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HEALTH AFFAIRS

HOSPITAL FINANCING

By Laurence C. Baker, M. Kate Bundorf, Aileen M. Devlin, and Daniel P. Kessler

Medicare Advantage Plans Pay
Hospitals Less Than Traditional

Medicare Pays

ABSTRACT There is ongoing debate about how prices paid to providers by
Medicare Advantage plans compare to prices paid by fee-for-service
Medicare. We used data from Medicare and the Health Care Cost Institute
to identify the prices paid for hospital services by fee-for-service (FFS)
Medicare, Medicare Advantage plans, and commercial insurers in 2009
and 2012. We calculated the average price per admission, and its trend
over time, in each of the three types of insurance for fixed baskets of
hospital admissions across metropolitan areas. After accounting for
differences in hospital networks, geographic areas, and case-mix between
Medicare Advantage and FFS Medicare, we found that Medicare
Advantage plans paid 5.6 percent less for hospital services than FFS
Medicare did. Without taking into account the narrower networks of
Medicare Advantage, the program paid 8.0 percent less than FFS
Medicare. We also found that the rates paid by commercial plans were
much higher than those of either Medicare Advantage or FFS Medicare,
and growing. At least some of this difference comes from the much
higher prices that commercial plans pay for profitable service lines.

here is much debate among health

policy researchers about the perfor-

mance of the Medicare Advantage

program. On the one hand, some

researchers have found that pri-

vately administered Medicare Advantage plans

offer better-coordinated care of equal or higher

quality, and forless cost, compared to traditional

fee-for-service (FFS) Medicare.' This literature

also demonstrates that enrollment in Medicare

Advantage creates positive spillovers for FFS

Medicare enrollees in the same geographic area.’

On the other hand, different researchers have

expressed various concerns about Medicare

Advantage—most notably that a substantial

share of the cost savings from Medicare Advan-

tage compared to FFS Medicare goes to health

plan profits instead of to expanded benefits or
reduced public expenditures.’

Despite the substantial literature on this topic,
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there has been virtually no systematic analysis of
the unit prices that Medicare Advantage plans
pay to doctors and hospitals, relative to the pric-
es paid by FFS Medicare or commercial (employ-
er-sponsored plus individually purchased pri-
vate insurance) plans. This gap is important
for several reasons.

First, without information on the unit prices
paid by Medicare Advantage plans relative to FFS
Medicare, there is no way to know whether the
cost advantage of Medicare Advantage is attrib-
utable to lower quantities of treatments per en-
rollee, lower prices per treatment, or both. Since
cost is the product of price and quantity, the cost
advantage could be due to one or the other, or
both. According to conventional wisdom, com-
pared to FFS Medicare, Medicare Advantage
plans pay slightly higher unit prices because they
lack FFS Medicare’s monopsony buying power."
This implies that Medicare Advantage’s cost ad-
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vantage is due to lower quantities. However, that
hypothesis has not been formally tested.

Second, even if conventional wisdom about
the source of Medicare Advantage’s cost advan-
tage is correct, information on unit prices can
illuminate whether and how the program’s lower
quantities improve economic efficiency. For ex-
ample, some investigators have proposed that
the prices that Medicare Advantage plans pay
may better reflect the value of various treatment
options than do FFS Medicare’s administratively
set prices.” That hypothesis has not been formal-
ly tested either.

Third, identifying the unit prices paid by Medi-
care Advantage plans is an essential first step to
understanding the extent to which the plans are
subject to providers’ market power. Given how
much providers’ (especially hospitals’) market
power has been shown to increase the prices that
commercial plans pay,*® any serious evalua-
tion of the performance of the Medicare Advan-
tage program must consider how market
characteristics—including the program’s pene-
tration and FFS Medicare spending levels—influ-
ence Medicare Advantage prices.

In this study we used data from the Health Care
Cost Institute (HCCI)® and the Centers for Medi-
care and Medicaid Services (CMS) to identify the
prices paid for hospital services by Medicare Ad-
vantage, FFS Medicare, and commercial plans in
2009, 2011, and 2012. The HCCI data include
information from Aetna, Humana, and United-
Healthcare on approximately forty million indi-
viduals who represent all fifty states and account
for 27 percent of the nonelderly population cov-
ered by commercial insurance and 31 percent of
the elderly Medicare Advantage population. The
HCCI information constitutes one of the largest
databases on the privately insured ever assem-
bled. The CMS data include information on all of
the payments for hospital services made on be-
half of elderly FFS Medicare enrollees.

We calculated the average price per admission
and its trend over time for each of the three types
of insurance for a fixed market basket of hospital
services. Below we also report the following in-
formation by insurance type: the average price
per admission for the market basket for selected
metropolitan areas (Core Based Statistical Areas,
or CBSAs)" with the highest and lowest prices,
and the average price per admission for selected
diagnosis-related groups (DRGs) nationwide.
Actual hospital prices were not available to us:
Hospital prices are negotiated between hospitals
and insurance plans and are considered propri-
etary information by both.

Previous Literature
Until recently, little was known about the aver-
age prices paid by Medicare Advantage, FFS
Medicare, and commercial health insurance
plans, likely because of a lack of available data.
However, several new studies have documented
that commercial plans pay more for hospital ser-
vices than FFS Medicare pays—in some cases,
much more. Based on data from eight metropol-
itan areas, the Center for Studying Health Sys-
tem Change found that commercial payment
rates to hospitals were 147-210 percent of FFS
Medicare rates, on average, with the seventy-
fifth percentile in many markets paying more
than 300 percent of FFS Medicare rates." New
research using the HCCI data has confirmed
these findings using a longer time period and
a broader set of geographic areas.®

By contrast, there has been virtually no system-
atic analysis of the unit prices that Medicare
Advantage plans pay doctors and hospitals.
Based on interviews with industry sources, the
Congressional Budget Office found that “rates
paid for Medicare Advantage enrollees are simi-
lar to or slightly above those that Medicare pays
for FFS patients’ care.”” Other work based on
interviews with industry sources suggests thatin
some cases, Medicare Advantage plans pay effec-
tive rates (that is, rates adjusted for the cost of
other contract terms between plans and hospi-
tals) that are lower than FFS Medicare rates.!
Because neither of these studies used informa-
tion from Medicare Advantage and FFS Medicare
claims, however, neither can provide the relative
prices that Medicare Advantage plans pay.

Study Data And Methods

meTHoDs To calculate the average price per ad-
mission for Medicare Advantage, we examined
the allowed amount from inpatient hospital
claims from the HCCI for beneficiaries ages six-
ty-five and older who were enrolled in Medicare
health maintenance organizations (HMOs), pre-
ferred provider organizations (PPOs), and
point-of-service (POS) plans. We excluded bene-
ficiaries enrolled in private FFS plans. An al-
lowed amount is the amount paid to a facility
by a plan plus any copayment or deductible pay-
ments made by the beneficiary.

To calculate the average price per admission
for commercial plans, we examined the allowed
amount from inpatient hospital claims from the
HCCI for enrollees and their dependents ages
sixty-four and younger who were enrolled in
HMO, PPO, or POS plans.

To calculate the average price per admission
for FFS Medicare, we used data from CMS’s
Medicare Provider Analysis and Review (MED-
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EXHIBIT 1

PAR) File for a 100 percent sample of FFS Medi-
care enrollees. For each admission, we added the
DRG amount, pass-through amounts (that is,
payments for unusual capital and other costs),
and outlier payments, which together represent
the total due from the Medicare program and the
beneficiary to the hospital for the services in
question.”

In all three cases, we aggregated claims to the
admission level. We dropped claims with zero or
negative payments and those in the top and bot-
tom 1 percent of the payment amount distribu-
tion by DRG and insurance type. We stratified
claims by DRG and the CBSA in which the hospi-
tal is located.

We began with analyses of prices that used the
complete samples of claims from Medicare Ad-
vantage, FFS Medicare, and commercial insur-
ance. These samples may differ in the DRGs and
geographic areas that they cover.

To construct average prices for comparable
sets of DRGs and geographic areas, we used
the following approach. First, for each insurance
type, we ranked DRGs by the number of admis-
sions; the DRG with the most admissions was
ranked number 1. Second, we chose the twen-
ty-five most common DRGs (those with the low-
est sum of ranks across the three insurance
types). Third, we chose the CBSAs that had at
least one admission from each insurance type
for the twenty-five most common DRGs. Fourth,
we calculated the average price per admission by
CBSA-DRG pair for each insurance type. And
fifth, to determine the average price per admis-
sion by CBSA or nationwide for each insurance
type, we weighted each CBSA-DRG pair by the
number of Medicare Advantage admissions in
that pair (instead of by the number of admissions
of enrollees with that insurance type). This al-

Average hospital payment per admission in fee-for-service (FFS) Medicare and Medicare
Advantage (MA), 2009 and 2012

CBSAs and DRGs covered

All
2009
2012

MA as percentage

CBSA-DRG pairs common to MA
and FFS Medicare, weighted by
the number of MA admissions in

each pair
2009
2012

FFS Medicare MA of FFS Medicare
$10,730 s 9475 883

11,458 10144 885

10313 9526 920

11,199 10307 924

source Authors' analysis of data from the Health Care Cost Institute and the Medicare Provider
Analysis and Review File. noTes There were 36,327 CBSA-DRG pairs common to MA and FFS
Medicare in 2009 and 74,915 in 2012, CBSA is Core Based Statistical Area. DRG is diagnosis-

related group.
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lowed us to evaluate all insurance types at the
same CBSA-DRG mix.

We repeated this approach for the hundreq
most common DRGs. This reduced the number
of CBSAs we could examine but allowed us tg
investigate the extent to which our calculation
depended on the particular set of DRGs or areas
represented. Below we also report information
about the ten CBSAs with the lowest ratios of
Medicare Advantage to FFS Medicare payments
peradmission, and the highest ratios of commer-
cial insurance to FFS Medicare payments per
admission. Finally, we report the average price
per admission nationwide for some of the most
common DRGs to illustrate how Medicare Ad-
vantage, FFS Medicare, and commercial prices
differ by types of care.

LimitaTioNs Our work had at least two limi-
tations. First, although the HCCI data are nation-
al in scope and the most comprehensive of their
kind, the distribution of HCCI enrollees across
geographic areas is not identical to the national
distribution of Medicare Advantage or commer-
cial insurance enrollees. Thus, the relative prices
we report may not precisely reflect those in the
United States as a whole.

Second, to the extent that there were unob-
served differences in severity of illness within
DRGs across insurance types, our calculated dif-
ferences in payment rates across insurance types
could be the result of a combination of the true
differences and the unobserved differences in
severity. We reason that, if anything, unobserved
differences in severity likely biased us against
finding what we observed. Hospitalized patients
in Medicare Advantage are likely in worse overall
health than those in FFS Medicare because Medi-
care Advantage plans use more prehospital
screening and prior authorization than FFS
Medicare does. Commercial insurance plans
may also use more screening and prior authori-
zation than FFS Medicare does. However, com-
pared to hospital patients in Medicare Advan-
tage plans or FFS Medicare, those with
commercial insurance are younger, and we
would therefore expect them overall to be in
similar or better health.

Study Results
Medicare Advantage plans paid hospitals less
than FFS Medicare did. Without adjusting for
differences in the mix of DRGs and geographic
areas in Medicare Advantage and FFS Medicare,
we found that Medicare Advantage plans paid
hospitals about 12 percent less per admission:
88.3 percent of FFS Medicare in 2009 and
88.5 percent in 2012 (Exhibit 1).

However, these comparisons did not account




for the fact that the mix of DRGs and geographic
areas in Medicare Advantage might differ from
those in FFS Medicare. To account for this, we
restricted our analysis to those CBSA-DRG pairs
that were common to FFS Medicare and Medi-
care Advantage, and we calculated the national
average payment per admission using as weights
the number of admissions in each pair in Medi-
:ivare Advantage. When the CBSA-DRG mix was
held constant in this way, Medicare Advantage
still paid less than FFS Medicare, although the
difference between the two was smaller—about
8 percent.

When we restricted our analysis to the top
twenty-five or top hundred DRGs that appeared
in Medicare Advantage, FFS Medicare, and com-
mercial plans, and to CBSAs with admissions in
each of these groups of DRGs, our results were
not materially different.' In 2012 Medicare Ad-
yantage plans generally paid hospitals 91-92 per-
cent of FFS Medicare payments (Exhibit 2). Con-
sistent with previous work,® we found that
commercial plans paid significantly more than
either Medicare Advantage or FFS Medicare. In
addition, the disparity between commercial
plans and FFS Medicare grew from 2009 to
2012: Depending on the set of DRGs used, com-
mercial rates increased from approximately
146 percent of FFS Medicare rates to approxi-
mately 165 percent, on average.

Differences in CBSA-level Medicare Advan-
tage, FFS Medicare, and commercial rates could
be due to the differences in the prices that the
three types of insurance pay, with the mix of
hospitals held constant, or due to the differences
in the mix of hospitals that care for patients with
the three types of insurance. To investigate the
relative importance of these two factors, we used
2011 FFS Medicare data and each hospital’s base
rate” to calculate the payment that would have
been made for each Medicare Advantage and
commercial admission had the patient been cov-
ered by FFS Medicare instead. We calculated this
payment by multiplying each hospital’s base rate
by the DRG weight for each admission. (We used
2011 data because we could not obtain 2012 base-
rate data in a form that could be matched to the
HCCI claims.) Then, instead of calculating CBSA-
level prices for the actual mix of admissions
across hospitals in the three types of insurance,
we calculated CBSA-level prices that FFS Medi-
care and commercial plans would have paid if
they had had the mix of admissions across hos-
Ditals in Medicare Advantage.

We found that hospital mix accounts for about
one-third, or 2.4 percentage points, of the 8-per-
centage-point difference between Medicare Ad-
Vantage and FFS Medicare prices. In the 127
CBSAs with admissions in all of the top twen-

ty-five DRGs in 2011, Medicare Advantage plans
paid hospitals 92.0 percent of FFS Medicare pay-
ments (data not shown). If FFS Medicare had
had the same mix of admissions across hospitals
as Medicare Advantage did, FFS Medicare would
have paid 97.6 percent of what it actually paid.
Thus, taking into account the narrower networks
of Medicare Advantage, Medicare Advantage
plans paid 5.6 percent less for services than
FFS Medicare did (8.0 percent [100.0 percent
minus 92.0 percent] minus 2.4 percent
[100.0 percent minus 97.6 percent]).

In the forty-one CBSAs with admissions in all
of the top hundred DRGs in 2011, Medicare Ad-
vantage plans paid hospitals 91.6 percent of FES
Medicare. If FFS Medicare had had the same mix
of admissions across hospitals as Medicare Ad-
vantage did, FFS Medicare would have paid
96.6 percent of what it actually paid. Thus, in
this smaller group of CBSAs with a larger group
of DRGs represented, hospital mix accounted for
about 40 percent of the price difference between
Medicare Advantage and FFS Medicare.

Hospital mix accounted for a smaller share of
the difference between commercial and FFS
Medicare hospital prices. In the 127 CBSAs with
admissions in all of the top twenty-five DRGs in
2011, commercial plans paid hospitals 158.9 per-
cent of FFS Medicare payments. If FFS Medicare
and commercial plans had had the same mix of
admissions across hospitals as Medicare Advan-
tage did, commercial plans would have paid hos-
pitals 157.9 percent of FFS Medicare payments.
In the forty-one CBSAs with admissions in all of
the top hundred DRGs in 2011, commercial plans
paid hospitals 156.5 percent of FFS Medicare
payments. If FFS Medicare and commercial
plans had had the same mix of admissions across
hospitals as Medicare Advantage did, commer-
cial plans would have paid hospitals 152.0 per-

EXHIBIT 2

Prices for hospital services paid by Medicare Advantage (MA), fee-for-service (FFS)

Medicare, and commercial insurance plans, 2009 and 2012

Prices (percent of FFS Medicare)

CBSAs and DRGs covered MA

2008

23 CBSAs with top 100 DRGs 91.2 100.0
66 CBSAs with top 25 DRGs 926 100.0
2012

40 CBSAs with top 100 DRGs 90.7 1000
125 CBSAs with top 25 DRGs 915 100.0

FFS Medicare

Commercial

1466
1463

1616
165.2

source Authors' analysis of data from the Health Care Cost Institute and the Medicare Provider
Analysis and Review File. noTes The prices are for a fixed market basket of hospital services
and metropolitan areas for each insurance type, relative to FFS Medicare. CBSA is Core Based

Statistical Area. DRG is diagnosis-related group.
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EXHIBIT 3

cent of FFS Medicare payments.

We investigated the extent to which the level of
FFS Medicare spending—which is used to deter-
mine the level of Medicare Advantage payments
under the Affordable Care Act (ACA)*—affected
Medicare Advantage prices relative to FFS Medi-
care prices. We found that Medicare Advantage
plans in CBSAs in the highest quartile of FFS
Medicare spending paid lower hospital prices
than Medicare Advantage plans in CBSAs in
the other quartiles. For example, among the for-
ty CBSAs with admissions in all of the top hun-
dred DRGs in 2012, the prices paid by Medicare
Advantage plans in the ten CBSAs in the highest
quartile of FFS Medicare spending were 87.1 per-
cent of FFS Medicare prices (Exhibit 3). In con-
trast, the prices paid by Medicare Advantage
plans in the ten CBSAs in the lowest quartile
of FFS Medicare spending were 93.4 percent of
FFS Medicare prices. This difference in spending
between the highest and lowest quartiles is sta-
tistically significant.

In addition, higher FFS Medicare spending in
a CBSA was associated with lower commercial
prices. For example, the prices paid by commer-
cial plans in the thirty-one CBSAs in the highest
quartile of FFS Medicare spending were
163.5 percent of FFS Medicare prices, compared
to 176.7 percent in the thirty-two CBSAs in the
lowest quartile. This finding is consistent with
those of other research.'”!*

Next, we stratified CBSAs by their Medicare
Advantage penetration rate (that is, their rate
of Medicare Advantage enrollment relative to
their rate of Medicare Advantage and FFS Medi-
care enrollment combined). We found that Medi-
care Advantage plans in the CBSAs in the highest

==

Prices for hospital services paid by Medicare Advantage (MA), fee-for-service (FFS)
Medicare, and commercial insurance plans in 2012, by quartile of FFS Medicare spending

Prices (percent of FFS Medicare)

Quartile of FFS Medicare spending MA FFS Medicare Commercial
40 CBSAS WITH TOP 100 DRGS

1 (lowest) 93.4* 100.0 160.7
2 916 100.0 169.8*
3 93/~ 100.0 171.3%
4 (highest) 87.1 100.0 150.7
125 CBSAS WITH TOP 25 DRGS

1 (lowest) 945 100.0 176.7
2 922 100.0 164.0
3 927 1000 162.1

4 (highest) 893 100.0 1635

source Authors’ analysis of data from the Health Care Cost Institute and the Medicare Provider
Analysis and Review File. noTes CBSA is Core Based Statistical Area. DRG is diagnosis-related
group. Significance refers to the difference from the highest quartile. *p < 0.10 **p < 0.05.
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quartile of Medicare Advantage penetration paid
lower hospital prices than Medicare Advantage
plans in CBSAs in the other quartiles, although
none of these differences was statistically signif-
icant. For example, among the forty CBSAs with
admissions in all of the top hundred DRGs in
2012, the prices paid by Medicare Advantage
plans in the ten CBSAs in the highest quartile
of Medicare Advantage penetration were
88.2 percent of FFS Medicare prices, whereas
the prices paid by Medicare Advantage plans
in the ten CBSAs in the lowest quartile were
92.6 percent of FFS Medicare prices (Exhibit 4),

Online Appendix Tables 1-4 further explore
the sources of differences in payment rates. Ap-
pendix Table 1" lists the 10 CBSAs with the low-
est Medicare Advantage payment rates as a per-
centage of FFS Medicare rates among the 125
CBSAs with admissions in all of the top 25 DRGs
in 2012. In these 10 CBSAs, the average Medicare
Advantage payments ranged from 77.8 percent
of FFS Medicare payments (in Miami-Fort Lau-
derdale, Florida) to 85.9 percent (in Toledo,
Ohio). We found 1 CBSA with a payment rate
above 105 percent of FFS Medicare rates and
59 CBSAswith paymentrates of 95-105 percent—
14 of which had rates of 99-101 percent. Howev-
er, we also found 65 CBSAs with payment rates of
less than 95 percent, which brought the average
down to 92 percent.

Appendix Table 2" lists the 10 CBSAs with the
highest commercial rates as a percentage of FFS
Medicare rates in the same group of 125 CBSAs.
Crestview-Fort Walton Beach-Destin, Florida,
was at the top of the list, with a commercial
payment rate of 374.5 percent. Although most
of these high-payment CBSAs had above-average
Medicare Advantage prices, not all of them did.
And none of the CBSAs with above-average Medi-
care Advantage prices had Medicare Advantage
prices of more than 101 percent of FFS Medicare
prices.

We investigated why payment rates by DRG
differed across the three types of insurance.
Was it because some DRGs were priced higher
than others? Or was there some pattern to the
types of admissions for which Medicare Advan-
tage or commercial plans paid particularly low or
high prices, compared to the prices paid by FFS
Medicare? To answer these questions, we exam-
ined national average payment rates by DRG for
the twenty-five most common DRGs in the three
types of insurance.

Appendix Table 3" lists the ten DRGs with the
lowest Medicare Advantage payments as a per-
centage of FFS Medicare payments. It suggests at
least one channel through which Medicare Ad-
vantage plans pay lower prices: by obtaining
greater discounts on types of FFS Medicare ad-
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missions that are known to have very short
lengths-of-stay. Of these ten DRGs, eight are
on a recently published Medicare Payment Advi-
sory Commission (MedPAC) list of the fifteen
DRGs with the highest proportion of one-day
inpatient stays.”’ Of the five DRGs with the low-
est Medicare Advantage payment rates, four are
on the MedPAC list. By paying lower prices for
short stays, Medicare Advantage plans pay prices
that better reflect the value of services than FFS
Medicare prices do.

Appendix Table 4" lists the ten DRGs with the
highest commercial payments as a percentage of
FFS Medicare payments. Half of these DRGs are
in orthopedics or interventional cardiology,
which have been documented to be highly prof-
itable service lines.”

Discussion
Recent research® has found that commercial in-
surance plans pay much higher prices than FFS
Medicare does. Less attention has been given to
the prices that Medicare Advantage plans pay to
providers. Studies based on interviews with in-
dustry experts suggest that the prices paid by
Medicare Advantage plans are, on average, equal
to or slightly higher than FFS Medicare prices.""”
There are important theoretical reasons to be-
lieve that Medicare Advantage plans’ prices are
constrained, at least in part, by FFS Medicare’s
bargaining power. Medicare Advantage plans
compete directly with FFS Medicare for enroll-
ees, and providers must accept payment at FFS
Medicare rates for out-of-network hospital care
for Medicare Advantage plan members.*"
Nonetheless, Medicare Advantage plans’ pric-
es might be higher or lower than FFS Medicare
prices. On the one hand, Medicare Advantage
plans might be able to bargain for even lower
prices than FFS Medicare if they could take ad-
vantage of competition among providers, avoid
errors in assigning monetary values in FFS Med-
icare’s administered pricing system, or steer en-
rollees to in-network providers. On the other
hand, compared to FFS Medicare, Medicare Ad-
vantage plans might be significantly more sus-
ceptible to hospitals’ market power, and not sig-
nificantly less susceptible to pricing errors.”
Knowing how Medicare Advantage prices
compare to those of FFS Medicare is important
for public policy. Health spending is the product
of price and quantity. If Medicare Advantage
prices are lower than those of FFS Medicare,
then Medicare can obtain the same quantity of
services for less money through Medicare Advan-
tage than through FFS Medicare. However, if
Medicare Advantage prices are higher than those
of FFS Medicare, then Medicare would have to

EXHIBIT 4

Prices for hospital services paid by Medicare Advantage (MA), fee-for-service (FFS)

Medicare, and commercial insurance plans in 2012, by quartile of MA penetration

Prices (percent of FFS Medicare)

Quartile of MA penetration MA

40 CBSAS WITH TOP 100 DRGS

1 (lowest) 926 100.0
2 90.4 100.0
3 931 100.0
4 (highest) 882 100.0
125 CBSAS WITH TOP 25 DRGS

1 (lowest) 932 100.0
2 91.1 100.0
B 93.5 100.0
4 (highest) 896 100.0

FFS Medicare

Commercial

170.1
148.7%
168.9
165.7

164.2
163.3
168.0
164.3

source Authors’ analysis of data from the Health Care Cost Institute and the Medicare Provider
Analysis and Review File. NoTes CBSA is Core Based Statistical Area. DRG is diagnosis-related

group. *p < 0.10

spend more to obtain the same quantity of ser-
vices through Medicare Advantage, compared to
through FFS Medicare.

No previous study has calculated an index of
Medicare Advantage provider prices relative to
those of FFS Medicare. In this study we used new
data from the Health Care Cost Institute and
Medicare claims data from CMS to investigate
the relative prices paid by Medicare Advantage,
FFS Medicare, and commercial health insurance
plans for several market baskets of hospital ser-
vices across a broad set of metropolitan areas.
Contrary to conventional wisdom,' we found
that Medicare Advantage plans paid lower prices
for hospital services than FFS Medicare—around
8 percent lower in both 2009 and 2012—once the
DRG and geographic-area mix of FFS Medicare
was made comparable to those of Medicare Ad-
vantage. This finding is generally unaffected by
the set of DRGs and geographic areas on which
the price index is based.

If differences in hospital mix are also ac-
counted for, Medicare Advantage’s hospital pric-
es are about 5.6 percent less than those of FFS
Medicare. Thus, about a third of the 8 percent
difference is attributable to the narrower hospi-
tal networks in Medicare Advantage, compared
to FFS Medicare.

Some of the remaining difference is attribut-
able to the lower prices that Medicare Advantage
plans pay for DRGs that have very short lengths-
of-stay—DRGs that MedPAC highlighted in a re-
cent report.”® However, Medicare Advantage
plans pay lower prices than FFS Medicare for
most (although not all) types of admissions in
most (although not all) geographic areas. Thus,
our results show that at least part of the cost
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advantage of Medicare Advantage plans is due to
lower prices and not lower quantities, compared
to FFS Medicare. Qur results also show how
Medicare Advantage can be used to get a better
deal (at least from hospitals) for the Medicare
program as a whole, by adjusting administered
prices across geographic areas and DRGs to bet-
ter reflect the market.

We also found that the prices paid by Medicare
Advantage plans relative to FFS Medicare varied
with the Medicare Advantage market environ-
ment. Medicare Advantage hospital prices were
inversely associated with the program’s penetra-
tion and the level of FFS Medicare spending.
That is, Medicare Advantage hospital prices were
lower where both the program’s penetration and
FFS Medicare spending were higher. This sug-
gests that the government’s ongoing efforts to
adjust payments to Medicare Advantage plans,
based on the ACA, should consider the Medicare
Advantage market environment more broadly,
instead of just the level of FFS Medicare

spending.

Finally, consistent with previous research, we
found that the rates commercial plans pay to
hospitals are significantly higher than those of
either Medicare Advantage or FFS Medicare and
that they are rising. At least some of this differ-
ence is a result of the much higher prices that
commercial plans pay for very profitable service
lines such as orthopedics and interventional car-
diology. However, commercial plans pay higher
prices than FFS Medicare for almost all types of
admissions in almost all geographic areas. Thus,
our work echoes the growing concerns ex-
pressed by several researchers® about the
consequences of high commercial-plan prices
for health spending. Because their studies have
shown that provider (especially hospital) market
power is an important cause of high commercial-
plan prices, investigation of the role of market
power in the process of determining Medicare
Advantage prices is an important topic for future
research. m
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