAs and
non-MSAs as a payment area. Is there a considerable
difference in the amount of payment in those two areas?

And 1"m looking back to the incentive to have the
plans be provided both in the MSA and out of the MSA. In
other words, would we have been better to combine the MSA,
the urban and rural or non-MSA? Is there a big variation
between the two that might lead to lack of or increased
incentive later to get plans throughout the entire states?

DR. ZABINSKI: I would think that in the MSA areas
that the payment rates would be higher than in the non-MSA
areas that would be, in this case iIn our recommendation,
encompassed by the health service areas.

To the extent that there is an issue of the
payment rate being high enough to attract plans in a rural
areas, that could be an issue.

MR. HACKBARTH: Ray, let me take a crack at this.
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In trying to decide the appropriate payment area you"re
trying to balance multiple goals that may, in fact, be iIn
conflict with one another. First of all, you want areas
that are large enough to be stable in terms of making the
calculations that need to be made.

Second, i1deally you"d have areas that reasonably
track with actual plan market areas.

Third, you want to avoid abrupt cliffs as you move
over boundaries where there®s a dramatically different
payment level on one side of the border versus the other.

And then finally, and this is the point that gets
to your issue, you want as much homogeneity within the
underlying costs as you can get. |If you have really
heterogeneous regions, you end up with potential problems
with plans wanting to serve only one corner of the market
where the low-cost people are iIn the heterogeneous region.
Or alternatively, you have to require plans to serve a whole
large area, as we"ve done with the regional PPOs. But if
you Impose that sort of requirement on local MA plans, it
may be a significant barrier to participation.

So these different considerations sort of bump

into one another at various points in time. Here, what
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we"re saying is that we don"t want to just say everybody in
a big lump, rural areas and urban areas, because the
heterogeneity of the region would be too great. So this is
a break, it"s not a perfect rate, going MSAs and local
health service areas, but 1 think it"s a reasonable balance
among these competing policy objectives.

Others?

Okay, 1 think we"re ready to move on to a vote.
So on draft recommendation number one, all opposed?

All in favor?

Abstentions?

And then on draft number two, all opposed?

All in favor?

Abstentions?

Is there anybody who voted no or abstained on
either of the issues? We had some slow hands or low hands.
Did anybody vote no or abstain on either the issues?

I think we have unanimous votes on both. Thanks.

Thank you, Dan.

So next up iIs Medicare Advantage, a variety of
policy issues. This is Nial"s debut. He got a haircut.

MR. BRENNAN: Today, myself and Scott are going to
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present you with draft recommendations on a number of
policies related to the Medicare Advantage program. I™m
going to talk you through two draft recommendations on
quality measurement requirements for the fee-for-service
program that would facilitate comparison with MA plans and
the regional PPO stabilization fund. After that, Scott is
going to present four draft recommendations on payment
rates, geographic adjustment for regional PPOs and risk
adjustment.

1"d like to just take a moment to recap for you
the Commission support not only for private plan choices for
beneficiaries but also the Commission™s stated belief that
private plans can improve the efficiency and quality of
health care delivered to Medicare beneficiaries What we
have on the slide are two quotes taken from our March 2004
report to Congress that I think illustrate this position.

The overall theme of our presentation today 1is
based around the concept of neutrality or a level playing
field. Neutrality can be viewed in a number of different
ways. Neutrality between fee-for-service and MA plans or
neutrality among MA plans. When we speak of neutrality we

primarily mean financial neutrality, the concept that
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Medicare would pay the same for each beneficiary regardless
of their choice of delivery system.

As you all are aware, the Commission is an
advocate of quality measurement in both the fee-for-service
program and the MA program. Additionally, the Commission
supports linking quality measurement to pay for performance
programs.

To quickly review, HEDIS and CAHPS are the two
major instruments available for measuring quality in the
Medicare program. Most MA plans repost on most HEDIS
measures but the fee-for-service program does not.

The CAHPS survey is administered to the
beneficiaries in both MA plans and the fee-for-service
program, but lacks some of the clinical measures that make
HEDIS an effective comparison tool.

Our fTirst draft recommendation is that CMS should
begin to calculate certain HEDIS members for the fee-for-
service program that would permit comparison of the fee-for-
service program to MA plans on select measures.

We do not anticipate this recommendation will have
spending implementations and believe that CMS could meet

this requirement using existing data sources. We also
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believe this recommendation will be a positive development
for beneficiaries as it will furnish them with an additional
tool with which to compare the fee-for-service program and
MA plans.

As we outlined in the March presentation, the MMA
changed many aspects of the Medicare Advantage program,
including the introduction of a regional PPO component to
the program beginning iIn 2006. 1In order to encourage
regional PPOs to participate in the program, the Congress
also created several additional incentives solely for
regional PPOs. These include a system of risk corridors and
a regional PPO stabilization fund.

The regional PPO program employs a system of risk
corridors for 2006 and 2007. |If a plan®s actual costs
exceed a certain threshold, plans receive additional
payments from Medicare. Similarly, 1T a plan®s actual costs
fall below that same threshold, the plan must return
payments to Medicare.

This slide illustrates in a little more detail the
mechanics of the risk corridor program. For a hypothetical
MA plan with the risk corridor target of $700. For example,

iT you look at the second bar from the right on the graph, a
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regional PPO that was paid $700 per member per month but
that spent $735 in benefits would receive an additional $7
per member per month under the risk corridor formula, but
would also lose $28. The vertical lines representing the
$28 and the shaded area representing the $7.

By contrast, if you look at the far left bar, a
regional PPO that was paid the same amount per month but had
actual costs of $630 would end up remitting $29 back to the
Medicare program but would retain $41 in additional profits.

MedPAC believes that this risk corridor system is
a logical approach that adequately accounts for the
uncertainties regional PPOs may face in the initial years of
the program.

The regional PPO stabilization fund provides an
initial $10 billion in funding to encourage regional PPOs
both to enter markets and to remain iIn them. This funding
starts in 2007 and ends in 2013. In addition to the $10
billion dollars in initial funding, the fund will be
augmented with half of the government®s 25 percent share of
the difference between regional plan bids and regional
benchmarks.

Scott i1s going to go into a little more detail on
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the bidding system later.

Payments from the fund may be available iIn the
following circumstances. The regional PPO plan or plans
that become the first national plan or plans serving all
regions of the country will receive a one-time bonus amount.

In the event that no national plans are offered,
the Secretary may increase the benchmark for a regional PPO
plan that i1s the first to serve iIn the region. This extra
amount will be determined by the Secretary.

And finally, 1f a regional PPO plan intends to
depart from a region, the Secretary may increase the
benchmark in order to retain these plans.

Our second draft recommendation is that the
Congress should eliminate the stabilization fund for
regional PPOs. As | stated at the beginning of the
recommendation, MedPAC supports a level playing field, not
only between MA plans and the fee-for-service program but
also among different types of MA plans. The PPO
stabilization fund explicitly makes available additional
funds to regional PPOs that are not available to other MA
plans. While we understand that the intent of the

stabilization fund Is to encourage participation by regional
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PPO plans and that plans may be unsure of the risk they face
iT they participate in the program, as we"ve already shown
you today regional PPOs will be shielded from excessive risk
in the first two years of the program through the risk
corridor system.

As for the implications of this draft
recommendation, there will be no effect on federal spending
over one year because payments will not be made from the
stabilization fund until 2007. The recommendation is likely
to decrease federal spending by $1 billion to $5 billion
over five years.

The implications of this draft recommendation on
beneficiaries and plans are less clear. 1It"s possible that
the lack of a stabilization fund could potentially
discourage regional PPOs from entering in certain regions.
Similarly, certain PPOs might exit regions iIn the absence of
plan retention payments from the stabilization fund.

To the extent that this does occur, beneficiaries
in certain areas may have fewer or no private plan options
to choose from, although the majority of beneficiaries would
likely still have access to a local MA plan.

With that, 1"d like to turn it over to Scott.
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DR. HARRISON: You"ve seen the new plan bidding
process and let me just give you a quick reminder.

Rather than plans being paid administratively set
county rates, the county rates will be benchmarks that the
plans will bid against. Plans will submit a bid for the
basic Medicare benefit and 1t will be compared with the
benchmark. [If the bid is higher than the benchmark, the
plan is paid the benchmark and the members would pay the
difference in a premium. However, if the bid is below the
benchmark, the plan is paid its bid plus 75 percent of the
difference and the remaining 25 percent of the difference is
retained by the Medicare program. The plan is then
obligated to rebate its share of the difference to its
members In the form of supplemental benefits or reduced
premiums.

The bidding process is a little different for
regional plans. The bids of the regional plans within a
region are averaged, along with the MA rates in that region,
to calculate the regional plan benchmark. Another
difference is that the regional benchmarks are averaged
based on the geographic distribution of the population of

Medicare eligibles in the region while the bids that are
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compared with the benchmarks are made based on the
geographic distribution of the plan enrollees.

Our understanding of the law, supported by
conversations with some plan representatives and Hill staff,
was that a geographic adjustment would better align the bids
and the benchmarks. After examining the final regulation,
we recognize there will not be such an alignment.

111 go through an example that will 1llustrate a
potential problem with this disconnect between the bids and
the benchmarks, and the basic problem is that there will be
an uneven playing field between local and regional plans and
among regional plans.

In this highly simplified example, we assume that
a region contains only two payment areas. One low rate
area, perhaps representing rural areas, contains 20 percent
of the beneficiaries iIn the region and the MA rate there is
$600. The other area is a high rate area that contains 80
percent of the beneficiaries and that rate is $900. There
are regions that look somewhat like this but this is highly
simplified.

In this case, the average MA rate would be $840.

We have just assumed, for mathematical simplicity, a bid of
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$715. In that case we get a regional benchmark of $815. A
plan bidding $715 would get its $715 bid plus $75 in a
standard rebate across the region for a total of $790 per
month.

Now keep these values in mind when we move to the
next chart where we look at four examples iIn this simplified
region.

This chart shows how different geographic
distributions of enrollees can affect payment rates to
regional plans facing the same benchmark. On this chart, we
assume that all plans bid $100 below their respective
benchmarks, giving each plan $75 with which to rebate to
attract beneficiaries by providing extra benefits or lower
premiums. The payment levels here are the bid plus the
rebate.

The yellow bars represent local plans in these two
hypothetical areas. In the $600 area, the local plan would
bid $500 and get $575, including the rebate. Similarly, the
local plan in the $900 area would get $875. The other three
plans here are all regional plans that bid the $715 and
would receive $790. So that dotted line, all plans will

receive $790.
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I also want to note here that all of these
payments would be risk adjusted.

Under the final regulations method for
geographically adjusting payments, the three regional plans
here would see different payment amounts although they all
bid the same and against the same benchmark. The adjustment
assures that the payment rate across the enrollees from the
two payment areas would average $790 no matter what
population the plan was actually bidding on.

The payment rates in each of the two areas,
however, vary depending on the relative enrollment from each
area. If a plan i1s successful in attracting enrollees
disproportionately from low payment areas, and that plan
here i1s i1llustrated by the red bars, then payment rates can
be higher than competing local plans and even higher than
all of the local benchmarks.

We are concerned that local plans in these low
rate areas would be at a large competitive disadvantage to
the regional plans and could be threatened. Now to be fair,
iT a plan got a different distribution of enrollees,
represented -- with lower portions of beneficiaries from low

rate areas -- by the green and blue bars, you would have
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different results. And in fact, if a plan actually drew
more from the high payment areas, they would end up at a
competitive disadvantage. So we don"t know how long a plan
that did that would last.

As | said before, this situation was a surprise to
us and there has been some confusion about the MMA®"s iIntent.
So we are recommending that Congress should clarify that
regional plan bid submissions are to be standardized for the
MA eligible population of the region, basically to align the
bids and the benchmarks.

The implications. The recommendation would
decrease Medicare spending relative to current law by $200
million to $600 million over one year and by $1 billion to
$5 billion over five years. You might ask why. The reasons
that there are savings attached to this recommendation is
that CBO feels the scenario i1llustrated by the red bars is
likely to occur in some regions which would iIncrease
regional plan enrollment and payments above current levels.

For beneficiaries and plans, this recommendation
could lower payments to regional plans in some areas.
Therefore, this recommendation may cause regional plans to

reduce the extent of their participation in the MA program
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and may reduce plan choice for some beneficiaries.

Now we want to shift from discussing issues
related to plan versus plan playing fields to the plan
versus fee-for-service Medicare playing field. As Dan
discussed, beginning In 2004 CMS began transitioning from
risk adjusting plan payments based on a demographic model to
adjusting payments based on a health risk model. For the
last three years, CMS has estimated that aggregate plan
payments adjusted with the new health risk model would be
lower than payments adjusted with the old demographic model.

CMS 1is applying proportional increases to county
payment rates so that, in aggregate, plans would be held
harmless for the effect of switching from the old model to
the new more accurate model. The net effect of this policy
is that aggregate payments to MA plans are equal to what
they would have been it 100 percent of payments were
adjusted with the old demographic system.

The president®s most recent budget proposal
includes an $8.3 billion phase out of this hold harmless
policy from 2007 to 2010. The effect of the phase out would
be to increase risk adjusted payments by progressively

smaller proportions from 2007 through 2010 and thus
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completely eliminate the policy in 2011.

Whether this policy is continued in full force or
phased out, any policy that increases risk adjustment
payments prevents risk adjustment from addressing the risk
profile differences between beneficiaries In the MA and fee-
for-service Medicare. The end effect is that payments for
MA enrollees will be systematically higher than if those
same beneficiaries were enrolled 1In fee-for-service
Medicare.

At this point, the Commission recognizes that
payment reductions, especially when combined with other
recommendations you may hear today, the reduction here that
would occur by removing a hold harmless policy immediately
would be steep. In addition, some plans claim they have not
yet been fully successful iIn collecting all of the
diagnostic information that feeds into the health risk
model. These plans believe that their payments under the
new system do not reflect the true health risk of their
enrollees.

Therefore, we have the following recommendation to
consider.

The Congress should put in law the scheduled phase



10

11

12

13

14

15

16

17

18

19

20

21

22

28

out of the hold harmless policy that offsets the impact of
risk adjustment on aggregate payments through 2010.

Even though the risk adjusted payments would be
higher then without this policy, there are savings because
the phase out would be locked In and CBO had assumed that it
would not otherwise occur. So this recommendation would
decrease Medicare spending by more than $1.5 billion over
one year and by more than $10 billion over five years
relative to current law.

Because the president®s budget includes this
policy, plans are likely to have expected the implied per
member payment levels and should not change their offerings
to beneficiaries and thus, there shouldn®t be any effects on
beneficiaries.

We"ve talked about financial neutrality and the
current bidding system and we found that the system is not
financially neutral for two reasons. First, the benchmarks
currently average about 107 percent of the costs of covering
demographically similar beneficiaries under fee-for-service
Medicare, so plans In some areas may be paid above fee-for-
service costs.

Second, the bidding process is not financially
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neutral because plans that bid below the benchmark will be
paid less than the benchmark, which means that some plans
may be paid less than fee-for-service costs. In fact, our
very rough simulations show that after accounting for
savings from the bids below the benchmark, we might expect
net payments to average about 104 percent of fee-for-service
costs.

At any rate, payments are not equal between plan
choices and fee-for-service Medicare.

Also another issue with the current system, as
we"ve discussed in previous reports, is that it does not
currently provide strong enough incentives for plans to
focus on improving the quality of care.

Let me just focus on the benchmarks for a moment.
There are several sources of the difference between the
benchmarks and the cost of fee-for-service Medicare. About
two points of the seven point difference is due to the
treatment of indirect medical education payments to
hospitals, IME payments. Even though the Medicare Advantage
program makes separate IME payments to hospitals on behalf
of Medicare Advantage enrollees, the cost of those payments

are included in the plan payment rates based on measures of
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the cost of fee-for-service Medicare. In effect, the
Medicare program is making IME payments on behalf of MA
enrollees twice, once to the plans and once to the teaching
hospitals.

There are other differences with the benchmark.
Fee-for-service calculations might underestimate the cost of
Medicare services provided to beneficiaries because some
beneficiaries receive services from Veterans Administration
facilities that would otherwise be covered by Medicare. CMS
was iInstructed to add the cost of these services when
calculating county fee-for-service cost but it has not yet
been able to do so. We would urge that it implement the VA
adjustments as soon as it is able.

The other major source of difference is the result
of the two floor rates created by Congress to raise rates in
the low rate counties. About 30 percent of Medicare
Advantage enrollees live in these floor areas and payment
rates there average about 20 percent above fee-for-service
Medicare.

We have a couple of draft recommendations that
would promote our principal of financial neutrality. The

first is consistent with our position in our March 2002
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report that supported removing graduate medical education
costs from plan rates and making payments directly to
teaching hospitals that treat plan members. The Commission
wanted to help ensure the plans have iIncentives to direct
enrollees to use teaching hospitals when appropriate.

In that spirit the draft reads the Congress should
remove the effect of payments for indirect medical education
from the MA plan benchmarks.

This recommendation would decrease Medicare
spending relative to current law by $200 million to $600
million over one year and by $1 billion to $5 billion over
five years.

This recommendation would lower payments to plans
in some areas. Therefore, this recommendation may cause
plans to reduce the extent of their participation, the
generosity of benefits offered, or whether or not they
participate at all, and thus plan choice for some
beneficiaries could be reduced.

Our last draft recommendation is actually a two-
step recommendation to address two barriers to financial
neutrality. The Congress should set the benchmarks used to

evaluate MA plans at 100 percent of the fee-for-service
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costs in each payment area. The Congress should also
redirect Medicare"s share of savings from bids below the
benchmarks to a fund that would redistribute the savings
back to MA plans based on quality measures.

There are some considerations with this policy.
Financial neutrality is really a long-term principle that
the Commission has espoused and the Commission recognizes
that Congress has wished to encourage plan participation in
more areas of the country. And the Medicare Advantage
program is just beginning so we recognize we don"t want to
derail the process. So Congress may not wish to reduce
benchmarks in all areas immediately.

On the spending implications, if it were fully
implemented for 2006, this recommendation would decrease
Medicare spending by more than $1.5 billion over one year
and by more than $10 billion over five years relative to
current law. So if it were phased in, obviously these
numbers would come down.

I want to note that it"s possible that the quality
pool could get very large from bids being well below the
benchmarks. In that case, the Commission realizes that it

might wish to reconsider what Medicare does with all of the
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savings and perhaps we might change the recommendation of
where the money could go.

This recommendation would decrease average
payments to MA plans but some plans may receive higher
payments through pay for performance bonuses. It is likely
that some plans would choose not to participate In some
areas, leaving some beneficiaries with fewer choices. Plans
would have greater incentives to improve quality and could
lead to better quality of care for beneficiaries.

Thank you.

MR. HACKBARTH: Good job.

Let me just make two quick observations. One, for
both the commissioners and the audience, all of the budget
numbers that have presented need to be used with care
because these numbers are interactive. So you couldn®t
simply just add the budget implications from recommendation
one to those from two and say that the cumulative effect is
one plus two. They do interact with one another. And so be
careful about that.

The second comment is that 1 want to underline a
theme iIn both Nial®s and Scott"s presentation, which is that

although we"ve taken up Medicare Advantage and its



10

11

12

13

14

15

16

17

18

19

20

21

22

34

predecessors, Medicare+ Cholice, many times in the past, we
do so today iIn a different context. Significant decisions
have been made by Congress on these issues, embodied In MMA.
And those are judgments that need to be respected. And 1 do
respect those judgments.

But In addition to that, the real world has
changed as a result of them. And so, the world in which we
now consider these recommendations is one where plans are
actively gearing up their offerings for 2006. And even if
Congress were to say MedPAC has raised some good points on
these things and the program ought to be modified or
adjusted, that couldn®t happen today without colossal
disruption of the system. And so that needs to be reflected
in our thinking and iIn our report.

Having said that, 1 do believe that our role as an
independent commission iIs to provide Congress our best
judgment about issues and where the program ought to be
headed. Then they can make decisions, as they must, about
whether to embrace the recommendation or the timing as to
implementation of 1i1t.

I don"t think that we ought to hold back and not

highlight issues that we think are of critical importance to
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the program and to the beneficiary it serves simply because
there®s recent legislation. |1 think our obligation to the

Congress and to the program is to give our best advice, our
best thinking about where things ought to go in the future.

So that"s an opening thought about the context.
Questions or comments?

Actually, let me say a word about organizing this.
We covered enough ground here in this presentation, on a
fairly diverse set of issues. | think it would be helpful
to organize our discussion by issue. So as opposed to
bouncing around, 1°d suggest that we start with the regional
PPO-related issues of the geographic adjustment and the
stabilization fund. 1 guess those are the only two
recommendations on the regional PPOs. Let"s start with
those recommendations and ask for comments or questions
about those.

DR. SCANLON: I think actually something 1*m going
to say is going to apply a little more broadly and 1 won"t
ask to repeat it again later, but 1 think the idea of
neutrality, it certainly has incredible appeal. But I think

we have to be very careful about the context in which we

apply it.
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Probably 1 was exposed to it first in terms of
individual services. Do you get an endoscopy iIn an
outpatient department or do you get it in the physician
office? And the question of should we be paying the same
for that? The answer there is perhaps relatively simple to
come to a conclusion, though we actually had to do a study
once of whether or not there was greater risk of doing the
service In the physician offices.

As you move to bigger and bigger bundles of
services, 1t becomes more difficult to ask yourself the

question of are we actually talking about the same kinds of

things. 1 think we are iIn that context in terms of Medicare
Advantage. It°"s not even just a question of Medicare
Advantage versus fee-for-service. It"s Medicare Advantage.

We have within Medicare Advantage the fee-for-service plans,
the PPOs, as well as the traditional HMOs. And conceivably
we"re buying different products from each of those and we
should be asking ourselves the question of what"s the
appropriate price to pay.

That"s the context I think that applies here 1in
terms of the regional PPOs but also it applies when we start

to talk about the local plans.



10

11

12

13

14

15

16

17

18

19

20

21

22

37

In terms of the stabilization fund, 1 think that
the 1dea of saying i1t should be repealed at this point is
potentially premature, given that we are just at the point
which you indicated, on the verge of learning a lot more
about how the regional PPOs are going to work.

One aspect of the stabilization fund is to reward
someone for having a national plan. [If 1 have a regional
PPO or multiple regional PPOs in every one of the regions
except for two, do I really want to reward somebody strongly
for coming in and filling In those two regions? Or do |
want to target things on those two regions, iIf that"s my
goal, i1s to have coverage nationally.

So 1"m of the mind that we might be better
delaying until we had more information and having a more
specific targeted recommendation that would deal with how
best, 1T you"re going to have money set aside, to try and
promote participation, how do you best target that money to
promote participation?

MR. SMITH: I won"t respond to the larger
questions Bill raised. | think they more appropriately come
with other recommendations. But let me just talk a little

bit about the stabilization fund.
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I think, Bill, we could spend $10 billion before
we knew enough. That point is perhaps right. But the other
way to think about it iIs we could spend as much money as it
takes to correct for the market signals that the plans were
reading. And 1 think the point here iIs that we ought to be
clear that we think that"s unwise.

The obverse of you get less of something by
raising the price of it, by lowering the price of It --
excuse me, raising the price of It -- is you get more of it
by raising the price. We could subsidize an uneconomical
national plan that no one in their right mind would offer if
it weren®"t for the bonus or bribe, more accurately, that we
propose to pay them for a limited amount of time. We don"t
get a national plan forever. We don"t get iIncreased
benefits forever. What we get is some fraction of what $10
billion will buy is to get something which the market
otherwise wouldn®"t signal to a play they ought to do.

It"s unwise and at the end of the day we haven™t
learned anything except that you can get something by
spending $10 billion that you can"t get if you don"t spend
it. That"s not worth learning. We already know it.

DR. BERTKO: Just a couple of quick comments to
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follow up what Bill"s were in the context of the regional
PPO, perhaps applied to this one and others. Number one,
there is a lot we don*"t know and we will know in a
relatively short period of time because the bids are due iIn
June and then the enrollment will have happen January 1st.

Secondly, In expanding to new areas there is a
start up cost. In the case of the regional PPOs, in
contrast to the stand-alone prescription drug plans, the
cost is substantial because there®s a lot of contracting
that has to be done, a lot of back and forth. And perhaps
that just should be a part of our thinking on this.

MR. MULLER: Given all of the topics we discuss 1In
the course of year and in the course of years about the
costs of the Medicare program and concerns about appropriate
and inappropriate utilization and concerns about the costs
of many of our services. | too, like David, find i1t ironic
that we want to be paying even more to run this program
through these plans.

IT anything, the advantage of Medicare Advantage
should be that they run the program for less, not that we
should pay more to reform a program that has a lot of

concern about cost and quality.
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So 1 find it bizarre that we would engage in a
policy or that anybody®s engaging in a policy to pay more
for a program that already has severe concerns about its
cost and utilization.

So 1, too, think that the principle that we"ve
endorsed in the past of neutrality makes sense and we should
stick with it. And certainly, to be thinking of bringing
more administrative costs Into a program where the American
system is by and large seen as having too high
administrative costs also strikes me as the wrong direction
to be going.

DR. CROSSON: Given the complexity of the math
behind draft recommendation three, I1°m almost loathe to ask
a question but I want to anyway.

It seemed to me from the discussion that we had
and the graphic representation that if Congress did clarify
its intent and that ends up to be different from what the
staff thinks the current rule suggests, that that
clarification would have the net impact of perhaps making it
more likely that plans would enter and serve the regions.
And the net effect of that would be more choice for

individuals in rural areas.
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At least that"s how I interpret -- the rural or

noncentral metropolitan areas, let me say. That"s what I

thought I heard. 1Is that correct?

DR. MILLER:

I"m just going to take a shot here.

You guys need to pay attention. It"s very likely wrong.

It"s different than usual, If you guys could please pay

attention.
[Laughter.]
DR. MILLER:
DR. CROSSON:
[Laughter.]
DR. MILLER:

let™s move on now.
[Laughter.]

DR. MILLER:

I have two answers.

Yes and no.

Okay, and 1 hope that was helpful and

I think that the answer to this goes

like this. There are some plan people at the table, so you

should feel free to also -- | think that our discussions of

this, out in talking to people that we know in the industry,

suggested that the iIndustry was not planning on what we

think is the wrong interpretation of it, the one that would

give a plan a windfall

if they ended up selecting from the

low-cost areas. That 1T you ask the average plan person
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they thought no, 1t"s the way you guys are describing it.

So in that sense, one way to answer your question
is to say if we made this clarification, at least from the
plan offering perspective, i1t shouldn®t change the
environment a lot. That most people thought that the intent
of the legislation was the way that we have described it.
And the anomaly in the reg is really only just now -- not
anomaly. The interpretation In the reg is only just now
coming to the surface.

So we don"t think, at least as it stands, if you
made this change i1t would necessarily change the plan
offerings. That"s a view and that"s why 1"m being fairly
tentative here. But I"m not sure that was precisely your
question.

MR. HACKBARTH: But as the presentation pointed
out, the policy, as outlined in the reg, has different
implications depending on the patterns of enrollment. And
whether the regional PPOs tend to draw disproportionately
from the lower cost areas within these large diverse regions
or higher.

I think a common assumption, and | assume it"s the

assumption underlying the CBO estimate, is that the regional
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plans might tend to be relatively more attractive in the
lower cost areas of the regions if only because there"s less
local MA plan competition in those areas. But that®"s an
assumption, not a known fact.

DR. HARRISON: There"s also a slight advantage to
serving -- a regional plan would have a slight advantage in
the lower cost areas because the rebate portion is not
adjusted by geography. The purpose of the $75, in our
example, that you"re given back iIn rural areas would look a
lot more attractive than the $75 given back in urban areas.

MR. HACKBARTH: Just to continue it another step,
one might say well, that"s a reasonable policy consistent
with the concept of regional PPOs. At least part of the
intent here was to get offerings, private plan offerings,
into areas of the country, many of them lower-cost rural
areas, where there are not existing MA plans. And I can
understand that.

My concerns are then what are the implications of
doing that? | am, iIn particular, concerned about the
implications for the local MA plans that then face this
competition from the regional plan.

So imagine your large regional area. You won"t
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just have the big city and then the really low-cost rural
areas. It will be a variety of things. You may have
multiple cities, a very high cost city and sort of a medium
cost city iIn the region. In some of those markets within a
big region, there will be local plans trying to compete.
And they could face a regional plan that is getting a
significant additional subsidy based on this feature of the
payment formula. That"s a policy that I am concerned about.

DR. WOLTER: 1 was going to say it kind depends on
the details of how network adequacy ends up being defined.
But a sleeper issue is that in terms of the competitive
landscape between regional plans and local plans,
particularly in areas of the country where there are sole
community providers. |If CAHs don"t want to sign on because
they want their cost-based reimbursement versus fee-for-
service reimbursement, local plans can"t sign them up. But
it sounds like regional plans have the option of moving
ahead without having signed contracts.

So 1 think that might need some attention as we
see how this unfolds In certain regions in the future.

DR. REISCHAUER: I basically agree with the

recommendations but at the same time 1 sort of have the
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feeling some of this doesn"t require the loss of sleep that
some of the discussion is focusing iIn on.

The example you used for the extremes, where 80
percent of the folks were in the high-cost area and 20
percent were in the low-cost but the plan was able to do
50/50, implies either that the regional plan has relatively
small enrollment or it can soak up a huge fraction of the
available beneficiaries iIn the low-cost area, which Is not
an easy thing to do, especially because we"ve written a
number of reports saying how hard It is to operate iIn these
areas anyway.

So 1 think there are some countervailing -- and
Nick®"s pointed this out, there are some countervailing
forces going on.

I think we should try and lay out at the beginning
the levelest playing Tield that we can. But let"s not
create too much of a sense of crisis.

With respect to the debate that went on between
David and Bill, and John being in the middle can, of course,
and being the person with some inside knowledge on this can
say whether 1"m way off base or not.

I think this stabilization fund is unnecessary
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and, in some ways, Is a pot of money looking for a problem
that we don"t know exists at this point. And the right
thing to do really would have been to see if there®s a
problem and a few years later than come and correct it.

But if a plan is out there assuming that it"s
going to be the only national plan and therefore get the 3
percent, or counting on getting some of this money for a
very short period of time. And 1t"s uncertain whether it
will continue. 1°d want to sell the stock short of that
company because it strikes me that they®re taking a huge
gamble, especially In an era of large deficits and Congress
concerned about where savings can be had.

So 1 think this is, as | said, a chunk of money
which if there is a problem, 1T we see a problem developing,
maybe you should want to address and address it in a more
efficient way, which is what David said, than this rather
than just having this thing sitting out there looking for
the Secretary to distribute i1t.

MS. DePARLE: 1, too, wanted to follow up on the
colloquy between Bill and David and add a slight gloss to it
which is Bob, 1 agree with you that it"s unnecessary to have

this additional stabilization fund out there and that the
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more efficient thing to do would be to wait and see how this
works and if you need i1t then add additional payments.

The problem 1 have with putting it out there now
is that 1 think a lot of plans or some plans will take a
gamble. And that will be disruptive not only to them but as
one of the people, and many people in this room, who lived
through the Medicare+Choice launch, a lot of people seemed
to think all on the plans will expand to these rural areas
with the floors and ceilings and all that complexity.

Not only did that not happen, but they pulled out
of a lot of areas. And when you actually looked in the
areas they pulled out of, some of their decisions to be iIn
those areas didn"t make market sense to begin with. They
were iIn counties with 100 beneficiaries -- we"ve talked
about some of those today -- with unlimited drug plans and
things that didn"t make sense because the payment rates were
so high.

And that was disruptive to them and to their
reputations and to their relationships with Congress and
CMS/HCFA. But also terribly, terribly disruptive to
beneficiaries.

I can speak from town hall meeting after town hall
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meeting when beneficiaries were very upset about plans
making what were rational market decisions when the payment
rates changed from being perhaps overgenerous to being not
so generous and they began to see the risk and they pulled
out.

I think that"s why I would answer Bill"s question
with why do we act now? |1 think iIt"s important to send that
signal that we don®"t want to have a situation like that
again, that is so disruptive for everyone and that, frankly,
I think we"re just now beginning to cover recover from with
beneficiaries.

MR. HACKBARTH: Let me get some other people iIn
first, Bill. Dave Durenberger?

MR. DURENBERGER: On the issue of the regional
versus more local plans, 1 usually step back from this and
look at what is the purpose of the Medicare program and of
MedPAC, which is to determine whether or not payment policy
advantages beneficiary access to high-quality care. All of
this discussion is about health plans and really not about
access to high-quality care.

I also think about 1t in the context that doctors

and hospitals make conscious decision to locate in
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communities and some health plans do the same thing and
other health plans do not. And particularly we"ve learned
that from the experience we"ve had with the managed care
situation iIn the 1990s.

So it"s more difficult today than it might have
been In the mid-80s when we get TEFRA risk contracts to
determine really what is the value added in rural areas or
urban areas or whatever of the health plan which you can"t
get from clinical systems, doctors, hospitals and so forth.

Having said that, some of us come from a region of
the country that has the largest geographic region under
this regional approach. There is a very, very real fear,
and has been since MMA passed, on the part of a lot of
community-based health plans about the disparity -- the
predictable disparity -- between regional plans and local
plans. 1 think I left with Mark last night a paper that got
developed about a year ago or maybe nine months ago by a lot
of the people in several states iIn the upper Midwest on this
issue.

Now we have a situation which really gets to the
interplan challenge which has been created by the fact that

all of the Blues plans in about seven or eight states iIn our
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region have decided they"re going to get together to become
the regional plan.

Then the question will be, within BlueCross-
BlueShield of Minnesota, which will have to compete with its
own local plans, to say nothing of having to compete with
the other plans in our community which keep driving the goal
of having a plan, access, affordable premiums, high-quality,
assessment of one kind or another, to keep that viable.

There®s just a really genuine concern on the part
of the other plans, including the local BlueCross-BlueShield
plan, as to the iInequities that would be created in the way
in which the policy is literally interpreted.

So on behalf of all of these people, | strongly
recommend that we adopt the position that you and the staff
have come up with here.

MR. HACKBARTH: 1In just a minute we"re going to
have to move on to the next block of recommendations related
to the local plan issues. Bill, did you have one last
comment on the regional?

DR. SCANLON: Just quickly. 1 wanted to say that
I don"t think there®s as big a difference between David and

myself, at least on the national plan component of the
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stabilization fund. And also with Ralph, with respect to
our need to save costs.

I think the national plan bonus doesn"t make a lot
of sense, particularly given that there"s been reports that
there®s a fair amount of interest in regional PPOs and so
we"re likely to get some pretty good coverage without having
to go that far.

That"s the most specific part of this provision
and therefore plans potentially are making projections on
the basis of this.

The other two components, though, are much less
specific and I"m not sure that you can plan your behavior on
those yet. 1 think that"s where something that will happen
in terms of data coming in that plans will be In a better
position to decide whether these things are going to make a
difference. The Secretary®s going to be In a better
position in terms of trying to define criteria and actually
what the bonus will be.

I would be in support of eliminating the national
plan provision, not the entire stabilization fund.

With respect to Ralph, the idea that we"re

switching gears and we"re saying let"s spend, spend, spend.
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I actually have a concern about taking all of the savings
and turning them back in to pay for performance. What we"ve
long -- and this is from a GAO position. We"ve long argued
iT we"re going to have a managed care program within
Medicare, the Treasury should be one of the beneficiaries.
IT we"re going to go out and seek other providers and they
say they can do it more efficiently, then we should benefit
from i1t financially and not turn i1t all into additional
benefits.

MR. HACKBARTH: We"re now transitioning into the
second set and I*11 get Sheila in just a second, but 1 had a
comment on that issue.

The way it"s set up now iIs we bid against a high
benchmark, higher than fee-for-service, and then say we"re
going to take 25 percent of the savings for the Treasury.

The alternative way of doing it is say let"s
reduce the benchmarks, which will produce savings for the
Treasury. And then, in the interest of encouraging a robust
quality improving private plan program, let"s at least
initially reinvest some resources iIn a more robust pay for
performance program.

So 1 want to protect the Treasury, too, but 1
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think the alternative approach of lowering the benchmark
does that, also.

Now we"re moving on to recommendations four and
beyond on local plans.

MS. BURKE: Just very briefly to close this out,
given all of the conversation we"ve had today, one of my
concerns is the issue of how one encourages the development
of plans to serve areas iIn this country iIs not a new
conversation. We keep reinventing or attempting to reinvent
or invent new solutions to this problem that has plagued us
really since the beginning of the effort to expand Medicare
beyond a fee-for-service program.

And so one of my concerns is with each of these
new things you create a different set of problems or a
different set of iInitiatives. 1 think Nancy-Ann®s point
that we have, as a result, seen a variety of things occur
including the entry iIn and then the exit out and the damage
to the beneficiary iIn the process.

I think in the context specifically of the
stabilization fund, but I think this also comes up in all of
these other pieces. As you saild at the ,outset all of these

are linked together in terms of how they interact and what
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it is we"re trying to do.

I could well imagine a situation where the
regional plans suddenly put pressure on the local plans and
you suddenly have pressure from the local plans to create a
stabilization plan for them to stay in place in order to
compete with the regionals. You can see this unraveling in
a variety of ways.

I do think, in discussing this and the staff
putting together the comments, | think the suggestion, which
is that there may be issues that arise, that we do need to
understand whether we need to intervene, and waiting to see
what that problem is and more reasonably target those
solutions, should we decide to intervene in some fashion?
With the underlying principle, which iIs getting to
neutrality, which iIs how ultimately do we create a system
where essentially everybody"s on a level playing field and
one begins to compete.

So 1 would suggest, not knowing the outcome of the
vote on the recommendation specific to the fund, that if iIn
fact there 1s a majority vote in favor of essentially
deleting the fund as we know it, that there be a discussion

that suggests that one of the cautionary notes that was
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discussed here is the need to have a more fulsome
understanding of what the challenge will be to fit the
solution to the problem, rather than presume that this sort
of a national plan entry, a regional plan entry, that we
really try to understand that before we set aside a big
chunk of money to begin to put out and then create the
expectation and create the resulting entry and exit because
people have planned and then make decisions that make no
sense for the market.

So 1 do think that the report needs to reflect the
concern that we all want to get to the point where these
areas are served, that there are plans participating, that
people do have choices. But blindly creating these
interventions without a fuller understanding of what
interventions ought to be, I think, is part of the concern
that"s explained here.

It"s not that we don"t want to get there, iIt"s
that we"re not entirely sure that we understand fully how.
Bill"s point that the national adjustment may make no sense,
we may need one that is specific to certain kinds of
regional plans and entry or retention. But I don"t think we

know that yet. |1 think that"s the concern. We want to get
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there but I don"t think we yet know how it is and I don"t
want to create expectations that people then make a judgment
on and create these plans or go in planning this, and then
essentially come out a year later because they®ve
essentially gotten their one shot and it didn"t work.

MR. HACKBARTH: Other comments? Again, this 1is
all of the local MA issues.

DR. BERTKO: 1*d like to go to recommendation sSix
with a specific comment and then to echo Sheila®s broader
comments.

First off, just to repeat but with more fervor
what Bill said originally here, the new bidding process is
going to create large new incentives. Scott referenced some
estimate of them from the old data from the ACRs which
changed dramatically. Now we"ll going know a lot. |In fact,
MedPAC staff can know a lot in the next nine months or so.
And that will serve to inform those choices which Sheila
others have alluded to.

So my specific comment on this one would be keep
MedPAC"s general philosophy perhaps of moving to 100
percent, but then stop there. For example, if we deleted

the last four words, in each payment area, because there
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might be some reason for targeting. This would allow us
perhaps a little bit more flexibility than iIn current.

So as discussed, there could be very good reasons
for encouraging plan choice and coordinated care In areas
that are currently not served today.

MR. HACKBARTH: If 1 may, 1°d like to leap to the
head of the queue just to pick up on John®s comment here.

I agree with what you say about the bidding
process creating a new dynamic. That makes sense to me. |
think the bidding idea is a very good part of MMA. I think
we ought to be trying to move away from the pure
administered price and get towards models that more
accurately reflect competitive prices and more efficient
prices.

So 1 hope you®re right, and I think you are, that
at least in some markets the bids will be well below
benchmarks, especially the inflated benchmarks.

But let me pick up the corollary that you say
well, maybe we"ll get to 100 percent on average but have it
lower than fee-for-service iIn some places, Miami, and higher
than fee-for-service in others.

I"m still not 100 percent comfortable with that as
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a policy. Let me start with the areas where the private
plan payment is well above fee-for-service.

In that circumstance, iIf the gap is sufficient, it
becomes possible for a private plan to enter, not really do
much good stuff for beneficiaries, pay providers at the
Medicare fee-for-service rates, and still have sufficient
cushion to cover administrative costs and some profit and
some additional benefits for beneficiaries.

That policy, In effect, iIs creating a backdoor way
around the basic Medicare fee-for-service payment structure.

Now, how many people go through that door is a
function of how big the gap is between the private plan rate
and the Medicare fee-for-service rate. We know iIn the
floors right now in some places that gap is getting quite
large. The benchmarks, because of the floor process, has
gotten quite large.

We also know that the political process faces
pressure to elevate that floor. We started with low floors
that only affected a few places at the beginning and over
the years it goes up and up and extends now not just to
rural areas but also some large urban areas, including

Montgomery County, Denver, Portland, Oregon and the like.
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I*m worried about where that path leads as a
backdoor way around the fee-for-service Medicare policy.

IT we"re not paying properly in those areas, we
ought not address it through this backdoor mechanism but
rather through the front door of adjusting Medicare fee-for-
service so that we can provide access to high-quality care
in those communities.

Now I happen to believe that, in fact, we are
getting access to high-quality care in Portland, Oregon, for
example. In fact, the people In Oregon are very proud of
the fact that the Medicare expenditures per capita are low
and the quality indicators are high. And they should be
proud of that.

But given the challenges that we face in Medicare,
we can"t react to that by saying what we ought to be doing
i1Is moving Portland up to Miami and say Portland®s efficient
but they"re getting less so we have to pump them up. That"s
a dead end for the Medicare program. The challenge is not
to increase payments in Portland, Oregon. The challenge is
to reduce payments In Miami.

Which brings me to the other side of this. If we

start cutting the rates we pay private plans in Miami way
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below fee-for-service, when you lower the price you get less
of it. We"ll have fewer private plans participating and
fewer beneficiaries enrolling as the price is driven down by
the competition. 1"m ambivalent about that situation.

What I want to do in Miami is exert the maximum
pressure on the fee-for-service system that is grossly
inefficient. And I want as many private plans as possible
in Miami. | want as many Medicare beneficiaries as possible
in those private plans to force the fee-for-service system
to compete back and change.

DR. BERTKO: If I can just respond quickly to two
parts, in reverse order.

In the high payment areas, and you name Miami in
particular, the best thing about the bidding construction 1is
that it, in fact, has the incentive to bid as low as you can
get to within a reasonable strain and then maximize that
particular thing. So while you have some appropriate
worries, | have perhaps less because I think 1t"s now a near
automatic mechanism.

Back to the other part, and 1 completely
understand and agree with the fact that at some point all of

the floors should be re-examined. There"s a lot of
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uncertainty now.

And then secondly, and I*11 call this health plan
technical stuff, there®s the chicken and egg part which is
iT you have enough members to start with you can both
amortize the contracting parts of it ,and more importantly,
the coordinated care infrastructure. Having, for example,
nurses on the ground to do discharge planning. In the
absence of that, you can never get there.

So 1"m only suggesting here keeping our general
goal but rather waiting for more information a year from now
roughly to inform our choices better and then pursuing a lot
of the things that you suggested.

Thank you.

DR. CROSSON: 1°d like to speak to draft
recommendation four and then the first part of draft
recommendation six.

With respect to draft recommendation four, it"s
just to say that | agree with 1t. |1 think it 1s a well
worked out and thoughtful approach to a difficult problem.

Mentioned iIn the March meeting, removing the
phase-out period, | believe, would have a differential

impact on organizations that capitate their delivery systems
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because of what is recognized in the report. That is, It"s
going to take some time to train physicians in a billing and
coding procedure that they have never been in before. Our
experience is that"s taking a good deal longer than we
thought. And so | support that.

And 1 also support it for the reason 1 think
that®"s been mentioned already today. And that is that with
the drug benefit and with the competitive bidding process
coming on in 2006, there are a lot of moving pieces here for
Medicare Advantage plans. And as has been noted, a lot of
these have interactions. And so the more variables you get,
it"s kind of like the patients with 17 drugs instead of two
drugs. The more elements you have, the more interactions
can occur that aren®t predictable.

So 1 support recommendation four for those
reasons.

1"d like to talk again a little bit about the
first part of recommendation six, which Is to set the
benchmark at 100 percent of fee-for-service. 1 recognize
all of the arguments that have been made and there is a lot
of validity here. But I think there®s a couple of concerns

that need to be taken into account.
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The first one is that among the floor counties
there is a collection of counties. But certainly some of
those are rural. And as you mentioned, Mr. Chairman, one of
the original reasons for the concept of floors was to
improve the payment and therefore access in rural counties.
We looked at what would happen 1t this recommendation were
to go forward. |In Northern California, where I am, the
closest thing we have to a rural county is Fresno iIn our
service area. And based on 2005 rates, payment there would
drop by about 23 percent.

And 1 talked to our colleagues up at Group Health
in Washington. And in their three rural counties, Clallam,
San Juan and Whatcom County they estimated reductions of 28,
39 and 20 percent respectively.

MR. HACKBARTH: Just a clarification, so that is
the difference between the current floor rate and the
underlying fee-for-service costs?

DR. CROSSON: That is correct.

So were the recommendation to go forward unaltered
and into law, 1t would have an adverse effect on the
original intent, | believe, of setting floors. And that is

the difference impact on rural counties. 1 think that"s the
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first point.

The second point is just to reiterate some
comments at the March meeting, and that is that the
competitive bidding process again Is new, It"s an uncertain
process. It"s going to create instability by itself. And I
think there is an argument to be made, anyway, to not put
too many balls in the air at the same time.

The last one I have, and again | think I mentioned
this in March and 1 believe not everybody agrees with me on
this. But i1if you look at the presentation we just received,
as a matter of fact the second page of the presentation, it
says iIn respect to MA plans this ability to innovate through
financial incentives, care coordination, and other
management techniques gives private plans tools to improve
the efficiency and quality of health care services delivered
to Medicare beneficiaries. That"s what we"re all iInterested
in.

I believe, having spent my entire career iIn an
organization like this, that it works. And that it"s good
for Medicare beneficiaries.

I have chosen to view what Congress is doing, at

least in some of these design ideas that they®ve had, as a
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conscious attempt to invest in the development of these
organizations because at least some of the individuals
involved iIn this believe that in order to get more of these
plants and have them more available to more beneficiaries to
get the very kind of advantages that our own report in March
described, takes investment. And that investment, as it
always does, means spending more money for a while in order
to get a return.

I realize that"s a controversial i1dea. It also
flies in the face of the principle of financial neutrality.
But 1 do believe that people of good intent believe that and
that that, at least, lies behind some of these i1deas and has

a justification whether or not it is generally agreed to.

Thank you.
DR. WOLTER: 1 am strongly endorsing John"s
suggestion on the first part of recommendation six. I™m

very fearful that being rigid to fee-for-service costs in
each payment area may not be good long-term policy. 1 am
worried about the potential for entry of these plans into
some parts of the country. [I"m also concerned that the

financial neutrality principle itself might need a little

different wording.
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IT we were to say that we wanted to be financially
neutral with regard to payment for the provision of
efficient and high-quality care, that would make me feel
better because it may well be that the fee-for-service
benchmark in a county with high utilization and low quality
measures is not the benchmark we want to be at over the next
several years.

And we don*t know enough yet. It may well be
that, as you said Glenn, there are some issues in the fee-
for-service program in other parts of the country that might
want us