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IN BRIEF

Many states are creating or expanding Medicaid managed long-term services and supports (MLTSS) programs to
improve quality and control costs. To accomplish these goals, capitation rates paid to managed care plans should
reflect the expected costs of care for the LTSS beneficiaries enrolled in these plans. This brief, supported through the
West Health Policy Center, explains the role of risk adjustment in setting accurate, actuarially sound capitation rates for
MLTSS plans, and the challenges in developing risk adjustment models that are suited to MLTSS programs. Risk adjusting
MLTSS capitation rates to account for enrollees’ functional and cognitive status may improve the accuracy of rates
paid to each plan. However, risk adjustment is technically challenging, and the importance of using risk adjustment
in MLTSS programs may vary based on state-specific program features, such as which population groups are
enrolled, the benefits covered, whether enrollment is mandatory or voluntary, and the number and type of
participating health plans. State officials should ensure they understand the benefits and challenges of adopting an
MLTSS risk adjustment model for their programs.

services and supports (LTSS) to seniors age 65 and older and people under age 65 with disabilities

who are eligible for Medicaid. The number of state Medicaid agencies that contract with
managed care plans to provide LTSS has nearly tripled in the last 10 years, from eight states in 2006 to
over two dozen states in 2016. The number of people enrolled in managed care programs covering LTSS
nearly doubled from 916,000 in 2013 to 1.6 million in 2014.*

M anaged care has become an increasingly common delivery system for providing long-term

In managed LTSS (MLTSS) programs, like other risk-based managed care programs, state Medicaid
agencies pay fixed monthly capitation (per-person) rates to managed care plans, which are at financial risk
for the costs of all contracted benefits provided to enrollees within the capitation amount. Federal law
requires that Medicaid managed care capitation rates be “actuarially sound” (i.e., rates must be
developed in accordance with generally accepted actuarial principles). Rates are judged to be actuarially
sound if they reflect the expected costs of providing all covered benefits for each “rate cell” — categories
that group enrollees by age, gender, eligibility category, and the region in which they live.? In addition,
federal rules allow states to adjust rates based on enrollee health status, and most states do so for
Medicaid managed care plans that cover medical care benefits, such as hospital, primary, and specialty
care. But risk adjustment that specifically takes into account the expected costs of LTSS benefits based on
enrollees’ level of functioning or type of disability remains rare.3

This brief, supported through the West Health Policy Center, explains the role of risk adjustment in setting
accurate, actuarially sound capitation rates for MLTSS plans, and the challenges in developing risk
adjustment models that are suited to MLTSS. While risk adjustment is a key tool for setting equitable rates
across plans, its importance may vary based on specific features of each state’s MLTSS program (i.e.,
which population groups are enrolled, the benefits covered, whether enrollment is mandatory or
voluntary, and the number and type of participating health plans). However, due to the technical
complexity of risk adjustment and the difficulty of collecting reliable data on MLTSS enrollees’ functional
and cognitive status, state policymakers and Medicaid officials should take a close look at the costs and
benefits of developing risk adjustment methods for MLTSS programs in their state before leaping into this
challenging area.
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Importance of Risk Adjustment to Managed Long-Term Care
Supports and Services Rate Setting

Risk adjustment is a statistical method that accounts for differences in age, gender, health conditions, and
other characteristics of a health plan’s enrollees in setting the payment rate for that plan (more
information can be found in Medicaid Rate-Setting for Managed Long-Term Services and Supports: Basic
Practices for Integrated Medicare-Medicaid Programs).* By accounting for the expected cost of providing
services needed by each plan’s enrollees, risk adjustment of capitation rates is an important tool for states
to avoid overpayment to plans whose enrollees are healthier than average, and underpayment to plans
whose enrollees are sicker than average. It also reduces the incentive for health plans to “cherry-pick”
(i.e., intentionally seeking to enroll healthier beneficiaries to earn more profit) or stint on care for high-
need enrollees to avoid losses. Risk adjustment is frequently used in state Medicaid programs covering
medical care, such as hospital, physician, and specialty services, and several national risk adjustment
models exist to adjust rates by age, gender, and health conditions — variables that are strongly correlated
with expected health care costs. These models, however, do a poor job accounting for the main drivers of
LTSS costs: physical and cognitive impairment. Seniors and people with disabilities have a wide variety of

conditions and levels of functional impairment, both of which determine how much and how often they
need assistance with activities of daily living (ADLs) and instrumental activities of daily living (IADLs).>®

Some risk adjustment models have been developed to take
into account functional impairment for enrollees with high
LTSS needs. For example, since 2004 the Centers for
Medicare & Medicaid Services (CMS) has used a risk
adjustment model to adjust rates for the frailty of seniors
eligible for nursing home level of care, who enroll in
Programs of All-Inclusive Care for the Elderly (PACE). CMS
uses a similar model to adjust rates for fully integrated dual
eligible Special Needs Plans (FIDE SNPs), a type of Medicare
Advantage plan that enrolls Medicare-Medicaid enrollees
who need LTSS. Both models use information from self-
reported physical and mental health functioning, sort
enrollees into functional need categories based on difficulty
in performing ADLs, and create a frailty adjuster that is
added to the health risk scores for enrollees.® Adding the
frailty adjustor increases the models’ accuracy in predicting
total health costs,® but these models only adjust the
Medicare portion of the capitation rate covering medical
care, not the Medicaid-covered LTSS portion. To fill this gap,
New York’s and Wisconsin’s Medicaid agencies developed
risk adjustment models for their MLTSS programs. In both
models a few key variables, primarily the level of need for
assistance with ADLs and IADLs, were found to be highly
predictive of LTSS costs. There are some differences in the
two states’ models due to differences in populations
enrolled or the way in which functional and cognitive status
are assessed. New York, for instance, found that in addition
to ADLs and IADLs, memory loss, incontinence, and some

Risk Adjustment in a Nutshell”

In Medicaid risk adjustment, a state uses data from
Medicaid eligibility files and paid claims, including
information about age, gender, clinical diagnoses, and
other variables, to develop a predicted relative cost for
each enrollee in the managed care plans in the state. The
risk score for each enrollee is then aggregated into an
overall score for each plan that reflects the expected cost
of the plan’s enrollees, relative to the expected overall
average cost per Medicaid enrollee in the state.

For example, if the average risk score for the overall
Medicaid population is defined as 1.0, a healthy young
man might receive a score of 0.4 based on his having
relatively few indicators of high future costs. In contrast, a
woman with a spinal cord injury who requires assistance
outside the home might be scored at 1.5, and a senior
with significant cognitive and mobility impairments who
requires round-the-clock care might be scored at 2.3. A
plan having an aggregate score of 1.2 for its enrollees
would receive a 20 percent add-on to the state’s average
monthly per-enrollee payments, while a plan with an
aggregate score of 0.8 would receive an average per capita
rate that was 20 percent below the average for the state.

diagnoses were strongly correlated with LTSS costs.® Wisconsin enrolls people with intellectual or
developmental disabilities (I/DD) into MLTSS plans, as well as people under age 65 with physical
disabilities and frail individuals age 65 and older, so it chose to develop different risk adjustment models
for each group because it found that cost drivers varied among them.%12
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Impact of State Program Differences on the Importance of
Managed Long-Term Care Supports and Services Risk
Adjustment

Despite its value in improving the predictive accuracy of capitation rates paid to each managed care plan,
risk adjustment for type of disability and level of functioning that influences use of LTSS benefits remains
uncommon in state MLTSS programs for a variety of reasons. Most state MLTSS programs now in
operation began in the last few years; during the initial phase of implementation, Medicaid agencies tend
to focus on critical things such as enrolling beneficiaries and ensuring that plans have adequate provider
networks, which leaves little time and resources to develop their own risk adjustment models. Among
states with more established programs, some enrolled just a few thousand beneficiaries (until recently),
reducing the motivation to develop specialized risk adjustment models. Other states with long-standing
and larger MLTSS programs, such as Arizona and Minnesota that serve tens of thousands of enrollees,
could not effectively evaluate the need for risk adjustment models because they did not have reliable data
on enrollees’ functional and cognitive status — the primary drivers of LTSS costs — to analyze the
association with costs.

In addition, differences in the way state MLTSS programs are designed can affect the importance of risk
adjustment in setting fair and accurate capitation rates, as well as states’ decisions to invest in developing
a risk adjustment methodology. Following are MLTSS program design features and a discussion of how
they influence the need for risk adjustment:

= Heterogeneity of enrollees. State Medicaid agencies are increasingly enrolling all four of the major
LTSS beneficiary groups into MLTSS plans: (1) frail adults age 65 and older; (2) adults under age 65
with physical disabilities; (3) individuals with intellectual and developmental disabilities; and
(4) children with disabilities. Of the 31 state MLTSS programs in operation in 22 states as of 2014, 26
enrolled more than one population group. Six programs enrolled all four target populations, 10
enrolled three population groups, and nine enrolled two groups.*® Plans generally serve all target
populations enrolled in a program. The greater the diversity of beneficiaries enrolled in each plan, the
more important risk adjustment becomes since each plan’s mix of enrollees may have higher or lower
levels of need and expected costs than the average. In states with programs narrowly targeted to one
beneficiary group, risk adjustment is less important.

m LTSS eligibility. The heterogeneity of enrollees is also shaped by the level of need that qualifies
beneficiaries for LTSS covered by managed care plans, since it influences the cost and utilization
profile of enrollees. Nine of the 31 MLTSS programs in operation in 2014 limited enrollment to people
who were certified to need an institutional level of care (LOC), as in home- and community-based
services (HCBS) 1915c waiver programs. Six of the 31 MLTSS programs served individuals certified to
need an institutional LOC as well as people who need some LTSS but do not meet an institutional
LOC. However, more than half (16 of the 31 programs) enrolled people with or without existing LTSS
needs, including individuals dually eligible for Medicare and Medicaid.'* Most of the programs in this
last group are in states participating in demonstrations under CMS’ Financial Alignment Initiative,
whose enrollees are more heterogeneous in terms of cost and utilization patterns. The more diversity
in enrollee needs, the greater the need to adjust rates to each plan to account for varying needs and
expected costs based on the mix of enrollees in each plan.

m  Scope of benefits covered. All state MLTSS programs cover both HCBS and institutional care,
increasing the importance of risk adjustment to account for differences in the mix of each plan’s
enrollees who are at risk of institutional admission. If MLTSS programs only cover institutional care
and excluded HCBS, the more predictable cost of institutional care lowers the importance of risk
adjustment.
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If a plan is only at risk for LTSS, and the state and/or plan does not control or have access to
information about medical care, states can only develop a model to adjust for LTSS costs. However,
states are increasingly requiring MLTSS plans to cover both medical care and LTSS for Medicaid-
only/non-dually eligible enrollees. Among 19 MLTSS programs in 17 states that reported enroliment
numbers as of July 2014, only three of the 19 programs covered only LTSS benefits to the exclusion of
acute care benefits.’> When acute and LTSS benefits are combined and managed care plans are at
risk for the entire spectrum of services, separate risk adjustment methodologies for each portion of
the rate are generally desirable.

= Size and number of contracting plans. In general, the more people enrolled in a managed care plan,
the lower the financial risk to the plan, since it can spread the risk across a larger population. Plans
with few enrollees are at greater financial risk because a disproportionate number of high-cost
enrollees can create large, unexpected financial losses. In addition, the more participating plans in a
given region of the state, the greater the chance that one plan will enroll people who have a higher or
lower need for LTSS than the others. Risk adjustment is more important, therefore, in states that
contract with many local plans that enroll relatively few enrollees. This was one of the factors that
drove New York to develop its risk adjustment model; the state contracts with more than 20 MLTSS
plans, most of them in New York City, and most plans enroll fewer than 2,500 individuals. In addition
to having fewer people across which to spread risk, small plans are vulnerable to risk volatility; they
may be fine one year but incur very high costs the next year if more people need to enter nursing
facilities. Delaware, which enrolled approximately 11,500 individuals in its MLTSS program in 2014,
contracts with just two plans but both enroll about the same number of enrollees, so there is less
chance that the two plans have very different risk profiles.

®  Mandatory versus voluntary enrollment. In the majority of state MLTSS programs, enroliment in
MLTSS is mandatory; that is, beneficiaries do not have the option of choosing to remain in fee-for-
service to receive LTSS. The other programs allow voluntary enrollment; beneficiaries can choose to
enroll in Medicaid managed care to receive LTSS or remain in fee-for-service.® Risk adjustment is
particularly important in programs that allow voluntary enrollment because it presents an
opportunity for plans to cherry-pick or, conversely, experience adverse selection. In addition, if states
allow beneficiaries to opt out of MLTSS, those who choose to do so many have very different cost
profiles than those who opt in. Even in mandatory programs, adverse selection may occur if enrollees
are given a period of time to select a plan of their choice, after which they are automatically assigned
into a plan. These periods of voluntary enrollment present an opportunity for plans to cherry pick or
for providers to steer members towards preferred plans with which they might have more favorable
contracts or payment rate.'’” Some states allow beneficiaries subject to mandatory MLTSS enrollment
to choose self-direction or PACE as an alternative. If a substantial proportion of LTSS beneficiaries
choose such options, risk adjustment is important to account for differences in enrollee
characteristics and associated costs across these options.

Data Needed and Costs for Managed Long-Term Care
Supports and Services Risk Adjustment

Despite the importance of risk adjustment to ensuring fair and accurate capitation rates paid to managed
care plans, the development of a risk adjustment model for MLTSS can be costly. Resources are needed to
collect reliable and accurate data on functional and cognitive level of need and validate the data.
Resources are also required to link functional assessment with cost data, and continually upgrade and
refine the risk adjustment model. Without sufficient investment in these activities, the benefits of MLTSS
risk adjustment cannot be realized. Following are state considerations related to obtaining the data
necessary to use functional status to set MLTSS capitation rates:

= Diversity of functional assessment tools. One of the biggest challenges to developing risk adjustment
for MLTSS is collecting reliable and comparable data on enrollees’ functional and cognitive status in a
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format that can be used to adjust capitation rates for each plan. Currently, most states use a variety
of assessment tools that differ across programs, plans, agencies, and target populations. Arizona and
Texas, for example, have different assessment tools for different LTSS programs, enrolled
populations, or points in time. While this need not be a barrier to the use of assessment data for risk
adjustment, the greater the diversity of functional assessment tools in a state, the more difficult it will
be to collect and organize the data in a standardized way. Some states have developed uniform
assessment tools, which state-contracted assessors and MLTSS plans use to determine initial and
ongoing eligibility for LTSS in all state programs,*® but collecting this data electronically and linking the
information to claims, utilization, and other cost data has been difficult.

m  Collection and validation of functional assessment data. The most reliable data on enrollees’
functional and cognitive status data come from in-person assessments, conducted by trained
assessors who are independent of managed care plans. (Independence helps avoid gaming that
occurs when plan payment is tied to assessment results.) In-person assessments can be very costly,
however, especially as the number of MLTSS enrollees grows, so states should consider whether to
conduct such assessments for every enrollee or if a representative sample of enrollees will suffice.
States can also obtain self-reported functional data from mail or telephone surveys with
representative samples of enrollees in each plan, but people with cognitive disabilities or those with
communication barriers — whose costs tend to be greater — are likely to be under-represented.
Tennessee created a system for obtaining functional status data from every MLTSS enrollee that
relies on a rigorous set of checks and balances. Though the system is costly, the state believes that
accurately assessing an individual’s level of need is worth the investment.'® Whether assessments are
conducted via face-to-face visits or surveys, it is essential to have the data available electronically,
with sufficient information to link it to cost data for each individual, and in file formats that allow such
data linkages to be used in risk adjustment.

= Commitment over time from staff or vendors with the right skills. Developing a risk adjustment
model can take considerable amount of time, and requires strong statistical skills and sophisticated
data linking capability. To develop their risk adjustment models, New York and Wisconsin relied on a
combination of in-house staff and actuarial consultants working together over many years. During
this process, they also consulted with a variety of stakeholders, including managed care plans,
clinicians, and consumer representatives.?® Developing a model that adjusts for functional status is
not a one-time activity. Just as CMS periodically revises the risk adjustment model for Medicare
Advantage plans, states should plan for regular updates to their models based on changes in benefits,
utilization, enrollee characteristics and needs, and other factors driving LTSS costs.

Conclusion

Risk adjustment is an important tool to help MLTSS programs ensure accurate and equitable capitation
rates based on the expected costs of care for the individuals enrolled in each plan. It ensures that rates
adequately reflect the functional and cognitive status of enrollees and that plans have the resources to
meet enrollees’ needs. It also helps to ensure the long-term financial sustainability of Medicaid MLTSS
programs by paying no more, and no less, than the expected costs of each plan’s enrollees. Risk
adjustment cannot protect the state from very low cost cases, or managed care plans from very high-cost
cases, due to limitations of the statistical methods used in most regression models. Consequently,
additional risk mitigation methods are needed to address these outliers, such as reinsurance, risk
corridors, and risk sharing (see Risk Mitigation Strategies in Medicaid Managed Long-Term Services and
Supports Programs: Options for States).?* Doing MLTSS risk adjustment well also entails costs and
challenges. State program managers and policymakers need to carefully assess the value of risk
adjustment based on the diversity of populations enrolled, the size and number of participating managed
care plans, whether enrollment is mandatory or voluntary, and the availability of sufficient resources
before leaping into this challenging area.
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ABOUT THE CENTER FOR HEALTH CARE STRATEGIES

The Center for Health Care Strategies (CHCS) is a nonprofit policy center dedicated to improving the health of

low-income Americans. It works with state and federal agencies, health plans, providers, and consumer groups to develop
innovative programs that better serve people with complex and high-cost health care needs. For more information,

visit www.chcs.org.

MEDICAID MANAGED LONG-TERM SERVICES AND SUPPORTS RATE SETTING RESOURCES

This brief is a product of CHCS’ Medicaid Managed Long-Term Services and Supports Rate-Setting Initiative, which is made
possible by the West Health Policy Center to help states and other stakeholders advance rate-setting methods for MLTSS
programs. Other resources on www.chcs.org, include:

m Building Managed Long-Term Services and Supports Risk-Adjustment Models: State Experiences Using Functional Data

m Considerations for a National Risk-Adjustment Model for Medicaid Managed Long-Term Services and Supports
Programs

m Developing Capitation Rates for Medicaid Managed Long-Term Services and Supports Programs: State Considerations
m Engaging Managed Care Plans in Rate Setting for Medicaid Managed Long-Term Services and Supports Programs

m Population Diversity in Medicaid Managed Long-Term Services and Supports Programs: Implications for Rate Setting
and Risk Adjustment

m Strategies to Mitigate Risk in Medicaid Managed Long-Term Services and Supports Programs

m Trust but Verify: Tennessee’s Approach to Ensuring Accurate Functional Status Data in its Medicaid Managed Long-
Term Services and Supports Program
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