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United States
General Accounting Office
Washington, D.C. 20548

=

Human Resources Division

B-220864
March 6, 1987

The Honorable Otis R. Bowen, M.D.
The Secretary of Health
and Human Services

Dear Mr. Secretary:

This is our report on the lessons learned from the Arizona Health Care Cost
Containment System.

This report contains recommendations to you. As you know, 31 U.S.C. 720 requires
you to submit a written statement on actions taken on our recommendations to the
Senate Committee on Governmental Affairs and the House Committee on
Government Operations not later than 60 days after the date of the report and to the
House and Senate Committees on Appropriations with HHS's first request for
appropriations made more than 60 days after the date of the report.

We are sending copies of the report to the above-mentioned committees, the
Governor of Arizona, and other interested parties.

Sincerely yours,

Richard L. Fogel
Assistant Comptroller General




Executive Summary

Purpose In 1985, the cost of providing medical care for low-income persons
through the federally funded, state-administered Medicaid program was
about $38 billion. Resulting financial strains on both the federal and
state governments have sparked national interest in ways to censtrain
these costs.

One experiment to limit Medicaid costs is Arizona’s Health Care Cost
Containment System, under which the state contracts with prepaid
health plans to provide comprehensive medical care for a set monthly
fee per patient.

GAO reviewed the program'’s first 3 years of operation (Oct.. 1982
through Sept. 1985) to examine Arizona’s approach to

« competitive bidding for procuring health plan contracts,

« collection of utilization data from the prepaid plans on the health care
services provided, and

« financial oversight of the prepaid health plans.

The Department of Health and Human Services (1HS) has overall respon-

BaCkground sibility at the federal level for administering Medicaid. Within HHS, the
Health Care Financing Administration is responsible for developing pro-
gram policies, setting standards. and ensurirg compliance with federal
Medicaid legislation and regulations.

The Arizona Health Care Cost Containment System was designed as a 3-
year experimental project to provide Medicaid services in Arizona begin-
ning in 1982; HHS granted the program an extension, approving it
through September 1987. Before October 1982, Arizona was the only
state without a Medicaid program. About 100,000 Medicaid beneficiaries
were enrolled in the program as of April 1986. The program cost the
federal government about $155 million through the end of fiscal year
1985.
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The Arizona program experienced numerous start-up problems that
have prevented an assessment of the effectiveness of its cost contain-
ment features. GAo believes other states considering prepaid Medicaid
programs can learn from Arizona's problems and solutions. (See ch. 5.)

States planning on using prepaid health programs, should, among other
things,
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Executive Summary

Principal Findings

develop adequate financial and utilization reporting systems and pro-
gram controls before implementing the program,

establish penalties for noncompliance with reporting requirements,
establish requirements to demonstrate the financial viability of prepaid
health plans and devote adequate resources to monitoring health plans’
performance, and

design health plan procurements to promote competition.

Effectiveness of Cost
Jontainment Features
Unknown

To evaluate the Arizona program’s effects on Medicaid costs and benefi-
ciaries’ access to quality care, HHS needs information on the medical ser-
vices provided to beneficiaries.

From its inception, however, the Arizona program has had difficulties in
collecting utilization data. By April 1985, the Health Care Financing
Administration had concluded that an adequate evaluation of the pro-
gram’s first 3 years could not be conducted because of the problems
experienced in implementing the project and the lack of financial and
utilization data.

Jevelop Reporting Systems
3efore Implementation

In rushing to get the program on line by October 1982, Arizona did not
have sufficient time to develop adequate financial and utilization
reporting systems. In addition, evaluations of the bidding health plans’
ability to collect complete and reliable cost and utilization data were not
done before awarding contracts. States need to allow sufficient time to
permit development of adequate reporting systems.

istablish Penalties to
incourage Reporting

Prepaid health plans have less of a financial incentive to provide utiliza-
tion and cost information to the Medicaid agency than physicians paid
on a fee-for-service basis. Such physicians are generally paid by submit-
ting a claim including both medical service and charge information. Pre-
paid providers, however, are paid a set amount in advance and have
little incentive to report cost and utilization data.

Arizona found that financial penalties were necessary to enforce the
reporting requirements. The program designed financial sanctions
during its third year to withhold a portion of the plans’ payments until

Page 3 GAO/HRD-87-14 Arizona Medicaid Program
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Executive Summary

delinquent information was submitted. After the sanctions were imple-
mented, compliance improved. By March 1985, most of the program’s
plans were submitting financial and utilization data as required.

Assess Plans’ Finances

Many participating plans faced financial problems as the program
progressed. For example, the largest plan, Arizona Family Physicians
Independent Practice Association, filed for financial reorganization
under federal bankruptcy laws, but was able to continue providing ser-
vices. Another large plan, Health Care Providers, however, was termi-
nated in April 1985 because of an inability to pay its debts. Ils enrollees
were assigned to other plans. A third plan—Western Sun, Inc.—was ter-
minated in July 1985, after it filed for bankruptcy.

To avoid the types of problems encountered by some of the program’s
plans, other states should thoroughly assess health plans’ finances
before contract award and monitor their financial performance after
contract award. '

For its first two procurements, the program did not establish specific
financial standards by which the plans’ financial position could be eval-
uated. During the program’s third procurement, however, financial per-
formance goals were set and other requirements were expanded.

The program did not perform on-site financial audits of plan operations
or analyze financial reports during its first 18 months. During the third
year, Arizona increased the audit staff, established a standard audit
guide for health plans, and required an annual certified audit of each
plan. According to the program, financial reviews of all plans were also
conducted,

Design Procurements to
Promote Competition

The program planned to award multiple contracts in as many locations
as possible to give Medicaid beneficiaries a choice of health plans. Ari-
zona also wanted to (1) ensure an adequate backup capacity in case a
plan became financially impaired and (2) reduce the chance that one
plan could emerge as a monopoly, eliminating future competition.

The program could have achieved these objectives and reduced costs by
placing a limit on the number of contracts to be awarded. Because most
bidders received contracts regardless of their price, they had less incen-
tive to submit the lowest bid. For example, one health plan received $71
a month for providing services to Medicaid beneficiaries in one county,
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Executive Summary

ommendations

ency Comments

while another bidder received $49, Establishing limits on the number of
contracts to be awarded during the first-year procurement could have
saved the program from $830,000 to $2.36 million, depending on the
limits used.

Although the program questioned one of the assumptions GAO made in
estimating potential savings, it indicated that changes were made for the
fourth year procurement to ensure that plans were not awarded con-
tracts at an unreasonable price. (See p. 21.)

In October 1986, the Congress enacted legislation requiring the Secre-
tary of HHS to review and approve contracts in excess of $100,000
before states award them to entities providing Medicaid services on a
prepaid basis.

GAO is recommending actions HHS needs to take in implementing the
October 1986 legislation that will help ensure states develop adequate
financial and utilization reporting systems for prepaid Medicaid
programs.

HHS generally agreed with the lessons learned from the Arizona pro-
gram, but did not agree that HHS should develop what it termed “broad
and intrusive’’ guidelines for review and approval of prepaid health
plan contracts. Arizona, on the other hand, said that many of GAO’s les-
sons learned could do more harm than good. Like HHS, Arizona cautioned
against development of prior approvai guidelines.

Neitiier HHS nor Arizona adequately carried out its responsibility for
ensuring program integrity during the Arizona program’s first several
years. Contracting with a prepaid health plan does not relieve the state
or HHsS of its responsibility to determine whether federal laws and regu-
lations are followed. GAO’s recommended guidelines would not establish
“broad and intrusive’’ new requirements. They would establish int=rnal
control procedures to determine whether existing requirements are met.
Approving contracts without determining whether the Medicaid agency
fulfilled its responsibilities under federal regulations with respect to
financial operations, utilization reporting and quality assurance, and
procurement procedures unnecessarily places both the Medicaid benefi-
ciaries and other federal taxpayers at increased risk.
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Chapter 1

Introduction

Demonstration Project

Waivers

Medicaid is a federally aided, state-administered medical assistance pro-
gram serving about 22 million low-income people. It became effective on
January 1, 1966, under authority of title XIX of the Social Security Act,
as amended (42 U.S.C. 1396). Within broad federal limits, states set the
scope and reimbursement rates for the medical services offered and
make payments directly to the providers who render the services. Gen-
erally, persons receiving public assistance under the Aid to Families
With Dependent Children (AFDC) and Supplemental Security Income (SSI)
programs are eligible for Medicaid assistance. Also, at each state’s
option, persons who do not qualify for such public assistance but cannot
afford the costs of necessary health care may be entitled to Medicaid
benefits.

Depending on a state’s per capita income, the federal government pays
from 50 to 78 percent of the Medicaid costs for health services. In addi-
tion, the federal government reimburses the states for 50 to 90 percent
of their administrative costs, depending on the functions performed,

The Department of Health and Human Services (HHS) administers Medi-
caid at the federal level. Within HHS, the Health Care Financing Adminis-
tration (HCFA) is responsible for developing program policies, setting
standards, and ensuring compliance with federal Medicaid legislation
and regulations.

Section 1115(a) of the Social Security Act (42 U.S.C. 1315(a)) allows the
Secretary of HHS to waive coinpliance with standard Medicaid require-
ments, so that a state Medicaid agency can carry out significant demon-
stration projects that will further the program’s general objectives. All
requirements of the Social Security Act and the federal Medicaid regnla-
tions apply to a project approved under section 1115(a), unless they are
specifically waived.

HCFA provides funds for demonstration projects and research activities
that will help resolve major health financing policy and program issues.
HCFA's Office of Research and Demonstrations determines which projects
will be funded and evaluates their effectiveness. The operation of dem-
onstration projects is monitored by HCFA's regional offices.

Page 10 GAO/HRD-87:14 Arizona Medicaid Program
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Chapter1
Introduction

Cost Containment
System

The Arizona Health Care Cost Containment System (AHCCCS), which
began operations in October 1982, was initially approved by HCFA to be a
3-year demonstration project. Before AHCCCS, Arizona was the only state
without a Medicaid program. In July 1985, HCFA approved an extension
of the program, which is now expected to operate through September
1987. SRI International, Inc., is under contract with HCFA to evaluate the
AHCCCS demonstration program.

svolution of the Program

Facing diminishing local tax revenues to fund increased health care
costs, Arizona became interested in developing a Medicaid program.
Medicaid was also an appealing solution to the uneven and unequal
health care treatment available to indigents around the state. Tradition-
ally, Arizona’s counties had financed and provided health care services
to those unable to pay. As health care costs rapidly increased, the state
legislature became interested in establishing a Medicaid program with
federal funding. After several attempts to pass and implement Medicaid
legislation, Arizona settled on an innovative, competitive health care
financing model, which departs in many ways from traditional Medicaid
programs.

’rogram Features

HCFA granted Arizona waivers under section 1115(a) enabling AHCCCS to
operate differently from conventional Medicaid programs. The goal of
the AHCCCS demonstration project is to develop and test certain innova-
tions designed to contain health care costs. The innovations include
using

competitive bidding to select prepaid health plans,

prepaid capitated financing! of health plans as an alternative to fee-for-
service payments,

primary care physicians as ‘‘gatekeepers’ to manage and control benefi-
ciaries’ access to services,

restrictions on beneficiaries’ freedom of choice in selecting providers,
and

copayments to discourage unnecessary use of services.

AHcccs provides health care to the federally mandated groups (AFDC and
SSI program recipients) and covers all the federally mandated Medicaid

IThis involves paying a set premium in advance to a health care provider, usually a health mainte-
nance organization (HMO) or similar organization, for comprehensive medical care.
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Chapter1
Introduction

services? except for skilled nursing facility care, home health care, nurse
midwife services, family planning services, and nonacute mental health
services.

In addition, AHCCCS provides services to state-dei.r.ed medically needy
and medically indigent people who do not qualify for AFDC or ssi but
have inadequate resources to pay for medical care. AHCCCS does not
receive federal financial assistance for its medically needy/medically
indigent population. Although Medicaid does have a medically needy
program, Arizona does not participate.

Through the end of fiscal year 1985, AHCCCS cost the federal government
about $155 million. As of April 1986, about 100,000 federally eligible
beneficiaries were enrolled in AHCCCS.

AHCCCS Program
Organization

Originally AHCCCS’s day-to-day program operations were carried out by a
private contractor. Arizona's Department of Health Services selected
McAuto Systems Group, Inc. (McauTO), through a competitive procure-
ment, to act as the AHCCCS administrator. The administrator’s responsi-
bilities included procuring and monitoring providers, establishing and
monitoring medical quality assurance systems, enrolling beneficiaries,
maintaining provider relations, providing technical assistance to health
plans, and collectir.,g and compiling reports using claim and utilization?
data.

McAUTO served as AHcccs's administrator for about 1-1/2 years, until
contract disputes resulted in the severance of this relationship on March
15, 1984. McaUTO sued Arizona for breach of contract, and the state filed
a countersuit. The litigation is currently pending. The state did not hire
a replacement adminisirator, and the AHCCCS Division took over the
administrator function. Subsequently, the aHccces Division was removed
from the Department of Health Services and set up as a separate agency
reporting directly to the governor. This report uses ‘“AHCCCS” to describe
actions taken by both McAUTO0 and the AHCCCS Division.

2Including inpatient and outpatient hospital services, laboratory and X-ray services, and physician
services.

3A report of each heaiti: care service provided to eligible recipients.
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Chapter 1
Introduction

In June 1984, we testified on HCFA's monitoring of certain aspects of the
AHcccs program before the Subcommittee on Health and the Environ-
ment, House Committee on Energy and Commerce.* At that time, we
reported that Ancccs had not generated the program information neces-
sary to render an opinion on the financial performance of contractors,
the quality of care provided, or the reasonableness of payments to
providers.

Additionally, we reported in November 1985 that many AHCCCS health
plans had not complied with federal requirements for disclosure of own-
ership information.s We reported that some AHCCCS plans either had not
disclosed direct or indirect ownership interests or had not disclosed
officers or direciors.

The purpose of this review was to identify “lessons learned’ during the
first 3 years of AHcccs that could be applied to other states that are
developing or that have expressed an interest in testing similar competi-
tive approaches to Medicaid financing and health care delivery. Specifi-
cally, our objectives were to identify lessons learned from AHCCCS's
approach to

competitive procurement of prepaid health plans;
obtaining complete, accurate, and reliable utilization data; and
ensuring that health plans are financially viable.

Because of the limited cost and utilization data available, we did not
attempt to evaluate access to or quality of care, the actuarial soundness
of the payment rates, or the overall cost effectiveness of the AHcccS con-
cept. AHCCCS's use of a private administrator was not evaluated because
of pending litigation between the state and the former administrator.

We did our review at HCFA’s Office of Research and Demonstrations in
Baltimore, the HCFA Region IX office in San Francisco, the Arizona
AHcces Administration, and five AHcces prepaid health plans.® In addi-
tion, we visited HuS's Office of Health Maintenance Organizations and

4Statement of Michael Zimmerman, Associate Director, Human Resources Division, June 15, 1984.

5 Arizona Medicaid: Nondisclosure of Ownership Information by Health Plans (GAO/HRD-86-10, Nov.
22, 1985).

6 Access Patients’ Ch:ice, Inc.; Health Care Providers of Arizona, Inc.; Maricopa County Department
of Health Services; Pima County Board of Supervisors; and University Physicians.
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Introduction

Arizona’s Department of Insurance to identify administrative require-
ments and procedures for other prepaid health plans. We also obtained
information from California’'s Department of Health Services about
experiences with prepaid health care in the 1970's and from the Santa
Barbara County, California, Special Health Care Authority about its cur-
rent experiment with such care.

To assess the effectiveness of AHCCCS's competitive procurement of pre-
paid health plans, we

compared the AHCCCS procurement procedures to HCFA's Medicaid pro-
curement guidelines applicable to the AHCCCS program;

reviewed AHCCCS procurement materials (e.g., Requests for Proposals
(RFPs), bid evaluation materials), policies, and procedures;

analyzed first year (1982-83) and second year (1983-84) contract award
prices by eligibility group (AFDC, sS1-Blind, ssi-Aged, and ssi-Disabled)
and county;

reviewed available reports and studies on AHcccS's competitive procure-
ment by HCFA, HCFA's evaluation contractor, AHCCCS, and others; and
obtained HCFA contract review forms and discussed the 1982 and 1983
procurements with AHCCCS and HCFA officials.

To evaluate the state’s ability to obtain complete and accurate encounter
data from AHCCCS health plans, we examined AHCCCS's progress in cor-
recting problems described in our June 1984 testimony. We also
reviewed AHCCCS's efforts to meet several conditions relating to the sub-
mission of utilization and financial reports imposed by HCFA in
approving the third program year. We analyzed AHCCCS summaries of
data submissions, reviewed an AHCCCS consultant’s study of encounter
data collection and validation, and discussed the issue with HCFA,
AHCCCS, and their consultants.

To assess AHCCCS's efforts to ensure contracting health plans’ financial
viability, we

compared £:1CcCS's financial standards and insolvency provisions for
bidding health plans to standards used by other agencies, such as Ari-
zona's Department of Insurance and HHs's Office of HMOS;

reviewed AHCCCS health plans’ compliance with federal disclosure
requirements;

analyzed A1cccCs health plans’ financial reports and other related infor-
mation; and

Page 14 GAO/HRD-87-14 Arizona Medicaid Program
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« monitored AHCCCS health plans’ compliance with state and federal finan-
cial reporting requirements.

Qur work was done in accordance with generally accepted government
auditing standards.
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Chapter 2

AHCCCS Could Increase Price Competition
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AHCCCS’s
Procurement Process
Results in Choice of
Health Plans for Most
Beneficiaries

One of AHCCCS's principal objectives is to demonstrate the cost effective-
ness of competitive bidding for prepaid health plan contracts. Although
AHCCCS was able to obtain enough bidders to provide a choice of health
plans for most beneficiaries, procurement procedures did not maximize
price competition among the bidders. Price competition was reduced
because

AHCCCs did not limit the number of contracts to be awarded, lessening
the bidders’ risk of nonselection, and

limited data on the use and cost of medical services for Arizona’s indi-
gent care population were available to assist potential bidders in calcu-
lating competitive rates.

State law precluded price negotiation between AHCCCs and the health
plans. To achieve cost savings without negotiating individually with
each health plan, AHCCCS asked bidders in some counties to voluntarily
reduce bid prices. While this process resulted in reductions in bid prices,
we believe additional savings could have been achieved by seeking price
reductions from all AHCCCS health plans. In addition, because there was
little risk of nonselection, bidders had less incentive to voluntarily
reduce bid prices.

Statewide procurement of a broad array of health services for AHCCCS
beneficiaries through fixed-price prepaid contracts is the most innova-
tive feature of the AHCCCS demonstration project. While other state
Medicaid agencies have begun programs of selective contracting with
hospitals or competitive bidding for selected services, AHCCCS is the first
system to implement a comprehensive competitive procurement state-
wide for Medicaid services. AHCCCS procured health plan contracts
through statewide bidding in 1982, 1983, and 1985.!

In 1982, aAHcces received 113 bids from 50 separate organizations in
response to an RFP. AHCCCS required the organizations to submit monthly
prices at which they would provide Medicaid services to AHCCCS
patients. Each bid was required to include individual bid prices for five
patient categories: AFDC, sSI-Blind, ssi-Aged, ssi-Disabled, and the state-
sponsored medically needy/medically indigent population. Separate bids
were required for each service area.

'AHCCCS did not conduct a statewide procurement in 1984. A 1983 contract provision allowed a 1-
year extension of second-year contracts (through Sept. 1985) if agreeable to both the health plans
and AHCCCS. Eighteen of the 19 health plans awarded second-year contracts agreed to renew their
AHCCCS contracts for the third year (1984-85).
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The 113 bids were primarily evaluated on:

Technical qualifications.
Composite bid price—an average of the bid rate for each patient cate-
gory weighted by the estimated number of AHCCCS eligibles in each cate-

gory (e.g., AFDC).

AHCCCS rejected 74 of the 113 bids because the bidders lacked the tech-
nical qualifications to provide Medicaid services or had bid to provide
only partial services, such as hospital care. After evaluating the
remaining 39 bids, AHcccs awarded one or more first-year contracts in
each of the state’s 14 service areas. A total of 32 contracts were
awarded to 7 physician-sponsored, 6 clinic-based, and 4 hospital-based
health plans. Most of the health plans had no prior experience in pro-
viding services on a prepaid basis; only 2 of the 17 organizations
receiving contracts were federally qualified HMOs.

Thirteen of the 19 bidders awarded contracts in the second year had
participated in the program’s first year.

As shown by table 2.1, AHCcCS's first- and second-year procurements
resulted in over 80 percent of the federally eligible beneficiaries having
a choice of two or more health plans from which to receive medical ben-
efits. Although beneficiaries in six counties in 1982-83 and four counties
in 1983-84 did not have a choice of health plans, they constituted less
than 18 percent of the population.

Table 2.1: Results of AHCCCS
Procurements: Percentage of
Categorically Eligible Beneficiaries
With Choice of Health Plans

i SR

umber of

Percentage
Number of beneficiaries of total
counties® served beneficiaries
Oct. 1982-Sept. 1983
One plan (no choice) 6 16,370 17.8
Two plans 4 6,851 75
" More than two pians 4 68,685 747
Oct. 1983-Sept. 1984
One plan (no choice) 4 8,771 8.9
Two plans 5 11,526 104
More than two plans 6 89,085 80.7

3The number of counties in Arizona increased from 14 to 15 in 1983.

v
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Chapter 2
AHCCCS Could Increase Price Competition

Because AHCCCS's procurement design did not establish limits on the
number of contracts to be awarded in a service area, bidders had little
risk of not obtaining a contract and little incentive to submit the lowest
bid. Establishing a limit on the number of contracts to be awarded could
have reduced AHCCCS's cost by $830,000 to $2.36 million in the first pro-
gram year (1982-83).2

AHCCCS planned to award multiple contracts in as many service areas—
usually counties—as possible to give beneficiaries a choice of health
plans whenever possible. Other reasons for awarding multiple contracts,
according to AHCCCS, were to provide a backup health plan capacity in
case a plan became financially impaired and to reduce the chance that
one plan in a large service area would emerge as a monopoly, elimi-
nating the framework for future competition among health plans.

AHCCCS's goal of awarding multiple contracts within service areas, how-
ever, limited the effectiveness of competitive bidding. Bidders generally
have an incentive to submit the lowest possible bid because only one
contract will be awarded and they will not get the contract if their bid is
too high. AHCCCS officials pointed out that awarding bids at too low a
price could increase plan failures and cause disruptions to service.

Competitive bidding can also be used to award multiple contracts, but in
order to maintain the incentive to submit the lowest bid, there should be
more bidders than contracts to be awarded. We believe aAHCCCS could
have accomplished its goals of giving beneficiaries a choice of health
plans and adequate backup capacity and still increased competition by
establishing a limit on the number of contracts to be awarded in each
service area.

Most qualified bidders received AHCCCS contracts, however, even when
bid prices varied significantly. ancccs rejected 7 of the 39 technically
qualified bids on the basis of price in 1982-83 and 8 of 41 technically
qualified bids in 1983-84. No technically qualified bidders were rejected
in Arizona’s most populous county (Maricopa), where five or more con-
tracts were awarded each year. According to the AHCCCS director, health
plans had an incentive to submit the lowest bid because they could
increase their share of enrollment by being the low bidder. He said that
most AHCCCS enrollees who did not choose a health plan were assigned to
the lowest priced plan.

2This estimate is explained in detail on p. 20.
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Contract prices varied substantially within the same geographic area.
For example, in the program’s second year, AHCCCS awarded multiple
contracts within 11 counties at different prices for the same beneficiary
category. We found that monthly rates for AFDC beneficiaries varied an
average of almost 12 percent. For the three other federal beneficiary
categories, the average variance ranged from 16 to 29 percent. To give
two examples:

In one county, a plan served ArFDC beneficiaries for a fixed monthly fee
per individual of $71, while a second plan received $49.

In another county, a plan received $246 per month for each enrolled Ss!-
Blind or ssi-Disabled beneficiary, while a second plan received $167.

AHCCCS said that the wide variation in bid prices was due in part to its
awarding contracts during the first 2 program years based on composite
bids rather than individual bid prices. In addition, AHcccs said that the
low bidders in the two counties cited were county health departments
subsidized by the county.

We identified instances where the low bidder was not a county-based
health plan, and a wide variation occurred in eomposite bid prices. For
example, four health plans submitted first-year bids in Pinal County.
Three of the bidding health plans had adequate capacity to serve the
entire county’s Medicaid population. Two of the health plans, Arizona
Family Physicians Independent Practice Association (IpA) and Pinal Gen-
eral Hospital, submitted composite bids of $75.26 and $78.42 per benefi-
ciary per month, respectively. The third plan, Health Care Providers,
submitted substantially higher bids for each category, and had a com-
posite bid of $95.59 per beneficiary per month. AHCCCS awarded con-
tracts to all three bidders.

In another four counties, AHCCCS awarded two contracts when only two
bidders were competing. For example, Arizona Family Physicians sub-
mitted a first-year bid of $45.31 per beneficiary per month to serve the
ssi-Aged population in Yavapai County, while Northern Arizona Family
Health Plan submitted a bid of $101.48 to serve the same beneficiary
population. Both health plans were initially awarded contracts contin-
gent upon their ability to contract with enough providers to adequately
serve the Medicaid population.?

3Arizona Family Physicians IPA's contract was later withdrawn because some physicians serving the
county refused to sign contracts with the health plan.
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By limiting the number of contracts awarded in a service area to the two
lowest qualified bidders, AHcccs could have increased price competition
among health plans by putting them at risk of not getting a contract if
their bid was too high. In instances where there were only two techni-
cally qualified bidders, both bidders were essentially assured of an
AHCCCs contract, and there was less price competition between them. In
such cases, we believe price competition could be increased by (1)
awarding only one contract unless bid prices were comparable or (2)
awarding a second contract if the health plan agrees to provide services
at the level of the lowest priced bid.

Increasing emphasis on price competition could have reduced aHcccs
costs by as much as $2.36 million in the 1982-83 program year. For
instance, we developed an alternate strategy, which generally gave ben-
eficiaries a choice of provider but placed a limit on the number of con-
tracts awarded. Using 1982-83 ancccs enrollment figures and actual
contract prices, by patient category and county, we estimated contract
costs if AHCCCS had used the alternate strategy and compared them to
AHCCCs's actual costs under its own award procedures. Using varying
assumptions of beneficiary enrollment, AHCCCS's potential savings
ranged from about $830,000 to $2.36 miition.

We used the following assumptions in estimating savings under the
alternate strategy:

1. In the six counties with more than two bidders, we awarded contracts
to the two lowest priced bidders only— and assumed either that benefi-
ciaries enrolled to the extent possible in the lowest priced plan or that
half of the beneficiaries would enroll in each of the two lowest priced
health plans.

2. In the four counties with two bidders only, we awarded contracts to
both bidders at the level of the lowest bid. We assumed that the lower
bids were reasonable and viable and that the higher priced bidders
would be willing to participate at the lower bid.

AHCCCS officials disagreed with our assumption that the low bid was rea-
sonable and that other bidders would be willing to participate at that
price. According to AHCCCS, the lower bids were submitted by county-
subsidized health plans, and other bidders would not have been willing
to participate at the county-subsidized bid rate. County-sponsored
health plans, however, submitted bids in only 3 of the 14 service areas;
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Limited Cost and
Utilization Data May
Have Reduced
Competition

only 1 submitted the lowest composite bid price in a service area. Never-
theless, even if the higher priced bidders in the four counties were not
willing to participate at the lower bid, the low bidder had the capacity to
serve the entire hicdicaid population. Only about 6,900 beneficiaries (7.5
percent) would have been affected.

According to the AHcccs director, AHCcCS developed actuarial ranges by
eligibility category and county for the fourth program year to ensure
that plans were not awarded a contract at an unreasonably low or high
price. He said that multiple contracts at a proper price level promote
viable health plans that are true competitors over the long term. Addi-
tional health plans are ready to enter the program during the next con-
tract cycle, the AHCCCS director said.

Another factor that may have limited competition among AHcCCS bidders
was the absence of sufficient local cost or utilization data to help poten-
tial bidders calculate competitive rates.

We have previously reported that the lack of financial and utilization
information can limit competition by inhibiting bidders’ ability to
develop responsiblé contract proposals and by causing some offerors not
to bid because they believe the venture to be too risky.* For example,
our review of prepaid Medicaid insuring agreements® disclosed that sev-
eral states failed to provide sufficient financial and eligibility data that
were necessary for proposal development. In one state, a successful
bidder’s actuary estimated that he underpriced his company’s contract
by 25 to 30 percent because the Medicaid data provided were not repre-
sentative of a month’s experience. In another state, some firms did not
submit proposals because the Medicaid agency did not provide informa-
tion on the number of users or related costs by type of beneficiary.

Although aHcecs re¢ - red bidders to quote a bid price for each benefi-
ciary category baseu on cost and utilization estimates, it did not give
potential bidders data on Arizona’s health care cost or utilization. For

4Medicaid Insurance Contracts—Problems in Procuring, Administering, and Monitoring (HRD-77-106,
Jan. 23, 1978); North Carolina's Medicaid Insurance Agreement, Contracting Procedures Need
Improvement (HRD-76-139, July 1, 1976).

5Under these agreements, the contractor is responsible for paying all valid claims for covered services
received by eligible persons in exchange for a predetermined per capita premium. The contractor is at
risk because, if the costs of paying claims exceed premium payments, the contractor could suffer a
loss.
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Voluntary Price

Reductions Could Have
Been More Effective

the first year’s procurement, AHcccs attempted to obtain data from Ari-
zona's county health systems, which previously served the medically
indigent. After examining data from three county health systems,
AHCCCS’s actuaries determined that reliable local data were not available.
Instead, AHcCCS turned to actuarily determined cost and utilization data
based on other states’ programs.

In the second- and third-year rFps, actual utilization data from the pro-
gram were not provided because AHCCCS was unable to collect reliable
utilization data from all participating health plans. aHcccs officials
pointed out that additional services were added to the program for the
second year and no utilization data were available from the first year.
(See ch. 3.) Bidders were expected to generate financial and utilization
data independently.

The actuarial estimates were equitable for first-year bidders because all
bidders had equal, though limited, knowledge of the costs of delivering
Medicaid services in Arizona. However, bidders in later AHCCCS procure-
ments who had not previously participated in the program were at a
competitive disadvantage due to the lack of local program cost and utili-
zation data. For instance, some of AHCCCS's health plans have partici-
pated in the program during all 3 years, gaining 3 years of AHCCCS
financial and program benefit experience. Compared to these plans, new
bidders for AHCCCS contracts face greater difficulty in preparing contract
proposals.

Because state law precluded direct negotiation with bidding health
plans, AHCCCS attempted to achieve lower priced contracts in the first
and second program years by requesting bidders to voluntarily reduce
their bid prices. Although this action resulted in bid price reductions, its
effectiveness was limited because

original and revised bids were made public, as required by state law;

the risk of not obtaining a contract was too little to encourage maximum
price competition among bidders; and

voluntary price reductions were not sought in eight Arizona counties for
the first program year despite significantly varying bid prices in some of
these counties.

Because first-year bids in six counties and second-year bids in all coun-
ties were considered too high, ancccs asked these bidders to voluntarily
reduce their prices in both years after the original bids had been made
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Review and Approve
Future Contracts

public. AHCCCS sought voluntary price reductions after it was advised by
the state attorney general that state law precluded price negotiation®
between AHCCCS and health plans.

In 1982, bidders in the six counties where voluntary price reductions
were requested lowered their bid prices an average of 6 percent. AHCCCS
estimated that these reductions resulted in savings of $4 million to $5
million. In 1983, voluntary price reductions were requested in all coun-
ties, but resulted in acceptable bid prices in only two counties. Bids in
the other 13 counties were rejected and a new RFP was issued, which
resulted in price reductions.

AHCCCS estimated that the voluntary price reductions saved about $25
million in the second program year. However, this estimate may be over-
stated. According to HCFA's evaluation contractor—SRI International,
Inc.-—second-year bidders, expecting a request for voluntary price
reductions, may have inflated their initial bid prices.

Because most bidders in the six counties where voluntary price reduc-
tions were sought, including those who submitted the low bid, reduced
their prices, AHCCCS might have achieved additional first-year savings by
requesting price reductions in the other eight counties. In particular, we
believe AHCCCS should have requested voluntary price reductions where
bid prices varied widely. For example, Arizona Family Physicians ipA
submitted the low bid ($45.31) for the ssI-Aged population in Yavapai
County. Although Northern Arizona Family Health Plan submitted a bid
($101.48) over twice as high, aHCccs awarded both bidders a contract
without seeking a voluntary price reduction.?

In October 1986, the Congress, through the Omnibus Budget Reconcilia-
tion Act of 1986, required that the Secretary of HHS review and approve
contracts in excess of $100,000 before states award them to entities pro-
viding services to Medicaid beneficiaries on a capitated or risk basis.®
The requirements were made effective on enactment and apply to con-
tracts entered into, renewed, or extended after the end of the 30-day

6Price negotiation, a routine component of federal procurements, would have permitted AHCCCS to
reach agreement on prices through a series of exchanges with bidders.

7Arizona Family Physicians IPA’s contract was later withdrawn for other reasons.

BHHS regulations contained a similar requirement before 1983, but it was eliminated by revisions
spurred by the Office of Management and Budget's regulatory reforms.
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period beginning on enactment. In effect, the act requires that HCFA
review and approve future contracts with AHCCCS health plans.

Although one of AHCCCS’s principal objectives is to demonstrate the cost
effectiveness of competitive bidding for prepaid capitated contracts,
several parts of AHCCCS’s procurement design conflicted with this objec-
tive and may have limited competition. For example, one aspect of the
procurement design was to give beneficiaries a choice of health plans
wherever possible. However, because aAHCCCS awarded more contracts
than necessary to serve the Medicaid population and awarded them at
varying prices, bidders had little risk of not receiving a contract and
little incentive to submit the lowest bid, decreasing the competitiveness
of the procurement. We believe that AHCCCS's costs could have been
reduced and the procurement competition increased by awarding fewer
contracts.

Also, the limited local cost and utilization data increased bidders’ risks.
Finally, because Arizona statutes prohibited direct negotiation with bid-
ders, aHCCCS had to substitute a voluntary price reduction method after
publicizing bids, which may have resulted in less competition because
initial bid prices were known to all bidders.
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ihiilization Data Unavailable to
tvatuate AHCCCS

Collecting Utilization
Data

UCFA needs utilization data—information on medical services provided
o AHCCCS beneficiaries—to assess whether aAHCCCS is effective in con-
taining health care costs, a major program goal. Because complete and
accurate utilization data were not available, HCFA could not evaluate the
effectiveness of AHCCCS's cost containment features of competitive bid-
ding, prepaid capitation payments, gatekeeping, and copayments over
its first 3 years. By the program'’s third year, HCFA and AHCccs had begun
several initiatives to collect needed dat. ir the future.

AHCCCS has had difficulties in collecting  lization data from the pro-
gram’s inception. In September 1983, : » after the program began,
the state reported that two of the larges. .. 72id health plans, treating
65 percent of AHccCs's enrollees, had not :ul .itted any utilization data,
AHCCCS estimated that as of July 1983, only 13 percent of the expected
statewide services had been reported. Although aHcccs reported signifi-
cant progress in collecting utilization data during the second year of the
program, there were continuing problems with the quality of the data
submitted.

In April 1984, HCFA reported on the problems in obtaining utilization
data, estimating that only one-third of the needed data had been
processed by AHCCCS. HCFA advised the state that it would not approve
the third year of AHCCCS unless the state produced complete and accu-
rate utilization data before June 30, 1984. However, we testified in June
1984 that, according to a HCFa official, the accuracy and completeness of
utilization data the state submitted to HCFA in response to the April
request would be difficult to verify until the state analyzed provider
information systems to determine how the providers count and record
the particular data.!

Subsequently, HCFA and AHCCCS took several steps to improve the
reporting of utilization data. As a condition for approval of AHCCCS's
third program year (Oct. 1984-Sept. 1985), HCFA required AHCCCS to QD)
analyze the integrity of contracting health plans’ utilization data sys-
tems, (2) analyze the accuracy and completeness of data already sub-
mitted, (3) recommend changes to assure quality data in the future, (4)
provide technical assistance to the plans to assure that required changes
were implemented and tested before October 1984, and (5) monitor the
accuracy, completeness, and timeliness of the data submitted.

IStatement of Michael Zimmerman, Associate Director, Human Resources Division, June 15, 1984,
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In response, AHCCCS devoted increased efforts toward utilization data
collection in its third year. Specifically, AHCcCS (1) contracted with a pri-
vate firm to assess AHcccs health plans’ utilization data systems and the
reliability of the data they submitted, (2) established timeliness criteria
for data submissions, and (3) established and levied penalties for failure
to submit timely or accurate data.

AHCCCS's actions have resulted in increased utilization data submissions
and in utilization data being received from all health plans. However,
the accuracy and completeness of data submissions were questionable.
Summaries of monthly utilization data submissions showed that the
volume of services reported has fluctuated considerably. For example,
¢ne AHCCCS plan reported about 69,000 services in February 1985, but
almost 190,000 the next month. Another plan reported 7,400 services in
December 1984 but only 120 the following month. AHcccs officials said
there is less fluctuation in the number of services by date of service than
date of submission. This supports our view that data submissions were
sporadic.

By April 1985, HCFa had concluded that an adequate evaluation of the
program’s first 3 years could not be conducted because of problems
experienced in implermenting the demonstration project and the lack of
financial and utilization data. HCFA also noted that the lack of utilization
data had made it impaossible to tell if the cost containment features of
the AHCCCS program—competitive bidding, prepaid capitation payments,
gatekeeping, and copayments—were working effectively. The actions
taken by the state resulted in utilization data being received fiom all
AHCCCS plans, but in HCFA's opinion, significant problems still existed.
HCFA said that not all of the plans had corrected deficiencies in their
utilization data reporting systems and that plans still needed training in
order to report their data completely and correctly.

In June 1985, when granting funding for the AHCCCS demonstration pro-
ject to continue for another year, HCFA imposed several additional
requirements on AHcces to help assure more successful ntiiization data
collection. HCFA required AHCCCS to develop a methodology to assess utili-
zation data received from the health plans on an ongoing basis. First,
AHcces will determine whether a health plan’s data submissions are 20
percent below the expected level. If so, AHCCCS is to review a statistically
valid sample of the health plan’s medical records. If the health plan
underreported more than 10 percent of medical services, financial penal-
ties are to be imposed on the plan. AHCCCS was also to commiit at least six
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Improved Oversight
Should Alleviate Data
Collection Problems

full-time staff to the utilization data collection efforts and was required
to submit monthly reports on progress made in collecting t’ .. data.

Problems in obtaining complete utilization data during the program’s
first 3 years stemmed from three major weaknesses in AHCCCS's over-
sight of the health plans. Specifically, AHcCCS did not,

establish specific data submission requirements and assess health plans’
capability to provide accurate and complete data before awarding
contracts,

provide sufficient technical assistance to health plans, and

establish and use penalty provisions for noncompliance with the submis-
sion requirements.

AHCCCS has made significant improvements in each of these areas to col-
lect reliable and consistent utilization data.

AHCCCS’s Procurement
Process Did Not Ensure
That Health Plans Could
Produce Adequate Data

During its health plan procurements in 1982 and 1983, ancccs did not
thoroughly analyze bidding health plans’ ability to generate utilization
data and submit them to the state in a usable format. Although AHcccs
initially defined the type of data that would be required, it did not
develop technical standards on which the bidders’ proposals would be
evaluated.

In neither the 1982 nor the 1983 pro.urement did AHCCCS give bidders
explicit minimum standards necessary for the plans to develop manage-
ment information systems that could generate utilization data. AHCCCS's
procurement materials defined an adequate information system as one
that would meet contractors’ needs to manage the risk and responsi-
bility associated with AHCCCS participation and to meet AHCCCS's
reporting requirements. However, AHCCCS did not include minimum tech-
nical requirements, provide information on how the data should be
formatted, or state how frequently they werz to be submitted.

AHccCS did not report, during preaward site visits conducted in the first
year, whether health plans w