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Executive Summary
No. 48 of theActs of 201XAct 48)required that the Joint Fiscal Office (JFO) and the Department of

Banking, |l nsur ance, Securities and edtimateloftithe Car e Ad
costs of Vermont'’'s current h efalkefoimedcheatthecarssyssteme m ¢ om
upon implementation of Green Mountain Care and the additional provisions of this"act The autho

interpreted this language to include policy changes that could occur as a result of processes established
in Act 48, not jst the direct impact of the act on spending.

Many of the estimates will be refined and updated as additional data become available and several
focused reports called for in Act 48 are released. While this report addresses the financial
consequences, fimes are only one facet of reform. Ultimately, accomplishments will be measured
against several standards, including the health of the population, satisfaction of both providers and
patients, and the financial sustainability of the system.

The analysisdicates that without reform, Vermont health care spending will more than double from
2009 to 2019, from $4.7 billion to $10 billio@ur estimate, based on national trenddicate that

average growthin Vermont will be about% a year However, we coclude that it is possible to reduce
this rate of growth through a wide range of policy initiatives. The actual savings will be determined by
decisions yet to be made by the Green Mountain Care Boardsteeutive Branghand theGeneral
Assemblyas wel as the impact of national initiatives and policy changesuding the amount of

federal financial support that we can anticipate.

Savings will be dependent upon the types andogcof costcontainment measures that are
implemented, such as regulatippayment reformor deliverysystemchanges Systenwide savings
that result from reductions in provider costs.g.,simplified administration) will also be affected by the
mechanism by which those cost reductions are passed on to payers.

If action & taken in each area of potential savings discussed in this report, savings will begin in 2014 and
rise rapidly for the neixseveral years. In 202€avings are estimated to range fré853 million (5.%6)

to $1.8 hillion (18.36 of total spending)The teble below shows estimated lovand highrange savings

in each category discussed in this report.

In order to achieve these savingsibstantial investments will be needed. While total investments
including projects already under wagquldbe higher, m this report, we estimatehe portion ofthose
investmentsattributable to Act 480 befrom $50to $150 million

Themayjorgoal of this report is to establish an analytical approach with which we can identify costs and
savings in the future as information becomes available and decisions are mhdeeport relies on a
modelthat we hope will continue to be used in refordiscussions. As part of the ongouhgvelopment
process, we will

1 Refine ouw estimates of savings in selected areas

1 Narrow the range of uncertainty around savings estimates

1 Split total expenditures into sources of funds, starting with identificatioredéfal dollars

In addition, we hope that this report will inform subsequent reform discussions by providing a range of
background materials and establishing an approach for future analyses.



Achieving savings in health care spending is a difficult prodegbis context, success is measured as
reduction in the rate of growth-achieving absolute savings (spending less thdhe prior year) is
extremely unlikely.

In order to reduce the rate of growth in health care spending, difficult decisions neustaldle. Both
the size and timing of savings are dependent on those decislbissourhope that this reporandthe
model upon which it is based will provide decisioakers witha useful frameworlas they work to
reform Vermont's health care system.

The tabledbelow summarize the findingsihti s r epor t . Eettimatetl gpandimglinithe e ” i s
absence of state pmy changesThe t wo ot her tables reflect the ran
table shows savings and spending using our rnosservative assumptions about savings and our-high

end estimate of investments required. The “High”
and the low end of our estimate of investments required. Each table includes percent savings from the
baseline for that year.

Summary of Report Findings

$Millions 2014 2015 2016 2017 2018 2019 2020
Projected Baseline $6,471 $6,939 $7,469 $8,015 $8,601 $9,278  $10,029
Trend 7.2% 7.6% 7.3% 7.3% 7.9% 8.1%
Low

Payer Administration $0 ($8) ($9) ($31) ($59) ($90) $0
Provider Administration $0 ($27) ($31) ($27) ($30) ($45) $0
Fraud Reduction ($12) ($13) ($15) ($17) ($20) $0 $0
Clinical Reforms ($0) ($1) ($35) ($58) ($150) ($316) ($553)
Investments $15 $30 $60 $30 $15 $0 $0
Total Savings $3 ($19) ($30) ($103) ($244) ($451) ($553)
Percent Savings 0.0% -0.3% -0.4% -1.3% -2.8% -4.9% -5.5%
Projected Spending $6,474 $6,920 $7,439 $7,912 $8,356 $8,828 $9,476
Trend 6.9% 7.5% 6.4% 5.6% 5.6% 7.3%
High

Payer Administration $0 ($13) ($15) ($52) ($99) ($149) $0
Provider Administration $0 ($54) ($62) ($53) ($60) ($90) $0
Fraud Reduction ($32) ($37) ($43) ($48) ($55) $0 $0
Clinical Reforms ($0) ($49) ($208) ($430) ($764)  ($1,240) ($1,834)
Investments $5 $10 $20 $10 $5 $0 $0
Total Savings ($27) ($143) ($307) ($573) ($973)  ($1,480) ($1,834)
Percent Savings 0.0% -2.1% -4.1% -7.2% -11.3% -16.0% -18.3%
Projected Spending $6,443 $6,797 $7,162 $7,442 $7,628 $7,798 $8,195
Trend 5.5% 5.4% 3.9% 2.5% 2.2% 5.1%

Note: figures may not sum to totals due to rounding



Introduction
This reprt has several purposes. Most importantiydevelops cost and savings estimagesrequired
by No.48 of the Acts 0R2011(Act 48)

Sec. 14COST ESTIMATES; MEETINGS

(a) No later than April 21, 2011, the legislative joint fiscal office and the department of banking, insurance,

securities, and health care administration shall provide to the house committee on health care and the senate

committee on health and wel fare an initial, dr aft esti mate of
compared to the costs of a reformed health care system upon implementation of Green Mountain Care and the

additional provisions of this act. To the emtgossible, the estimates shall be based on the department of

banking, insurance, securities, and health care administr
available in the multpayer database established in 18 V.S.A. § 9410.

(b) The legislatie joint fiscal office and the department of banking, insurance, securities, and health care
administration shall report their final estimates of the costs described in subsection (a) of this section to the
committees of jurisdiction no later than Novemhbkr2011.

In order to meet thatrequirement the report is built around a series of estimates, including a new
baseline (projected Vermont spending in the absence of state policy changes) and estimates for several
different opportunities for savingsSeethe Appendix1 for a discussion of the model upon which these
estimates are based.

In addition, we hope tht this report will inform subsequent reform discussions by providing a range of
background materials and establishiag approactor future anayses.

The report is organized into two major sections. The first addresses health care spending, including
historical patterns (both Vermont and national) and projections for future spending, prior to the effects
of Ver mont ' s Thisedctm also inelddds a didcussion of the drivers of health care
spending-the multiple factors that result in spending growth in excess of broader income and
economic growth.The modeis built on this base.

The second section looks at savirghe consequaces of different policy choices that Vermont must
make as it reforms its health care system. There are many different tools which may affect the growth
in health care spending. Each operates differently and has different consequences. These must be
understood as part of the policy development process.

It is important to understand that projection of health care spending and estimation of savings are
inexact sciences. Many of the factors that must be considered in the projection process, such as the
broader economy, are difficult to project individually. Interactions among these factors add to the
complexity.

All estimates in this report are based on the best available information and methodologies, but will still
have a sbstantial margin of errorThe Vermont Department of Banking, Insurance, Securities and
Health Care Administration (BISHCA) has been preparing both estimates of current spending (upon
which the analyses in this report are based) and projections aféuspending As part ofts most

recent projection report, it looked back at how accurate jpsojections had been in prior years.

Accuracy has been good, withraimum errors of plus or minus fiy@rcent, butthe Expenditure

! http://www.bishca.state.vt.us/sites/default/files/200E AlnForecastFinal.pdf
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Analysigrojectionsare for three years and projections in this report are for ten, so errors may be
larger.

Savings can be more difficult to project because, in addition to the difficulties in estimating current
spending (e.ghow much are providers currently spending thie claims process), not a@urrent
activities will change (claims may still need to be sent teddtgtate payers), savings are influenced by
whichcosts are fixed, angavings may be partially offsby both investment costs and behavioral
changes.

In recognition of the uncertainty that is a part of the estimation process, savings figures in this report
are presented as a range.

For example, different studies have identified different costs to provigedealing with multiple

insurance companggand public payers. While some studies have compared those costs to costs faced

by providers in other countries with true singbayer systems, provider costs in singkeyer
environments wil/ not be the samearersmedtsystersTeis t hat p
isdue toremainingsystemcomplexities that aréess significanin other countries

Estimates in this report are based bistorical Vermont and U.S. datagalth policy literatureand
discussions with Vermont providers and payers.

The Hsiao Report

Whileindependent estimates have been developed for this repibtias been influenced by the work of
ProfessoWilliamHsiao and his teamThe Hsiao repoft delivered in Febrary 2011, projected that by
2024, the state could reduce its health care spending by up to 25 percent from what would have been
spent in the absence of state health care reform (but counting the impacts of federal reform).

This report relies on more recent BIGA expenditure data and on the most recent national health
spending growth estimates from the Centers for Medicare and Medicaid Services, adjusted to reflect
historical differeres between the state and the Unit&htes.

The Hsiao report also includedproposal for financingealth care coverage for all Vermontewghich is
outside the scope of this reporin Act 48, the Secretary of Administration was charged by the
legislature with developing a financing proposal, to be reported in January 2013.

% http://www.leg.state.vt.us/JFO/healthcare/ FINAL%20REPORT%20Hsiao%20Final%20Report%20
%2017%20February%202011_3.pdf



Spending

A Note about Costs

Use of the term “costs” in health care policy
costs from a payer’s view are revenues from a
such things as salaries, equipment, suppkeel insurance. In this report, we will use the term costs to
refer to provider costs. Spending or expenditures will refer to money paid to provmtecareor to
third-party payerqpremiumg. While these may not be the definitions used in ongoindgyol

discussions, it is essential to agree on some set of consistent terms.

Drivers of Health Care Spending

In order to develop tools to control the growth of health care spending, it is necessary to first
understand the drivers of that growth. Basic eoonics tells us that spending is always the product of
two factors—the quantity of goods or services purchased and the price paid for each. In health care,
there are several different factors that drive changes in price and especially in quantityxaraple,

the quantity of health care services used by a population can be influenced by the health of the
population (prevalence and severity of diseasa®) by differences in the ways those diseases are
treated.

It is important to distinguish between foes that increas health care spending and polisithat change
how the needed reenue is raised. For example, when public payers (Medicare and Medicaid) reduce
the prices that they pay providers, that reduction in revenue is often offset by provideratbable to
demand higher prices from other payerdighdeductible health plans primarily shift costs from

insurers to beneficiaries, although to the extent that they reduce utilization, #iggreduce aggregate
spending.

While this sectiordiscusse the drivers of health care costs, it does not try to indicate the relative
magnitude of the influence of each. Other than populatipawth, which has a fairly small effect,
especially in Vermofitit is difficult to allocate relative importance to specific drivers.

Population

Population affects health care in two ways. The first is simply population growth. All other things held
the same the number of services used will increasea population growsr more people have

coverage This is true whether the growthasfunction of broad forces such aatural increase or
migration,a consequence of a change in program eligibdityin the case of the Medicare program, the
aging d the population

The second population effect is demographic. Age is one of the most reliable predictoedtbfdaee
utilization, so as a population ages (e @verage age increases, proportion of seniors increates)
number of health services #t it useswill increase.This effect is independent of the growth in the
number of people covered.

|)From 2000 to 2010, Ver monOt3%peryearpul ati on grew at | ess
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Utilization - Disease

There is a close relationship between disease and health care spending. The simplest way to structure

the relationship is that inerasing prevalence of disease leadsrtcreased utilization of serviced his

may be a result of an increase in the true prevalence of the disease in a population or an increase in the
rate at which the di sease i s fiedthangaprodeefithe increasdéen Tho
in the rate of diagnosed disease in increased health care spehding

Increase in the prevalence of disease may be a consequence of demographic change (as a population
ages, ageelated disease increases), behaviarahnge (e.grates of smoking or obesity), or the advent
of new diseases, such as AIDS.

An increase in the rate of diagnosis, as opposed to rate of prevalence, can happen as a result of a new
screening program or the introduction of a new diagnostial to

Anotherdiseasebased effect is the severity of illness. Anything that reduces severity at time of
treatment will reduce spending. For example, many infectious diseases are less expensive to treat when
identified early in the disease process, andamunore expensive to treat when treatment is delayed.

The finaldiseasb ased ef f ect ithe pforessdy whiahlnonededl ¢omditidns are
reclassifiedas being disease®©nce conditions are defined as diseases, they are often covered by
private insurance and public programs.

Utilization - Treatment

At a given level of disease prevalence, how those diseases are treated also affects utiliaéierare
many ways that treatment can affect utilizatioMhe first is increasing capabilitytreat, usually in the
form of new technology. This driver includes both introduction of treatments for diseases that had no
treatment previously and new, more effective (apdssiblymore expensive) treatments that replace
older treatments. Some resezhers, David Cutler among them, attribute much of the growth in health
care spending to increasing capabflity

The secondreatment driver is found ithe relationship between available resourcasd utilization.

Numerous studies, including the workdithn Wennberg and Elliot Fishbave identified a close

correlation between the level of resources available and health care spending. This is the justification

for regulation of capital i nvest me Notethatsamyc h as Ver
health care system regls some capacity above its dmyday utilization in case of an event such as an

epidemic.

The third driver in this category is quality of care. Both overuse (treatments whose benefits are
outweighed by their risks) angdisuse (medical errors) lead to increased medical spendihg.financia
consequences of underuse (ngse of treatments with would benefit the patient) armore difficult to
predict, because additional spending in the short run will often produce saimnttpe long run.For

4Thorpe KT, FIl orence CS, Howard DH, Joski P “The Rising
Ef fects On Private Health Insurance Spending” Health A
® Cutler DM, Your Money or Your Life, Oxford University Press, 2004

® Fisher ESVennberg JE e tAssadiations afhong hospital capacity, utilization, and mortality of US Medicare
beneficiaries, controlling for sociodemographic factoidealth SericesRegarch,2000 Feb;34(6):135@2.
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example, greater use of examations and tests to monitor the progress of diabetes can reduce the
number of expensive complications in the future.

A fourth driver is patienexpectation andlemand. This may be a consequence ofgrds having better
information or of effective advertising (not necessarily different things). The role of patient demand is
also a consequence of third party payment. By reducing or eliminating the financial consequences of
care choices, patients majnooseto use more care than they would if they were paying directly for
care. As mentioned above, increased use of carhaveboth positiveand negativeeffects on patient
health.

The fifth treatmentrelated driver is medical uncertainty. In mangtences, the best treatment
(however that is defined) is not certain. Uncertainty may lead to increased use of services (and
spending) in the belief that the ser vaduldasemay I
be provided wherver

1 The likelihood of harm is small

9 The possible beni$ outweigh the possible risks

1 The posdile benefits outweigh the costs

The final treatmentrelated driver is defensive medicine. In response to a fear of lawsuits, practitioners
maychooseto provide or order additional services.

Prices

As withtreatments, there are several drivers associated with price (the cost to treat). The first of these
is inflation. As elsewherén the economy, prices for medical care are subject to inflatiormeSaof the

inputs to the health care processuch afuel and electricity, grow at the general inflation rate, while
others, such as medical equipment, may grow faster.

The second factor, somewhat related to inflation, is workforce shortage. Genéueslgh care salaries

would be expected to rise at a similar rate to salaries in other sectors, but for classes of employees
where there is a shortage, such as nurses or medical technicians, salaries will rise faster than the overall
rate of wage growth.

Third, pices are also driven in part by reimbursement policies. Providesgyravitate to services that
have a higher margin. Most reimbursement systems pay relatively more for interventions, especially
those that require expensive equipment, than theéo for basic care.

The fourth factoiis one of the more contoversial areas of discussiehow market forces (or their lack)
affect health care spending. One position is that a lack of competition permits unfettered price
increases. Others believeahcompetition leads to redundancy and excess capacity (which as discussed
above, leads to higher utilization).

Closely related to the role of markets is the role of price regulation. Some statss$ notably
Maryland,regulate pricegightly, usuallym the hospital sector, while others regulate atn@re global
level (e.gVer mont’' s hospital budget process). Many

mpr

st
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The final factor in pricing is the cost of malpractice insurameewithany other cost bdoing business,
providers must recover the cost oféir coverage through the prices that they chasgewhentheir
malpracticepremiums rise, so do prices
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Background z Current Health Care Spending in Vermont, the U nited Sates,
and Selected Countries

One way

t o

understand
be at a pointintimed . g . ,

Ver mont ' s

often more valuable to make these comsns across time.

heal t h

care spend

how do eapitagpemdimgpconpars to |P.8. spending?), but it is

Whilethesecomparisons can be valuable, they should be made cautio@tgn, comparison of

changes over time can be more reliable than comparisons at a single point in time. For example, due to
differences in definitions and methotbgy, estimates of Vermont health spending donehy federal

Centers for Medicare and Medicaid ServideM@ for a specific yeatan differ from those done by

BISHCA. However, changes over time can be more readily compared because both organ@aations h
used consistent methodologies over time.

Concern about growth in health care spending has a long history both nationally and in Vermont. In

1976, Trustee
ati t s

a

journal for

hospital

By 2009, that figure had more than doubled, to@%.

governing

boar ds,

[ lin 1976, Hedlth care expenditures (NB#&)counted for about 8.6% of the &leconomy.

In Vermont, health care spending (using a slightly different definition) accountgastoover10% of the
state economy in 1992. In 2009, health care spending was estimated to represent over 19%.

1965 1992 2009
United States 5.8% 13.5% 17.6%
Vermont Not available 10.4% 19.1%

A number of different factors contribute to the growth of heattare spending including technological

advances, changes in how medicine is practiced, and changes in demographics (an aging population).
While different studies emphasize different factors, there is no question that health care is consuming a
greater andgreater share of state and US economies.

In this report, we will use consumption spending unless otherwise indicated. This is dameble us
to makethe most accurateomparisondetween \érmont and the UniteBates.

United States

National estimats of health care spending have a long history. The Centers for Medicare and Medicaid
Services, CMS, and its predecessor organization, the Health Care Financing Administration, HCFA, have

been i ssui

ng est.

"Trustee 1976 Oct;29(10):36.
® The federal government measures health care spending three different ways. Personal Health Care (PHC) just
includes direct payments for health care goods and services. Health Care Consumption (HCC) adds administrative
costs and spending on public health activities. National Health Expenditures (NHE) is the most comprehensive
measure, adding construction andsearch. While NHE is the magpioted number, HCC is most comparable to

BI SHCA’ s

mat es

since

Expendi t uavedesthmataslmeasursPHC. CMS
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http://www.ncbi.nlm.nih.gov/pubmed/829372

In 1965, totd national health expenditureNHE)wvere $41.9 billion and health consumption
expenditures (excluding investments and research) were $37.1 billion. -feartyears later, in 2009,
NHE wereb2.49trillion and onsumption expenses were $2.33lton. Forboth statistics, spendg has
increased roughly sixtyld. In contrast, the US GDP lggewn slightly less than twenfigid in the same
time period.

Figure 1- Total spending 1962009
National Health Care Consumption Spending, 198%9
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The average annual increase in NHE during this period has beentfoWver, that rate has not been
constant. Thee has been quite a bit of ye#o-year variability, but there has also been a ldegn
slowing in the rate of increase, from 11.5% per year during the period-19856 to 6% during the most
recent 10 years.

Figure 2¢ Change from prior year, 1968009

Change in U.S. Health Care Consumption Spending
from Prior Year, 199&009
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Part of the increase in total spending is attributable to population growth. We can remove this factor by
looking at the growth irper capita(per person) spending over time.

Figure 3- Per capitaspending 196%; 2009
U.S. Health Care Consumption Per Capita, 19689

$9,000
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$1,000 —’/
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Another factor that contributes to growth in health spending is general inflation. If we remove this
effect, we can |l ook at the growth in health spend

in excess of inflationAs can be seen below, general inflation is a significant factor in health care
spending growth, but growth rates of 3 to 4% above inflation are typical.
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Figure 4¢ Change in per capita spending from prior year, adjusted for inflation, 12609

Change in U.S. Health Care Consumption Spending from Prior Yeatr,
Crude and InflatiorAdjusted, 19662009
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Findly, how might historical patterns play out in the future? Figure 5 shows historical and projected
changesin total health care consumption spending. Figures from 2010 on are projections. Note that
these projections incorporate estimates of the impatfederal reform. The jump in 2014 reflects the
implementation of federal reforms, especially the insurance mandatéch requires all Americans to
have coverage
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Figure 5¢ Change from prior year, actual and projected, 198620

Change in U.S. Health Care Consumption Spending from Prior Year,
Actual and Projected, 1968020
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A different way ofooking at the growth in health care spending is to examine changes in its share of the

US Gross Domestic Product over ti me.

Thi

S

anal ys

to support health care spending. For example, if the economywdsoée was growing at the same rate
as health care spending, the impact of health spending would be very different from a situation where
health care spending is growing much faster than the economy. This is because as health takes a larger

share of the eonomy, other goods and services are at increased risk of being squeezed out.

Note that during times of strong economic growth, the percentage stays fairly constant, while in times

of weaker growth, such as the recent recession, the percentage jumpslgharp
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Figure 6- As a percent of GDP, 19&909
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Vermont and the United States

While national estimates have a long history, sthteel estimates first became available for the early

1990s. CMS has issued state estimates for the period-2004. The Vermont Department of Banking,
Insurance, Securities and Health Care AdministnaBISHCA) produced its first annual estimates for

Ver mont for 1992. Bl SHCA’ s most recent estimates

There are some methodological differences between these two sets of estimates, but the most
important difference is that the CMS state iesates are for personal health care spending, while the
BISHCA estimates include payer administration and public health spending (sé&cabotes).

Although estimates diffeslightlyfor individual years, both sets of estimates have been done

consistenty over time, and the difference between them has also been quite consistent, so use of either
set for measuring growth is appropriate. In the comparisons below, we use BISHCA figures compared to
national estimates for Health Care Consumption.

The rate ofannual growth for both Vermont and.B health spending increased each year from the

early 1990s onward, peaking in 2002 or 2003. Growth rates declined for both VT anuitdeeSthtes

until 2008. Ver mont ' s gr owtO0l9, whdetthe natiomat grosvth saeed s | i g
continued to decline.

Figure 7¢ Changen Spendingrom Prior Year, Vermont anthe U.S, 19932009
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Al t hough the patterns were similar, Vermont’'s gro
the U.S rate (average difference over this period was 1886 capita and 1.4% total spendiig As a

result, Vermont has gone from being a relatively {spending state to one of the highest over 16 years.

In 1991, Vermorit s -cppita spending was about 88% aBUspending, ranking #among the states.

In 2004, Vermorit spending was almost 115% of UsBending ranking &'

There are a number of different theories as to why this is, including state efforts to reduce the number
of uninsured a population wiich is much more heavily concentrated in the 50 to 65 age group than the
U.S populationand an expanding definition of medical necessity as reflected in insurance mandates and
Medicaid benefits Regardless of the reasons, health care spending in Velisdeing at rapid rate

even in comparison with thenited Sates.

°The |l ower difference in total spending is attributabl e
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International Comparisons
Most other countries finance and regulate health care differently from thddd Sates. It can be
instructive to compare their experiences withosethe United Sates.

The Organization for Economic-Gperation and Development (OECD) collects a wide range of
information from its member nations, including many on health care spending. They make international
comparisons two ways. The first is healtlesging as a percent of GDP. The second is per capita health
spending, standardized to the &dollar using a technique called purchasing power parity (PPP). PPP is
a technigue to adjust the values of different currencies so that a standard basket dé god services

will cost the same in each country being compat®d.

Per capita spending figures for 58 OECD countries were available for 2008. These ranged from $818 in
Turkey to $7,538 in thehited Sates. Figure 8, below, shows the distribution.

Figure 8¢ PerCapita Health Care Spending,ESC.D. Countries, 2008
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One way to exple the difference between the Unite®atesand other countries is to look at
differences across time. This will allow us to separate rate of growth from initial spdadeis. In
other words, des the difference between the Unitefiatesand other countries result from different
starting points, but similar rates of growth or does it refléatter spending growth in the Unitefiates.

% Eor additonal information on PPP, ségtp://www.oecd.org/dataoecd/18/46/47359870.pdf
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In order to make this comparisowge can focus on countries with similar economies, but very different
financing and regulatory structures, including Germany and Switzerland, which haveppivalte
financing systems that are not all that different from thaitéd Sates, but have a ver differentand

more comprehensiveegulatory structure, and Canada and Great Britain, which use vanaatsingle

payer model.

Figure 9 Bows the percentage of U.S. peapitahealth care spendinfpr each country in 1970, 1980,
1990, 2000, and 20048f the difference in spending levels in 2008 were attributable only to differences
in starting point, the percentages would not change. As can be seen, in Canada, Germany, and
Switzerlandthe percentages have declined substantially over time, indicating that growth is slower i
those countries than in the Unite®ates.

Interestingly, while it is the lowestpending of the five countries, the Unitedkhgd om’ s

percent a

United Stategper-capita spending has stayed fairly stable across time. In part, this reflects major

investments that the UK made in its system in the 1990s and 2000s.

Figure 9¢ Percent of US PerCapita Health Care gendingby Country, Selectedears
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The mosimportant conclusion that we can draw from international comparisons is that while other
countries have not been able to reduce their rates of growth much more effectively thannitedU
Sateshas, small differences in growth rate, when compounded d&eor 20 years, can produce large
differences in spendingDespite the higher rate of growth in.&spending, there is no evidence that,
measured broadly, care is better in thaitéd Satesthan in other countries.

" Hussey PS, Anderson GF ettéw Does The Quality Of Care Compare In Five Courlttessth
Affairs 23(3) 2004
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Baseline Spending Projections z Vermont

Methodology
Projections of health care spending require two types of informatianstarting pant (how much is
being spent noywand a growth rate or trend (how $awill spending grow over time

Since 1992, BISHCA has been producingan ahriial pe ndi t 4 r"e whniaclhy spirsovi des e
health care spending by type of camd.,hospitals, physicians, prescription drugs) and source of

payment €.g.,Medicare, Medicaid, private insurance). These estimates are done on two differerst base
-“Resident” (all care received by Vermonters, reg:
care in Vermont, regardless of where the patient lives). All estimatessmeport are based on 2009
Residenfigures the most recent data avaltée.

We explored several different options for trend. These included
1 Using the same estimates as were used in the Hsiao report
1 UsingexistingBISHCA projections
1 Developing our own estimated trends
1 Adustingfederal estimated trends

We ultimately chosed adust federal trends. The figures in the Hsiao report were national, not
Vermontspecific. Historically, BISHCA has created thies projections while this report needed a
longer time horizon. The cost and complexity of developing our own figuoasscratchwould be
prohibitive.

The federal Centers for Medicare and Medicaid Services (CMS) and its predecessor, the Health Care
Financing Administration (HCEBave a long history of producing national estimates of current
spending and projections girowth. CMS uses a sophisticated methodology tues beyond history to
indudefactors such ashanges ilemographics and thgeneraleconomy.

However, we needed to explore the question of how applicable Gid®th rates are to Vermont. As
discussedibove, his was done by comparing historical Vermont (using the Expenditure Analysis) and
U.S. growth. Whilehere were differences in singleear growth, the pattern over time was remarkably
consistent. The annual rate of growth in total Vermont spegdias been 1.4% higher than U.S.
spending.

In creating Vermonspecific trends, w altered this relationship in one year, 2014. Federal projections

for that year are substantially higher than in the years prior to and after that date. The main cause of

that spike is the eligibility expansion included in federal health care reform. We believe that while

expansion will have some impact in Vermont, it is likely to be much smaller than what is projected
nationally because Ve rlmbbaé¢xpaadedbeydrid etetisdalreadyi gi bi | ity
covered:®

12 http:/www.bishca.state.vt.us/healtkcare/hospitalshealth-carepractitioners/healthcare-expenditureanalysis
reports

3 Currently, there is a wide range of Medicaid eligibility levels among states. {hathef the statesgligibility for
low-income parents is limited to families with incomes lower than 65%, and in most states)dome adults
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Using the BISHCA data as the base and the modified CMS toeriewth, Vermont resident health
spending wilmore than double in 11 yearpm $4.7 billion in 2009 to $10billion in 2020.

Figure 10c Actual and Projected Vermont Health Care Spending ($millions)
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without children are never eligible for Medicaid
(http://www.statehealthfacts.org/comparereport.jsp?rep=54&catr4After reform, @eryone under 133% of
poverty will be eligible. Currently in Vermont, childless adults below 150% of poverty are eligible for Medicaid
(depending on why they are uninsured) and eligibility for parents is capped at 185%.
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Figure 11¢ Comparison of Growth Rates, US and Vermont, 12830
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These figures are somewhat different from those in the Hsiao report for several reasons. First, the Hsiao
report preented all spending figures in constant dollars (adjusted for inflation). Figures in this report

are not adjusted for inflation. Second, the Hsiao report used 2008 Expenditure Analysis figures for its
base. Subsequent to the release of the Hsiao re@I8HCA updated those 2008 figures and released
estimates for 2009. This report uses 2009 as its base. Third, the Hsiao report used an assumption of 6%
annualper-capitaspending growth{5.5% in 2014 and 2015), while this report follows CMS projections

which vary from year to year.

Through 2013, estimates of total state spending in the Hsiao report are about 5% higher than those used
in this report. Starting in 2014, the difference decreases. 2018 estimates in the two reports are nearly

identical.

I”019 and 2020, estimates in the Hsiao report are 1% to 2% lower.
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Figure 12; Comparison of Projected Health Care Spending
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Savings

Introduction

Act 48 requires that the Joint Fiscal Office and the Department of Banking, Insurance, Securities and

Heal th Care Administration prepare an “estimate o
compared to the costs of a reformed health care systgpon implementation of Green Mountain Care

and the additional provisions of this act =" I n t
to look at both the savingdirectly attributable to Act 48 and also, in order to make this reportuasful

as possible, to look at savings that could occur as a result of processes set in place by Act 48.

For exampe, while Act 48 assigns the responsibility for setting payment rates for health care
professionalsi8 V.S.A8 9376)to the Green Mountai Care Boardt does notestablish the method by
whichrates should be set nor set a goal for savings. In this report, we attempt to estimate the range of
savings that could be achieved through payment reform (as part of clinical reform), based ohlavaila
literature.

The Hsiao report included estimated savings from refortmefmedical liability system. Act 48 requires
the administration to submit a proposal to the legislature to address malpractice costs, but does not
specify any actions, so estineatin this area have not been included in this report.

Estimating savings always requires @%heanswettdhi nk ab
this question will have a major influence on theesof savings. In this repohioth the baséine to which
we are comparing and the savings themselaesestimated. In future years, we will be able to
compare actual spending with the baseline in order to measures#ivings that have been achieved,
recognizing that ifferences between the baseak and actual spending can come from three different
sources.

9 Projectioninaccuraciegdifferences betweenvhat wasprojected and what would have actually

happened in the absence of refojm
1 The impact of policy changes
1 Exogenous factors (influences oththan specific policy initiatives)

While estimation of future baseline spending is challenging, estimation of savings under different reform
scenarios is even more difficult. One of the key is$oiepolicymakers and othelis understanding how
savings Wl occur—as a reduction in base or as a reduction in trer@ne way to think about the

difference is ® consider aavings account. A change in bas&nslar toa deposit or withdrawabvhile

a change in trend is similar getting a diffeent interest rate. Achange in base has a oAgme impact

while a change in trendften has asmall immediate impact but largeimpact over time.

For example, suppose you have $000 a savings account earningppe year. The table below shows
what youraccountwould be worth in 2021 and 203flyou d notchange anything, if you withdraw
$100 in 201Xa change in base), and if you mohe taccount to a bank that pay$%a but make no
additional deposits (a change in trend)he two changes produce simil@sults in 2021, but the
reduction in interest has a much bigger impact in 2031.
4% ($100) 3%

2011  $1,000 $900  $1,000

2021  $1,480 $1,338 $1,344

2031  $2,191  $1,980  $1,806
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There are two main areas in whishvings are possiblethe cost oftransactions (administration) and
spending on careAchieving savings in administration is more straightforward than achieving savings in
care. Itinvolves a combination of reducing the volume of transactions thaiusairthe care process
(claims, eligibility verifications, benefit checks) and making remaining transactions more efficient.

Achieving savings in¢harea of care can happehree different ways
1 Reducing the price paid for individual services
1 Reducing tk quantity of services
0 Through increasing the efficiency of the care process
o0 Throughimprovements in population healtfpublic health)
1 Changing the mix of servicesd.,using more of a loweprice service and less of a higkmice
service)

Each of thes interventions has its own set of difficulties. For example, what is the right price to pay for

a medical service®s it the amount it costs to producefs it the amount at which an adequate provider

supply is available®s it the amount someone withat insurance would be willing to pay for it (and who

— Bill Gatesr ssmeone working at a minimum wage job)Rinally, is ithe amount we as a society can

afford to pay?

Efforts to reducehe quantity of services often assuheh at t here is a “right” | ev
analyses, such as those done by DBertmouth Institute, theassumptioris that differencedn utilization
are dueprimarily to differences in the way that medicine is practicaad that the lowest levebf
utilization that can be achievedlithout a decline in outcomes optimal.

However, there is disagreement among researchers about how much of the diffarentkzation
among geographic areads attributable to practice patterns and how much is étitable toother

factors such athe health of the population. Without a much better understanding of the contribution
of practice patterns, population, and other factors, it is premature to assume that utilization irubégh
areas can be substantialigduced solely by changing practice patterns.

There are several factors that can dampen the aftéany effort to control prices These include
i Fixed costs
1 Capturemechanisms
1 Behavioral responses
1 Investments needed to achieve savings

Providers(and mast other enterpriseshave two types of costs that they must managfxed and

variable. Fixed costs are those expenses that do not vary (or vary minimally) with volume. For example,
the interest that a hospital must pay on its debtdixed. It iscompletely unaffected by the number of
patients that the hospital treats. In contrast, the amount that the hospital spends on surgical supplies is
highly dependent on the number of surgeries performed in the hospital.
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The reason that this distinction matteisbecauseas a result ofixed coststhe impact of a reduction in
utilization does not convert directly into a reductiondn p r o eostsl(erin’the revenue that it needs
to meet them).

For example, suppose a hospital has only three equalcargers—repaying the bond that it issued to
expand, nursing salaries, and bandagAs.a result o& very successful prevention campaign, the

number of patients that the hospital sees goes down by 10%. Obviously, the cost of bandages will go
down by D% but the cost of bond payments will be unaffected. The impact on nursing salaries is harder
to predict. Small changes in utilization may have no impact at all, but larger changes mayapermit
reduction in staffing. #sume that a 10% utilization redimh allows the hospital to reduce nurse hours

by 5%.

The ultimate effect of this mix of costs (assuming that each of the three cost centerstisiwhef the
total budget) is that a 10% reduction in utilization equates to a 5% reduction in céstsdditional
conseqguence of this relationship is thall other factors remaining the santbge hospital would have to
increaseits prices in order to cover its costs.

The Vermont hospital budget review process recognizes this issue in the assumptiohpdatits
hospitals to make about the connection between ut
Manual S u p p A &% eaniable factoyvall bé ajpga for the first 4% change intilization. A

40% variable factor will be applied fof atilization change beyond 4%'

Captureis the ability of a payer to share in savings that occur when provider costs are reduced. In the
example above, the hospital’s costs are reduced b
amount of revenuehat the hospital receives (and thus the financial impact on the payer) will depend

on both how costs are reduced arikde specific payment mechanism used. Underfieeservice, the

hospital may actually be disadvantaged under the scenario described abtass it renegotiates its

fees. This is because the 10% utilization decline translates directly into a 10% income decline for the

hospital, but only a 5% reduction in cosinder a capation agreement, the payer mayot see any

savings at all.

The nost complicated scenario is when provider cost reductions are not tied to utilization. In the
example above, suppose there was no change in utilization, but the hospital was able to negotiate a 30%
discount on bandages. Without a linkage between thesengas and payment rates, there is no

guarantee that payers, and ultimately the public, will share in the savings.

The same issue occurs in the insurance rate setting process. A mechanism must be in place to guarantee
that any savings in the amount thdtd insurer pays providers must be converted into a reduction in
premiums.

All players in the health care system will react to changes in their environment. There is a great deal of
evidence that providers responded to Medicare’s e

How each player will react is particularly difficio predict. Consider a change that reduces the amount
of time that physicians and other cliniciamaistspend working with payers to resolve claims issues

1 http://www.bishca.state.vt.us/sites/default/files/Uniform _Reporting_Manual Supplement.gpége 29)
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(estimatedat a minimum of several hours eaaleek). What will practices do with the freegh time?
Possibilities include spending more time with existing patients, increasing the number of patients they
can see, omncreasing their leisure time. Depending on the current level of unmet need, while the first
two possibilities will reduce that unmeteed, they will also increase spending.

Some ways to achieve savings might be implemented at minimal cost, but others may require
substantial initial investment. This is particularly true of information technol@i@y based solutions. It

is essentibwhen estimating savings to offset those savings with the investments necessary to achieve
them.

Finally, the difference between saving and shifting must be understood. Many approaches to savings,
especially for individual payers in a myddyer systemwill include a large proportion of shift, rather
than savings.

To illustrate this, ansider the health savings account (HSA) or other-tigductible health plan. These
plans have two distinct consequences. The morectlicensequence is to shift eepdituresfrom

payers to patients At the same level of utilizatigrhis is the only effect. However, the fact that the

patient must pay an increased share of the total bill also has a suppressive effect on utilization, resulting
in a reduction in totakpending.

The less direct consequence occuttenone payer reduces payment ldgen a multipayer

environment.Providers will attempt to reduce their costs but aladll, when theyhave negotiating

leverageat t empt to offset the first payer’ s reduction
some of the systemic savings (but not those that accrue to the payer that reduced payments).

For each area of possible savings below, two sets of estimeggwesented-low and high. Both sets
reflect a consensus between BISHCA and JFO, but in recognition of the uncertainties that are inevitable
in the estimation process, we wanted to offerange that reflects those uncertainties.

Areas and Approaches for Savings

The remainder of this report will focus on broad areas where there are opportunities for savings. For
each area, the opportunity will be described; where appropriate, estimates of current spending will be
provided; savings will be estimatedgclading timing; and issues in achieving those savings will be
discussed.

The lines between these approaches are not always shiEnpre are a number of proposals currently

being discussed that address more than one of these areas. &awpéxpaymentreform typically

focuses on changing clinical behavior, but it can also reduce administrative costs by shifting from claims
based reimbursement to capitation.

Multiple souces of savings interact incamplexmanner. In some cases, savings from multigdeirces
should compound (savings from the second source should be applied to a base which reflects the first
source of savings). In other cases, savings in one area may prodappaagntincrease in another.

For example, if administrative costs argpeessed as a percent of total spending, a reduction in clinical
spending with no change in administrative activities will increase the percent of spending attributable to
administration.
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The number of ways in which savings can be combined led us to dedmmlee a simple approachto

make each source of savings additive. Compared to a more complex combination that recognizes all
possible interactions, this magyroduce aslight overestimation of savings. This uncertainty is one reason
why savings estintas are presented in ranges.

The interaction of base and trend savings also makes it difficult to report on the direct value of trend
savings. For example, suppose baseline growth is 10% and baseline spending in year 1 is $1,000. In that
case, baselinspending in year 3 would be $121f we justake $1® outof the base, spending in year

3 would be $1,10(savings of $110)Ifwe just reduce trend by%, spending in ye8would be$1,166

(savings of $44)However, if we make bbtreductions, spenidg in year 3 would be $1,058 (savings of

$152), so savings would be less than the sum of savings from the two solr¢bis report, base

savings are reported in full and remaining savings are allocated to trend reduction, so in the example
above, bassavings would be reported as $110 and trend as $42

The topic of health information technolodiIT)desewres its own discussion. HIT plays many different
roles in the reform process, and each of them can influence savings differently. The threeategjor
are
9 Clinicaldirectly supporting the care process
1 Administrative—functions such as billing and payment, eligibility verification, and appointment
making
1 Policy—supporting planning and resource allocation, identifyfraud and inefficient carend
evaluation of policy

Many areas of savings, such as changes in clinical processes, rely heavily on HIT. While we have made
what we believe are realistic assumptions about the timing of savings, any delays in implementation of
new information systera will slow the rate at which these savings are achieved.

We have identified several broad areas from which savings may be achi€hedenclude
9 Administrative simplification and streamlining
1 Benefits
1 Changes in the clinical process, includiageananagement malpractice reform organizational
reform, payment reform and quality improvement
1 Planning and capital investment management
1 Prevention and public health

We also include estimates of investments required to achieve the goals of Act 48.

Administ rative Simplification and Streamlining

One of the most frequently discussed aspects of health care refemaduction of administrative costs
This may be due in part to a perception that in contrast with clirdctlities administrative activities
provide no benefits to patientsUnfortunately, the line between administrative and clinical activities is
not always clearFor example, medical recoiceping supports both administrative activities (billing)
and clinical cee.

In the current health care system, there are two distinct sets of adrnative activities-those

performed by providersind thoseperformed by payers In each of these arenas, administrative
activities can be further separated into threategories: those linked with payment, such as claims
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submission and processirtipose linked with patient caregnd those that are typical of any
organization, such as personragld accounts payable

In order to estimate the savings that could be achieved thraagyministrative simplification and
streamlining, we musiake several distinct estimates, each one of witahpresent a challenge.
1 What amount of moneys currently spent on administration?
1  What amountof that isfor activities that ardikely to beinfluenced byhealth care reform?
1 By what amountould thatsubset ofspending be reduced?
1 Inthe case of provider administrationpWw effectively can those savings be captubgdthe
payer?

Methodologies for these estimates differ when looking at provsdend payers for several reasons.

Payers

Payer administration includes a veidange of activities, such akim procesig, member services,
marketingfpublic information, provider contracting, financial management, and coordination of
benefits. Whileghe cost of each of these will vary amopayers, nearly every payperformsthese
functions in the current system.

Reductions in spending on pay&tministrativefunctions in a reformed system can oceutwo
different ways. The first is the reducti@r elimination ofanactivity. For example, in a true single
payer system, there is no need for coordination of benefits among payers. While there raayekd
for public education, theravould be a limitecheed for advertising. Depending on how revenues are
raised, underwriting, billing, andollection may also bennecessary

The second source of savings is through efficiencies of scale. Currently, each payer niogtatele
maintain separate systenssich asmembership and claims processjrand those development costs are
included in premiumsHaving a single payment systemn increase efficiency systemdevelopment
andmaintenance However, if this unified system must be developed from scratwretwill be
substantial stadup costs.

Payer administrative costs areommonly but incorrectly estimated as the difference between revenue
and spending for care. For example, in 2009 Vermont BlueCross BluéBhiBifeported about

$414.3 millionm premium revenue and about $380 million in payments for health care services,
suggesting that their administrative costs were $34.3 milfiorlowever, there are other financial
transactions that contribute to the difference between premium revenue arehdmg on care. The
most significant of these is contribution to or withdrawal from reserves (insurer assets). In 2009, VT
BCBS spent about $6 million from its reseraredreported administrative costs of about $40.3 million.
In years when a contribuin to reserves is made, trempledifference between premiums and
spending on care will overstate administrative costsle in years where reserves are spent, the
difference will understate administrative costs

Administrative costs for public payesach as Medicare and Medicaid are not affected by this problem.
However, there is a different challenge in looking at public sector adtrative costs This is the
problem of how to attribute costs actually incurred by related organizations. For d&athp

*2009 Expenditure Analysis, BISHCA
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Department of Vermont Health Acced3HVAjdentifies administrative costs as part of its budget
submission. These costs include items such as DHVA personnel, contracts with other organizations such
as HPthe contractor responsible for processiMgedicaid claimsand direct operating expenses.

However, costs for other parts of state government that are involved in gegation of the Medicaid
programare not directlyavailable. For example, there is no direct way to knowstiere of thecostto

the Department forChildren and Familig®CFpf maintainingMedicaid enrollmentin he st at e’ s
Human Servicealigibility system oto the Department of Finance and Management of its budgetary
oversight of Medicaid. These costs must be estimatpdrt of the process othe claiming federal

match.

Act ual 2009 administrative cost s, based on DHVA’
has estimated Medicaid administige costs at between 6.0% (nwaditional programspand8.7%

(traditional programs) for an overall rate of 6.9%The 2009 Expenditure Analysis reports an

administrative cost of 7.3% for Medicaid and 5.1% for Medicare.

In total, the 2009 Expenditure Analysis reported $398.4 million in total payer administrative costs, 8.4%
of all health care spending on behalf of Vermont residents.

The most straightforward way to estimate potential administrative savings is to identify a target
administrativerate and compare current systemde administrative spending to what that spending
would be if the entire systemperated at that target level.

The table below calculates administrative costs as a percent of total claims paid by insurers and public
programs. Oubf-pocket(OOP)kpending is excluded because ther@dsassociated paye
administrative cost.

2009 Vermont Resident $Millions

Total Health Care Spending $4,713.5

Less Administration and Change in

Surplus $4,346.5 <Cost of Care

Less Out-of-Pocket $3,652.5 <No payer administration on OOP spending
Total Administrative Costs $398.43

As percent of total spending 8.5%

As percent of non-OOP claims 10.9%

' hitp://www.bishca.state.vt.us/sites/default/files/HealtPlanAdministrativeCostReportpdf. pdf(page 21)

32

S


http://www.bishca.state.vt.us/sites/default/files/Health-Plan-Administrative-Cost-Reportpdf.pdf

The second table calculatdseoreticaladministrative costs and savinfyem the current systen2009
spendingkt selected percentages, some of which are those of current payiris table is intended to
relate different administrative percentages to
what rates are achievable.

If the whole
system had
the
administrative
Savings costs of...
Payer administration at selected $354.3  ($44.1) 9.7% BCBS
percents of non-OOP claims $292.2 ($106.2) 8.0%
$266.6 ($131.8) 7.3% Medicaid
$255.7  ($142.7) 7.0%
$219.2 ($179.3) 6.0%
$197.2 ($201.2) 5.4% Medicare
$182.6 ($215.8) 5.0%

Consensus Savings Estimatesristtitable to Changes in Payer Administratigmillions)

Change in 2015 2016 2017 2018 2019 2020
Base (low) ($8) ($9) ($31) ($59) ($90)
Base (high) ($13) ($15) ($52) ($99) ($149)

How were thesesavings estimate@

For the high estimate, we assumed that systemwide payer administration would be reduced from 10.9%
to 8%, over a period of fingearsdue to the reduction in the number of payers and narrowing of payer
activities Savings would begin in 2015, resulting from efficiencies attributable to the Exchange. They
would grow more rapidly starting in 2017. For the low range estimates, we asssemengs of 60% of

the high range.

Provider
Estimationof provider administrative costs and potential savings is far more contipdexestimation of
payer administrative costsltcan requireseveral distinct estimates

9 Total provider administrativeosts

1 Proportion of those costs which are dependent on the payer system
1 Proportion of those costs which could be impacted by reform
91 Potential reduction in payetiependent costs
9 Effectiveness aofapturemechanisms

The definition of provider administrativeosts is difficult. While there are some activities that are
obviously administrative, such as accounting, there are others that can serve both administrative and
clinical needs, such as medical records.

Only asubsetof administrative activities imfluenced by how providers collect thegvenues.While
accounts receivable may change substantially, accounts payable is unlikely to change at all.

Those activities which are influenced may be reduced, but will not be eliminated. While Vermont
providers may deal with a greatly simplified payment system for their Vermont patients, requirements
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will not change for oubf-state payers such as New York Medicai®lieCross BlueShield of
Massachusetts.

The reduction or elimination of a function doestrensure that altosts associated with that function

will disappear. When a hospital reports on the cost of a specific activity, thatnayshclude both

direct costs (paper, pencils, telephone lines) and allocated costs (heat, electricity). Theakts will

be reduced or eliminated in proportion to the activity itself, but the allocated costs will simply move
elsewhere. Further, in the case of reduction of an activity, some costs, such as computers, may be fixed.
If a physician practice has ewomputer that it uses for billing, that cost will remain unless ALL billing
activities are eliminated.

The | ast challenge in estimating provider adminis
savings to accrue to tax and premium payersduRéon in provider costmaybe passed on to payers,

but unless there is a mechanism to capture them, there is no guarantee that they will be. When a
provider’'s costs in one area are reduced, the pro
savings as additional profit, or spend the savings elsewhere, suitivestments in practices or

increased staff salaries.

We focused savings that could be achieved for two types of providegsicians and hospitals. Each
of these presents different cHahges. Vermont has very rich financial data on its hospitals, but no
financial information on itndependentphysician practices. Because of this, we developed hospital
savings estimates based on Vermont data and discussions with hospital employees.

For physician data, we were obliged to rely on national studies.

Consensus Savings Estimatesrifhitable to Changes in Provider Administratig@millions)

Change in 2015 2016 2017 2018 2019 2020
Base (low) ($27) ($31) ($27) ($30) ($45)
Base (high) ($54) ($62) ($53) ($60) ($90)

How were these savings estimated?

These were among the most challenging estimates to produce because administrative costs are much
more difficult to identify and quantify in provider organizations than they are in pasganizations. In
computing these savings, we looked only at hospitals, physician practices, and other professional
practices. We took two different approaches to estimating hospital administrative savings, one based
on Vermont hospital budget data anllé other based on studies in other states. We relied on

published literature for our estimates for physician and other professional practices.

In estimating savings based on hospital budget data, we first identified cost centers which could be
affected ty reform. We classified these cost centers into high impact (General Administration, Fiscal
Services, and Medical Records) and low impact (Dietary, Housekeeping, Laundry, Central Supplies, and
Pharmacy). To create our low scenario, we assumed that r&term, salaries and benefits in high

impact areas would be reduced by 10% and all other costs by 4% (to recognize that many of these costs
are fixed). In lowmpact areas, salary and fringe were reduced by 5% and all other costs by 2%. We
assumed thatavings would be phased aver fiveyears, resultingn savings of $45 million by 2020
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Studies in other states have estimated the costs of billing and insurance related (BIR) actigities as
percentage of total hospital costs. In addition to those studies, we considered information supplied by
Fletcher Allen Health Care, which reported that BIR represented 4% of its total costs. We created two
scenarios. The low scenario assumed that BIR3%8 of hospital budgets and could be reducedrios

half. This scenario produced savings nearly identical to our btmgetd analysis. The high scenario
assumed that BIR was 6% of costs, and could be reducededyalf. This produced savings in 208D

$111 million.

For physician and other professional offices, we assumedahsed, on published literatur&IR was
12% of costs. Similar to our second approach to estimating hospital savings, we atizantieid figure
could be cut byas much asne-half by 2@0, producing savings between $50 ad $100 million.

Fraud

Efforts to fight fraud in health care have a long history. The Office of the Inspector General in the
federal Department of Health and Human Services was created in 1976. The FBI has a large unit
dedicated to health care fraud.

How much fraud is there in health financing, and more to the point, how much is there in Vermont?
Nationally, the FBI estimates that health care fraud costs the country between 3% and 10% of all health
care spending.” If those figures hold for Vermont, fraud would cost the state betw&&B0 million and

$500 million eaclyear.

It is challenging to find statkevel estimates of fraud. One of the few published sources is a report on

Medicaid fraud issued by the fedefale par t ment of Health and Human Ser
General®® Using this report to calculate Medicaid recoveries as a percent of total Medicaid payments,
Vermont is in the middle of the pack, ranking"2%However, this statistic may befanction of

enforcement spending as well as prevalence of fraud.

In developing this estimate, we consulted with Ron Clark, Director of the Program Integrity unit at the
Vermont Department of Health Access. Program Integrity is charged with identifyargeeus or
potentially fraudulent claims and either resolving them or referring them to the Attorney General for
further investigation. In SFY 201his unit recovered about $2.6 million, including $660,000 in
settlements, $1.47 million in recoveries)da$466,000 in avoided costs.

These numbers reflect only cases not referred to the Medicaid Fraud and Residential Abuse Unit

(MFRAU) ithe At t or ney General’'s office for investigati on
statistics from the Officefdhe Inspector GeneraDepartment of Health and Human Services, the

Vermont MFRAU recovered an additional $3.9 million in FFY'2010.

RonClarki denti fied the | ack of access to other data s
Two specific gamples that he mentioned were the Vermont Prescription Monitoring System (VPMS)
and employment data from the state Department of Labor. In the first instance, access to VPMS would

" http:/www.fbi.gov/stats-services/publications/fcs_report2007/fcr_2007#health
18 http://oig.hhs.gov/fraud/medicaidfraud-control-units-mfcu/expenditures_statistics/fy20%6tatisticalchart.xIsx

Y bid
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allow the unitto identify purchasers of controlled substances who aregisnultiple paymat sources.

In the second, the unitould identify professionals who are working both independently and as
contractors, and when combined, working an unreasonable number of hours. He felt that additional
resources would allow DHVA to neakore recoveries.

Consensus Savings Estimatesriftitable to Reduction in Frau@dmillions)

Change in 2014 2015 2016 2017 2018
Base (low) ($12) ($13) ($15) ($17) ($20)
Base (high) ($32) ($37) ($43) ($48) ($55)

How were thesesavings estimate@

For the high scenario, we assumed that 5% of payments in Vermont are fraudutéetlower end of

t he FBI ' s eantthans% ef those @ayngpms, were recoverable (2.5% of total payments).
We assumed that savings would begin in 2014, becanial ianalyses can be done using VHCURES, the
st at e *payernplainhstdatabase and other existing data sources. We assuatdtittould take five
years to achieve the maximum level of savings.

For the low scenario, we assumed a fraud rate of 3&aarecovery rate of 30%, with the same timing
as the high scenario.

Malpractice Reform

Malpractice reform is another potential area of savings that has received a great deal of attention.
Changes in this area will affect health care spending in two disthees. The first is through a change

in provider costs As withany other expensegroviders must recover the cost of their premiums and
settlements through the payments that they receive. If premiums are reduced, providers would require
less revenue to maintain thestatus quo This type of savings is straightforward to measures Th
Congressional Budget Offic@BQ estimated that in 2009, about 2% Uhited Statesiealth care

spending was for these direct malpractice costs.

The second area of possible savings is through a
Defens ve medi ci ne can be defined as “clinicians’ i ni
| i abi | % whil iris cleds that defensive medicine occurs frequently, its financial impact is much

harder to estimate. In a recent study pubkshinHealth Affairs® the total costs of the medical liability

system were estimated at 2.4% of total health spending. Of that, about 1.9% was attributed to

defensive medicine and 0.5% to direct costs (premium and settlement costs).

Act 48requiresthe administration to submia proposal tahe legislature tcaddress malpractice costs,
but does not specify amactions, so stimatesin this areahave not been included in this report.

Planning and Investment Controls
The control of investment and capitspending has been in the cesbntainment toobox since the
Carter administration. This approach is based on the idea that capacity is a driver of utifzation.

“Mel |l 0 MM, Chandra A, Gawande AA, Studdert DM: “Nati on:
Affairs; September, 2010.
“bid.

2 http://www.dartmouthatlas.org/downloads/reports/Capacity Report_2009.pdf
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The primary approach to regulating capital spending is called Certificate of Need (@@lg).CON,

providers must demonstrate a need for a new facility or service before spending would be permitted.
Currently, there is a wide range in CON across the states, with a small number having no CON at all and
a small number, including Vermont, hagifairly comprehensive regulations.

While research has shown a correlation between the supply of care resources, such as hospital beds,
and utilization, there is less evidence on the effectiveness of regulatory controls in controlling spending
growth.

Vermont currently has a robust planning and capital investment regulation system. Although there may

be opportunities to improve the effectiveness of this system, we were uncertain if additional savings
were possibleso we chose not to make any estimate
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Clinical Reform s

The nextfour areas payment reformbenefit design, changes in thare process, and improvements in

the public’s health, operate differently from the
the base so while they produced substantial savings, there was no change iatthef spending

growth. Changes in the following areas can directly affect the rate of growth. Further, changes in the
following areas can operate more directly. For example,aagt in how providers are paid for their

servicess likely tohave a much more direct impact on spending levels than a change in provider

administrative costs.

These fouareas are also more closely related than the previous areas, so it is more cimgjlemg

allocate savings among the Consider a change in reimbursement from-feeservice to capitation
(periodic payments to a provider that are independent of the volume of care provided). The most direct
effect is that the payer has much more cortover spending, but equally importantly, the provider has
incentives to practice more efficiently and to keep the population that it serves as healthy as possible.

We believe that combined initiatives in theageas have the potential to reduce thate of growthin
health care spending by up 8%. Because of the dienges discussed above, we estimasad
aggregate effect, rather than modetjeach component separately.

Payment Reform

Many experts believe that payment reforathanging how health canggroviders are paid for their work

—is perhaps the most fertile area in which to seek savings. In a 2009 study conducted for the
Massachusetts Division of Health Care Finance and Policy, researchers at RAND evaluated a wide range
of cost containment tots?® In that study, they identified 11 approaches that they felt had the highest
potential to reduce the rate of growth in health care spending. Of these, the top four were forms of
payment reform. When combined, RAND researchers estimated that heaéilspanding in

Massachusetts between 2010 and 2020 could be reduced by between 1.4% and 14.3%.

Using all 11 tools was estimated to save Massachusetts a total dietween 0.2% and 2@% of total
spending between 2010 and 2020. In comparise® estimate total cumulativesavings obetween
1.4%and 6.8% during the period 2014 througb20*.

Benefit Design and Value-Based Care
Benefitsestablishthe rules of coveragewho, what, when, and whereunder both government and
private insurance coverage. Benefiddress areas such as
1 When coverage is or is not availabdeq(,care must be medicalgecessary)
1 What types of service are or are not covered
1 Any limits on the quantity of services (such as an annual maximum number of visits to a physical
therapist)
1 What portion of the cost of care must be paid by the beneficiary
1 The types of providers from whom care is available
91 Specific providers from whom care is available (the network)

2 http://ww.rand.org/content/dam/rand/pubs/technical_reports/2009/RAND_TR733.pdf
2 Our annual estimates start at less than 1% in 2014 and rise to 18.3% in 2020.
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Benefits can be used as a tool to control spending growth in two ways. r$his fis a tool to encourage
healthy behaviors in an insured population. For example, Safeway, a large supermarket chain, varies the
share that employees pay toward their insurance coveragémployees are measured in four areas:
tobacco usage, weighiblood pressure, and cholesterol. If all four measures are in recommended

ranges, premiums for individual coverage are reduced by $780 per year and premiums for family
coverage are reduced by $1,560. Employees whose measures are not all satisfactsy seeevarded

for making progress.

Safeway reports that its health care costs remained flat for four years, while nationally, employer costs
increased by 36%.

The second way that benefits can be used to influence costs is to usshaoig and provider

networks to influence patient behavior&Vhile the most obvious effect of cosharing is a shift, from
payer to patient, cossharing has also been showmreduce overall utilizatioR® One of the risks of
increasing cossharing is that the utilizatioreduction affects all carenot just unnecessary or
inappropriate care. Reduction in preventive and primary care utilization can save money in the short
run, but actually increase costs in the long run. In recognition of this issue, many plans withisthe
high costsharing exemppreventive care from any cosharing at all.

Restricting provider networks can often allapayer to negotiate lower payment rates in exchange for
increased volume. Networks can also be a tool for selectingduglhity oviders, although
identification of those providers can be a challenge.

The area obenefit design that has received less attention but may have the highest potential for cost
savings is the use of “medical comeaptobnedidalynécessitg a p a
is fundamental to both public and private coverage, there is no clear definition of the term. Medica

defines medical necessity aems and services that are "reasonable and necessary for the diagnosis or
treatment of illnes or injury or to improve the functioning of a malformed body menmb&ther

definitions are based on concepts such as generally accepted practice.

However, none of these definitions addresses the value of the-ehmav the potential benefit

compares tahe cost. Should there be coverage for any treatment that may benefit the patient, even if
those benefits are far outweighed by the treatment cost? Should there be coverage for treatments
whose risks outweigh their benefits?

Related to the first way @t benefits can produce savings, in addition to linking premiums to personal

choices, should costharing be linked to other aspects of benefits, such as type of service or type of

provider? Steps in this direction have already been taken. Many insupdante have different cost

sharing for irnetwork and outof-network providers. More importantly, insuranceapbk are beginning
towaivecosts haring for preventive services.nestd@phe st at e
further and waives cossharing for care related to the management of certain chronic diseases.

% http://onli ne.wsj.com/article/SB124476804026308603.html
* http://www.rwjf.org/pr/product.jsp?id=71583
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In early October, the Institute of Medicir{EOM) issued aeport”’ on the process by which essential
benefits should be defined under federal health care reform. @rportant conclwsionin the report is

that beyond clinical standards, tlo®st of thebenefit package should also beviewed. The IOM
recommended that, as part of the benefit development process, the price of the package be compared
to current health insurance producis order to test the affordability of the proposed package,

Changes in the Care Process

While much of the discussion around health care reform focuses on financing and administrative costs,
there are probably much more significant opportunities for sgsim reforming the care process itself.
While there are notable exceptions, only a small portion of health care takes place within an organized
system. Primary care physicians are independent from specialists (both operationally and financially)
and bot are independent from hospitals. Providers of other services, such as respiratory and physical
therapy, are also independent entities.

This fragmentatiomften results in a number of issugacluding poor coordination among providers,
inefficient cae, contradictory financial incentives, and redundant services.

The health care quality literature provides us with a useful way to think about the issues to be addressed
in this area. In one of the seminal articles on health care qualityMarkChassiff identifies three
types of qudity issues- misuse, overuse, and underuse

Mi suse is the easi est tMisuseaduiswhen an appropciatersehiicaltps t o Ch
been selectedbut a preventable complicatioaccurs ad the patient does not receivibe full potential
benefit of the servicé.

Overuse can be defined two different ways, medically and economiddigically, overuse occurs

when an intervention either has no benefit for the patient or when the riskb®fintervention

outweigh the benefits. There is little controversy around efforts to reduce this type of overuse.
Economically, overuse occurs when the costs of the intervention outweigh the benefits. This is a much
more controversial area because thesults of the economic calculation may not be known until after

the fact. There is also an ethical questionow should this economic analysis be balanced with the
possibility, even if remote, of saving a life?

Underuse i s “ 1t he althseivicewhea it woald have producedcea faworable outcome

f or a * BExaniplesofunderuse are not performing screening tests or other preventive care. The
economic consequences of underuse are paradoxicatlucing underuse can increase spergin the

short run, but decrease it in the long run.

There are a variety of efforts undery across the country to reform the clinical process, and one of the
most notable is Vermont’'s Blueprint forandleal t h.
effectiveness of primary careComponents of the Blueprint include reengineering primary care

practices, increasing the availability of electronic health records, and development of community health
teams that provide a wide range of support services

" http://ww.iom.edu/Reports/2011/EssentiaHealthBenefitsBalancingCoverageand-Cost.aspx
BChassin MR, Galvin RW, “The UrgedtAMMeed 9198 R@BPY dule He:
29 1.

Ibid.
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While the Blueprint focuses on primary care, Vermont is among several states that are looking at
bundled paymentsaccountable care organizations (AC@sy other delivery system and payment
reforms. ACOs take a broad view of the reform process bgrafiting to amalgamate providers in a
geographic area into one organization that is capable of either providing or arranging for the provision
of the full spectrum of careWhat distinguishes ACOs from other reform ideas is that the full financial
risk forcaremayultimately be transferred from insurers to providergermont is looking at a variety of
options for integrating health care.

Prevention and Public Health

Some researchers have identified the prevalence of disease, especially chronic disehsgramary

driver of health care spending growth. For example Kenneth Thorpe estimates that disease
prevalence, rather than spending per case, was the most important factor in private insurance spending
growth between 1987 and 2002

Reducing therevalence of diseases has benefits that go well beyond reducing the rate of growth in
health care spending.

Consensus Savings Estimatesrifatitable to Clinical Rforms ($millions)

Change in 2015 2016 2017 2018 2019 2020
Low ($1) ($35) ($58) ($150) ($316) ($553)
High ($49) ($208) ($430) ($764)  ($1,240)  ($1,834)

How were these savings estimated?

Based orareview of the literature and preliminary estimates of the impact of the Blueprint for Health,
we estimatel that an ongoing reduction of 3%ftirend was achievableWe assumed that it would take
sixyears to achieve this level of reductioWe used a low estimate of 0.78%

A Note on Investments and Other Offsetting Costs

Clearly, the changes that are essential to the reform process are not simple, nor are they fres. In thi
section, we estimate the costs associated with reform, such as IT investfiease investments are
different from those proposed in the Hsiao report. In that report, the investments wses of the
savings In this report, the investments are necapgtoachievethe savings. We do not propose any
uses for savings.

The vast majority of investment in health care is related to information technology. While some of this
investment will be a direct consequence of Act 48, much of it is already ingagdgn part attributable

to previous legislative actions. Additionally, some of the investment will be required as a consequence
of federal reform and thus will be included in our baseline estimate, rather than in the costs and savings
attributable to A¢ 48. Finally, a large proportion tife cost of HIT investment will be borne by the

federal government.

% Thorpe KE, Florence CS, Howard DH, Joski P; The Rising Prevalence Of Treated Disease: Effects On Private Health
Insurance Spending; Health Affairs, 2005

¥ The dollar savings figures do not reflect this relationship because they are taken on different underlying
spendingamountsreflectingother savings areas
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Note that in calculations of our overall high and low estimates, the low investment figures are used in
the high scenario and vice versa. This iss@ient with the high scenario as an effort to approximate

the “"best case” and the | ow scenari o as an approx
Conseus Investment Estimategmillions)

Change in 2014 2015 2016 2017 2018 2019

Base (low) $5 $10 $20 $10 $5

Base (high) $15 $30 $60 $30 $15
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Estimated Spending Net of Savings and Investments
The tableand figure below showhree sets of spending projectiorsbaseline, net of savings using all
low estimates, and net of savings using all high estimates.

$Millions 2014 2015 2016 2017 2018 2019 2020
Projected Baseline $6,471 $6,939 $7,469 $8,015 $8,601 $9,278 $10,029
Trend 7.2% 7.6% 7.3% 7.3% 7.9% 8.1%
Low

Payer Administration $0 ($8) ($9) ($31) ($59) ($90) $0
Provider Administration $0 ($27) ($31) ($27) ($30) ($45) $0
Fraud Reduction ($12) ($13) ($15) ($17) ($20) $0 $0
Clinical Reforms ($0) ($1) ($35) ($58) ($150) ($316) ($553)
Investments $15 $30 $60 $30 $15 $0 $0
Total Savings $3 ($19) ($30) ($103) ($244) ($451) ($553)
Percent Savings 0.0% -0.3% -0.4% -1.3% -2.8% -4.9% -5.5%
Projected Spending $6,474 $6,920 $7,439 $7,912 $8,356 $8,828 $9,476
Trend 6.9% 7.5% 6.4% 5.6% 5.6% 7.3%
High

Payer Administration $0 ($13) ($15) ($52) ($99) ($149) $0
Provider Administration $0 ($54) ($62) ($53) ($60) ($90) $0
Fraud Reduction ($32) ($37) ($43) ($48) ($55) $0 $0
Clinical Reforms ($0) ($49) ($208) ($430) ($764)  ($1,240)  ($1,834)
Investments $5 $10 $20 $10 $5 $0 $0
Total Savings ($27) ($143) ($307) ($573) ($973)  ($1,480) ($1,834)
Percent Savings 0.0% -2.1% -4.1% -71.2% -11.3% -16.0% -18.3%
Projected Spending $6,443 $6,797 $7,162 $7,442 $7,628 $7,798 $8,195
Trend 5.5% 5.4% 3.9% 2.5% 2.2% 5.1%

Note: figures may not sum to totals due to rounding
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Appendix 1 z Spending and Savings Model

The model used for estimates in this report has two main components. The first is an estimation of
baseline spending what would health care cost in the absenmfepolicy changes by the state? By
design, the baseline includes the effects of federal reform.

To create the baseline, the model starts with 2009 Vermont resident spending, the most current state
estimates prepared by the Department of Banking, Insaearsecurities and Health Care Administration
(BISHCA)Future spending growth trends are estimated by adjusting the most recent federal estimates,
which include the impacts of federal health care reform efforts. Adjustment of CMS trends is based on

the historical relationship between national and Vermont spending growth. Historically AG%3),

Ver mont’'s average annual increase in health care
average increase, so the model incorporates the assumptiortiiigrelationship will continue into the

future (in the absence of action by Vermont).

We further adjusted a single year2014. This is the year that many of the federal reforms go into

effect, including Medicaid expansions and the insurance cogeeragna nd at e . Because Ver
Medicaid eligibility is already broader than the new federal level and our current uninsured rate is
substantially lower than that of the United States, based on information provided to us by CMS, we

reduced the projected natinal increase in that year by 1.2%.

The second component is a series of estimates of savings. The model is structured to allow savings to be
expressed in two waysas a change in baseline (expressed as a dollar amount) or a change in trend
(expressed sa percentage). Calculation of growth in year N+1 is done by applying the modified trend

for that year (baseline trend plus or minus savings adjustment) and then adding the change in baseline
(negative for savings, positive for investments or other npensling).

Savings in base are added together for each year, while changes in trend are multiplied. For example,
separate trend reductions of 5% and 6% would combine to be a 10.3% reduc{®9%10.94)), rather

than an 11% reduction. Unless individohinges are substantial, the difference between adding and
multiplying is minimal.
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Appendix 2 z U.S. Spending Growth

Estimates of future spending growth in Vermont are derived from national estimates prepared by a
team of actuaries and economiststae federal Centers for Medicare and Medicaid Services (CMS). In
addition to looking at historical patterns of inflation, the model incorporates several additional factors,
including demographic changes (aging of the population), changes in the broahemeg (historically,

a rising or falling economy has had a strong influence on health care speratidd¢deral reforms.

CMS projects spending in three categories: Personal Health Care (PHC), Health Consumption, and

National Health Expenditures (NHB)ersonal Health Care is the narrowest, including only direct

payments to providers. Consumption adds payer administrative costs and public health spending to

PHC. It is the most comparable to Vermoportt.” s Expe
NHE is the most comprehensive measure, adding healdted construction and research to

Consumption.

The table below shows projectadhited Stategrowth in health consumption spending from 2010
through 2020. Note the onttme jump in D14. Tis is the result of the implementation of many
provisions in the federal Affordable Care Act (ACA).

2010 4.0%

2011 4.8%
2012 4.2%
2013 5.5%

2014 8.4%
2015 5.8%
2016 6.2%
2017 5.9%
2018 5.9%
2019 6.5%
2020 6.7%

In adapting federal growth projections to Vermont, we were skeptical that2014spike inthe national
growth ratewould be as largen Vermont Vermont' s Medicaid eligibilit
expansion called for in AC#&nd we have a muclower rate of uninsured than therited Sates (in
2009, 16.1% of Americans were uninsufédhile in Vermont, the equivalent figure is 7.5%

CMS provided us with a breakdown of the components of their projections. In 2014, growth without the
impacts ofACA was estimated at 5.8%, mopansion ACA impacts were estimated at 0.2%, and the
effects of ACA expansion were estimated at 2.2%. In making our Vermont estimates, we reduced this
final figure to 1%.

Full documentation on CMS projections is availaltie
http://www.cms.gov/NationalHealthExpendData/03 NationalHealthAccountsProjected.asp#TopOfPage

% http://ww.census.gov/hhes/wwwi/hlthins/data/incpovhlith/2010/table 1pdf
% http://www.bishca.state.vt.us/sites/default/files/VHHt3009.pdf
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