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Susan Hosek: This topic is one that I'mnot sure | can renenber
atimeinny life when it wasn't sonething that people were

tal king about. It may be one of the ol dest of the current
topics, and it's kind of interesting that the question of what
to dowth mlitary health care goes back to the begi nning of

t he nodern Departnment of Defense.

To take a broader perspective, it’s kind of interesting that the
Hoover Conmi ssions thought the federal health care system ought
to be integrated and there shouldn't even be a mlitary health
care system There is currently a task force | ooking at the DoD
and VA systens and there are nenbers of that task force who are
intrigued fromtime to tinme about such ideas.

| don't think we want to go there today. Wat we want to talk
about is what to do with the systemthat exists today. The
particular topic is the question of making or buying not all of
the healthcare, but the healthcare that is the capacity that
goes beyond the anmount that's needed for readiness.

Back in the 1970s and 1980s, of course, the requirenent for
readi ness was so large that this was not an inportant question,
but it enmerged i nmedi ately when the Sovi et Union went away and
the requirenent decreased. | would just like to throw out one
comment. At sone point, it would actually be nice to take a
step back and ask how the systemis organized to tackle the
readi ness part of the piece.

| don't nean | ooking at the readi ness requirenments again,
because | know t hose of you who have been involved in that woul d
not relish such an idea. Instead what | mean is to think about
the entire approach that's used. However, today we are going to
tal k about the systempretty nmuch as it exists now with the
guestion of whether the capacity that exists today shoul d be
there. If it should be there, then should it be | ess, or perhaps
should it be somewhat | arger.

| think there are really two questions that are inportant. One
is looking for ways to ensure that the resources that are in

pl ace are performng at a reasonable |evel of efficiency.
Quality is, I think, generally thought to be quite high in the
system Many people believe that nore work could be done with
the resources that are in place. Perhaps that's not true. That
may be one thing we want to think about.

Then gi ven what's needed for readi ness, the next questionis, is
the increnmental capacity cost effective. 1Is it better to nake
or buy? | think we're going to get a background talk from Carl a
that will go over the main points so that everybody is on the
sane page. Then each of the three panel nmenbers wll have their
say.



Let nme just take a minute to introduce them Dr. Waver is at
KPM5 and he's been heavily involved for sone years. W run into
each other in the Pentagon often advising the departnent,
particularly on organi zati onal and nanagerial issues. |'msure
you probably all know Dr. Martin. He was the acting assistant
secretary for a nunber of years and | think nost people would
acknow edge, had a lot to do with the features of the system
that you see today.

Patty Lewis was in health affairs for a nunber of years, but
prior to that and nowis up on the Hll on the Senate staff.

M. Cuddy and | net many, many years ago. He is the infanous
nmoney person in the Navy. | think we have four very different
and interesting perspectives that we will bring to the topic.

Carl a?
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Carla Murray: Today |'ve been asked to basically tee up the

i ssues and give a common starting point. | have divided the

i ssues sort of into two general areas. |I'll give you a little
backgr ound.

The first set of issues involve sizing in-house care. The nake-
or-buy decision itself. There's a host of issues associ ated
with that that we can discuss. Once we've all reached a conmon
under st andi ng per haps of those issues, one is naturally led then
to the issue that has occupi ed nost of our tine recently, and
that is how well do we either nmake or buy or both. So we'll
wor k t hrough t hat



Size of the Defense Health Program

e $24.9B in FY 02 to run total system
e 130,000 personnel (military and civilian)

DoD Medical Treatment Purchased Care
Facilities (MTFs) e $10.0B in purchased care

e $10.4B to run hospitals and e 14 TRICARE regions
clinics e 7 TRICARE regional

e 76 hospitals and medical contracts
centers e Some non-TRICARE

e 513 clinics purchased care

Other programs: Education and Training ($1.3B), Consolidated Health Activities
($1.2B), IM/IT ($.6B), RDT&E ($.5B), Management ($.3B), Procurement ($.3B)
and Milcon ($.2B)

The size of the defense health program of course is quite
large. It involves $25 billion in '02 of appropriated funds. A
pi ece of that will be funded froman accrual fund for over-65
care starting in FY "03. It involves 130,000 mlitary and
civilian, about 90,000 of that are the mlitary.

W generally divide it into the two broad categories of the in-
house side there on the left, the mlitary nedical treatnent
facilities. It's about $10.5 billion to run our in-house

nmedi cal establishnent, which conprises 76 hospital and ned
centers and 513 clinics.

On the other side, we have the stuff we buy, the purchased care
that is predomnantly the Tricare contracts. About $7 to $8
billion of that $10 billion is Tricare contracts, our HMO

There is sone non-Tricare purchased care. However, the focus is
usually Tricare.

There are sonme other prograns, of course. Education and
training, central IMT and other things that we probably won't
get into today.
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Policy Guidance to the 733 Update Study for Sizing
the Post-Cold War Medical Establishment

e All active duty care provided or arranged by military
physicians

e Wartime casualties cared for in military facilities until
return to duty or discharged to VA for any further care

» Implication: MTFs must be at least large
enough to care for wartime casualties
e Beyond wartime requirements, provide care in MTFs

to the extent it is cost effective

» Additional peacetime care to dependents and retirees
provided through TRICARE by private sector providers

So let's go into the sizing of the mlitary medica
establishment. After the Cold War, there was congressional

| anguage in what we call section 733 that asked the departnent
to consider what the right size of the nedical establishnent
should be in a post Cold War environnent. That study was done
in the early 1990s and then was updated about 1998.

The policy guidance was as set forth there. Al active duty
care is to be provided or arranged by military physicians.
Wartime casualties would be cared for in mlitary facilities
until they could either be returned to duty or discharged to the
VA.

The inplication then is that the in-house side, the MIFs, nust
be at | east |arge enough to care for our expected wartine
casualties. Beyond wartine requirenents then, the policy

gui dance has been that one would provide care in the MIFs to the
extent it is cost effective.

That neans you will offer additional peacetine care to the
mlitary dependents, mlitary retirees and to the extent that
one has to serve that popul ation, one would buy the extra
capacity on the outside.



Benefit Mission is Much Larger than
Wartime Mission

Extra peacetime capacity
will be used to provide care
to other beneficiaries:

| Active Duty Dependents
Military Retirees & Dependen
Survivors

DoD should providein military
medical facilities all the medical
carereguired by active duty
personnel and all treatmen
required by military wartime)

casualties.

=)
~
Wartime
Requirement
(must make)

Beneficiary Care
(make or buy from
contract providers)

Wi ch | eads you to the picture here, which depicts that if you
have a relatively snmaller wartinme requirenment, you nust nmake at

| east that volunme of care; that is, you nust provide it in your
mlitary nedical facilities. If you have a nmuch | arger benefit

m ssion to not the active duty, but to their dependents and to
mlitary retirees and survivors you're going to do a conbi nation
of maki ng and buyi ng.



The Total Number of DoD Physicians
Exceeds the Requirement

# of Physicians

e Wartime Requirement?! 4,465
e Sustainment and Training Total 4,532
e Total Physician Base Requirement 8,997
e Physician Total 11,846
e Total as Percent of Base Requirement 132%

| Source: 733 Update Study - April 1998

1. Excluding CONUS casualty care (counted in sustainment and training total)

The 733 update study also identified a different way of trying
to nmeasure capacity. There is excess capacity, at |east as
nmeasured by the nunber of DoD physicians for the wartine

requi rement, plus what we call sustainnent in training. So
there is capacity available on the in-house side with which to
treat the other beneficiaries.
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Can a Larger Medical Establishment
Be Justified?

e Justification rests on economic grounds.
—Does DoD have a cost advantage?

—Can DoD exploit its cost advantage if it has
one?

The question is whether one tries to maintain that capacity or
does one try to get rid of it? The justification and the policy
gui dance have to rest on economics. Do we have a cost advantage
wi thin the departnent and can the departnent exploit that cost
advantage if it has one?
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Two Studies Found MTF Case Mix Adjusted Costs
To Be Less Than the Costs of Purchased Care

e IDA (1994) found purchased care 33 percent
more expensive than the cost of MTF care

e CNA (2001) found purchased care to be 47-
65 percent more expensive than the cost of
MTF care

Sources: Cost Analysis of the Military Medical Care System, | DA 1994, and
Efficiency Analysis of Military Medical Treatment Facilities, CNA, 2001.

There have been two studi es of in-house versus purchased care,

t he make versus buy. Wen we're | ooking at case m x adj usted
costs, there is evidence that the in-house side is cheaper than
the cost of purchased care. This is a surprise to many people
who haven't been imrersed in this in the | ast 10 years.

The original study was conpleted by IDA in 1994. It found that
pur chased care was about 33 percent nore expensive than the cost
of in-house care. CNA, nore recently, has used a different

met hodol ogy, but has reached a simlar conclusion and i ndeed
found that purchased care is as nuch as 47 to 65 percent nore
expensi ve than the cost of MIF care.
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Why Does DoD have a Cost
Advantage?

e Don't fully understand all of the reasons for the
advantage

» IDA found that about 38 percent of the cost advantage came
from two items:

— DoD spends little for indigent care; and
— spends much less on facilities construction
» 42 percent of the cost advantage is accounted by the profits
earned by private sector providers and the cost of their
liability insurance
e Most savings accrue to the beneficiary
» savings to the government are about half of the total

Everybody wants to know the next slide, which is a surprising
result. So why? ['Il be honest and I'll say that we don't
entirely know. The |IDA study found that 38 percent of the cost
advant age conmes fromthe fact that we don't really have to care
for indigents in the departnment and the private sector does have
i ndi gent care. Also, we do not spend as nmuch on new facilities
constructi on.

Roughl y anot her 40 percent of the cost advantage can be
accounted for by profits earned in the private sector and the
cost of liability insurance. O course the departnment self-
insures. Now right away - an econom st is going, well these are
real costs to the governnment, and it's true. | wouldn't want to
say that we ignore that. Fromthe Departnent's perspective,
neither of those are costs that we face.

It's also inportant to note that nost of the savings accrued to
the beneficiary because we tend to give away sone of that cost
advantage in the formof no co-pays, no deductibles to our
beneficiaries. Wen one |ooks at how nuch actually we can take
away from that cost advantage, how nuch of that savings goes to
t he governnent, it's actually about half of that.
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Cost Advantage Cannot Be Exploited
Without Enroliment

e DoD program generally lacks controls such as premia,
copayments, deductibles, and enrollment

e Increases in capacity attracts people from TRICARE contractors
plus those currently using private insurance.

e DoD saves money on the difference between DoD costs and
contractor costs--but loses money on the whole cost of treating
new users.

e Therefore, a relatively small number of new users is sufficient to
tip the balance against “making” care.

The cost advantage that is observed has traditionally not been
expl oited by the departnent and cannot be exploited, if you
will, without enrollnent. You would need to put in sonme sorts
of controls such as prem uns, co-pays, deductibles, enrollnent,
et c.

You need to al so be very, very careful because you have the
probl em of what we'd like to call ghosts. |If you nmake the in-
house systemtoo attractive and end up bringing in people who
are currently using private insurance and bringing in people who
are currently using the Tricare contracts, then you'll erode
your cost advantage very quickly.

Arelatively small nunber of new users is sufficient to tip the
bal ance. Wile there is a cost advantage, one has to be very
careful about how one tries to exploit that cost advantage. To
date, the departnent has not.
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TRICARE for Life and the Make
Versus Buy Decision

e TRICARE for Life gives the TRICARE Benefit
to Medicare-eligible retirees and dependents
» If care is received in DoD facilities, DoD pays

» If care is received from a private sector provider,
MEDICARE pays up to MEDICARE limits, DoD
pays up to TRICARE limits (about 20%)
e Net effect--Less costly for DoD if care
received outside DoD facilities.

Tricare for life and the nmake versus buy decision is actually
pretty straightforward. Tricare for life gives the Tricare
benefit to the over 65s, as we call them The nedical eligible
retirees and dependents. Traditionally, if you were a mlitary
retiree and you hit 65, you were then expected to go on to

Medi care. That is no |longer the case.

What's interesting froma resourcing perspective i s what happens
on that side. |If care is received in our facilities, in the
departnent's facilities, we pay 100 percent. W bear 100
percent of the cost of treating those people.

| f those people choose to go to a private sector provider, to
their doctor down the street, Medicare is going to pay up to
Medicare limts and DoD just pays the rest of that. DoD only
pays about 20 percent, bears 20 percent of the cost of treating
t hose over 65 retirees who go downtown, as we say.
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TRICARE for Life and the Make
Versus Buy Decision

e TRICARE for Life gives the TRICARE Benefit
to Medicare-eligible retirees and dependents
» If care is received in DoD facilities, DoD pays

» If care is received from a private sector provider,
MEDICARE pays up to MEDICARE limits, DoD
pays up to TRICARE limits (about 20%)
e Net effect--Less costly for DoD if care
received outside DoD facilities.

The net effect froma resourcing perspective is that we woul d
much prefer to see those people go downtown. It's a | ower cost
to DoD in the end. There are nedical concerns, treatnent,

prof essional clinician concerns about doing it for our in-house
side. Froma financial perspective and a resourcing
perspective, the make or buy decision is straightforward.
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Conclusions on Make Versus Buy

e Costs would be reduced by bringing work into
the MTFs from the contracts (but not
Medicare-eligible beneficiaries or new users).

e Free care in the MTF, plus a lack of controls
on beneficiaries, make exploiting the cost
benefit very difficult.

e Under these circumstances, the least cost
solution likely to be:

» Size to the wartime requirement; and
» buy remaining care.

So the concl usi ons about how much one would size the mlitary
medi cal establishnment, you can reduce costs by bringing work in
to the MIFs. However, you don't want to attract a |ot of new
users. It has traditionally been very difficult for us to
benefit fromthe cost advantage. Under today’s circunstances,
then, what you are led to is generally that to mnimze DoD s
costs one would size to the wartine requirenment and buy

remai ning care
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Why MTF Utilization is Important to
Purchased Care Cost

Regional Bid Price Adjustments Sorted by Relative Changein
MTF Market Share
(From 1995 to 1998)
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So how well do we meke versus buy? There are plenty of people

who say we don't do it terribly well. The Iink between the in-
house side and the purchased care side is an inportant one, as
we're trying to showon this chart. 1've got to take a m nute

to explainit.

There are bid price adjustnents that are nade to the contractors
or made to DoD. There is a certain |level of workload that is
expected to nmaterialize, if you wll, and certain patient |oad
that's going to be seen in the in-house side. There is a
certain patient |load that's expected to be seen by the
contractors.

| f nore people show up downtown than is expected, then the
contractors are able to be reinbursed for that. |[If nore work
shows up in the MIFs than was expected, then the contractors
need to rei nburse the in-house.
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Why MTF Utilization is Important to
Purchased Care Cost

Regional Bid Price Adjustments Sorted by Relative Changein
MTF Market Share
(From 1995 to 1998)
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So there are paynents that can go both ways under this system
and |'m speaking very, very generally. The people who are
experts would probably qualify all that a little bit. There is
an ebb versus flow W can win, we can |ose in the governnent,
dependi ng on where the people show up and where the workload is
seen.

Here we tried to take four regions. W neasured what we call ed
MIF mar ket share, and that would be the percentage of total work
within the region that's seen in the MIFs. Then we tried to see
how that conpared with the bid price adjustnents, the
alterations, the paynents to the contractors, or to the
governnment within that sanme region at the same period of tine.

What you end up with is this chart. On the left, the little bar
t hat goes down were regions in which one saw MIF mar ket share
growi ng. Meaning that the in-house side was taking on a greater
percentage of the workload within that region. One saw what we
think of as negative BPA in the sense that the contractors had
to pay the governnment for work because of the change in
wor k| oad.
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Why MTF Utilization is Important to
Purchased Care Cost

Regional Bid Price Adjustments Sorted by Relative Changein
MTF Market Share
(From 1995 to 1998)
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In those regions in which you have the situation on the right,
the bar on the right, MIF share was actual ly shrinking.
Wor kl oad was migrating out of the in-house side onto purchased
care. Indeed one saw bid price adjustnents that were
substantially positive.

I n other words, governnent had to pay the contractor. It sounds
i ke what one woul d expect based of the way |'ve described the
contracts. The truth is that a | ot of people had gone out and
enpirically tested the link. That's what we tried to do. It
did confirm what one woul d expect.



21

MTF Productivity Fell
Between FY95 and FY99

| Outpatient visits per provider per day |
187 161 15.9 155 14.9
o 9 1 14.4 X
15 4
12
9
6 i Clinic support personnel per provider
2.3 2.3 24 2.4 2.4 2.5
3 = — E—,
0 T T T T T 1
FY95 FY 96 FY97 FY 98 FY 99 FY Q0

MIF productivity seenmed to be falling between 1995 and 1999. Yet
the situations observed in the MIFs did not change, at |east as
nmeasured by clinic support personnel per provider. One heard
that part of the reason the MIFs were having to force work out
was because they were not being staffed adequately on the in-
house side. At least this chart suggests that that reason was
not sufficient to explain it. W have excluded same day surgery
fromthis chart, which came up in an earlier discussion



Financial Incentives for MTF Commander Under Curren

t System

» Changes in MTF enrollment from expected levels
» New activities/responsibilities

enrollees at the MTF?

e Funding for MTF is dependent upon historical funding with adjustments for

»In TRICARE 2.0, a small portion of MTF funding is based on the number of

22

e MTF funding maximization strategy--enroll beneficiaries i
but send to the contractor for treatment.
» Enrollment increases budget;

(despite provisions in Version 2 of the TRICARE contracts)

e Second best funding strategy--limit enroliment
» MTF avoids entire cost of care;
» Only partially offset by funding reduction

n the MTF,

» Reportedly, MTF frequently not billed for purchased care for enrollees

1 Incentivesin version 1 are worse.

Let nme just spend a mnute then tal king about the financi al
i ncentives for the MIF conmander under the current system

the course of PA&Es research, we've cone to believe that the

In

financial incentives in the systemare trenendously inportant

figuring out the extent to which work is either
house or sent downtown and received on the outsi

r et ai ned
de.

i n-

Typically, funding for a mlitary treatnent facility is done
budget ary
perspective. |It's what you had | ast year, plus a little bit
nmore, plus adjustnents for changes in MIF enrol |l ment from

fromsort of a budgetary perspective, governnent

expected | evel s and any new m ssions you m ght have acquired

al ong the way.

Now in this later versions of the Tricare contra

cts, what

generally called Tricare 2.0, they did try to put a snal
portion of MIF funding at risk and base it on the nunber
enrollees at that MIF. If you got a |lot of people to sign up,

you' d get a little kicker into your budget.

is

of

in



Financial Incentives for MTF Commander Under Current System °

e Funding for MTF is dependent upon historical funding with adjustments for
» Changes in MTF enrollment from expected levels
» New activities/responsibilities

»In TRICARE 2.0, a small portion of MTF funding is based on the number of
enrollees at the MTF?

e MTF funding maximization strategy--enroll beneficiaries in the MTF,
but send to the contractor for treatment.

» Enrollment increases budget;

» Reportedly, MTF frequently not billed for purchased care for enrollees
(despite provisions in Version 2 of the TRICARE contracts)

e Second best funding strategy--limit enrollment
» MTF avoids entire cost of care;
» Only partially offset by funding reduction

1 Incentivesin version 1 are worse.

I f you |l ook at the financial incentives faced by your mlitary
treatnment facility commander, the best way to maxi m ze your
resources and mnimze your cost is to go ahead and enroll as
many beneficiaries as you can in the MIF, but then try to send

t hem downt own for actual treatnment. The enrollnent is going to
i ncrease your budget a little bit, but you can send them
downtown and you don't have to bear the costs of treating those
peopl e.

On top of that then, there seens to be sonme evidence that
there's no penalty necessarily in sending the people downtown.
O at least it's not a penalty that the MIF conmander really
sees in a way that would affect his or her behavior.

The second best funding strategy, if you' re an MIF comander in
the current system is to try and limt enrollnment. Then you
can avoid the entire cost of care. Due to the vagaries of

gover nnent budgeting, the fact that you're not enrolling a | ot
of people doesn't necessarily nmean it's a one for one reduction
in your budget. So you get to keep nost of your budget, anyway.



Financial Incentives for MTF Commander Under Current System i

e Funding for MTF is dependent upon historical funding with adjustments for
» Changes in MTF enrollment from expected levels
» New activities/responsibilities

»In TRICARE 2.0, a small portion of MTF funding is based on the number of
enrollees at the MTF?

e MTF funding maximization strategy--enroll beneficiaries in the MTF,
but send to the contractor for treatment.

» Enrollment increases budget;

» Reportedly, MTF frequently not billed for purchased care for enrollees
(despite provisions in Version 2 of the TRICARE contracts)

e Second best funding strategy--limit enrollment
» MTF avoids entire cost of care;
» Only partially offset by funding reduction

1 Incentivesin version 1 are worse.

Now | et me say before everybody gets too excited that financial
incentives are only one set of incentives faced by an MIF
commander, and frankly may not be the nost inportant ones. At
| east as inportant is the fact that the higher, nore senior
peopl e up the MIF commander's chain can create their own
incentives. That's part of what M. Cuddy, anong others, does
in his day.
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Root Causes Of Perverse Incentives?

e DoD has attempted to overlay a managed
care system (TRICARE) on an older system
» Inappropriately designed and ineffective financial
and accounting systems

» Fractured command and control system--weak
oversight of make versus buy decisions

Those facts not wi thstanding, you do have sone perverse
incentives in there. You do need to sonehow nmanage those
incentives within your system | would argue that what has
caused these incentives is that we have been trying to sort of
overlay new nedi cal practices on an older mlitary nmedica

est abl i shnent .

Movi ng towar ds managed care has not been straightforward and
sinple. O course the state of managed care has changed t hrough
the 1990s. It was generally viewed very positively as a way to
control costs in the early 1990s. There's a bit of a backl ash
against it at the nonent.

That not wi thstanding, we traditionally have not had the sorts
of financial and accounting systens that would enable our in-
house side to operate or to even benchmark agai nst outside care.
It's been nore of a clinician driven system as opposed to sort
of a financial system Again, |'mspeaking in generalities and
| realize how dangerous that is.



Root Causes Of Perverse Incentives?

e DoD has attempted to overlay a managed
care system (TRICARE) on an older system
» Inappropriately designed and ineffective financial
and accounting systems

» Fractured command and control system--weak
oversight of make versus buy decisions

Secondly, we have a very difficult set of managenent systens.
Qur conmand and control systemis no real single authority to
oversee the nmake versus buy decision. Wth the nmake deci sion,
the authority predomnantly rests with the Surgeons General.
The buy deci sion predom nantly rests with the TMA, Tricare
managenent activity.

The two really don't conme together terribly well. To the extent
that they cone together, they cone together way up at the
ASD(HA). For various reasons, the HA's ability to act is also
quite limted. The command and control structure does create

| ots of problemof which nost of the people in this roomare
awar e.

Nevertheless, | hope this little presentation has given us
sonething to talk about for the next hour or so and | turn it
over to the panel.



Susan Hosek: Thank you. That was a very good overvi ew of what

is not an easy subject to make sense of. | think what we're
going to do is nmove fromny right to ny left, if that's okay.
And so | will start with Patty Lew s.

Patty Lew s: Thank you. That was an excellent overview. The

Tricare Managenent Activity was established as a field activity
and the history of field activities was to consolidate those
services fromthe mlitary departnents. In fact though, it only
consolidated a portion of that.

| think it's inmportant to recognize that in the context of this
di al ogue, especially the nake versus buy decision, the
consolidation relates to a portion of the purchased care. Not
the wartinme requirenment and not really adm nistering the direct
care system

So | agree that the command and control issue is a significant
one. Especially as we divide the country into regions and the
role of the | ead agent to nanage those regions and to assist in
maki ng t hose make versus buy deci sions wthout the conmensurate
authority and control adds to the dilemma that you so well
articul at ed.

There's one other significant piece in ny mnd that drives a

portion of the make versus buy decision. 1In fact, the size of
the existing force beyond what's required for the wartine
requirement. | think that's graduate nedi cal education.

Certainly that drives the need for a varied patient workl oad
within the facility that doesn't neatly align to having the
Medi care eligibles |l eave the system Although that is the nost
cost effective way to provide care to those beneficiaries, as
was recognized in the Tricare for life program

So there are sone significant dilenmas, but w thout addressing
t he managenent issues and what the patient popul ation needs to
be for the systemto operate and what we want to do in house,
then it becones harder to determ ne whether or not to nmake this
or that decision.



Susan Hosek: Ed Martin?

Ed Martin: | think again that Carla did a very good job of the
make versus buy overvi ew. | like Carla's point about this
shoul d be driven by the econom c determnations. | can't
remenber any of the decisions over the last ten years that were
driven by econom c considerations or even good analysis. That's
not how it went.

One of the key findings of the 733 report was associated with

co-pays and deductibles. [|f anything, the co-pays and
deducti bl es have been substantially decreased. |If you tracked
the trajectory, their expectation of the constituencies - and |
woul d defer to Patty on that - but increasingly, the HIlIl"'s

interest in that regard is to defer to the interest of the
constituencies.

So one key part of the econonetric analysis actually is noving
explicitly and substantially the other way. The fact is,
politics drove not only the formation of the DHP. It continues
to drive what the benefits. A lot of the increased costs in the
anal ysi s done between the regions had to do with increased
changes in the benefit. There's just a |lot of the benefit now
that you can't deliver in the MIFs.

So increasingly, huge anounts of expectations are having to be
shi pped on to contractors in areas |ike nmental health and
skilled nursing care, all of the other additional things. |
think that has to be a part of the consideration. The part that
is critically inmportant and probably is nost broken, you could
argue about conmmand and control and how to reorganize it. Since
t hat has been going on since Wrld War |1, sort of

i ncrenental |y.

| think Carla is absolutely right on about the incentives. |If
there were a single priority for Dr. Chu, Dr. Wnkenwerder and
Admral Carado it would be how do you use the new contracts to
yield the proper incentives, particularly for the MF
commanders. That is the nunber one overriding thing.



| think the second is a derivative of that. It has to do with
can it be managed better. That was a hypothetical question.
The answer is absolutely. There's a lot of inefficiency. |
woul d take exception to potential conclusions fromthe
productivity thing.

First of all, if you | ooked at 1995 to 1999, between 1994 and
1998, we dramatically changed how we counted. M. Cuddy w |
remenber this. Wen you cane in for an i muni zati on and you

were a pediatric patient, you were a 7. You got 6

i muni zations, they counted you for DPTs, MVRs, rubella.

So when commanders were rewarded for the nunber of digits they
delivered, they found very creative ways to get lots of digits.
We changed the policy in 1995 so that one patient equals one
visit. A lot of the 1995 to 1998 stuff was all of a sudden - it
was probably the same nunber of patients and nunber of visits
per actual practitioner in real terns is arguably the sane.

The bottomline is the productivity level is nmuch too low. It's
about a half or a third of what it could and should be. The

ot her point, of course, is that 3.5-support person per
physician, if retained, will maintain sonething around t hat

| evel of productivity.

In the private sector, which is the benchmark, that nunber of
support personnel is two or three tines greater, at a Kaiser

Per manente or whatever. Again, issues of the incentive. The

i ncentive could be different if you knew how nany peopl e the
facility was seeing and you had some way of having an enrol | nent
and capitation based way of rewarding themw th proper

i ncentives.

One closing conmment that | would like to nake, however, that |
don't think is trivial. Certainly Susan and others here know
that very well. A lot of tines we ook at the private sector as
the benchmark in regards to the Holy Grail for how the MHS ought
to work. Now that I'min the private sector for the last three
years, | can say al nost unalterably we don't want to do that.



If there is a colossally broken systemin this country, possibly
beyond hope, it's the nedical care system \ether it has to do
with incentives - and a | ot of the issues about co-pays,
deducti bl es, managed care, quality - all of those kind of issues
are very much at this point problematic. Myjor enployers from
the private sector, sort of |ike DoD, are facing enornous
potential problens.

| think one of the differences is it's within the ability of DoD
and DVA to solve a lot of the kind of problens that you' ve got.
l"mnot so sure if | were in the state of California that I
woul d know what to do with Medicaid. | certainly would not know
if I were Tom Scully what to do with Medicare.

It isliterally in a neltdown and | would submt in a couple of
years, there's going to be a |lot of conferences |ike this having
been hel d about what happened. 1It's going to have the same kind
of inpact on our econony that this increase has had on DoD.

| think that the nake versus buy and sone of the other kind of
consi derations need to be | ooked at within that framework. |
think the bottomline is it's incentives, it's optim zation,
it's inmproving the system and then naki ng t hose margi nal
deci si ons about nake-buy.

At the end of the day, the shift between DoD and Medi care

doesn't save the Anerican taxpayer anything. |In fact | would
submt that our 20 percent supplenental is going to drive up
Medi care costs dramatically. It basically creates a ful

entitlenent for people who have no reason now not to get all the
care that they need or desire.



Susan Hosek: Thank you. | guess it's your turn.

Dennis Weaver: As we start and think about the make-buy |
woul d i ke to go back to the broader level at this particular
time. The conference is about the comercial goods activity,
and health care is a commercial good. Yet | think you have to
focus on the inherently governnmental process of the mlitary
nmedi cal readi ness m ssion.

If you start with that inherently governnental process and you

t hi nk about the successes frankly in the conflict of today. You
hear the stories |last week at the Tricare conference related to
health care being there in Afghanistan in the gol den hour of
health care. Then the anpbunt of health care that's been
provided in critical nature in the transport fromthe tine that
the soldier/sailor was injured to the critical care that's been
provided in the transport back to the systemthat we have at
this particular tine. | would say that that's an inherently
governnental function, and a very, very inportant function.

That is one mssion that the DoD needs to continue to carry out.
You then put it wwth a synbiotic, but not identical, mssion of
peacetine health care, which has a different set of drivers and
a different set of activities. As you' ve said here, there's
going to be a baseline associated with the anount of health care
that needs to be provided for the readi ness m ssion and then the
cost effective nature of that health care that cones back in the
peacetinme system

Clearly, the peacetine systemthen is not going to provide al

of the health care. You're going to have to provide sonme w ap
around. As you provide that wap around to the health care
systemat this particular tinme, you now have two separate

m ssions - a readi ness mssion and a peacetine health care

m ssion. Froma delivery in the peacetinme health care m ssion
you have the direct care systemand the wap around system the
managed care support contractors.



That's a very conplex systemthat needs to be managed, nunber
one. You begin to think about just the specific incentives in

t he peacetine health care system | think you need to think of
it in the broader perspective of two mssions and a very conpl ex
system of three departnents delivering the direct care system
Then a nunber of nmanaged care support contractors delivering.

You' ve got a very conplex system To define the exact set of
incentives to make that entire systemoperate well is going to
be a conplicated matter. At this particular tinme, |I'mnot sure
|'"'mready to absolutely say that it's been done poorly. A very
conplex systemin which, at this particular tinme, satisfaction
is quite high. There is the cost effective nature to it. The
systemis fully funded for the first tine and that systemis
performng very well.

|"m not entirely convinced that you start wth incentives. You
have to | ook at the overall acconplishnment. The overall
acconpl i shnents of the system have been outstanding at this
poi nt .

Now you go to the next piece of it and you tal k about the
productivity issues. In recent years, there's been a question of
whet her the systemis fully funded or not. |[If the systemis not
fully funded at the start of the year - you've tal ked about

t hese perverse set of incentives. Mnagers, very good managers,
are going to make short-term deci sions that may not be the best
for the entire system They are the best decisions that they
have with the funding streans that they have.

There are the incentives of the nake-buy decision, but | think
you have to look at it fromthe broader perspective of the
downsi zing that's gone on, the funding of the system | have to
conplinent the systemat this particular tinme. Being fully
funded all ows the managers then to nake good solid |ong-term
decision, both in the individual activities that go on, as well
as in the capitalization efforts that are invol ved.



If you take the conplexities of what |'ve tal ked about, | think
the next thing you have to take a | ook at is the business nodel
that you want to have when you get done and the program goals
that are there. As you design those prograns goals of these two
m ssions and these conplinentary systens, it's going to be a
chal | enge to pick the appropriate business nodel that's going to
make that system appropriately operate.

Once you pick a business nodel, you'll have to pick a
contractual nodel. Once you pick a contractual nodel, you'l
then have to pick a financial nodel and a performance

measur enent nodel that's going to make the system work. W go
down then, to that particular level in those make buy deci sions.

What's the nost cost effective at this particular time? 1 think
you have to take a look at all of the broader incentives that
are there.

| think the system for its conplexity at this particular tine
does performquite well. As you sit down and think about where
does the system head at this particular point, we have to take a
ook at it fromthe perspective of what is truthfully the
conplexity in the system The different mssions, the different
incentives that are out there across the entire system and cone
up with what's the best way to incentivize the system

John Cuddy: | was pleased to hear Dr. Martin's observation,
since he's left our conmpany. | think perhaps maybe it's tinme we
start pulling the legs off the spider to see how he can junp.
The chal l enge that we have really is to optim ze subject to the
constraints that are placed on us. Those constraints cone from
a variety of sources, whether it be the Congress or financi al
system process that we're subjected to when the funds are
avai |l abl e.



| don't know anybody in the private sector who has to operate
for three nonths under a continuing resolution. W're faced
with things like that all the time. Readiness was nenti oned.

We have to understand that even readiness is not a termthat's
defined the same in the three services or utilized the sanme, for
a variety of reasons because the three services have different

m ssi ons.

The Arny is the long haul guy and they are basically not into
exerci sing readi ness, but preparing for it and training. The
Navy is the 911 force and it's out there all the tine. It isn't
happenst ance that we happen to have the carrier battle groups
when the reaction to 9/11 went down. It wasn't happenstance
that we had an anphi bi ous battle group there.

We don't keep the full up nedical personnel in those battle
groups. They would not get utilized, trained, whatever, when
the battle group was at home. Wen the anphi bi ous group goes
out, we inject about 100 nedical personnel. That's a
variability in the systemthat we contend with to support the
reason for the Navy and the Marine Corps being there.

So we have to recognize all of those things because they give us
a challenge. 1It's not a challenge we're unfamliar with. It's
just a challenge that is different. As an exanple, make-buy
goes back a long way in Navy medicine. At one tinme in the '80s,
Health Affairs had the chall enge of paying the private sector
care bill. The services didn't have to content thenselves with
it.

Health Affairs got tired of going on hand and knee to Congress
every year for a supplenental so that they could pay the bill.
In 1987, they decided that they would transfer that
responsibility to the service budgets. In nmy first year on the
job, I had to go explain to the Navy budget officer why we had a
$263 mllion re-programm ng. After he got done breaki ng both of
nmy kneecaps, we deci ded we ought to take a nore business-Ilike
approach to things.



The Navy infused about $130 million to get seriously into this
make- buy busi ness, to bal ance out the holes that were in Navy
medi ci ne. We were put under the mcroscope very early. W had
a blue ribbon panel that tore Navy medicine apart. Wen that

bl ue ri bbon panel reached their concluding days, they had done
the anal ysis that forecast alnost to the nonth when the growth
rate of what was then CHAMPUS woul d top out.

The make-buy is always a problemw th the Navy as well. W have
no control over a physician who decides that he can increase his
rate of pay by a factor of 4 in leaving the service. W
generally don't get a long-termnotification of that.

What we need to understand is we have a trenmendous |ever in that
t hose people that we do have in uniformand our civil unit
force, because their rate of pay is legislated, that we can
optimze if we look at the totality in Navy nedi cine.

As an exanple, Admral Jerry Johnson, the now retired chief of
the dental corps, stood on top of the nmountain and | ooked across
Navy dentistry. Realizing that the cost of health care
purchased in the marketplace had a |arge variability going
across the geography of the United States. He redistributed his
blue suit assets so he could put the |ower cost blue suit into

t he high cost marketplace and do his contracting in the | ower
priced markets.

You can do that if you approach this as a corporation and you
| ook across. At one of the very early lectures | gave on this

to a surgeon general's conference in 1989, | gave themthe
exanpl e of contracting for OB in the northwest and in the
southeast. It's not a foreign subject to us. Perhaps the

pressure wasn't on as it is now.



| think that our total energy should not be chipping away of
what's gone on in the past - because as Dr. Martin indicated,
there's a lot of reasons for the variability in our past. |
think we need to have the rules of engagenent |aid out so that
we all agree how we should proceed in the future.

| think we have a gol den opportunity. It was nentioned that
we're fully funded. After many years of asking, the Congress
has put dedicated funds to comng up with optim zation in the
direct care system | think that all of the talent in this room
and all of the talent that's in our segnment of defense should be
concentrating its energies on the techniques and the process.
Thi s makes sure we can go back to the Congress and denonstrate
that we've utilized those funds correctly so we get their

conti nued support to get that fully funded systemthat we now
have arrived at.

Susan Hosek: Thank you. | guess at this point we throw things
open for anybody who wi shes to comment.

Q Susan, as you know, | don't know anything about this. So |
hope I don't get this wong. Wat | hear the panel saying is
there seens to be a general consensus that if we set the

readi ness role of the nedical m ssion aside and we | ook at the
support of retirees and dependents and so on. There seens to be
a general consensus that the holding quality constant, the
departnment can provide the care for those people at | ower cost
than our contractors. |Is that the sense of the group?

Susan Hosek: As Carla alluded, there have been two studies of
that. Actually, both of themby Matt, so he may want to comrent
on this. Matt has done, what | consider to be a rather heroic
job with the information available. |If you | ook at the studies
and conpare themwi th the kind of research that is done in the
civilian sector, the information just isn't avail able.



The whol e issue is whether are we conparing apples and appl es?
Typically, cost anal ysis does not focus on the cost of a unit of
service. | think what Carla's talk really cones down to is Matt
has | ooked at it this way and then that way and then concl uded
that the cost of a unit of service is less in the mlitary, but
the systens don't provide the sane units of service.

So the bottomline is it |ooks like taken as a package, it's not
cheaper. But at a per unit of service level, it well nay be.
still would like to stress may because | think that there is
just a lot of unknown. A lot we don't know about what exactly
is the make-up of the care. Are the MIFs providing care that

| ooks |like the care that's downt own?

Sone efforts have been nade to | ook at those, but they're
primtive by the standards of sone of the research |'ve seen

In any case, it turns out we don't know a | ot about the cost
drivers in health care anyway. DRGs and all of that stuff
explains a surprisingly small fraction of the variation in cost.

| think this is a hard one to really be definitive about. |
would Iike to give Matt a little bit of floor space on this
because he's the one who has spent the nost tine studying it.

Matt Col dberg: W don't really know what it costs to treat an
i ndi vidual patient in an MIF and direct care. W can | ook at
clinical areas. W can |ook at how much it costs to run a
cardi ol ogy center at an MIF and we can ask how nuch it would
cost to buy that cardiology care in the civilian sector, which
is the nost recent kind of conparison | nade.



We didn't conpare GVE, nedical education - we took that out. |
was not asking the question of is it cheaper to run a nedica
school in Bethesda than it would be to run a simlar school

el sewhere. Strictly Iooking at the inpatient/outpatient care.
| confirmed the finding that there is a substantial difference,
substantially | ower costs in the MIFs. You can't do it at a
patient |level, but you can do it at a clinical work center

| evel .

We did adjustnments, as Susan said, based on DRGs for the
intensity of the care. One of the hypothesis people had was

t hat maybe the MIFs | ook cheaper is that they are doing the easy
care and shipping all the hard work downtown. W found that was
not the case. It was very m xed.

Sonme of the work others have done in CNA found that you're just
as likely in sone of the clinical areas to find the nore

i ntensi ve work being retained, the nore resource-intense being
retained at the MIFs as opposed to bei ng sent downt own.
Differences in conplexity was not the driver as far as we could
tell, either on the inpatient or the outpatient side.

So |i ke Susan said, we've done this a couple of different ways
and received the sane answer both tinmes. There is an MIF cost
advant age, notw t hstandi ng GVE, which | have not addressed.

My concern is that the cost advantage has been eroding a little
bit in recent years because workl oad has been mgrating out of
the direct care systemonto the contracts. So it's a very good
news story to define the MIF cost advantage. However, you have
to take advantage of that difference. You have to bring the
wor k back in house.



The way to do that is to incentivize the MIF conmanders. An
approach that has been proposed and rejected in TriCare 3.0
woul d have their O&M budgets be nade very sensitive to the
anount of work that they keep in-house as opposed to the anobunt
of work that they let mgrate downtown. That way you have an
advantage. You should use it to reduce the cost of the system

Ed Martin: Just a couple of quick observations. Susan did point
out the cost of care when you conpare it even downtown. There
is a great deal of difficulty in figuring out what care really
costs and what care really is. Wen you make the distinction
between units of care and the total care for groups of people or
cohorts of people, now you get into a | ot of inportant
gqualitative areas. That's not a trivial consideration.

For exanple, the MHS doesn't have 40 m|lion uncovered peopl e.
It's outconmes are conpletely different. For exanple, the
mlitary health system nmet year 2000 goals for infant nortality
in 1994 for Afro Anmerican popul ations, for Hi spanic popul ati ons.
The country still has not met those expectations. So there's a
| ot of difference.

As a pediatrician, that's not trivial to ne. The units of care
you need to provide good pediatric and good obstetrics care cost
nmore. |'mjust here to tell you that. |If you're going to
provi de good prenatal care, good post-natal care, and good
delivery care, there are a whole bunch of units in there that
the MHS is obligated to provide, which nmakes the epi sode of care
clearly nore expensive. 1It’s sinply not provided downtown to

| arge nunbers of people.



Second poi nt, which was touched on first by Patty, but | want to
re-enphasi ze two pieces of it. G aduate nedical education,
probably one of the nost difficult battles we faced in 1993-
1994, was an effort to conpletely wipe out GVE in the mlitary
heal th system

Wt hout GVE and without the incentive to keep positions, you can
make a great deal nore noney downtown. The destruction of GVE
woul d result in exodus of the exact kind of physicians that MHS
has and wants to keep. It would be really a catastrophe for the
really qualified people within the systemthat are physicians.

The second corollary point, we always talk about GVE - and this
really goes to one of the points that John Cuddy was naking.

The nost inmportant training in the mlitary is not physicians.
It's other than physicians. Wen Dr. Waver nentioned the
peopl e who were noving casualties in the first golden hour, they
weren't cardio-thoracic surgeons; they were corpsnen, they were
nmedi cs.

Now that is a unique group of people. No matter what you think
about EMS peopl e, Special Forces nedics and Marine hospital
corpsnen are totally different. Their training is different,
their capabilities are different. It is only within the
mlitary systemthat they could legally get the kind of
experience and training.

You cannot take a corpsman or a nedic and put themin even a
maj or traunma systemand all ow themto have the kind of
experience because of limtation or because of litigation
threats that they are able to have in the mlitary. Wenever we
t hi nk about GVE, we need to worry about that other great big
group of people who are on the pointy end of the spear, which
you have to protect.



Very frankly, the people that need to be there to train them
need to be the best. |In order to keep the best, | personally
believe that you're going to have to offer the kind of quality
envi ronment, which includes GVE. The bottomline is when you
put all of those together, you have to take care of old people.
Part of the reason why our active duty force is so healthy is
that it cannot literally provide nmuch opportunity for training.

Most of the dependents are quite healthy. [It's only those of us
who are approaching the TriCare for |ife who have the norbidity
that allows a ot of the kind of things you have to do in conbat
to be trained. So you can't train that group of people on a
whol e bunch of healthy people. You' re going to have to have a
whol e bunch of ol der and sicker - and they're al nost synonynous,
as |'mdiscovering — people who need to be cared for.

| think those pieces fit into the point that Matt was naki ng
about cost. As inportantly to what John was alluding to about
fundanmentally what's different. Although |I do think we can cone
up with a bunch of incentives that are pretty obvious that are
going to help a lot.

Susan Hosek: On that point about the elderly - | don't know if
anybody has | ooked at this. | think |I've seen sone data.

think I actually, over the past decade, the MIFs may actually be
treating fewer of those people. This cones back to the comment
that Dennis made about thinking about the incentives and the
performance of the systemoverall.



Arguably, if decisions are being made about which patients to
treat and which to not treat that are not serving the readiness
m ssion that would be a very unfortunate outcone. | don't think
that there is a systemyet, a set of good netrics. There are a
lot of little netrics. There are laundry lists of little
nmetrics. However, there isn't a nice reasonable list of ones to
get to the really big issues, particularly in the nmultiple

m ssi ons.

Wuld it not be nice to be able to pick up an annual report that
says as a mlitary system is this systemperformng well? Is
it doing what it should be doing? | don't know what those woul d
necessarily look like, but it would probably be hel pful to the
system to have those.

M . Cuddy: There's another factor, | think, that we need to be
aware of that occurred in the early part of this period and
definitely has an influence. That is as we approach the first
part of the 1990s, we were dealing with a systemwth its
unbrell a spread over 60 percent of our popul ation.

Forty percent were out of our reach and what is considered out
of catchnent. As we close that 10-year period, it flip-flopped.
We've only got 40 percent now because of BRAC and 60 percent of
outside of our reach. | think it's also inportant to pick up
where Dr. Martin left off when he nmentioned OB and peds. That
is a dynam c of our population that is somewhat different.

When you take a young Marine's wife down at Canp LeJeune, and
sonetines they are as young as 15 - sone of them17. The
husband is out there on that deck half a world away and she's
delivering her first child and you have no fam |y support group
to send them hone to. You' ve got to provide a different kind of
care than you have for the civilian popul ation that has that
kind of an environnent to live in after the delivery.



So are we paternalistic in sone of what we do? Yes. Do we have
to be? If that Marine out there is worried about his wi fe and
child, we're putting himin a dangerous environnent that he
doesn't need to be in. They've got to have the confidence that
everyt hi ng back honme is okay and they can focus on what we've
trained himto do.

Patty Lewis: | think the question we need to focus on is how
much i s enough to keep the system operative to acconplish what
we want to acconplish. | agree with Ed that a major notivator

in keeping the quality mlitary nedical health care force there
i s graduate nedical education

In the years |'ve studi ed special pays and worked those issues
and even the support staff issue, the key that keeps those
physicians in the mlitary is the opportunities in those
training prograns at earlier points in the career than they
woul d ot herw se see that outside. Certainly you need a patient
popul ation in order to maintain those prograns.

How nmuch do you bring in and how | arge a program do you

mai ntain? Do you bring every eligible population within the
direct care systen? Do we have the end strength given what the
service secretaries have testified over the past week or so,
about their need for end strength growmh, to keep that within
the direct care systen?

| think the question is, how nuch of that do you need to

mai ntain and where do you draw the line for the beneficiaries
and what they get in-house and what you have to purchase to
provi de for them

Ed Martin: We said make-buy decision. It's actually, 1'd
subm t, a bunch of nmaeke-buy decisions. There's a whole bunch of
them that you need to mnake. | want to build on what Patty
said. There's a distinction - let's just pick Walter Reed.



There's a distinction between Walter Reed as an institution, its
capability to train, its capability to provide care, its surge
capacity for casualty and its ability to deploy big bunches of
peopl e qui ckly. The uniform personnel piece of this and the
services are very different in this regard. The Air Force is
having to sort of acconmodate now.

The Air Force is predomnantly active duty personnel. It is now
having a very different mx of civilian and unifornmed personnel.
The Arny probably has the richest support conpl enent of
civilians, which has sone advantages. Certainly the Navy does
where it has its big facilities, where it has to depl oy people.

When you | ook at a Walter Reed, the issue of end strength, how

many people, and the make-buy is a different nake-buy. It's how
many uni fornmed personnel sonetines versus how many civilian

per sonnel and support personnel. That's not a trivial issue -
it's a variant of the nmake-buy. It is also going to have to be

a part of the decision making process if you're trying to
optim ze the care.

Dave McNicol: This is a question that goes nore towards the
second part of Carla' s brief and sonething that Ed Martin and
John Cuddy m ght both want to address. They both spoke of
financial incentives. M question is, who is in charge and who
shoul d be in charge?

They are perverse incentives. This is presumably sonething that
is not rocket science to fix, and yet they' ve been perverse for
years and years. So who is in charge? Controller, TMA, the
surgeons, the mlitary departnments. |If Secretary Runsfeld

wi shed to apply to sonmeone to get this problemfixed, to whom
woul d he apply?



Susan Hosek: Well actually, Dennis and | both -- trying to | ook
at that question. |It's a problem The VA did sonething kind of
interesting a few years ago. They attenpted to - they al so have
had a problemof who is in charge. It sure wasn't the assistant
secretary.

They restructured thenselves in a regional way, but with very
clear lines of authority at work in a program budgeting system
RAND did a study of this and when | talked to people, | was
struck by their enthusiasmfor their new system Even those who
have | ost sonme under the systemreally like the fact that
authority is delegated to the working |l evel. They have a
significant control over resources.

You talk to people in the mlitary system you talk to MIF
commanders and you al nost al ways hear the same thing. |If you
just give nme a clean line of authority, an understandi ng of what
nmy budget is going to be so I know what | have to work with, |
could manage this thing. That's not the way it works right now.

Denni s Weaver: That sane question has been asked back to Hoover,
| think.

Susan Hosek: Actually, Ei senhower was the first person to ask
t he questi on.

Dennis Weaver: It's been asked and asked and asked again. |'m
not sure that it is an organi zational issue. | think over a
period of time, formfollows function. Fromthat perspective,
the concepts that are being discussed here today about what are
the programgoals. | nean, where you started fromthe

begi nning. What are the program goal s? You' ve got two
different m ssions that both need to be acconplished.

When you | ook at those two different mssions, you then need to
deci de progranmatically how you' re going to acconplish them
Then build an appropriate busi ness nodel to acconplish them
Then support the business nodel with the business processes
organi zational ly.



|"mnot sure the first place to start is organizationally. |
think the first place to start may be to clearly understandi ng
what you're trying to acconplish and incentivizing those
acconpl i shments as we're tal ki ng about here today. Then the
departnent struggles with organi zati onal change.

Is that the kind of thing that you want to push through the
departnment, organi zational change? O do you want to focus on
getting a good solid business nodel, a good solid incentivized
structure so that everybody in the system - understands they
are on the sane track

Susan Hosek: Yes, and actually there's several tal ked about
incentives and | think the incentives are an inportant question.
| think also sone attention needs to be paid to the authorities.
You can incentivize sonmebody to do sonething, but if he's tied
up 50 different ways, he's not going to be able to acconplish
what you want himto do. | think that both pieces probably need
some attention.

Dennis Weaver: Accountability, responsibility and incentive-
based all fit together. Formfollows function.

Ed Martin: Alittle bit different. First of all, again, I'm
sort of thinking of the private sector or even the DVA
conparison. |If you take a ook at mlitary officers who are now
in charge of facilities and things like that, they use words

i ke "accountability” and "chain of command" and "authority."

Let's face it, | don't know of any systemthat is nore carefully
honed to do all of those things. It's designed to do that. So
the conclusion has to be not that there aren’t those things
there, but they are very clearly a different set of incentives.



The fact of the matter is an MIF commander is not going to nake
O-6 or be eligible for O7 or be rewarded based on anyt hing
associ ated with their econom c performance or running their
facility. There's a whole bunch of other things, including that
stuff they're asked to do.

So you have to sort of re-frame it. | agree conpletely with Sue
relative to one elenent of the system Health care is a
community thing. Wen you talk about how you really run it, you
do not run it fromthe Pentagon. You don't run it, frankly,
fromthe |l ead agent office. You run it fromthe facility. |
mean, that's where it's got to work.

If it doesn't work at the MIF and the clinic, it isn't going to
work. So what you have to do is figure out how you do that. |
do take exception in regards to DVA for two reasons. Nunber
one, the VA doesn't have to deploy people. | can tell you right
now, if all of a sudden you had to nove 150 VA people, it would
be roughly having the sane enotional trauma as noving a
graveyard in downtown Boston. It could not happen.

The second thing is, they created 26 separate corporations. One
of the things that Ken Kaiser westled with, Roswell wll now
inherit, and Tony Principi's very concerned about is that there
was not a lot of relationship. Although they're trying to nake
it happen, between where the noney went and where the people
were. That was a huge probl em

The separate organi zati ons essentially determ ned what the
benefits were, like the constituencies. But it is not a unified
systemin the wildest sense of the word. At |east Arny nedicine
or Navy nedicine or Air Force nedicine has sone kind of
reasonabl e consi stency across the three services. The DVA is
very different.



That woul d be sonething |I'mnot sure you would want. Al though
think the ultimate unit that you' re going to have to figure out
how to nmanage is the region, not the MIF, because that is where
the readiness and civilian care cone together.

Patty Lewis: |1'd take a step back and when you're asking who is
in charge or who is responsible, there are two questions that |
think you need to answer. One, who is responsible or in charge
along the lines of the nature of the benefit. The second piece
is the delivery of that benefit.

The nature of the benefit derives fromdemands within the
departnment and there's certainly a | ot of Congressional
responsibility there. ['ll use TriCare for Life as an exanple.
It was the Chairman of the Joint Chiefs of Staff who demanded we
meet the comm tnent of health care for |ife for our mlitary
menbers.

He said it was a recruiting i ssue and cane to Congress and
demanded t hat sonet hing be done. Now certainly that gained
political weight and force and it did, in fact, occur. But it
was the Chairman of the Joint Chiefs of Staff who cane to
Congress and said that we nust elimnate co-pays.

Those sorts of issues revolve around the nature of the benefit.
Not only do you have the mlitary nedical departnents trying to
adm ni ster the program but also you have the bigger departnent
and the Joint Chiefs and the Congress hel pi ng you define that
benefit package. Then the health comunity has to deliver that
benefit.



So there's two different sorts of oversight and comrand
structures, and certainly | agree with Ed. However, in the
delivery of care, there's a rather defined structure. Although
we do have the three services and sone of the resourcing issues
are not clear. W certainly don't have consensus, authority,
and direction on the nature of the benefit and the delivery of
that benefit in one place.

Dennis Weaver: | think one of the things that gets conplicated
down that path, Patty, is the issue that the departnent has an
enpl oyer function they must provide. The enployer function is
to determ ne how nuch of the dollar of the budget is going to go
to pay for health care and what kind of benefit do they want to

provi de.
So you go then froman enployer function to a delivery of care
function. In the delivery of care function here, there's

responsibilities to be both the payer organization and insurance
type of organization for that, and then a delivery of care
function.

So once again, I'mnot sure there's another health care system
in the world that has to take on the responsibilities of being
t he enpl oyer, the payer, and the provider.

So one of the things that you have to figure out is which hat
are you putting on? Am1l in ny enployer function today, aml in
t he payer function, am| in the provider function and the

conpl exities associated with all of those?

Ed Martin: Should we focus on delivering care to our
beneficiaries, or on naking sure that if we have to go to war
tomorrow, we can? Wien you add that dinension, there is
literally no anal ogous systemin the world.



Denni s Weaver: Then you get back to the challenges. 1| think
we've all noted the inportance of a robust direct care system
However, then there is the issue of incentivization to ensure
that that perfornms optimally. And then to ensure that the tota
package that you provide the beneficiaries has a good

wr apar ound, that they have an excellent quality of life froma
peacetime benefit.

Ed Martin: One thing Dr. Weaver said that | want to just
mention. He was tal king about the fact that there's a big
di fference when you approach the mlitary health systemas if
it's woefully and totally broken. It needs life support and
resuscitation.

That attitude or perception which, by the way, is really nuch
around in the late 1980s and up to the md 1990s, does change
the character of the kind of questions you're asking and the
character of the discussion and debate. | don't think the
mlitary health systemis broke.

| think I went to the best Tricare conference ever. Conpetent
peopl e running a very conpl ex system under enornous stresses,
respondi ng extrenely well to Septenber 11lth, which is a
fundamental mssion. They did a |lot better than we did in the
@Qulf and inthe Gulf we did a ot better than we did in prior
cases.

It's a question of what kind of grade do you give themfor doing
this very conplex thing? The next set of questions is, what are
the things that they need? The first thing they needed was ful
funding. We were able to fund it fully in 1995 and 1996, but
not agai nst these new requirenents.

| think some of the key questions concern what are the things
t hey need and what are the incentives they need to actually make
the systemwork better.



| think that changes the character of the kind of questions that
we're asking. |Is it broke and desperately needs fixing? I
woul d certainly rather be in the position Dr. Wnkenworder is
than an awful ot of the people who are state Medicaid

commi ssioners. Let alone do that plus run an HMO, a health
departnent, and be the enployer of 8 mllion people.

Dave McNicol: Hold on just a mnute, though. You're giving the
answers at 50,000 feet for a ground | evel problem Soneone said
one of the reasons that we have declining productivity that

we' re pushi ng people out the door is that the systemwasn't
fully funded. W had an agreenent that the financial incentives
on MIF comranders are perverse.

| don't see anybody i medi ately on hand fromthe controller's
office. Wiy don't | say that Dr. Zakheimis in charge of those
probl ens and should fix themforthwith. 1It's costing us a
billion dollars a year in unneeded expenditures.

Ed Martin: | happened to be there with you when we had a
control ler that thought he should do that.

Dave McNicol: Well, the fiscal guidance, at |east.

Ed Martin: He was actually a DepSecDef At the end of the day,
we deci ded that possibly managi ng the delivery of care as
opposed to the benefit probably required a different set of
skills than a bi ochem st.

Wth all the deference to the Conptroller, | think what the
secretary, the Conptroller, and frankly Dr. Chu needed to do on
the delivery side is to do exactly that. There is no reason
why OSD, if it puts its mind to it, could not do it. | can speak
personally to the fact that if the assistant secretary wants to
do sonething even that is difficult, with the support of the
secretary, you can do it.



Consol i date QGVE, create regions, make people get decent
licenses, do certification. There are whole bunch of things
services didn't want to do that we did do. So | think you're
correct. You' ve got the Secretary, the Conptroller, and the
Under Secretary supporting and directing sonebody to do
sonething, it will happen. It will happen for a very sinple
reason - they've got the noney. The services are going to blink
when it conmes to that.

The other part about this is a |lot of these things, the services
want to do too. It's not like there's necessarily apposition.

M. Cuddy: | think perhaps where Dr. McNicol is going is on the
here and now, how do you make it happen? How do you get
control? | think there's probably three different solutions out
there that represent the three different cultures that are the
three different services.

|"mnot sure that - there don't always have to be three. |
nmentioned earlier that readiness is different for the three
servi ces because they are supporting a different mssion. |'m
not sure the culture of managenent in the three services may
turn out to be that they are derived fromthe m ssion that those
three services have. Maybe we all can't get in the sane boat
and face the way when we pull on the oars.

| can only speak for ny service. M service has inposed a very

tight discipline in financial managenent. |It's the school
grew up in. | can inpose that on Navy facilities and it works
in the Navy. I'mnot sure it would work el sewhere. So |'m not

going to stand on top of a nmountain and say they all should do
what | do.



However, | think we can all learn fromeach other. | think

per haps we ought to spend sone tine |ooking at how the three of
us do things and where there is comon ground that we can export
back and forth to each other, and we're doing sonme of those
things right now | think that's the way to nake the entire
system nove forward. | think we do definitely need to

acknow edge that there are service cultures that we probably
cannot tranpl e.

Susan Hosek: 1'd like to cone back to the benefit issue for just
a mnute. | don't think anyone owns the benefit issue. | think
everybody is afraid of it. [If you think about it, we've been

i ncreasi ng pay and we've been increasing benefits. | would bet

you that nost enployers would not have put them on anything |ike
DoD di d.

That's partly because the people who are thinking about this are
not thinking about both of them as a conbi ned benefit package.
Dr. Chu is actually interested in starting to do that, and

think that woul d be an enornous and beneficial step.

From the point of view of the system this benefit changes in a
significant way every year. Wat we all want people to do is
sit down and figure out how to do a better job managi ng that

benefit. | think it's probably a good tinme to stop making these
significant changes so that these guys have to enroll over 65s
now. This is a whole other big thing. | just think there is a
way to get nanagenent over the benefit. It would be an

i mportant starting point.

Patty Lewis: The one silver lining in the cloud -- over 65
benefit is - at this point in tinme, we know we have a
responsibility to all those beneficiaries. Prior to know ng
that, there was this uncertainty in how nuch shoul d be absorbed
within a system and how many we had to turn away.



The good news is, | think we know what's there now. Were before
there was that uncertainty and that put incredible pressure
within the systemto absorb nore, and a | ack of satisfaction no
mat t er what was acconpl i shed.

M. Cuddy: | think one of the greatest chall enges we have, and
that is with the freedom of choice that we've given our
beneficiaries with their new entitlenments, we need to be very
careful that we can market to and keep engaged with the right
m x of beneficiaries we need across the system Because

ot herwi se, the over 65 represent the retired group which is in
love with mlitary nedicine. W all grewup with it. W never
found anything wong with it and we will rush to enbrace it.

Wth freedomof choice, if we're not careful how we manage the
total beneficiary population, we can dis-enfranchi se the younger
ones. Wen they get of age and retire, they won't have that
sane experience with our system W could be digging oursel ves
into a death spiral, because we'll be 20 or 30 years from now
not having that beneficiary flow and they will be just as happy
to go down the street.

So we've got to really come up with a way of over sighting that
total mx. W can't rush to bring all of the over 65s in the
door. Not just for financial reasons, but because we'|l

di sl odge fol ks who are not fromthat age group.

Susan Hosek: | believe that we're at the end of our tine. As
usual on this topic, if we've solved anything, | haven't figured
out what it is.



Backup
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MTF Care is Cheaper per Episode

e MTF care is about 25% cheaper ... ;
per case than purchased care.
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e Saving mainly accrues to
beneficiaries,
who avoid co-pays and
deductibles.
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e DoD budget saving ~5% per
case on average.

CHAMPUS

| Source: 733 Study |

The chart is notional. |In fact, standard CHAMPUS pays 80% of

al l omabl e cost for active-duty famlies, only 75%for retirees.
The overall 24% cost advantage is actually a wei ghted average of
t he two.
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External Validation of
MTF Unit-Cost Advantage--1994 Estimates

e Unit-cost advantage based on comparison of
MTFs to CHAMPUS.

e External validation based on analysis of
American Hospital Association (AHA)
and other civilian-sector data. vasrcnsson [T ]

»additional cost elements that DoD
would have to pay to purchase care. * Liabity Premiums I

e Still other cost elements, more difficult

to quantlfy' + Indigent Care |
»lower physician salaries at MTFs
(even including bonuses); +Profits |

»MTFs enjoy quantity discounts on large
purchases of supplies, e.g., pharmaceuticals;

»MTFs avoid taxes and tax preparation expenses.

T T T T + t T T T 1
0% 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%
Excess of Civilian Hospital over MTF Operating Costs (cumulative)

| Source: 733 Study

By | aw, pharmaceutical manufacturers nust sell to DoD at prices
no greater than the whol esale prices they charge non-governnment
retailers (e.g., CVS) or non-governnent nedical providers (e.g.,
Kai ser). These are the so-called D stribution and Pricing
Agreenent (DAPA) prices. Currently, DAPA prices apply only to
phar maceutical s purchased by the direct-care system not by
CHAMPUS partici pati ng pharmaci es or TRI CARE nmanaged-care support
contractors (e.g., Foundation Health).
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Virtual Hospital Efficiency
Government Costs Only

Even when compared to just the government’ s costs for
purchased care, MTFs are till less expensive than the
purchased-care alternative

Total Gov't-only

ratio ratio
1997 1.65 1.31
1998 1.45 1.17
1999 1.47 1.21

$ (government cost for purchased care)
$ (actual MTF cost)

Government-only ratio =

Sour ces: Efficiency Analysis of Military Medical Treatment Facilities, CNA, 2001 |

Here we summarize virtual -hospital efficiency fromthe
perspective of governnent costs only. Because the beneficiaries
nmust pay deducti bl es and co-paynents for purchased care, the
gover nnent cost of purchased care (the nunerator of the ratio in
the slide) is lower than the total cost of that care. Thus,

consi deration of only the governnent cost tends to nake the
purchased-care alternative | ook |ess expensive. Nonethel ess,
MIFs are still |ess expensive than purchased care (i.e., the
rati o exceeds 1.0), though by a snmaller margin than when we
consi dered the total cost of care.



DoD Beneficiaries--FY2002

Medicare Eligible

Retirees and o Active Duty
Dependents

CHAMPUS

Eligible —

Dependents of

Retirees \

Dependents of Active Duty
CHAMPUS

Eligible Retirees
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