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Risk-Adjustment Questions and Answers

Q: Researchers and others have been trying to develop a risk-
adjustment system for Medicare for ten years and bave not
succeeded. How are you going to develop a system in two years?

Our plan deals with the risk-adjustment problem in two stages.
During the first couple years after reform, we rely on a
combination of demographic premium adjustmente and mandatory
reinsurance to address biased selection. Demographic adjusters for
age, gender and area are possible with current technology.
Reinsurance is currently being used in a number of states as part
of small group reform. We also will develop limited health status
adjusters, based in survey information collected from health plan
enrollees.

Beginning several years into reform, risk-adjusters will be
developed which rely on diagnosis-based measures. Health plans
will be paid based on the relative health status of the population
they enroll.

The new guality management system is key to our ability to
develop a sophisticated risk-adjustment system. Current efforts to
implement good risk-adjusters have been frustrated by the lack of
information about the relative health status of enrollees of health
plans, especially HMOs. Our guality management system captures
diagnosie and treatment information about each patient encounter,
which will for the first time give us the ability to evaluate the
relative health status of the enrollees of each health plan.

Q: How did you arrive at this strategy?

During the task force process, we met with the l=2ading experts
in risk-adjustment field. We also met with health plans that are
currently experimenting with or actually using risk-adjustment, for
example to adjust payments to group practices. There was broad
agreement that our approach was appropriate.

Q: Current risk-adjusters explain only a small amount of the
variation of costs for any specific enrollee. Critics question
whether this is enough to protect health plans?

No adjustment system can explain all expected cost variation
at the individual level-- much of the variation in coste is random.
The goal is to develop adjusters that predict cnough variation in
health care costs so that health plans can compete succeesfully on
the basis of efficiency.

The issue of how much variation in costs can be "explained" by
risk adjusters is very complicated. For example, critics claim
that current adjusters based on demographic factors, such as age
and gender, explain only about one percent of variation in expected
costs for an individual. This is true. However, these factors
explain gquite a bit of the variation in expected costs across



groups, such as the groups of enrollees in two health plans. Thus,
adjustments for age and gender are very important to assure proper
payment to health plans that get a disproportionate share of older
people or woman of child-bearing age.

Several promising risk-adjustment approaches are currently
being developed and implemented. They use prior health care use by
individuals to predict their future costs and have the potential to
explain a meaningful percent of the cost wvariation that can be
explained. The federal government will be conducting and
sponsoring research efforts and demonstrations to develop and
improve these adjusters over the next couple of years.

Q: Until risk adjusters are perfected, won‘t health plans have
incentives to avoid bhigher risk enrocllees? How will these people
be protected?

While the incentive may still be there, the insurance reforms
under the proposal -- euch as community rating, enrollment through
alliances, guaranteed renewability -- effectively climinate the
tools health plans use to cherry-pick.

Q: Critics are concerned that £fee-for-service plans suffer f£rom
adverse selection if the risgk-adjusters are not good enough. For
example, the fee-for-service plan in the Minnesota public employees
program became financially inviable when managed competition was
put in place there. How will these plans be protected?

We recognize the need to protect fee-for-service plans from
adverse selection. That is why we mandate reinsurance for high-
cost cases. Reinsurance will be regquired until better risk-
adjustere arxe developed.
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