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The Honorable Richard B. Cheney
President of the Senate

U.S. Capitol

Washington, DC 20510

Dear Mr. Vice President:

I am pleased to submit a copy of the Medicare Payment Advisory Commission’s June 2003
Report to the Congress: Variation and Innovation in Medicare. This report fulfills MedPAC’s
legislative mandate to examine issues affecting the Medicare program, including the implications
of changes in health care delivery for the Medicare program.

This report examines variation within expenditures, patterns of care, performance, and
supplemental insurance, as well as several possible payment innovations.

. The first two chapters of this report look at variation in Medicare spending across the
country and at the differing insurance markets for products that supplement Medicare.

. The next four chapters examine variation within major classes of providers, including
hospitals, physicians, post-acute care providers, and dialysis facilities.

. The last three chapters investigate, and in some cases offer recommendations for,

approaches Medicare could take to purchase more effectively. Ideas discussed include
incentives to improve quality, competitive pricing, and alternative methods of paying for
Medicare-covered drugs.

. The report includes two appendixes. One fulfills our statutory obligation to analyze the
Secretary of HHS’s estimate of the update for physician services. The other lays out a
new feature of the June report—an agenda for improving data on Medicare and health
care.

Sincerely,

NN AL

Glenn Hackbarth, J.D.
Chairman
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Executive summary

This report analyzes variation within the Medicare program and explores a variety of
possible payment innovations. We study variation along several dimensions. On one of
the most important dimensions—quality—we see some evidence that higher cost or
service use does not necessarily result in better quality of care. Policymakers should give
high priority to developing payment mechanisms that reward quality, and we see
attractive opportunities to pursue.

Medicare program spending per beneficiary varies from state to state, hospital financial
performance under Medicare varies from hospital to hospital, growth in volume of
physician services varies by type of service, and availability and cost of supplemental
insurance for beneficiaries vary by where they live and where they worked. Should these
variations be a cause for concern? How much should be eliminated? How much is the
inevitable result of providing complex services in local markets with different
characteristics?

The first part of the report examines these different forms of variation and what they
mean for the program, its beneficiaries, and its providers. We first look at variation in
overall Medicare spending across the country and then at how insurance markets for
products that supplement Medicare differ by state and smaller geographic areas. Next, we
investigate aspects of variation within major provider settings. For hospitals, we analyze
financial performance under the inpatient prospective payment system. For physicians,
we explore the growth and use of various types of physician services. For post-acute care
providers, we focus on beneficiaries’ use of services and different types of providers, and
compare use before and after implementation of prospective payment systems. We
conclude our investigation of setting-specific variation by examining whether the
differences in the costs of dialysis are related to quality of care.

While some of the variation we study in the first part of the report is caused by factors
like health status, some differences remain and, at least on some measures, do not reflect
differences in quality. A possible mechanism for addressing some of the undesirable
variation in the program would be through innovations to payment, such as using
financial incentives for quality and other payment structures that would promote quality
care across settings. Improving the way the program pays for services could promote
quality, and possibly reduce variation and spending.

Other innovations in payment include using market-based competition to purchase items
and services in the fee-for-service Medicare program and improving the payment method
for covered drugs, such as using private sector prices as a reference price and competitive
pricing. By offering incentives to improve quality, using market forces to set payments
for some services, and addressing the shortcomings in payments for Medicare-covered
drugs, the program would make better use of scarce dollars. These innovations in
payment would begin to establish a relationship between payment, quality, and
efficiency.

Finally, the report includes two appendixes. One fulfills our statutory requirement to
respond in our June report to the HHS Secretary’s estimate of the payment update for
physician services. The other is a new feature of our June report—an agenda for
improving data on Medicare and health care. MedPAC wants to bring attention to this
issue because it is central to payment and other policy decisions for the program.

Variation in per beneficiary Medicare expenditures

Large variation in local per beneficiary fee-for-service spending raises concerns about
whether beneficiaries in low-expenditure areas are getting the care they need, and
whether care is being efficiently provided in high-expenditure areas. Geographic
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variation in per beneficiary spending has three sources: differences in the cost of
providing care, in the special payments made for social objectives, and in the quantity of
care provided. Chapter 1 finds that the cost of providing care, special payments to
hospitals, and health status account for 40 percent of variation in Medicare per
beneficiary spending among states. Once we adjust for these factors, the resulting
measure—adjusted service use—varies much less across states than unadjusted
expenditures do. Using some accepted measures of quality, we also find that higher
service use in a state is not associated with higher-quality care.

Consistent with other research, our analysis finds that market-level factors, including the
share of the population under age 65 without health insurance, the racial and ethnic mix
of the 65 and over population, the supply of providers, and the availability of technology
explain 35 percent of the variation remaining in the adjusted service use measure.

Implications of supplemental insurance market variation

We find variation not only in the Medicare program, but also in the availability of
supplemental coverage. As we discuss in Chapter 2, 90 percent of Medicare beneficiaries
obtain coverage in addition to the Medicare program’s standard benefits through
individually purchased Medigap policies, employer-sponsored retiree health benefits,
assistance from Medicaid or other public programs, or enrollment in a Medicare+Choice
option. Although the value and stability of options vary, this supplemental coverage is
important to beneficiaries for a number of reasons, such as making health care spending
more predictable and covering services Medicare does not. The options for
supplementing Medicare actually available to beneficiaries vary considerably, however,
because local markets differ, as do beneficiaries’ resources, past employment histories,
and preferences. We also find that the interaction of federal and state oversight of
Medicare products influences the evolution of Medigap, employer-sponsored, and M+C
options (as well as supplementation available through Medicaid), and thus are important
to consider for incremental changes or broad reform proposals.

Sources of variation in hospital financial performance under
prospective payment

Moving to the sector level with Chapter 3, we analyze variation in hospitals’ financial
performance under Medicare payment. Medicare designed its prospective payment
system for inpatient acute care hospitals to capture differences in hospital costs due to
patient complexity and geographic variation in input prices. The payment system also
contains elements driven primarily by policy considerations, such as spending for
medical education.

The payment system accounts for one-quarter of the variation across all facilities’
Medicare inpatient margins. The system appears to be operating largely as expected.
Most of the payment system’s effects on hospitals’ inpatient margins are attributable to
deliberate policy adjustments that the Congress has added to the payment formulas, such
as extra payments for teaching hospitals, those that serve a disproportionate share of low-
income patients, and certain rural facilities. Inaccuracies in Medicare’s case-mix and
wage-index adjustments also make a small contribution to variation in margins. After
taking into account the effects of the payment system, we do not find meaningful
differences in margins associated with specific demographic or market characteristics. A
substantial portion of the variation in Medicare inpatient margins is due to hospitals’
operating characteristics (for example, length of stay), which are at least partially under
management control. This finding is consistent with one of the fundamental assumptions
of prospective payment: Managers can exert considerable control over hospital efficiency
and the cost of care, and thus financial performance.

Executive summary
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Growth and variation in the use of physician services

Chapter 4 picks up the theme of Chapter 1 by exploring the role of service use in
determining Medicare expenditures, looking specifically at physician services. Medicare
has pursued a number of strategies to address growth in the use (volume and intensity) of
physician services, including expenditure targets. At issue is whether other policy options
should be considered. Utilization grew at an annual rate of 3.3 percent from 1999 to 2002,
and our analysis of the most recent data on Medicare beneficiaries’ use of physician
services finds that growth of service use is highest (an annual rate of 9 percent) for
imaging services, such as magnetic resonance imaging and computed tomography. The
data also show the widest geographic variation is in the use of tests and imaging services
(a three-fold difference between maximum and minimum among the 50 largest
metropolitan statistical areas).

Two major findings from the research literature bear on these conclusions. One, looking
at the high degree of geographic differences in service use, concludes that much of the
high use may be unnecessary and driven by practice patterns influenced by physician and
hospital supply. The other finding from the research literature focuses on growth of use in
services over time for specific procedures and concludes that technology diffusion that is
often valuable to beneficiaries drives the growth. Further work is needed to understand
the growth and variation in service use and, if necessary, to develop options for changing
current policy.

Monitoring post-acute care

Chapter 5 shifts to another provider setting where changes in service use have concerned
policymakers. In response to rapid growth and wide variation in the use of post-acute
care, the Balanced Budget Act of 1997 and subsequent legislation mandated prospective
payment systems for all post-acute care settings. This chapter presents research that
monitors and assesses how these new payment systems have affected patterns of post-
acute care.

Comparing patterns of use before and after the implementation of prospective payment
for home health and skilled nursing facility (SNF) care, we find substantial declines in the
use of home health care and increases in use of SNFs and other post-acute care providers.
The steepest decline in posthospital home health care occurred among beneficiaries in
states that previously had the highest use of these services and with diagnoses for which
the need for home health care is hardest to define. Although home health care use
dropped for beneficiaries of all ages, the declines were higher among younger
beneficiaries.

We then turn to long-term care hospitals, which are unevenly distributed across the
country, provide a small fraction of this type of care, and are very expensive post-acute
settings. We find that patients who used these facilities are similar to those who used
other settings and that SNFs and long-term hospitals are substitutes for their post-acute
care. Further research is needed to see whether the patterns we see hold after we include
more refined measures of illness severity. We also plan to analyze differences in patient
severity, cost, and outcomes. Finally, we want to compare the type of care beneficiaries
receive in areas with and without long-term care hospitals.

Quality of dialysis care and providers’ costs

In Chapter 6 we look at dialysis, a service where the costs of providing a treatment vary
substantially and where lower cost is associated with facility characteristics, such as type
of ownership, location in rural and low-wage areas, and higher volume. The central
question posed in this chapter is whether the lower costs per treatment result in lower-
quality care for beneficiaries.
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MedPAC’s analysis shows that quality of care does not significantly differ between
facilities with lower and higher costs for the bundle of services covered by the dialysis
composite rate. When we add costs for drugs (not included in the bundle) and composite
rate costs together, we find that beneficiaries’ outcomes are poorer for facilities with
higher than average costs. This finding may mean that certain facilities are less efficient
at furnishing drugs than others and this inefficiency may in turn reflect less than optimal
patient care. It is also possible that higher drug costs reflect unmeasured higher severity.
Either of these explanations suggests the need to refine the outpatient dialysis payment
system by broadening the payment bundle to include commonly used services currently
excluded from it and accounting for differences in patient case mix. The finding that
lower costs do not appear to compromise quality of care also will be useful to the
Commission’s discussion about the appropriateness of Medicare payments. This study
also raises questions about ways that payment might be targeted to performance, a topic
explored in greater depth in the following chapter.

Using incentives to improve quality in Medicare

One of Medicare’s most important goals is to ensure that beneficiaries receive high-
quality health care. Chapter 7 discusses the nonfinancial incentives and other tools
Medicare already has for improving quality and innovative approaches used in the private
sector. MedPAC strongly supports the work CMS has done in this area, which will
improve quality and provide a base for future actions. Nonetheless, the current payment
system generally fails to financially reward higher-quality plans or providers. Medicare’s
beneficiaries and the nation’s taxpayers cannot afford for the Medicare payment system
to remain neutral towards quality. Change is urgently needed. MedPAC recommends that
Medicare pay providers differently based on quality and implement other payment
structures to promote it across settings, where some of the most important quality
problems occur. Two settings—Medicare+Choice plans and inpatient rehabilitation
facilities—offer ready measures and standardized data collection, and we suggest that
CMS start with these settings to create payment differentials. However, because other
settings, such as hospitals and physicians’ offices, affect a much larger number of
beneficiaries, demonstrations or other steps should extend to those settings.

Improving beneficiaries’ quality of care in the Medicare program is the primary goal of
an incentives initiative. However, incentives for providers to improve care may have a
secondary benefit of reducing geographic variation in service use, which physicians
largely determine by deciding which test, procedure, or surgery is necessary for a given
patient. While we know that the increased dollars spent on some of these services are not
always associated with improved quality, we do not know which are unnecessary.

Financial incentives for quality could encourage greater use of best practices by first
identifying the best way to treat patients and then rewarding providers that follow the
guidelines, although such guidelines do not exist for all conditions. Where they do not
exist, Medicare may be able to measure and reward outcomes—the ultimate indicators of
quality. However, rewarding outcomes is complicated by case mix and other patient
characteristics that independently affect outcomes.

By rewarding quality whether measured by guidelines or outcomes, the program would
send the strong message that it cares about the value of care beneficiaries receive and
encourages investment in quality.

Using market competition in fee-for-service Medicare

Chapter 8 addresses developing alternative payment mechanisms to control Medicare
costs while assuring quality and access. This chapter considers how market competition
could apply to the program by providing an overview of key design elements—product
definition, competitive bidding process, and beneficiary protections—that any

voe
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competitive pricing approach must address. After introducing these elements, the chapter
shows how two Medicare demonstrations approached market competition. MedPAC
finds the results of the demonstration for durable medical equipment promising evidence
that competitive pricing can result in cost savings without an adverse effect on quality or
access. We recommend that the Congress authorize the Secretary to pursue more
demonstrations of this nature and that it grant the Secretary broader authority to
incorporate successful innovations into program operations, subject to advance review by
the Congress.

MedPAC also finds that bundling services across settings, as with the participating heart
bypass center demonstration, is worth exploring further in future demonstrations to
control costs. Bundled services may also address the cross-setting quality problems that
Chapter 7 describes.

Medicare payments for outpatient drugs under Part B

Chapter 9 looks in-depth at Medicare-covered outpatient drugs, for which the payment
method is flawed and spending is growing rapidly at an estimated 35 percent between
2001 and 2002. We examine three major problems: Medicare payments far exceed
provider acquisition costs; the system creates incentives for manufacturers to raise their
list prices, resulting in increased Medicare payments; and drug administration fees do not
reflect the true costs of providing drugs to beneficiaries.

Policymakers are considering how to change the current system. We describe payment
methods that other public and private purchasers have developed for physician-
administered drugs. We also analyze the alternatives suggested by the policy community,
which include benchmarking methods, payment based on invoice prices, and competitive
bidding. We discuss several benchmarking methods, including benchmarking payment
amounts on transaction prices that could be audited. Combination approaches based on
the competitiveness of the therapeutic drug class are also possible. While each method
has advantages and disadvantages, any one of these alternatives would be a significant
improvement over the current payment system. l
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In this chapter

expenditures

e Measurement of variation

e Sources of variation

arge variation in per beneficiary local fee-for-service Analysis of total variation

expenditures raises concerns about whether beneficiaries in
* Does variation in adjusted

low-expenditure areas are getting the care they need and service use imply inequity?

whether care is being efficiently provided in high-expenditure . L
» Factors affecting variation in

areas. Understanding the sources of the variation may shed light on whether the smaller geographic areas

concerns are justified. Costs of providing care, special payments to hospitals, and )
J p & P pay p e Conclusions

health status are known sources of variation. We found that about 40 percent of
the variation is attributable to these sources. The variation in adjusted service use
across states, therefore, is much less than the variation in expenditures. The
remaining variation primarily reflects differences in service use due to practice
patterns, propensity to use care, and other factors. We have investigated this
remaining variation using regression analysis and found several factors (for
example, the proportion of the under-65 population without insurance, the racial
and ethnic mix of the 65 and over population, and, depending on the model
specifications, several variables representing supply and technology) that explain

about 35 percent of the remaining variation.
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Policymakers have given considerable
attention to the geographic variation in per
beneficiary Medicare expenditures. At the
metropolitan statistical area level, per
beneficiary program expenditures for
beneficiaries in traditional fee-for-service
Medicare in 2000 varied from about
$3,500 in Santa Fe, New Mexico to
almost $9,200 in Miami, Florida. At the
state level, expenditures vary as well,
from a low of about $3,800 in Hawaii to
as high as $6,700 in Louisiana and $7,200
in Washington, D.C.

Policymakers are particularly concerned
with the large variation among states,
because it suggests inequities in a national
program. Some are concerned that in
states with low expenditures, perhaps
beneficiaries are not getting their fair
share, or providers are not being
adequately compensated for the care they
deliver. Others are concerned that states
with high expenditures may be using too
much care or are being overcompensated
for the care provided. To understand if
these concerns are justified, we look at
how best to measure state-level variation,
some of its causes, and what it does or
does not indicate about equity in the
program. The basic issue is whether
differences in expenditures are symptoms
of inequity or simply reflect underlying
differences in state health care markets
and beneficiaries.

Many health services researchers
investigating geographic variation in
Medicare are interested in variation in
service use per beneficiary. They
immediately adjust for prices and
demographic or health status differences,
and then attempt to explain the remaining
variation in service use, usually at a local
market level.! This chapter instead first

focuses on the beginning steps—adjusting
for prices and health status—because we
have to address geographic variation in
expenditures at the state level. Only after
we make those adjustments and show they
account for about 40 percent of the total
variation do we start to discuss what
accounts for the remaining 60 percent,
which many would ascribe to variation in
service use. Like other researchers, we
look at that variation in smaller
geographic areas than the state because
the sources of that variation are often local
in nature.

Meaningful analysis of state-level
variation in Medicare expenditures
requires a reasonable definition of
program expenditures per beneficiary.
This analysis starts with the amount
Medicare spends for beneficiaries in the
traditional fee-for-service (FFS) program.
It does not consider the amount spent on
beneficiaries who instead are in some
form of Medicare managed care—for
example, Medicare+Choice (M+C)
coordinated care plans, cost plans, or
demonstration plans—or in the M+C
private FFS program. These Medicare
private plan alternatives to the traditional
FFS program are interesting and important
subjects in their own right, but their
payment methods reflect many objectives
and tend to obscure the underlying causes
of variation in per beneficiary
expenditures.” This analysis uses FFS
expenditures per beneficiary at the county
level reported by CMS for two reasons.
First, it captures all FFS expenditures on
behalf of beneficiaries who reside in a
county regardless of where the beneficiary
goes for health care. That is, if
beneficiaries go to a nearby state for
health care, those expenditures are still
accounted for and attributed to the

beneficiaries and their counties of
residence. Second, it accurately captures
expenditures for services provided during
a year.

In contrast, some concerned with the issue
of variation in state-level expenditures
have concentrated on another measure
formerly published by CMS that is
misleading. The text box opposite
discusses the problems with that measure
in more detail.

Variation in Medicare expenditures stems
from two basic sources: differences in the
cost of providing care and in the quantity
of care provided. Differences in the cost
of providing care are primarily reflected
by input price adjustments. Medicare
payment systems use input price adjusters
to address geographic differences in the
cost of inputs, such as wages and office
rents. Previous MedPAC analysis found
that the input price adjusters the Medicare
program uses do reflect local differences
in the cost of providing care. For example,
the hospital wage index is used to adjust
payments to providers for local
differences in the wages paid by health
care facilities. In general, one would
expect the wage rates paid by providers to
vary with the overall wages paid by other
employers in the same market area, with
both reflecting the local cost of living.
MedPAC has found that the hospital wage
index and an index of overall wages are
closely correlated (MedPAC 2001).
Moreover, in Chapter 3 we find that
hospital profit margins are largely
unrelated to the level of the local hospital
wage index. This refutes to some extent
arguments that wage indexes in low-cost
areas are too low, resulting in hospital
payments that are inadequate for hospitals
to cover their Medicare costs.

1 For example, John Wennberg and associates have done considerable work on the variation in service use, as is discussed later in this chapter. Their starting point is
expenditures adjusted for health status and input prices. In Chapter 4 of this report we look at variation in use of physician services. That analysis also starts with

adjusted expenditures.

2 See MedPAC’s March 2003 Report to the Congress for a discussion of M+C payment methods.

3 This is not to say that the hospital wage index is a perfect measure. For example, in previous work we found that the wage index could be improved by properly

accounting for the occupational mix in hospitals.
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An invalid measure: provider

payments per beneficiary

he measure often used to

analyze variation in

expenditures among states is
conceptually: program payments sent
to providers and managed care plans
in a state divided by the number of
beneficiaries living in the state. (The
fee-for-service [FFS] amounts are
actually the national cash flow
amount from the Treasury allocated to
states based on their FFS utilization.)
Its shortcomings make this measure
invalid and it should not be cited in
any debate over variation in Medicare
expenditures. The measure has two
serious shortcomings:

It does not account for
beneficiaries going across state
borders to receive care. Thus it can
be particularly misleading in states
that experience either significant
in- or out-migration. For example,
providers in Washington, D.C.
treat significant numbers of
beneficiaries from nearby states.
As a result, this measure of
Medicare payments to
Washington, D.C. providers per
resident beneficiary exceeds
$10,000, nearly double the national
average, reflecting the high
concentration of providers in a city
with relatively few beneficiaries.
Conversely, in some states there is
significant net out-migration for
health care. Simply totaling the
Medicare payments to providers in
those states and dividing by the

number of Medicare beneficiaries
will always underestimate health
care actually received by
beneficiaries residing in them.

It uses the payments providers
receive in a year rather than the
payments that result from services
provided in a year. This can be a
problem when introducing new
payment systems, because there
are usually delays in claims and
payments resulting in an uneven
flow of payments over a year.
Also, Medicare managed care
plans sometimes receive more than
12 cash payments in a year, and
other times receive fewer than 12.
Payments received by providers in
a state can thus vary markedly
from year to year.

CMS no longer publishes this
measure but rather simply reports total
annual state-wide payments to
providers—Medicare estimated
benefit payments by state (CMS
2002). The footnote to the CMS table
reporting these data states that
payments are on a paid (not incurred)
basis and that “This distribution may
differ from similar tables based on the
state of the beneficiary. Since
payments are based on the state of the
provider or plan, the average
payment per beneficiary is not
meaningful and will no longer be
provided” [emphasis added]. B

The Medicare program adjusts physician
payments using three geographic practice
cost indexes (GPCIs): physician work,
practice expense, and professional liability
insurance (PLI).* Every three years, CMS
reviews the three indexes and updates
them with the best available data. The
latest revision was in 2000.

Taken together, the three indexes can be
combined into the geographic adjustment
factor (GAF). That factor has values that
range from 0.89 to 1.22 across the
country. About 44 percent of beneficiaries
live in areas with GAFs within 5 percent
of the national average and 90 percent live
in areas within 10 percent of the national
average.

The mix of providers in a state can also
contribute to variation in expenditures.
Medicare makes special payments to
hospitals to reflect the costs of providing
uncompensated care to the poor, the
additional costs incurred by teaching
hospitals, and conditions facing certain
groups of rural hospitals.® If the mix of
hospitals that receive special payments
differs between two areas, Medicare
payments will differ as well.

Medicare payments for the same
procedure often differ across sites of care.
For example, physicians can perform
many of the same procedures in hospital
outpatient departments (HOPDs) or in
ambulatory surgical centers (ASCs).
Medicare pays different facility rates for
the same procedure across these settings.
Consequently, variation in expenditures
can be affected because, for example,
physicians use ASCs rather than HOPDs
more frequently in some areas than others.

Variation stemming from differences in
quantity of care is due to differences in
beneficiaries’ health status and propensity
to use care, and in practice patterns among

4 The physician fee schedule assigns each procedure code three relative weights. Those weights are multiplied by the appropriate index value and summed to arrive at a
value that, when multiplied by the conversion factor, yields the payment for that procedure code. The physician work index is based on professional wage data from the
Census. It weights local wages by 25 percent and the national average at 75 percent. Hence, it varies much less than local wages vary across the nation. The practice
expense index is derived empirically from Census data on nonphysician staff, Department of Housing and Urban Development data on rental housing costs as a proxy
for office space costs, the cost of equipment and supplies, and miscellaneous items. The first two factors vary locally and account for 67 percent of the index. The
remaining items are presumed to be bought on the national market and account for the remaining 33 percent. The PLI GPCl is based on data CMS collects from several

of the largest malpractice insurers in each state.

5 Some of these special payments are directly related to the costs of providing patient care to Medicare beneficiaries, while others reflect different policy aims. For
example, part of the special payments to teaching hospitals increase payments to teaching hospitals beyond the additional costs they incur in caring for Medicare
beneficiaries. Because these payments do not strictly reflect cost differences, we adjust for them separately to better understand underlying variation.
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physicians. Beneficiaries in relatively
poor health tend to use more care than
those in good health; hence areas with
sicker populations such as Miami tend to
have higher use than areas with healthier
populations such as Fargo, North Dakota.
Beneficiaries’ propensity to use care is
affected by many factors, including access
to care and personal characteristics such
as income, education, race, and sex.

Physicians’ practice patterns affect
quantity of care in two ways. First,
physicians in some areas tend to provide
more services such as diagnostic tests than
physicians in other areas, as discussed in
Chapter 4. Second, physicians may prefer
to use certain sites of care more frequently
in some geographic areas than others. For
example, physicians in some areas may
prefer the inpatient setting to treat a
particular condition, while physicians in
other areas may prefer outpatient settings.
If inpatient care leads to more service use,
then the quantity of care will be greater.

To effectively evaluate variation, the unit
of observation should be the beneficiary
because providing benefits to beneficiaries
is the reason the Medicare program exists.
Consequently, we illustrate variation
among states by weighting each state by
its Medicare population. The result is
beneficiaries, not states, being weighted
equally. Without weighting, beneficiaries
in less populous states would count more
than those in more populous states.

Figure 1-1 shows that weighting each
state’s per beneficiary fee-for-service
expenditures by its number of
beneficiaries produces a nearly bell-
shaped curve that is fairly symmetric
around the national average per
beneficiary expenditures of $5,360. About
20 percent of the distribution is within 5
percent of the national average. However,
the distribution reveals a large variation in

State-level per beneficiary FFS expenditures,

weighted Ey number of beneficiaries, 2000
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FFS (feeforservice). National average per beneficiary Medicare expenditures are $5,360.

Source: MedPAC analysis of county-level feeforservice expenditures and other data from CMS.

per beneficiary expenditures among states.
As is shown below, much of the variation
is due to two factors: the cost of providing
care and differences in beneficiaries’
health status. Adjustments for input prices
are intended to make payments more
closely reflect differences in the costs of
providing care and generally track with
other measures of cost of living (MedPAC
2001). Differences in beneficiaries’ health
status are important because sicker
beneficiaries usually use more health
services than healthier beneficiaries.
Further, some of the variation is due to
special payments to hospitals and to other
causes. In the remainder of this section,
we show the effect of adjusting
expenditures for some of these factors.

Adjusting states’ per beneficiary
expenditures for differences due to input
prices substantially reduces the variation
in per beneficiary expenditures. As Figure
1-2 shows, the weighted distribution still

has the same average value of $5,360, but
the variation is less by any measure. For
example, almost 40 percent of the
distribution is within 5 percent of the
national average, as compared with about
20 percent in the unadjusted diagram.

Much of the variation that remains after
removing the effects of input price
adjusters is attributable to the quantity of
services beneficiaries use. We further
adjusted state per beneficiary expenditures
for two factors that explain some of the
variation in quantity of services. The
dominant factor is health status. Areas
with relatively healthy beneficiaries will
tend to use fewer services than areas with
sicker beneficiaries. Our state-level
measure of health status ranges from 11
percent above to 15 percent below the
national average but there are
methodological issues that need to be
considered.® The other factor we adjust for
is beneficiaries’ Part A and Part B
participation rates.’

6 We use risk scores from the hierarchical condition category risk-adjustment model as our measure of health status. The measure, which is based on diagnoses,
incorporates demographic factors such as age and sex, and is considered to be one of the best measures currently available. Nevertheless, it has its limitations. For
example, diagnoses require a visit to a practitioner; thus sick persons who do not seek treatment will not have their conditions reflected in the risk score.

7 Variation from differences in beneficiaries’ Part A and Part B participation rates, which is small, simply indicates that not all beneficiaries have both Part A and Part B
benefits, that participation rates vary among states, and that participation affects use.
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State-level per beneficiary FFS expenditures
adjusted for input prices, weighted by
number of beneficiaries, 2000
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State-level per beneficiary FFS expenditures adjusted
for input prices, health status, and special payments,
weighted by number of beneficiaries, 2000
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Figure 1-3 shows these adjustments for
differences in health status and Part A and
Part B participation rates, as well as
differences from input prices and special
payments received by some hospitals.
This measure shows less variation than
that in Figure 1-2, and has substantially
less variation than the unadjusted
expenditures. About 55 percent of the
resulting distribution is now within 5
percent of the national average, as
opposed to only about 20 percent in the
unadjusted graph. (Alternatively, the
average of the absolute difference among
states from the national average per
beneficiary expenditure is about $650
before adjustment, but only about $400
after adjustment.)

Table 1-1 (p. 8) summarizes the results as
the adjustments just discussed are made to
the original distribution of Medicare
expenditures.

Removing special hospital payments after
making the other adjustments does not
make much difference in the amount of
variation, although it changes some states’
relative position within the distribution.
By one measure the resulting distribution
is slightly less dispersed, by another
slightly more.® The text box on page 10
explains the methods and data used to
make the adjustments. We refer to the
final distribution as a measure of adjusted
service use. Removing the effects of
differing input prices, health status, and
special payments to hospitals reveals that
the rate of service use by state varies
much less than would appear from
looking at unadjusted Medicare
expenditures.

8 The order of adjustment makes a difference in the apparent contribution of each factor. For example, adjusting for special hospital payments first would make the
variation attributable to them appear greater and that attributable to input prices appear less. However, the final adjusted service distribution resulting after making all

adjustments will be the same regardless of order.
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Does variation in
adjusted service use

imply inequity?

This adjusted service use measure still
exhibits some variation. The remaining
variation could be random, or reflect
unadjusted differences in cost from
provider mix, differences in beneficiaries’
propensity to use care, or providers’
differing practice patterns. Beneficiaries’
propensity to use care depends on many
factors such as income, education, race,
sex, and supplemental insurance coverage.
Other analysis has shown that practice
patterns depend on many factors,
including the concentration of hospital
resources (such as number of hospital
beds per resident) and the lack of
established guidelines for treating many
conditions (Wennberg and Cooper 1999).
That work concludes that a greater supply
of providers is associated with greater
utilization of health care. Recent work
indicates that greater use of health care is
not associated with better quality or access
over the time period analyzed (Fisher et
al. 2003). Disentangling the explanatory
contribution of these various factors is a
difficult task and cannot be done by
simply adjusting for known factors as we
have done up to this point. Before we
attempt to do so let us ask some more
fundamental questions.

Is variation in adjusted service use a
serious problem and if so, what policies
might be pursued to reduce it? The
variation in adjusted service use may be a
source of concern if some of the care in
high-use states is inappropriate or
unnecessary, or if beneficiaries in low-use
states are not getting sufficient care. We
look at three different aspects of this issue.

Use and quality

If the variation in adjusted service use
reflects underservice of beneficiaries in
low-use states, one might surmise that
those beneficiaries are receiving lower-
quality care. Figure 1-4 illustrates the

relation between states’ per beneficiary
adjusted service use and one, admittedly
limited, measure of quality of care. It sorts
states in order from lowest adjusted
service use to highest. In the same order,
the diagram plots an ordinal measure of
quality. That is, the state with the best
quality has the highest rank (51) and states
with poorer quality have lower ranks,
down to 1. Measuring health care quality
is fraught with difficulty. An article in the
Journal of the American Medical
Association used this measure to compare
states (Jencks et al. 2003). It is based on
how frequently Medicare patients
received 24 preventive measures or
treatment methods with strong indications
of improving outcomes. It does not
include all services that might be
associated with high quality care.

Figure 1-4 shows that many states with
low adjusted service use have relatively
high quality by this measure, and many
states with high adjusted service use have

relatively low quality rankings. This is
true even though some measures of
quality—for example, mammography—
require use of Medicare-covered services.
The figure includes a trend line that
indicates the relation that would occur
between adjusted service use and quality
rank if adjusted service use were a perfect
predictor of quality.’

Using this measure of quality, Figure 1-4
does not support the hypothesis that low-
use states have low-quality care. The data
show that some high-use states have low
quality by this measure. Other recent
research has also shown no increase in
quality (using a similar measure of
quality) with higher use. That research
used smaller geographic areas in its
analysis (Fisher et al. 2003).

The measure of quality used above is
limited to the use of some specific
preventative measures and effective
treatments. It is not an overall measure of

Effect of adjustments on variation in Medicare FFS

expenditures by state, 2000

Percent of distribution
(as percentage of national

average per beneficiary)

Measures of dispersion

Average of

Standard absolute
Measure <85% 85%-115% >115% deviation difference
Unadjusted 15.2% 68.9% 16.0% $740 $648
expenditures
Expenditures
adjusted for:
Input prices 13.0 /7.6 Q.5 625 486
and, health 3.2 87.3 9.5 551 415
status and
Parts A & B
participation
and, special 3.2 87.3 9.5 552 402
payments fo
hospitals

Note:  FFS (feefor-service).

Source: MedPAC analysis of county-level feefor-service expenditures and other data from CMS.

9  We performed a regression analysis on the same data. The result is in the same direction, higher service use is correlated with lower quality rank. The coefficient is
negative (-.57) with a tstatistic of 4.9, and the R? is 0.33.

Geographic variation in per beneficiary Medicare expenditures

MEJPAC



quality, or of appropriate use. Simply
knowing the aggregate use rate, shown in
Figure 1-4, is not enough to tell whether
the services used are appropriate are not.
Earlier research, which looked at three
procedures, suggested that the use of
appropriate care increases with increasing
overall use. Also, the ratio of appropriate
to inappropriate use did not always
change with increases in aggregate use
(Chassin et al. 1987, Leape et al. 1990).
However, different kinds of procedures
show different rates of variation. For
example, in Chapter 4, we show that the
rate of use of major procedures varies less
than the rate of use of other services such
as testing and imaging. Therefore,
analysis of how appropriate and
inappropriate use vary with overall use is
sensitive to the kind of procedures
analyzed. A fully effective measure of
quality would take into account whether
the care delivered was appropriate and
would permit better analysis of aggregate
use and quality.

Use and cost sharing

A simplistic way to reduce the variation in
adjusted use rates would be to somehow
increase use in low-use areas and decrease
it in high-use areas. However, reducing
the variation in adjusted service use by
increasing use in low-use states (for
example, by overpaying for services,
which would increase provision of
services) would increase beneficiaries’
cost sharing (that is, deductibles,
coinsurance, and balance billing) for
services covered by Medicare. Beneficiary
cost sharing increases directly with higher
payments in most settings.

Figure 1-5 sorts states in order from
lowest adjusted service use to highest. In
that same order, it plots per beneficiary
cost sharing for services covered by
Medicare. The diagram shows that states
with low use tend to have low beneficiary
cost sharing, and those with high use tend
to have high beneficiary cost sharing.
Consequently, increasing either the use of
care or the prices Medicare pays for care
in low-use states would likely increase
beneficiaries’ cost sharing. Associated
with increased cost sharing could be
increased premiums for Medigap

States’ adjusted service use and quality of care, 2000
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supplemental insurance; increased costs to
employers for supplemental retiree
coverage; and potentially higher costs to
Medicaid, because Medicare’s cost
sharing for beneficiaries directly
influences premiums for Medigap and
retiree coverage as well as costs to
Medicaid.

It is doubtful whether the increased cost
sharing that might occur with higher use
would be accompanied by better quality
of care under the given measure, because
there is not a positive relation between use
and quality (Figure 1-4).

Variation among counties

Although of tremendous interest to
policymakers in the Congress, the state is
not the best geographic unit for
understanding variation in service use.
Substantial variation exists, for example,
in adjusted service use among counties
within the same state. Figure 1-6 shows
the variation in service use among
beneficiary-weighted counties in lowa. At
the extremes, per beneficiary adjusted
service use ranges from about 30 percent
below to about 25 percent above the state
average.'? A similar result is found among
counties in New York (data not shown),
which although quite different from Iowa,
is similar in that it has large differences in
adjusted service use among its counties.
The standard deviation (a measure of how
spread out the counties’ per beneficiary
service use is) is similar in the two states,
$588 in Iowa and $655 in New York.

The substantial variation among counties
within the same state suggests that much
geographic variation would probably
remain even if variation among states
were eliminated. Our finding of large
variation among counties in the same state
is consistent with the work of other
analysts who have noted that the primary
sources of the variation in adjusted service
use—practice patterns and propensity to
seek care—vary among geographic units
smaller than the state (Fisher et al. 2003,
Miller et al. 1995, Wennberg and Cooper
1999). Therefore, it may be useful to
study smaller geographic units.

Factors affecting variation
in smaller geographic
areas

Because health care is delivered in local
markets, we continue our investigation by
looking at local health care markets for
the sources of variation in service use.
Although we are interested in variation in
service use for Medicare beneficiaries,

variation may be a phenomenon of health
care in those markets in general and not be
specific to the Medicare program.
Therefore, some factors not associated
with the Medicare population may still
help explain variation in the amount of
care Medicare beneficiaries receive.
Disentangling these factors has been a
subject of research for the past several
decades. Others have examined variation
in health care use in smaller geographic

Methods and data sources

e determined states’ per

beneficiary expenditures

using fee-for-service
expenditure and enrollment data from
CMS’s website. We calculated per
beneficiary adjusted use by removing
geographic differences in the
following factors from the unadjusted
expenditures. All data are from
CMS’s website, except where
indicated.

 Input price adjusters are based on
the hospital wage index for Part A
expenditures and the geographic
adjustment factor for Part B
expenditures. The Part A
adjustment takes into account
where beneficiaries resident in a
county obtain services. The
adjustment normalizes all indices
to one.

* Health status is based on risk
scores from the hierarchical
condition category (HCC) risk
adjustment model. We used claims
and demographic data to determine
HCC risk scores for a 5 percent
sample of beneficiaries. An
average of those risk scores serves
as a health status measure for each
state. The adjustment normalizes
all weighted states to a risk factor
of one.

» Part A and Part B participation
rates are from CMS data on
county-level participation. The
adjustment normalizes all states to
the national average Part A and
Part B participation rates.

» Special payments to teaching
hospitals are direct and indirect
payments for graduate medical
education, and payments to
hospitals for care to low-income
people are disproportionate share
payments. We removed these
payments from expenditures and
added them back in proportion to
remaining Part A expenditures.
This essentially keeps all hospital
payments in the program and pays
all hospitals at the national average
rate.

A more precise measure would adjust
each element of Part A and Part B
expenditures by the appropriate input
price adjuster, adjust for base payment
differentials, track Part B spending to
where it was delivered, and treat
special payments to rural hospitals
analogously to other special hospital
payments. l

10 Figure 1-6 shows data for one year (2000) only. Averaging over several years dampens variation somewhat, but still shows significant differences among counties.
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Variation in county-level per beneficiary adjusted
service use, weighted by number of beneficiaries
(lowa, 2000)
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areas. For example, John Wennberg and
colleagues at Dartmouth College have
done extensive research on this topic.
They use the hospital referral region (of
which there are 306 in the United States)
as the geographic unit of analysis. The
text box below summarizes some of their
key findings.

Regression analysis to
understand variation in
smaller geographic areas

To better understand the variation
remaining among states in our analysis
after we adjusted for cost and health
status, we moved to a smaller area of
analysis: the metropolitan statistical area
(MSA) for beneficiaries living in urban
areas or the non-MSA area of a state for
beneficiaries living outside metropolitan
areas. We chose this definition because

Source:  MedPAC analysis of county-level fee-for-service expenditures and other data from CMS.

the MSA is a better proxy for medical

Findings from research by John Wennberg and colleagues at

Dartmouth College concerning variation in service use

ennberg and Cooper find
s ’s / variation in Medicare
expenditures (adjusted for

input prices and health status) is
affected by the supply of hospital beds,
which varies considerably across areas.
As the number of hospital beds per
beneficiary increases, the amount of
hospital care per beneficiary increases
(Wennberg and Cooper 1999).

Variation in expenditures is also
affected by differences in rates of
surgical procedures. The rates at which
beneficiaries receive some surgical
procedures—such as radical
prostatectomy, carotid endarterectomy,
coronary artery bypass grafting, and
coronary angioplasty—are very
different across areas. The rates of
radical prostatectomy (surgery for
prostate cancer) are nine times higher
in Baton Rouge, Louisiana, than in
Binghamton, New York. Wennberg
and colleagues believe that much of
this variation is reflected in differences
in diagnostic intensity (how intensely
physicians search for a condition that
results in surgery). For example,

patients in the early stage of prostate
cancer are often asymptomatic, so
diagnosis is often made through a
screening test for prostate-specific
antigen (PSA). The frequency of PSA
testing varies greatly, so there is much
variation in how frequently patients are
diagnosed and, consequently, how
often they undergo prostate surgery.
Wennberg and colleagues also believe
gaps in medical science as well as
uncertainty physicians have about the
benefits and problems associated with
many procedures affect variation in
surgical rates. They suggest that
variation in radical prostatectomy, for
example, may be due in part to a lack
of clinical trials comparing the risks
and benefits of surgery, radiation
therapy, and watchful waiting
(Wennberg and Cooper 1999).

Geographic differences in per
beneficiary Medicare expenditures are
highly correlated with differences in
the amount of services beneficiaries
receive in the last six months of life.
Also, geographic differences in the
amount of supply sensitive care (where

the effectiveness has not been
scientifically determined and use is
largely driven by resource availability,
such as number of hospital beds)
strongly influences differences in the
amount of care at the end of life. In
particular, Wennberg and colleagues
found large differences in the number
of physician visits, likelihood of dying
in a hospital, and the percentage of
beneficiaries admitted to an intensive
care unit at the end of life (Wennberg
and Cooper 1999).

Fisher and colleagues examined
differences in the services physicians
furnish in high- and low-spending
areas. They found that physicians’
greater use of evaluation and
management services—especially
inpatient visits and inpatient specialist
consultation—and use of diagnostic
tests and minor procedures, such as
magnetic resonance imaging, skin
biopsies, and prostate-specific antigen
tests drive spending differences. As
discussed, they have also found no
correlation between higher use and
quality of care (Fisher et al. 2003). H

MECJpAC

Report to the Congress: Variation and Innovation in Medicare | June 2003

11



12

care market areas than the state, and CMS
uses MSAs and statewide non-MSA areas
as the geographic areas for defining the
hospital wage indexes used to adjust for
differences in price levels.!!

We examined factors that may affect
variation by performing a regression
analysis measuring the relation between
adjusted service use and variables that
may affect providers’ practice patterns
and beneficiaries’ propensity to use care.
We used a set of variables that have been
considered in several studies of variation
(Cutler and Sheiner 1999, Miller et al.
1995, Skinner et al. 2001). We also
examined several other variables,
including the hospital wage index and the
percent of the non-Medicare population
that is uninsured.

We examined demographic variables that
may be associated with use of care
including: poverty rate among people age
65 or older, percentage age 65 or older
who are African American, percentage
age 65 or older who are Asian American,
percentage age 65 or older who are
Hispanic, and percentage of the non-
Medicare population that is uninsured. We
also examined variables that may affect
practice patterns including: HMO
penetration among the general population,
supply of health resources (measured by
the number of hospital beds per 1,000
population), and sophistication in the
health care system (measured by the
percentage of hospital beds that are in
intensive care units [ICUs]).!? Table 1-2
provides summary statistics for each of
these variables.

We performed our analysis in two steps.
First, we examined how much of the
variation is explained by the demographic
variables. Our results indicate that all of
the demographic variables are important

TABLE
1-2

Summary statistics for variables explaining
variation in adjusted service use, 2000

Explanatory variable National average Minimum Maximum
Uninsured, not eligible for Medicare 17.7% 7. 7% 30.5%
Hospital beds per 1,000 residents 3.5 0.9 10.6
Percent of hospital beds in ICUs 5.8% 0.0% 20.6%
Poverty rate, 65 and older 9.4% 3.6% 26.4%
Percent African American, 65 and older 8.1% 0.1% 40.5%
Percent Asian American, 65 and older 2.3% 0.1% 72.6%
Percent Hispanic, 65 and older 5.0% 0.2% 92.3%
HMO penetration 27.1% 0.0% 72.3%
Ad{usted per capita service use $5,360 $3,678 $8,105

Note: ICU (infensive care unit). Sample for regression includes 322 metropolitan stafistical areas and 46 statewide

rural areas.

Source: MedPAC analysis of county-level fee-forservice expenditures and other data from CMS, 2002 Area Resource
File, March 2002 Current Population Survey, and 2002 Inferstudy database.

under a statistical test for significance;
that use rates increase as the percentages
of African American, Hispanic, and
uninsured increase; and that use rates
decline as the percent Asian American
and the poverty rate increase (Table 1-3).
Interpreting these results is difficult
because whether use rates are directly
affected by these variables or if the
variables are proxies for other factors that
affect service use is not known.

In the second step, we added variables to
our regression that reflect differences
among health care markets. These
variables include HMO penetration,
number of hospital beds per 1,000
population, and percent of hospital beds
that are in ICUs. A potential problem with
these variables is that they may be
endogenously determined. That is, the
level of service use may affect the values
of these variables, rather than the other
way around. For example, it is not clear
whether a high concentration of hospital

beds increases use of health care services
or if hospital capacity expands in areas
where there are many sick people who
need a lot of care. Despite this
uncertainty, we assume that the direction
of cause and effect is that the market-
related variables affect the level of service
use.

Our results indicate that the concentration
of hospital beds and percent of hospital
beds in ICUs are significant, but HMO
penetration is not (Table 1-4). Also, all the
demographic variables remain statistically
significant. The size and significance of
the coefficient on concentration of
hospital beds suggests that health care use
is greater in areas with greater supply of
health care resources. The size and
significance of the coefficient on the
concentration of ICU beds suggests that
greater concentration of sophisticated,
high technology resources is associated
with greater health care use.

11 The Office of Management and Budget defines MSAs as geographic areas consisting of a large population nucleus together with adjacent communities having a high
degree of economic and social integration with the nucleus.

12 We also considered number of physicians per 1,000 population as a measure of resource concentration and percentage of physicians who are specialists and
concentration of medical residents as measures of sophistication in the health care system. We chose not to use them because of high levels of correlation among them,
which adversely affects statistical tests of significance. Finally, we examined the hospital wage index as an explanatory variable to see if price level has an effect on

use—it does not.

Geographic variation in per beneficiary Medicare expenditures

MEJPAC



Using demographic data to explain variation in
adjusted service use, 2000

TABLE
1-3

t-statistic
from regression

Coefficient

Explanatory variable from regression

Uninsured, not eligible for Medicare 46.1* 6.7
Poverty rate, 65 and older -53.7* 5.1
Percent African American, 65 and older 38.8* 8.8
Percent Asian American, 65 and older -19.7* 3.2
Percent Hispanic, 65 and older 19.6* 4.6
R? .32

Note:  Sample for regression includes 322 metropolitan statistical areas and 46 statewide rural areas.
* Statistically significant at 5-percent level.

Source: MedPAC analysis of county-level feefor-service expenditures and other data from CMS, 2002 Area Resource
File, and March 2002 Current Population Survey.

TABLE
1-4 Using demographic and health care market data to

explain variation in adjusted service use, 2000

t-statistic
from regression

Coefficient

Explanatory variable from regression

Uninsured, not eligible for Medicare 49.6* 7.2
Poverty rate, 65 and older —42.0* 3.4
Percent African American, 65 and older 34.4* 7.6
Percent Asian American, 65 and older -18.2* 2.9
Percent Hispanic, 65 and older 17.8* 4.0
HMO penetration 3.7 1.6
Hospital beds per 1,000 residents 09.6* 2.6
Percent of hospital beds in infensive care units 43.7* 2.6
R? .35

Note:  Sample for regression includes 322 metropolitan statistical areas and 46 statewide rural areas.
* Statistically significant at 5-percent level.

Source: MedPAC analysis of county-level feefor-service expenditures and other data from CMS, 2002 Area Resource
File, March 2002 Current Population Survey, and 2002 Interstudy database.

point increase in the percent Hispanic, $50
for a percentage point increase in the
percent uninsured, $70 for a unit increase
in the number of hospital beds per 1,000
population, and by $44 for a percentage
point increase in the percent of hospital

In summary, Table 1-4 indicates that per
capita service use decreases by $42 for a
percentage point increase in the poverty
rate and $18 for a percentage point
increase in the percent Asian American.
Also, service use increases by $34 for a

A frequently used measure of
variation in Medicare expenditures is
based on the Medicare payments that
states’ providers receive over a year.
This measure is misleading and
should not be used when addressing
the issue of equity associated with
variation in Medicare expenditures.

Much of the variation in expenditures
in different areas of the country is
caused by differences in (1) the cost
of providing care to Medicare
beneficiaries and (2) the health status
of beneficiaries.

Much of the remaining variation is
likely caused by differences in the
practice patterns of providers and
beneficiaries’ propensity for seeking
care. Together these can lead to wide
differences in the use of services by
beneficiaries in some states.

We can explain some of the
remaining variation by accounting for
several additional factors, including
the proportion of the under-65
population without insurance, the
racial and ethnic mix of the
population age 65 and over, and,
depending on the model
specifications, several aspects of
health care supply and technology.

Higher quality care does not
necessarily follow from higher use of
services by the measure we used. In
fact, our data show that low-use
states tend to have higher-quality
services relative to high-use states. It
could be that beneficiaries receiving
low-quality services do not get well
and require more services or are
simply receiving inappropriate
services. Further analysis is called for
to understand what is happening.

percentage point increase in the percent beds in ICUs. Reducing the v‘arlatlon at the stgte

African American, $18 for a percentage level that remains after controlling
for differences in costs of providing

MEdpAC Report to the Congress: Variation and Innovation in Medicare | June 2003

13



care and health status may be
difficult. Because significant
variation exists within states at the
county level, the causes of that
remaining variation may be better
addressed at some level below the
state. If practice styles or quality play
a major role, they may be local
phenomena not accessible at the state
level.

We assume that the objective of the
Medicare program is to assure access
to quality health care for

beneficiaries. To simply increase
payments or use in low-expenditures
areas arbitrarily would be a
questionable policy. More
importantly, policies directed at
raising payments for all providers in a
geographic area, regardless of their
cost or quality, are unlikely to
improve quality and would likely
increase beneficiaries’ cost sharing.
Further, these policies would not
address quality or efficiency in areas

with high expenditures. None of
these would be attractive outcomes.
The better policy would be to
introduce incentives for quality to
increase payments to providers and
delivery systems with high quality
health care—which are often located
in low-use areas. Targeting increased
payments in this way is a more
attractive option and is discussed
further in Chapter 7. ll

14 Geographic variation in per beneficiary Medicare expenditures
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CHAPTER

Market variation: implications
for beneficiaries and policy
reform

In this chapter

e Insurance markets and
supplemental benefits

e Overview of Medicare

isurance markets in states and
themselves from health care costs not covered by metropolitan areas

ost beneficiaries seek additional coverage to protect

Medicare. Previous MedPAC work has concluded, ) .
*  Conclusions and key policy

however, that supplementing Medicare can be questions for future work

complicated and expensive, and often fails to shield beneficiaries from high

expenses. These options, moreover, vary across the country and are changing.

Medicare insurance markets are complex. Rates of supplemental coverage across
markets vary with beneficiary income, age, workforce unionization, and urban and
rural location. State regulatory policies can also facilitate access to some insurance
products. Our review of the structural and regulatory factors shaping Medicare
markets identifies standardization versus flexibility in the design of benefits as
critically important for beneficiaries, employers sponsoring retiree health benefits,

and health plans and insurers.

The division of regulatory oversight of Medicare products among federal agencies
and the states will continue to shape the evolution of Medigap, employer-
sponsored, and Medicare+Choice options. Understanding the structure of
Medicare supplementation and how federal and state law and regulations affect the
ways that different products meet beneficiaries’ changing needs will also be

important in considering market-based reforms.
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Previous MedPAC reports have
documented the importance of
supplementing traditional Medicare
benefits. Our June 2002 Report to the
Congress described how ongoing changes
in medical technology and demographic
characteristics of the beneficiary
population have magnified limitations of
Medicare’s benefit design. Medicare does
not cover most outpatient prescription
drugs, certain preventive services, and
other services such as routine and dental
care. Together with high cost sharing for
covered services such as outpatient care
and mental health services and lack of
protection against catastrophically high
out-of-pocket liability, these limitations
lead most beneficiaries to seek additional
insurance coverage.

The patchwork of supplemental coverage
that has evolved, however, only partly
addresses the limits of Medicare’s benefit
package. As a result, many who have
supplemental coverage still face large
financial liabilities. They must pay out of
pocket for health care products and
services that Medicare does not cover. In
addition, financial incentives may
dissuade them from using the most
clinically appropriate care. Current
demographic trends and continuing
advances in technology suggest that these
problems will become more serious over
time.

Additional analyses conducted by
MedPAC have looked more closely at the
options available to beneficiaries to
supplement Medicare. In our March 2003
Report to the Congress, we described
options for supplementing or enrolling in
an alternative to the basic Medicare fee-
for-service program:

*  supplemental insurance purchased by
individuals (Medigap);

*  supplemental insurance available to
retirees through employer- or union-
sponsored plans;

*  various alternative Medicare+ Choice
(M+C) plan models including
HMGOs, preferred provider
organizations (PPOs), and private
fee-for-service (FFS) plans;' and

+ additional coverage through the
Medicaid or other public programs
for low-income beneficiaries.”

Some important options for
supplementing Medicare coverage,
however, are becoming less prevalent and
less generous. Employment-related retiree
health insurance is becoming less
available and less comprehensive in the
benefits it provides. The proportion of
employers offering retiree health
insurance has declined substantially over
time. Retrenchment in benefits has
generally affected new employees, rather
than tenured employees or retirees
(Fronstin 2001). Consequently, the
Medicare Current Beneficiary Survey
(MCBS) data from 1992 through 2000
show the proportion of Medicare
beneficiaries with employer-sponsored
insurance declining by only a small
percentage. Over the next decade, many
workers with coverage will retire, tending
to stabilize the rate of employer-sponsored
coverage in the Medicare population. The
coverage they have will, however, most
likely be less generous (with plans
requiring higher beneficiary cost sharing);
after this cohort retires, fewer workers
will have these benefits, and these
declines will coincide with the retirement
of the baby boom generation (2011 and
after).’

Overall, premiums for individual Medigap
policies also increased rapidly throughout
the 1990s (Atherly 2001), but increases in

premiums varied across policy types and
across states (American Academy of
Actuaries 2003). Over the past several
years, M+C plans have reduced their
participation in Medicare markets, and, in
those markets where they remain,
increased premiums significantly to cover
the costs of the benefits beyond those
covered by Medicare. Reductions in
M++C benefits and increasing premiums
may be changing the way that
beneficiaries view trade-offs among
managed care, PPO options, and Medigap
insurance in some market areas.

At the same time, other types of
supplementation that can include new
benefits such as prescription drug
coverage or case management for serious
medical conditions are now offered in
conjunction with some individual
Medigap policies, as well as PPO plans.
These newer options may, moreover,
serve as possible models for some reforms
that would rely on private plans to provide
more comprehensive coverage to
Medicare beneficiaries.

Understanding these Medicare health
insurance markets can inform policies in
two ways:

(1) Understanding better how regulatory
policies affect insurers and health plans
(or other risk-bearing provider entities)
could help inform future policies to reduce
barriers to market entry; create incentives
for participation in Medicare markets; or
help beneficiaries to make more informed,
appropriate insurance choices.

(2) Identifying the characteristics of
active, competitive markets should help
policymakers to predict more accurately
what types of products might succeed, or
would have little chance of succeeding, in
different localities and for different
beneficiary populations.

1 M+C also encompasses comprehensive health care plans designed to address special population needs including the Program of All-inclusive Care for the Elderly,
Social Health Maintenance Organizations, and Evercare.

2 Chapter 5 of MedPAC’s March 2003 Report to the Congress provides an overview of the health insurance options available to Medicare beneficiaries, including
information on supplemental insurance, M+C options, and the distribution of coverage in the Medicare population.

3 An annual survey of employers with more than 500 workers shows that, between 1993 and 2001, the proportion reporting that they expect to continue offering health
benefits to future retirees declined from 40 to 23 percent; the same survey showed that from 1997 to 2000, the p