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MEDICAID: CREATIVE IMPROVEMENTS
FROM THE FIELD

FRIDAY, OCTOBER 28, 2005

U.S. SENATE,
SUBCOMMITTEE ON FEDERAL FINANCIAL MANAGEMENT,
GOVERNMENT INFORMATION, AND INTERNATIONAL SECURITY,
OF THE COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10 a.m., at the
College of Charleston, Wachovia Auditorium, Ground Floor of the
School of Business and Economics, 5 Liberty Street, Charleston,
South Carolina, Hon. Tom Coburn, Chairman of the Subcommittee,
presiding.

Present: Senator Coburn.

OPENING STATEMENT OF SENATOR COBURN

Senator COBURN. We will ask for your attention, please, if we
could have it.

This is the start of the hearing of the Federal Financial Manage-
ment Subcommittee of the Committee on Homeland Security and
Governmental Affairs. We are having this hearing today because of
the problems that those who are dependent on us face in our coun-
try in terms of healthcare.

I am a practicing physician. I have delivered over 4,000 children
in the last 23 years. I will deliver two babies this weekend—I'm
going to try to get out of here real quick so I can do what I need
to do this weekend. And over 50 percent of the babies that I have
delivered have been Medicaid babies, and so I know a whole lot
about caring for those people who need our help.

This hearing is not about money. It is about quality. It is about
access. It is about care. It is about prevention. And if we don’t have
those things, the costs go way up. If we do better on prevention,
access, quality and care, the costs go down.

So what this hearing is about is, how do we, in the future, de-
velop plans that create dignity, access, quality care, and prevention
for those that are dependent upon us.

Several States have wonderful ideas. My own home State is
struggling with the costs associated with Medicaid, the lack of ac-
cess, the lack of prevention, the lack of quality, the higher risk na-
ture of obstetrics and the NICU visits that so many babies through
Medicaid go to that people who are not in Medicaid, for some rea-
son, their children do not end up there.
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So what I want to do is to make sure we understand the purpose
of this hearing. This is not the only State we are going to be doing
this in. But there is a dollar figure associated with it, and the fact
is that the Federal Government, and I suspect South Carolina, is
on this unsustainable course.

Today, not looking at Medicaid but looking at Social Security and
Medicare alone, we have unfunded liabilities that will place the
young people who attend the College of Charleston in extreme risk.
Those unfunded liabilities at this time are over $40 trillion, not
looking at Medicaid. What that means for our country and for our
children and grandchildren is that we will abandon the heritage
that was left for us and leave a legacy of debt, a legacy of lost op-
portunity, a legacy of lack of college education, home ownership, job
realization, and progression.

So I welcome each of you here. We are very serious. This is the
19th Subcommittee hearing that my Subcommittee has had since
April 1. We are working hard to look at the options and the prob-
lems that are facing our country from a financial aspect, but I take
a very personal interest in terms of the healthcare aspect of it be-
cause I happen to be very much involved with it.

Before we ask your Governor to testify, with the following event
that took place yesterday, I would ask each of you, if this is how
you want us to solve the problems.

The Committee on Indian Affairs yesterday decided that the
Alaskan natives who have their healthcare service through the In-
dian healthcare, because we cannot create opportunity and access,
we have decided to give them less than standard care. We decided
that we would allow people who are trained 2 years in New Zea-
land to do their root canals, their pulpotomies, their tooth extrac-
tion and their curettage repair.

So I lost the vote in terms of trying to change that and put
money to that program rather than lessen the quality of care, but
it portends what is about to happen in our country as we face the
financial difficulties in front of us.

And I would ask us all to look at our hearts and say, is it right
that the way we are going to meet our obligation to those people
who are dependent on us is to give them less than what we are
going to have for ourself in terms of opportunity, access, quality,
and prevention? If that is what we chose to do, then we have un-
dermined the very spirit of what we call America.

So this is an important hearing in terms of what we need to do,
how we need to look at things, and the quality and the way we
treat those that are dependent on us.

Many have said that you cannot change Medicaid because it will
not work. Well, I would remind you that many people said we can-
not change welfare, it will not work. This country has had a tre-
mendously successful process of giving people back their dignity
who happen to be caught, through no fault of their own, and
trapped, and the same people are saying the same thing about
healthcare reform and Medicaid reform today.

[The prepared statement of Senator Coburn follows:]
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PREPARED STATEMENT OF SENATOR COBURN

Back in 1965, Medicaid was originally designed as a safety net for those in need.
We have strayed far from our original objective: Medicaid now covers one out of
every six Americans (46 million) and costs $338 billion a year. This antiquated enti-
tlement program has not only compromised quality of care and eliminated consumer
choice, it has also managed to bankrupt Federal and State budgets. Something has
to change. The longer we do nothing about the crisis, the more difficult the inevi-
table decisions will be.

I want to applaud Governor Sanford for recognizing the need for intervention and
for proposing reform measures that might help prevent the program from going
bankrupt in South Carolina. South Carolina’s Medicaid reform proposal implements
free-market principles to improve healthcare quality and curb waste.

THE STATUS QUO HURTS PATIENTS

As a practicing physician, I see fewer and fewer of my colleagues willing to accept
Medicaid patients. Physicians lose money by participating in the program. For every
dollar we spend on a Medicaid patient, we are reimbursed 62 cents by the program.
But it costs us in time too. Interacting with the bureaucracy is an onerous burden
for over-scheduled providers. Our experience isn’t unique. MedPAC reports that “ap-
proximately 40 percent of physicians restricted access for Medicaid patients.” The
problem is worse among specialists.

Let me be clear: My complaint isn’t about our reimbursement rates. Nobody’s
planning on getting rich on a safety net program for the poor. The main reason why
the flight of physicians is a problem is because it means Medicaid patients have
fewer and fewer options when it comes to finding a doctor and getting an appoint-
ment once they find one. We all know how frustrating it can be when you call for
a doctor’s appointment and they can’t fit you in for months. With 40 percent of pro-
viders trying to limit their Medicaid patients, imagine how much longer these folks
have to wait, if they get in at all. Or maybe they have to pick a doctor who is much
further away, or who doesn’t speak their language.

These delays and restrictions are nothing more than a form of health care ration-
ing. Inevitably, as State governments seek to control costs, they must restrict access
to services. This is most visible in the restriction of prescription drug formularies,
which handicaps doctors and limits patients. There are other restrictions as well—
South Carolina has had to place a cap on the number of visits a beneficiary may
make to an emergency room each year.

It’s no surprise that nobody wants to be on Medicaid. A Commonwealth survey
found that 65 percent of Americans would prefer private coverage, and only 10 per-
cent actually preferred Medicaid or Medicare above private insurance—most of
those never experiencing private care. Patients are well aware of the stigma and
the other problems with Medicaid. Elected officials have a moral obligation to end
dependency on inferior State-run programs whenever possible. And for those who
must depend on Medicaid, compassion demands that we do whatever we can to
make the program effective, efficient, and equal in quality to that received by those
not covered by Medicaid. Some would argue that the poor or indigent are incapable
of taking control of their health care. I disagree. It’s arrogance to assume that Med-
icaid beneficiaries or their caregivers are incapable of intelligent decision-making
about their own health.

Medicaid creates a variety of perverse incentive structures. One of those is the
so-called “job lock.” There is a point at which the value of the Medicaid benefits a
person will lose by getting a better-paying job is more than his increased income
from that job. Some people are forced to choose between free health care and a bet-
ter paying job. This “job lock” keeps Medicaid recipients trapped in their dependence
on the State.

There are other perverse incentives in Medicaid, such as an under-emphasis on
prevention and an over-emphasis on acute and emergency care. If you were trying
to help out your diabetic mom or your child with a disability, wouldn’t you want
to pre-empt a medical crisis by investing more in preventive services and disease
management, rather than having to visit your loved one in the ICU after an ER ad-
mission? Wouldn't it be better to structure Medicaid more like many private insur-
ance plans—which place an emphasis on prevention?

WE CAN’T AFFORD THE STATUS QUO

As a physician, I'm most worried about how Medicaid compromises patient care.
We might be able to bear increased costs of a growing Medicaid program if these
increases weren’t also associated with such sub-standard options for patients. But
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I'm also a father, grandfather, and a Senator, and so I'm also losing sleep about how
we’re going to afford the program.

Federal spending and deficits are out of control. This year, the Medicaid alone will
cost Americans $338 billion. Medicaid, Medicare, and Social Security—the “big 3”
of entitlement programs—consume 42 percent of Federal spending (CBO) and that
number will continue to eat up our children’s future if something doesn’t give.

I've talked about the sub-standard quality of the Medicaid system. At the same
time that quality has been decreasing, the program’s funding has more than doubled
over the last 10 years. We're heading towards a cliff. I worry that the political will
does not exist to avert this looming crisis—and that States will be on their own.
As it stands now, they are drowning in Medicaid bills.

It used to be that police and schools were the biggest slices in the State budget
pie. Now, it’s Medicaid—eating up 22 percent of State budgets. By the year 2035,
Medicaid will eat up half of the South Carolina’s State budget. Doing nothing is not
an option. States don’t have as much fat as the Federal budget. What will you do—
stop building roads? Stop supporting public schools? If something doesn’t give, the
legacy left by the so-called “Greatest Generation” will be a crushing debt-load on
our children and grandchildren.

A SOLUTION TO THE STATUS QUO

We might be able to learn some lessons from welfare reform efforts during the
last decade. The reform bill successfully transformed welfare from an entitlement
program into cash assistance in the hands of the States. Back then, as today, critics
feared that a change to the status quo would threaten the most vulnerable Ameri-
cans. Instead, the welfare caseload actually decreased by 58 percent during the new
model’s first 6 years. Today, welfare is more a temporary hand-up on the road to
self-sufficiency and less a way of life.

Although almost every State is in a Medicaid crisis, not every State has a leader
with the courage to risk his own political neck in order to confront the problem
head-on. With critics circling, Governor Sanford has shown courage to admit that
Medicaid could bankrupt South Carolina and propose ideas that could pre-empt a
Medicaid train-wreck in South Carolina. His proposal is better for patients and for
taxpayers.

Instead of a defined benefit model, South Carolina proposes a defined contribution
for Medicaid beneficiaries. South Carolina’s proposal harnesses the consumer-driven
ideas that made America great. Under the proposal. Medicaid beneficiaries will have
ownership over their health care services through the creation of the Personal
Health Account. Patients will be able to select private insurance and enroll in a plan
just like other South Carolinians. This proposal treats the poor with the dignity
they deserve by providing them choice and autonomy over their own health care.
Not only is this approach the right thing to do morally, but it will curb inefficiency
by moving the program from centralized government control to the marketplace.
This environment will free providers and insurers from unnecessary bureaucracy
and allow them to focus on the most important things—the patient, the relationship
between the patient and the provider, and the high quality of care that citizens of
the wealthiest and most innovative nation on earth have come to expect.

I look forward to learning the details of this innovation from its chief architect:
Governor Mark Sanford. We've also got witnesses from the South Carolina legisla-
ture, the provider community and the academic community. Thanks to all of you
for being here.

Senator COBURN. So it is with great pleasure, and also a great
friend of mine I happened to serve in the U.S. House of Represent-
atives with your Governor, Mark Sanford, welcome. Thank you for
your leadership, and we await anxiously your testimony.

TESTIMONY OF HON. MARK SANFORD,! GOVERNOR OF STATE
OF SOUTH CAROLINA

Governor SANFORD. Sir, thank you very much for being here.
Thank you very much for coming down here on your 19th field
hearing in helping us to further deliberate what I think is one of
the most important public policy issues facing our State. I would

1The prepared statement of Governor Sanford with attachments appears in the Appendix on
page 33.
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say that this is on the front burner of top issues that will confront
the Palmetto State on three different levels.

One, it directly impacts the health of 850,000 South Carolinians.
Second, that it is fundamentally tied to our ability to stay competi-
tive in the global climate that we live in. If we cannot stay healthy
economically, we can’t have the revenue stream that only pays for
healthcare and education and other things. And third, this is fun-
damentally tied to our ability to, as you correctly pointed out,
maintain spending in other categories of government that are very
important to the people of South Carolina.

So on a variety of different fronts, thank you very much for being
here. Before I go any further, thank you for the way that you have
been standing up for the notion of making choices and setting pri-
orities in the U.S. Senate. Fundamentally, to govern is to choose,
but one of the tragedies at work in today’s political process is that
nobody wants to choose.

And so I would like to submit for the record a Wall Street Jour-
nal article! talking about how you dare to use the P word, which
were priorities, in looking at offsets for a sculpture garden in
Washington State, an art museum in Nebraska, a Rhode Island
animal shelter, and now the infamous bridge to nowhere wherein
you suggested an offset. We're talking $4.5 million per resident for
the 50 residents versus a 7-minute ferry ride. And you had said,
why don’t we take some of these moneys and put them into needs
that exist after Hurricane Katrina. That, fundamentally, to me, is
governing that notion of making choices. So I would submit that for
the record.

Fundamentally, what we are about in this Medicaid proposal
that we have before the Federal Government is one that is policy-
makers making better choices so that, indeed, people end up with
better quality healthcare within the Medicaid population; and, sec-
ond, it is about allowing individuals to make choices so that they
can, indeed, end up with a better healthcare system that works
better for them and their families.

Let me go back to those three thoughts that I just quickly ran
through. First of all, the ability to maintain spending. It is impor-
tant to know that in South Carolina in the year 2000, one of every
$7 spent in State government was spent on Medicaid. By the year
2005, it is one of every $5; by the year 2010, it is projected to be
one of every $4; and by the year 2015, it is projected to be one of
every $3.

I have here a number of charts that I will submit for the record.
This is a chart showing the growth of Medicaid at 9.5 percent each
year, 1998 through 2004, versus our State revenue growing at 2.4
percent.

Another chart shows our overall expenditure, which is roughly 19
percent of our budget currently, moving quickly to 29 percent over
the next 10 years.!

Another chart that shows by the year 2010, Medicaid will con-
sume 121 percent of new revenues coming into State government,?

1The article from the Wall Street Journal appears in the Appendix on page 34.
1The chart appears in the Appendix on page 36.
2The chart appears in the Appendix on page 37.
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121 percent which means there has to be a substantial tax increase
or a substantial lessening of other goods and services of govern-
ment, or a substantial cut to Medicaid.

I would also submit this note, which I think is interesting.3 This
is written by a Democratic Maryland Legislator John Houston,
President of the National Council of State Legislators, and says
this: I am a Democrat, a liberal Democrat, but we can’t sustain the
current Medicaid program. It’s fiscal madness, it doesn’t guarantee
good care, it’s a budget buster, we need to instill a greater sense
of personal responsibility so the people in need can find themselves
better care.

These are a couple of charts to which you alluded to;
unsustainable at the Federal level.# If you look at the growth curve
on entitlement spending on a variety of different fronts, and I will
submit those for the record.

Senator COBURN. Without objection.

Governor SANFORD. Thank you, sir. And where does that leave
us? It leaves us with one of two avenues. I have here a list of other
States. For instance, as recently as October 25, Kentucky had an-
nounced that it was going to stop paying for non-emergency care
done in hospital rooms.

Maryland has just cut $7 million in Medicaid funding for newly-
arrived legal immigrants to their—let me say that in English—
newly-arrived legal immigrants and pregnant women in the State
of Maryland.

Michigan’s Governor Granholm, Democratic colleague of mine,
just announced they were going to include a $40 million cut to
healthcare providers.

Missouri actually voted—the State senate voted to sunset Med-
icaid in the year 2008 before finally settling to take 90,000 people
off the rolls of Medicaid in Missouri.

In Tennessee, another Democrat colleague, Phil Bredesen, Gov-
ernor of Tennessee, proposed taking 323,000 people off the Med-
icaid rolls before settling for the 190,000-person cut.

Now, one option here in dealing with these budget realities that
I just enumerated is to make these kinds of cuts, as outlined by
these colleagues of mine, in other States. I think a far better way
for Medicaid, the system itself, and most importantly for the recipi-
ents of Medicaid, is to look at reform.

Jeb Bush, just this last week, was able to get a waiver through
along the lines of what we have proposed. In Illinois, a Democratic
colleague of mine just announced this week, Rod Blagojevich, who
we served with in the U.S. House, has shifted 1.7 million people
over to a managed care proposal.

Brad Henry, Governor of your home State of Oklahoma, along
with a Senate task force, has actually asked Robbie Kerr to come
and testify before that committee on reforms. Vermont, which
comes from arguably a more progressive political structure than
the State of South Carolina, has gotten through a Medicaid waiver
September 27 that would allow for managed care and changes to
the system.

3The note appears in the Appendix on page 38.
4The charts appear in the Appendix on page 39.
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We think a far better proposal is to allow reforms to take place
in the system so that it is, one, sustainable; and, two, it allows
more choices, better quality of care for the population served.

Going to my second point, that reform to Medicaid is funda-
mental to our ability to stay competitive in the State of South
Carolina. I really believe that Thomas Friedman’s flat world is here
and that we are on an international playing field; we directly com-
pete not just with other States but with other countries around the
globe.

And toward that end, I would make two notes. One is that the
Congressional Budget Office has shown at the Federal level, your
level, as you correctly pointed out with the contingent liability you
just alluded to, Federal spending will go from 20 percent, which is
basically a GDP, which basically where it has been over the last
50 years, since World War II, to 34 percent in the year 2050, unless
changes are not made to the entitlement systems.

So the reality is we know a change is coming. The question is,
are we going to make it one that is most suited to individual needs
that exist, versus a blanket system? We think the individual needs
is very important. And toward that end, I will submit to the record,
the recent bankruptcy filing by the automaker Delphi, which is the
largest bankruptcy in automotive history in the United States of
America. It, in large part, went Chapter 11 because of some
healthcare contingent liabilities. And one of the things that I think
is important, and this is a Wall Street Journal editorial of October
19, 2005, is their note here, the better idea is to introduce more
competition into the healthcare marketplace.l

A few years ago, a supermarket chain by the name of Whole
Foods switched to a consumer-driven healthcare plan in which its
32,000 employees were allowed to pick from a menu of care options.
After 3 years, the company’s healthcare costs rose by only 3.3 per-
cent, compared with national averages in the double digits, but
more importantly, job turnover plummeted and there was better
healthcare.

So I think that it is as well about how do we stay competitive
in this global climate that we are living in so that we can have a
vibrant economy and, therefore, have the revenue that will pay for
the healthcare, education, and other fundamental needs.

The last point though is the most important one, and that is the
one that you correctly identified, which is about quality access and
prevention. We are talking about 850,000 South Carolinians’ lives,
and we are talking about, one, how do you better coordinate care
for 850,000 folks? I have a variety of sheets which I will again, as
well, submit to the record.2

These are claim sheets pulled from Robbie Kerr’s office, HHS,
that show a variety of different visits to a single person in need.
And T think you, as a doctor, would be the first to say, if you have
a half a dozen different people coming by to visit you, you do not
have coordinated care. And the notion that you are not going to
look holistically at one’s health is a tragic mistake in terms of a

1The article from the Wall Street Journal appears in the Appendix on page 42.
2The information appears in the Appendix on page 43.



8

quality care. And we do not have coordinated care in the present
system.

So you literally have these tear sheets that I can pull from
Robbie that will show a half a dozen different agencies coming by
to visit one Medicaid patient in the course of a month, and the re-
sult, relatively poor care because it is not coordinated. To look only
at one’s hand or one’s foot or one’s eye or one’s arm is not the
whole look that you have got to have if you want to have a good
healthcare delivery system.

So, one, this is about coordination. It is as well about prevention.
How do you spend more dollars earlier so that you can avoid some
of the very costly procedures that come at the later stages of dis-
ease that could have been avoided if you had been more in the war
to prevent it.

I would say second this is about outcomes. We are about average
in what we spend per capita on healthcare, about 25th, but we are
47th in the Nation in healthcare outcomes. That coordination, we
believe, is absolutely crucial to bettering the quality of care for
South Carolinians, and as well for doing what we have tried to con-
sistently stress with the variety of fitness challenges and other
things of spending more money earlier in the healthcare process as
opposed to simply reacting to disease.

The third thing that I think is so important about this from a
healthcare standpoint is that, right now in South Carolina, I sus-
pect in Oklahoma and other States as well, there is real racial dis-
parity on healthcare outcomes in our State. And I think that this
is fundamentally an issue of social justice. Because if you look at
the divide in healthcare outcomes, in a lot of ways there have been
gaps closed with the civil rights movement in income or in edu-
cation or in housing, but the health issue has been persistent with
regard to a consistent divide between where whites end up and
where blacks end up. And so I would just give you a couple of sta-
tistics.

In South Carolina, for instance, infant mortality rates are basi-
cally two-and-a-half times higher for blacks. In South Carolina, life
expectancy—and this is nationwide—is about 10 years less. Blacks
have significantly higher mortality rates as a result of heart dis-
ease, stroke, and cancer. The bottom line is that nationwide, about
85,000 African-American deaths could be prevented if you close
that gap that now exists.

A Harvard study came out recently that showed if you look with-
in the minority population, with the black population, if with Med-
icaid you simply move toward a managed care system, seven of
nine different indices, the gaps begin to close in terms of healthcare
outcomes.

And I would say that it is for those reasons that we are asking
for a reform to the system so that we update, and I stress the word
update, the way that Medicaid is delivered in the United States of
America. And I say this particularly because if you look at the
CMS Journals, what they would show is about 39,000 pages of reg-
ulations and manuals for the administration of Medicare and Med-
icaid, and that stands in stark contrast to the 208 pages that regu-
late the Federal Employee Health Benefits Program which covers
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about nine million workers at the Federal level; everybody from lit-
erally a janitor on Capitol Hill to a Senator like yourself.

So fundamentally, what we’re asking for in this waiver is, can we
have an increasing degree of choices for the Medicaid population
that right now exist for nine million Federal workers, again, rang-
ing from the janitor on Capitol Hill to the Senator. We believe that
notion of choice, that everybody’s healthcare needs are fundamen-
tally different, is very important to bettering healthcare in our
State.

Just a couple of other things that I want to throw out at you and
submit as well for the record. One is that we have a long history
of waivers in South Carolina. Robbie and his department—I have
here one, two, three, four, five, six, seven, eight, nine, ten, eleven
waivers since 1984 that have been granted by the Federal Govern-
ment to HHS across a wide swath of different healthcare outcomes.
We think that this waiver is certainly in line with those others that
have been granted in the past.

I would also say not only have we had a history of doing waivers
in the past in South Carolina, if you look at the number of waivers
occurring in other States around this country, a wide array. I have
here a Thursday, August 18, Wall Street Journal article called
Rocky Mountain Medicaid.l It’'s about a Colorado disability pro-
gram, CDAS, the State’s experiment with Consumer-Directed At-
tendant Support for the severely disabled that began in 2002. What
is important to note is that it has gone so well that the Legislature
just approved opening the system statewide to 33,000 Medicaid re-
cipients.

And what is particularly telling is the story of Linda Storey, who
is a 51-year-old rocker who has been battling multiple sclerosis for
30 years. Her quote is this, “It gives you your life back. I'm more
in control of my health now.”

I think it is relevant to point out what is stated here is in the
first 2 years of the Colorado CDAS pilot program, showed that
monthly spending actually went down.

People deserve choices. These are the words of the Speaker Pro
Tem Cheri Jahn, who is a Democrat in Colorado. “People deserve
choices.” With those choices comes not only greater dignity for the
individual, but also better incentives for the system itself. Colorado
has a working example with the Medicaid waiver right now.

I will give you one other Medicaid waiver, and that is what is
called “Cash and Counseling,” which began in Arkansas. It quickly
expanded to Florida, and New Jersey. It has from there expanded
to 11 other States across this country. It is about disabled long-
term care needs. There has been a reduction in the neglect and
there has been enhanced satisfaction to the customers, the Med-
icaid recipients themselves, as a result of this program.

So I could show other examples of things happening with Med-
icaid waivers in other States, but I know I am running up against
time.

In brief, our plan is to allow money to go into a personal
healthcare account, and then from there people could pick from a
wide array of different choices from managed care, to medical home

1The article from the Wall Street Journal appears in the Appendix on page 45.
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network, to buying into their own healthcare plan if they happen
to be working for an employer that has a healthcare plan, to a self-
directed plan. It is fundamentally based on ownership, people own-
ing their own account. It is based on the notion of consumer-di-
rected plans, which is what you see in most cases at work in the
larger healthcare marketplace. It has with it essential safeguards,
and the government would still approve each of these plans, and
it would be required of each of the plans that it will require man-
datory services.

Fundamentally, it is about this: Do you allow, with Medicaid, a
change so that we can fill the cup of each person’s healthcare needs
and allow them to select a plan that works for them, or does every-
body have to drink out of the same Federal healthcare cup in meet-
ing those needs? They are two different paradigms, but one that I
think is very much built around the individual and the very dis-
parate needs that exist with healthcare at the individual level is
our plan.

I will call it quits with what you called it quits with, and that
was, I pulled here a quote from Tommy Thompson, 1992. He said,
“for every one of my welfare reform programs that I've put into law
or was able to get a waiver for from the Federal Government, there
have been critics and there have been nay-sayers, but they want
to keep the status quo.”

I don’t want to keep the status quo. The status quo doesn’t work.
Give us in Wisconsin the chance to be flexible, the opportunity to
change it, and we’ll show the way for the country to follow.

As it turns out, his words were prophetic because, as a result of
that incubation, that change that occurred at the State level, ulti-
mately Federal welfare reform occurred.

I think that States really have become the incubators of many
national changes. I think that what is happening with Florida with
Jeb Bush, what’s happening in Georgia with Sunny Perdue, what’s
happening in a wide array of different changes is very important
to this incredibly important national debate. I appreciate the time
to testify.

Senator COBURN. Thank you, Governor.

No previous Governor has proposed such a bold Medicaid reform
in your State. You could easily leave this problem to successors in-
stead of suffering the criticism in the media. Why are you risking
your political neck for Medicaid reform?

Governor SANFORD. I think it goes back to what I was talking
about, which is we spent a lot of time—I have spent, you know, a
ridiculous amount of time riding a bike across South Carolina for
a couple of different weekends, dragging Jenny and the kids, talk-
ing about how if we do a couple of little things differently in terms
of getting a little bit more exercise, a little bit more activity, we can
end up with very different healthcare outcomes in the State of
South Carolina if we simply do a few things differently. We’ve been
trying to raise awareness on that front.

Medicaid is an extension of that larger thought process of, we
need to do a few things a bit differently if we’re going to end up
with different outcomes. The old saying is if you keep on doing
what you've been doing you’re going to keep on getting what you've
been getting. I think that any time that you try and have one-size-
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fits-all with regard to something as personal as one’s healthcare,
you are going to have problems. Indeed, the statistics have cer-
tainly shown that and they have showed that particularly in some
different populations more than others.

I think this about fundamentally how do you better quality of
care, how do you better access. In some parts of rural South Caro-
lina, doctors will not take Medicaid patients anymore because we
have capitated what the doctor can get. And so it is about quality,
it is about access, and most of all it is about prevention. How do
you spend more of the dollars earlier.

Senator COBURN. I was interested in your projections that in
2010, 23 percent, I believe you said, of the increased revenue that
South Carolina would be required to take of Medicaid. I've got a
surprise for you. The money is not at the Federal level. There is
not going to be significant increases after about 2008 in Medicaid
FMAP programs. The money is not there.

And so not only will there be that 23 percent out of your in-
creased revenues, there probably will be a lessening share from the
Federal Government. There is no way that we can keep the com-
mitments at the Federal level to what we said we were going to
do.

Now, we could say we are going to do that. And if you look at
the growth projection, not just the growth but the velocity of
growth in Social Security and Medicare, it will consume any flexi-
bility that we would have in Medicaid. And by the year 2018, the
vast majority of the Federal Government won’t have any other
services, significant services or growth in any service whatsoever
except Medicare and Social Security. Not Medicaid, not defense.
The largest growing and fastest growing component of the Federal
budget today is interest, and it’s going to continue to grow. That’s
why pain and making the priorities are so important.

So what you are really saying is South Carolina’s going to have
to cut everything else if you do not reform Medicaid; is that cor-
rect?

Governor SANFORD. Correct.

Senator COBURN. So every other area of South Carolina is going
to be in decline in terms of revenues based on the mandatory
match that you have today with Medicaid?

Governor SANFORD. Correct.

Senator COBURN. One of the things that I have read in the press,
your reforms have been accused of being risky and untested. How
would you assess the level of risk in your reform versus the risk
by staying with the current system?

Governor SANFORD. Anything that’s ultimately unsustainable
comes to an end. I think that what you pointed out, what I pointed
out with the graphs and charts, is that we’re on an unsustainable
course. What we do know is that there will be changes in the sys-
tem, it is just a question of how the system will change.

We think that going the route that some governors have gone is
a mistaken one where you simply say we are going to capitate, we
are going to take 300,000 people off the rolls, we will take 190,000
people off the rolls, is not the desired choice. We think that you can
reform the system such that people have more control over their
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healthcare outcomes, and by having competition in the system will
ultimately better it. We think that is by far the better route to go.

But are things going to change? Yes. I mean, that is a certainty.

Senator COBURN. Let me, if [ may——

Governor SANFORD. And that is why it was as well raised—you
talk about risk. It is important to note what has happened with
other Federal waivers, whether it is in Colorado, whether it is in
the 15 States that I outlined with the long-term disability program.
There have been a whole host of waivers, and in every instance,
whether it is with the Whole Foods example in the private sector
side, the cases where you have allowed the customer, the Medicaid
recipient, to have more control over how they spend their
healthcare dollars, care has gone up, access has gone up, and qual-
ity has gone up. And I think that those are the things, the ultimate
matrix of measurements that anybody should look at when they
look at defining risk.

Senator COBURN. Let me invite Representative Tracy Edge,
South Carolina General Assembly, to join the Governor on this.

Representative Edge has served in the South Carolina House of
Representatives since 1996. He is currently a member of the House
Ways and Means Committee on which he chairs the subcommittee
with jurisdiction over the Medicaid Program, Health and Human
Services, Medicaid and Environmental Control.

Representative Edge, welcome.

TESTIMONY OF HON. TRACY R. EDGE,! A REPRESENTATIVE IN
THE SOUTH CAROLINA HOUSE OF REPRESENTATIVES AND
MEMBER, AMERICAN LEGISLATIVE EXCHANGE COUNCIL

Mr. EDGE. Thank you very much. It is my pleasure to be here
today, and I am thankful that you were able to come here to South
Carolina and give us this opportunity to explain our waiver to you.

Mr. Chairman, my name is Tracy Edge, and I represent the
104th House District in South Carolina’s House of Representatives.
I am also the Chairman of the South Carolina House Ways and
Means Subcommittee on Health, Human Services and Medicaid.

In addition, I am also a member of the American Legislative Ex-
change Council, or ALEC, and ALEC is the Nation’s largest non-
partisan individual membership organization with both State Leg-
islators and Members of Congress encompassing all 50 States.
ALEC’s mission is to advance the Jeffersonian principles of free
markets, limited government, federalism, and individual liberty,
which are also features of our Medicaid waiver.

It is my pleasure to be here before you today in support of South
Carolina’s Medicaid waiver proposal, which I believe is a step in
the right direction toward empowering South Carolina’s Medicaid
beneficiaries.

We have to act now to curb Medicaid’s skyrocketing costs. South
Carolina spends more than $4 billion annually, or about 19 percent
of our entire State budget. As our Governor pointed out, that is 9
percent more than where we were 5 years ago, and our projections
have us at about 30 or 31 percent within 10 years. I believe it could
actually happen earlier than that, based upon numbers that I have

1The prepared statement of Mr. Edge with attachments appears in the Appendix on page 52.
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been given by our Budget Control Board just this morning. This
poses a real threat to other funding priorities, such as K through
12 education or law enforcement or environmental control.

In my opinion, Medicaid’s problems can be directly attributed to
the perverse fiscal incentives imposed by its financial structure.
State governments to doctors to patients, Medicaid does not give
any incentive to provide or consume healthcare efficiently. In fact,
the opposite is true. Medicaid’s financing structure actually re-
wards inefficiency with more dollars. We see that in our budgeting
every day when it pertains to how we structure our healthcare fi-
nancing to match Federal dollars.

As you know, the Federal Government pays more than half of all
Medicaid spending through the Federal Medical Assistance Per-
centage, otherwise known as the Federal match. The Federal
match gives South Carolina Medicaid spending a guaranteed re-
turn-on-investment. In South Carolina, the Federal match is 69
percent. We typically say three-to-one when we talk in terms of
match dollars. This means that every Medicaid dollar we spend
yields about $2.85 in Medicaid benefits.

Ironically, it is the Federal match that is causing Medicaid
spending to spiral out of control. Medicaid’s Federal match triggers
a wasteful and inefficient spending spree, since States need to
spend more in order to get more Federal money.

We often hear about leveraging State Medicaid dollars with Fed-
eral funds, and we’ve been very creative at times in trying to draw
down those Federal dollars by using what I believe are risky
schemes in order to provide State dollars for our Federal matches.
Federal dollars are not free. All taxpayers, including Medicaid re-
cipients, pay Federal, State, and local taxes.

Low provider reimbursement rates also directly contribute to
Medicaid’s costs and limit much-needed access to care. A major
problem that I've battled during my term as chairman of the House
subcommittee, and in my prior service as well in the House, has
been, how do we combat physicians who will stop seeing Medicaid
patients because the reimbursement rates are so low? So access
has been a critical problem.

Because of this, providers have the incentive to tack on unneces-
sary tests or stop seeing Medicaid patients altogether just to stay
in business. We have seen high levels of fraud here in the last few
years. There was one medical practice in my home county of Horry
County that was found to have billed the government for $30 mil-
lion over a 6-year period through Medicaid alone by ordering tests
that were not needed and prescribing drugs that were not nec-
essary.

It is crucial that patients have a stake in their own healthcare
spending. Unfortunately, South Carolina’s Medicaid current fee-for-
structure system largely shields beneficiaries from the con-
sequences of their own healthcare decisions. Simply stated, our
State’s Medicaid system pays claims first, and if it asks questions,
it asks the questions later.

It is clear that the case for Medicaid reform has a lot to do with
money, but more importantly, however, there is a strong moral
case for Medicaid reform. We cannot and should not confine our
most needy citizens to an almost-bankrupt system. And by almost
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bankrupt, I could get into some of the financing that we are facing
for our coming year’s budget later. Instead, we should put Medicaid
beneficiaries on a road to self-sufficiency by empowering them to
take greater responsibility for their own healthcare needs. Shield-
ing people from liberty and the ability to make their own decisions,
in my sense, is immoral, and I think we should do everything pos-
sible to give them greater responsibility.

We have a map for the road to self-sufficiency, and the example,
obviously, is welfare reform. Before the Welfare Reform Act of
1996, there was an eerie similarity between the Medicaid and wel-
fare programs. Both Medicaid and welfare were means-tested enti-
tlement programs. Both programs were funded by an open-ended,
Federal-State spending match, and both programs conferred a legal
right to benefits.

Now, almost 10 years later, the two programs could not be more
different. Block-grant funding has caused welfare rolls to drop dra-
matically. Meanwhile, the Medicaid entitlement continues to keep
the poor locked in a cycle of government dependency in several
ways.

First, it is likely that the mere existence of Medicaid could crowd
out private sector healthcare alternatives. The Robert Wood John-
son Foundation found that of the 22 studies they reviewed on the
issue, more than half concluded that the expansion of public health
coverage was accompanied by reductions in private coverage. Here
again, we find that you have government interference in the free
market system which crowds out the free market.

More importantly, Medicaid and other entitlements do not give
the poor an incentive to save and invest, as beneficiaries have to
remain under certain income levels in order to qualify for the bene-
fits. As a result, it is possible that some of the beneficiaries may
choose to stay below the poverty level, thereby locking them into
an entitlement system. In other words, the government traps them
and they don’t know how to get out of the cycle.

There is no reason why welfare reform should not serve as a
model for Medicaid reform, and that is why our Medicaid proposal
here is so important. Only South Carolina, not bureaucrats in
Wazhington, know how to best serve South Carolinians on Med-
icaid.

Governor Sanford’s Medicaid waiver empowers beneficiaries to
tailor their own healthcare dollars for their own healthcare needs.
Each Medicaid beneficiary will receive a Personal Health Account
so that they can fund their own healthcare in a variety of ways,
either through Health Savings Accounts, by purchasing a managed
care plan, by purchasing health insurance from their employer, or
by joining a medical home network.

This choice not only turns beneficiaries from government depend-
ents into empowered healthcare consumers, but it also accom-
plishes the laudable goal of transitioning beneficiaries to self-suffi-
ciency and independence through private coverage. Medicaid bene-
ficiaries should have the same access to high-quality, private
health insurance as many of us enjoy.

Just like welfare reform 10 years ago, there are critics who mali-
ciously accuse Governor Sanford, myself, and others who are lead-
ing the fight on this proposal as being cruel or heartless. I have
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to reject that notion. Giving South Carolinians the opportunity to
pull themselves out of poverty will work for them and it will work
for Medicaid, just as it did for welfare reform in the 1990s.

Mr. Chairman, there are some here today who have screamed
over the last 3 months from the highest mountaintops that we
should not pursue the waiver. However, if we would have enacted
Medicaid cuts like the State of Florida has done over the last 2
years, they would also be screaming from the same mountaintops.
In other words, you can’t have it both ways.

The problem that I, as chairman of the House subcommittee
which writes the budget for eight healthcare-related agencies has,
is that every year we are faced with claiming and mounting costs
that we have to match in order to keep from cutting services. Luck-
ily, we have not had to do what Florida has done. We have been
able to, by various means, carve together enough money in order
to finance our growth in Medicaid and other healthcare programs.

What happens when we cannot do that and we have to make the
cuts like Florida has? Then we have people who are trapped in an
inefficient system, no longer getting the services that they once
were getting.

I appreciate the opportunity, Mr. Chairman, to appear before you
today. I take the job that I have quite serious. And I know that sce-
narios that we have had in the past may also continue to haunt
us. For instance, 2 years ago we had a $400 million shortfall in rev-
enues compared to expenses in our State budget, yet that same
year, the growth in Medicaid alone was $180 million. In other
words, we actually had a reversal of $580 million of revenue.

What did we have to do to cover Medicaid that year? We had to
cut law enforcement, we had to cut security in our prisons, we had
to cut environmental control, and cut back the resources that pro-
tect the natural resources of our State. We cannot continue to do
that. I can tell you, I cannot sit at my dining table with books
thicker than this year after year and figure out how we are going
to pay for healthcare at the expense of education and other pro-
grams that we have.

That is why we are pursuing the waiver that we have today. I
am not going to claim that the waiver is going to have an auto-
matic savings tomorrow, but I do believe that it will curb the rate
of growth in Medicaid, and that is what is important to me. It is
important to me to know that in the future we will be able to pay
for healthcare through Medicaid and other programs that we have
without having to cut the balance of our budget and cut services
that other people need.

Mr. Chairman, I appreciate the ability and the opportunity to be
here for you today.

The American Legislative Exchange Council and the Heritage
Foundation and others have been very supportive in our Medicaid
reform and the proposals that are contained in Governor Sanford’s
plan. I'm proud to sit with him here today, and I'm proud to be be-
fore you and say that we need to have the plan approved, not only
for the fiscal responsibility for our State budget, but also to em-
power our citizens to make the choices that they need to have the
ability to make.
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Again, I will say that some people do not want to give them that
ability, and the reason is that they want to trap them and keep
them into the system that they have so that they will be dependent
upon this particular philosophy or this particular way of life. I
think that is cruel, and I think we need to break away from that
system.

I would be happy to answer any questions that you have, and
again, I thank you for being here.

Senator COBURN. Thank you, Representative Edge.

Give me 5 years ago in South Carolina, what was the growth of
Medicaid? What was happening? Can you tell me?

Mr. EDGE. What was happening

Senator COBURN. In Medicaid growth. Were you seeing the same
kind of growth, and were there attempts to fix the access and the
quality, or was access and quality not a problem then?

Mr. EDGE. It was very difficult to try to do that because, at the
time, we were having the beginning of 5 years or 4 years, rather,
of revenues that were going under expenditures. So the toughest
job that we had was just maintaining the current system.

We now have a conservative-controlled House, a conservative
Governor and a conservative-controlled Senate. Quite frankly,
many reforms that we proposed out of the House pushed by Gov-
ernor Sanford were blocked because the philosophy in the Senate
was a little bit different. So, no, we were not able to really pursue
reforms that we needed to.

We tried to pass a Medicaid reform proposal for the last 2 years.
It’s been very difficult to do. It does not go anywhere near as far
as the waiver goes, however, there were certain controls that we
were trying to put in place that many in our government were
fighting because of the change in status quo.

The status quo is not going to balance our budget in years to
come when we consistently need $100 million to $150 million of
new money just for Medicaid, year after year after year.

Senator COBURN. Let me come back. If we had all the money in
the world and we had this system, you still would not have dignity
for the patient, you still would not have access, you still would not
have care, you would still have the same problems.

So, it is not just a money problem. It is an access problem that
people who are using and have to utilize Medicaid today are get-
ting less access, and overall, in this country, less quality and, for
certain, less prevention.

And so there are a lot of reasons to be doing this. And as a physi-
cian, one of my main reasons for doing it is, because I have seen
it and worked in it for 22 years, I have seen what Medicaid does
and the stigmatization of somebody that has a Medicaid card
versus somebody that walks in with an insurance card. Why can’t
they have the same thing that everybody else has? By the time you
compile the dollars and you make the mix, why can’t we give them
access? Why can’t we give them access to prevention? Why is it
that somebody who has a mortality rate, infant mortality rate two-
and-a-half times better, why is it that they do not have the access
to the same prenatal care? The system has a lot to do with that.
And it is not just money.
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It is the government control of the system and the inability to
have the market-allocated resource, and then let’s look at how the
market is failing and supplement that rather than controlled man-
aged healthcare.

I thank you for your testimony.

Governor, I have known you for a long time, and one last ques-
tion for you is: A lot of people say, well, he is kind of this policy-
walking numbers guy. In your heart, why do you want to fix this?
What is your motivation for fixing this?

Governor SANFORD. I mean, I would go back to what I said ear-
lier, and I want to be sensitive because you have got some great
folks to come up here and testify.

But I would simply go back to what I said before, which is: I be-
lieve in the fundamental and the dignity of the individual, and I
believe that God makes every single person out there different,
which means that every person fundamentally not only has dif-
ferent emotional needs but, frankly, they have different physical
needs when you talk about one’s health. And, therefore, the idea
of a system that expands the number of choices so that people can
pick for them and their families what makes the most sense based
on their healthcare needs is fundamentally empowering to the indi-
vidual, but also, I think, a way of creating better quality care for
this important population of 850,000 South Carolinians.

If you look at the number that you just cited, which is infant
mortality two-and-a-half times with one population versus another,
then why in the world wouldn’t you want an expanded level of
choice so that particular group might be able to come up with a
package of benefits based on very different needs that they have
versus another population? That’s very difficult to do with a one-
size-fits-all program, and that is what gets back to the multiple
conversations that I have had with Robbie Kerr on how do you bet-
ter Medicaid which is so critically important to thousands upon
thousands of South Carolinians?

Senator COBURN. Thank you very much. This panel is dismissed.

We are going to take a 5-minute break so we can set up. I would
also ask that our next witnesses please limit their testimony to 5
minutes.

I would ask that the materials for the records offered by Gov-
ernor Sanford be included in the record and in the printed final
record.

[Recess.]

Senator COBURN. The hearing will come to order.

As I said before, first of all, let me thank each of you all for being
here. So that you all know how we select hearings—my Ranking
Member is Senator Tom Carper, and all four hearings are divided
up Republican and Democrat. We always, whenever we go into a
State, we allow the State executive to have the option to testify,
and then because there is a majority and a minority, we have a
certain number of majority witness, and we always have at least
one minority witness, and we have that again today.

So I want to welcome those that are here to testify. Ms. Solomon
joined the Center for Budget and Policy Priorities in January 2005
as a Senior Fellow specializing in Medicaid and SCHIP. Prior to
her current position she was Senior Policy Fellow with Connecticut
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Voices for Children, and Executive Director of the Children’s
Health Council. She graduated from the University of Connecticut,
and then Rutgers University Law School in New Jersey. She also
currently lectures at the Yale University School of Medicine in New
Haven, Connecticut.

Ms. Solomon, thank you very much for being here.

We also have Dr. Donald Tice. Dr. Tice is a Member of the Board
of Medical Examiners in the State of South Carolina. He has spe-
cialized in family practice medicine for over 20 years, has first-
hand experience with patient care under the present Medicaid sys-
tem. He is elected by his peers and appointed by Governor Sanford
to the South Carolina Board of Medical Examiners.

Also is Dr. Regina Herzlinger, Nancy R. McPherson, Professor of
Business Administration, Chair, at the Harvard School of Business.
Dr. Herzlinger was the first woman to be tenured and chaired at
Harvard Business School, and the first to serve on a number of cor-
porate boards. She is widely recognized for her innovative research
in healthcare, including her early predictions of the unraveling of
managed care and the rise of consumer-driven healthcare and
healthcare focused factories, two terms that she coined.

Also with us is Ed McMullen, President of the South Carolina
Policy Council. Mr. McMullen is head of South Carolina’s only re-
search and education foundation devoted to promoting principles of
limited government and free enterprise in the Palmetto State, pub-
lic policy. He has previously served with the Heritage Foundation
in Washington, DC, which does promote limited government, eco-
nomic freedom, and individual liberty.

I want to thank each of you for being here. You will be recog-
nized for 5 minutes. Your complete statement will be made a part
of the record. And, Ms. Solomon, if you would be so kind to begin.

TESTIMONY OF JUDITH SOLOMON,! SENIOR FELLOW, CENTER
ON BUDGET AND POLICY PRIORITIES

Ms. SoLoMON. Yes. I would like to thank the Chairman and
Ranking Member Senator Carper for allowing me to testify today.

I think it is important at the outset to say there is a lot that we
agree on. I think we all agree that Medicaid beneficiaries should
have choices, including provider networks, managed care plans,
and as many providers as possible who participate in the program,;
that quality, improving quality in the program should be the goal
of any reform.

For example, the new emphasis in South Carolina on medical
homes is a great idea for ensuring access and avoiding unnecessary
trips to the emergency room. Provider payments impede access;
they’re too low. I think we agree on all those things. But I think
where we part company is how to go about making changes in the
program. I think many of the goals that have been listed do not
need a waiver; they can be done within the existing rules and
structures in Medicaid.

Medicaid is of tremendous importance in this State and through-
out the country. In South Carolina, 40 percent of South Carolina’s
children, and 30 percent of seniors, rely on Medicaid for vital

1The prepared statement of Ms. Solomon appears in the Appendix on page 82.
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healthcare services. Nationwide, when asked in a large public sur-
vey from the Kaiser Commission on Medicaid and the uninsured,
over three-quarters of those responding supported the program and
opposed cuts in benefits.

Medicaid provides critical support to hospitals, nursing homes
and other healthcare providers, and it does this in a really efficient
way. In fact, we were talking earlier about preventive care. In my
written testimony, we cite a study where Medicaid actually pro-
vides better preventive care than private insurance to children.
Through its EPSDT program, it has a tremendous emphasis and
puts a lot of responsibility on States to make sure our kids are get-
ting that preventive care.

And, yes, Medicaid costs are going up and this is a problem, but
this is a healthcare problem. Healthcare costs are going up, and
Medicaid is an important part of the healthcare system.

As we look at changes in Medicaid, we have to realize anything
we do is going to ripple out over to the larger healthcare system.
The costs are going up because prescription drugs are going up.
Enrollment is increasing because employers are not able to afford
to provide care any longer for many employees. It is not crowd-out.

Medicaid has provided the safety net that has kept the overall
rate of uninsurance from going up in this country, and that was
shown again in the most recent census information at the end of
August.

But our States and the Federal Government struggle with the
costs. As I said, care really has to be taken to avoid harm to bene-
ficiaries. In South Carolina, almost everyone who relies on the
Medicaid program is poor, with income below the poverty line. Peo-
ple on Medicaid do not have the ability to absorb costs. A substan-
tial body of research shows that even modest cost sharing de-
creases utilization of effective care, of important care, and also af-
fects health outcomes in a negative way.

So here are the problems that we see with what South Carolina
is proposing. First off, it is attempting to save money by looking
at only 40 percent of the cost of the program. The Medicaid pro-
gram, children and parents in Medicaid, non-disabled adults, are
about 80 percent of the beneficiaries in this State, but the cost of
providing services to them is only one-third of the program costs.
And that is primarily who would be covered by the waiver. Those
receiving long-term care services and those who are eligible for
both Medicare and Medicaid take up about 40 percent of the over-
all cost of South Carolina’s program, but they are outside of the
waiver.

So you are starting with this smaller portion of the program cov-
ering the majority of people, and you are trying to extract savings.
But at the same time, the proposal has a whole list, and I have
listed them in my testimony, of new entities that the State will
have to contract with: Managed care plans, administrative service
organizations, a vendor to develop electronic cards, an enrollment
counselor, an extremely vital function but very labor-intensive pro-
viding counseling to beneficiaries. All of these are going to be pri-
vate companies, and rightfully will be expecting to make a profit.

So you are looking at 40 percent of the program covering 80 per-
cent of the people in a very efficient way, primarily because the
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provider payments are already very low, and you are going to have
to extract all that new administrative expense. South Carolina’s
administrative expenses are very low right now for its Medicaid
program; it is lean and mean. And I know I have heard Mr. Kerr,
the Medicaid director, talk about the struggles they have for keep-
ing up with that. But be that as it may, every dollar that will have
to now be spent on administrative costs is going to come out of the
benefits going to individuals and the payments to providers.

South Carolina is not a State with, either in the private market
or in Medicaid, with a large managed care presence, so there are
a disconnect here. This idea that there is going to be many man-
aged care companies coming in is really speculation, but yet the
proposal is based on that.

And the personal accounts that the State is proposing actually
will cost money. The House Energy and Commerce Reconciliation
bill has a demonstration program to allow 10 States to have pro-
grams of Health Savings Accounts. When the CBO scored that pro-
posal, it actually costs money. Because by giving people Personal
Health Accounts, or HSAs, in some ways you are allowing them to
keep them when they go off Medicaid, which is not a bad thing to
do, but if we are looking at efficiency and saving money, they are
going to have money that would not have otherwise been spent. At
the same time, you still have to cover everybody’s heath costs, and
that is why that proposal scored and that is why this proposal
would not save money.

Before I conclude by just giving a couple of ideas of what could
be done, I just want to talk about the Cash and Counseling, which
has been cited as a precedent for this approach. Cash and Coun-
seling has been a very effective demonstration project, but it is a
very limited approach that cashes out a very predictable benefit
provided to people with disabilities in Medicaid who are not even
really a part of this proposal, for the most part, and it allows them
to budget and direct their own personal care services, which are
predictable; you know how much you are going to need for a per-
sonal care attendant. That has increased satisfaction, it has been
successful, but is not a model for cashing out the entire Medicaid
benefit where people’s healthcare expenses—and I know, Dr.
Coburn, you know this as a physician—are not predictable. For the
most part, your health can change radically from one day to the
next. So these are very important things to take into consideration.

Senator COBURN. Can you wrap up for me in about 30 seconds?

Ms. SoL.omON. I can.

Senator COBURN. Thank you.

Ms. SOLOMON. So what can be done? I think efforts to develop
medical homes encourage preventive care. Coordinate care. If you
are finding through your data, as the Governor said, that you have
people using care, there are plenty of tools in the existing program
around disease management and care coordination to do that.

Ask providers and beneficiaries what they think. I think they
have not been part of this planning process. I think it is very im-
portant that they be asked. Start small and proceed carefully. The
program is just too important to take chances with risky and un-
tested reforms. Yes, we have said that.

Senator COBURN. Thank you. All right. Dr. Tice.
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TESTIMONY OF DONALD TICE, D.O.,! MEMBER, SOUTH
CAROLINA BOARD OF MEDICAL EXAMINERS

Dr. TicE. Yes, sir. Thank you, Dr. Coburn, for the opportunity to
address this panel.

I have been a primary care physician for approximately 23 years
and have worked with Medicaid as a portion of my practice during
that entire time.

Medicaid, in my experience, is a prompt payer of claims. They do
rightly hold the authority to audit records at any time and hold
physicians accountable.

Here, though, I would like to present a perspective from the pri-
vate physician provider standpoint. Medicaid recently updated its
Medicaid Provider Manual. The manual is clear and concise for
users. Regretfully, my staff has great difficulty reaching a Medicaid
representative at any time when an unusual situation arises. Voice
messages left are rarely or never returned. When a call is returned,
the representative typically refuses to be put on hold while our
staff member is brought to the phone.

This is a most unfortunate condition and discourages field staff
from calling the representatives for assistance. There is currently
no designated customer service unit to provide a claims resolution
for any particular account. Consequently, providers will write off
charges rather than trying to invest an inordinate amount of time
getting the issue resolved. The State benefits, but the providers
have just another reason why he or she does not want to take any
additional Medicaid recipients into their practice.

Recently, Medicaid introduced the Select Health Program. Pa-
tients were required to read informational materials notifying them
that their children were placed under the care of a physician that
was not known to them. A lot of parents never received the mate-
rials, some because the database was not current and they did not
have the current addresses.

Parents were asked to make an affirmative decision to disenroll
in the program if they did not want this new physician. The burden
of informing, educating, and trying to correct a parent’s misunder-
standing of their benefits then fell upon the provider’s staffs. Med-
icaid officially did meet their burden of information and education,
but really did the parents a disservice by enrolling them into a pro-
gram without an affirmative choice being made.

The Medicaid system sometimes interferes with decisions affect-
ing the quality of care given to its recipients. Specifically, private
offices are not reimbursed for the cost of their supplies. in many
cases. When patients need immunizations, they have to be referred
to the Public Health Department because providers are not reim-
bursed for those services. This fragments the care for the patient,
and often these patients are non-compliant with medical direction.

Another primary example where medical care is interfered with
is when medications need to be injected or infused. Often, adminis-
tration of products in the office setting could be done at a far re-
duced cost over that of a hospital setting. Both Medicare and Med-
icaid could realize tremendous savings if private offices were al-

1The prepared statement of Dr. Tice appears in the Appendix on page 89.
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lowed to treat more aggressively and not have to hospitalize pa-
tients that could be treated in an outpatient setting.

Physical therapy modalities cannot be offered in a private office
because they are not reimbursed. A very common complaint of the
general population, much less adult Medicaid population, is back,
neck and joint problems. These services are very difficult to ad-
dress in the primary care office because most of the services that
we provide for those are not reimbursed. The patient has to be sent
to a much higher-expense physical therapy setting or referred to
the hospital. Continuity of care and considerable cost savings could
be realized if the care was moved out of the hospital and back into
the primary care physician’s offices.

Private outpatient offices are not and cannot be operated like the
more expensive hospital-based offices or ER fast tracks with their
much higher administrative costs. If we operated our offices like
that, we could not survive.

Patient dignity and sanctity of the provider/patient relationship
is undermined when patients over 65 with Medicare/Medicaid cov-
erage has had to suffer the loss of healthcare services when Med-
icaid costs shifted the financial burden of the 20 percent co-pay
insurance to the physician providers by denying payment when
Medicaid is a secondary payer. Providers in mass are no longer
taking Medicaid as a secondary payer, thereby making the patient
responsible for a much greater financial burden, which they are un-
able to afford.

Senator COBURN. For time’s sake, I will give you one more
minute, if you could sum up for us, please.

Dr. TICE. Fraud and abuse are also a major problem in the cur-
rent system. Many patients are working in service industries or
construction jobs for unreported wages. They are making very good
livelihoods, but they have Medicaid coverage for themselves and
their family. People who work and report their earnings and who
come into contact with these individuals on a regular basis are
aware of this, including the physician’s office staff. There is cur-
rently no good way to report these people, and if the report is
made, it seems like nothing is really happening.

I do want to say that possibly a Health Care Savings Account
might benefit the system and put the recipients more in charge of
their own healthcare. But caution has to be exercised in that edu-
cation of Medicaid recipients has historically been difficult, at best.
That is not only education as far as their benefits are concerned,
but as far as their diabetes and hypertension and other healthcare
issues. However, education will be the key to that success.

There are two important items to remember. One is the responsi-
bility for educating the patients cannot be borne by the outpatient
offices. Changes in the inequity of the system towards the pro-
viders must be addressed. Everyone has to feel that they can make
a difference by being able to help the State curb the abuses that
are so obvious. Trust and cooperation must exist between the State
system and its providers. I appreciate your time and attention.
Thank you.

Senator COBURN. Thank you. Dr. Herzlinger.
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TESTIMONY OF PROFESSOR REGINA E. HERZLINGER,! NANCY
R. MCPHERSON, PROFESSOR OF BUSINESS ADMINISTRA-
TION, CHAIR, HARVARD BUSINESS SCHOOL

Dr. HERZLINGER. Thank you so much, Dr. Coburn and Senator
Carper, for giving me this opportunity to testify.

The Medicaid program is a great program. It provides a much-
needed health insurance safety net for 52 million of our Nation’s
poor and medically needy, but its price tag threatens the financial
stability of States, growing at almost 10 percent in 2004 alone, far
in excess of revenues.

What is a fiscally-responsible State Governor or State Legisla-
ture to do? They can either raise taxes, cut the expenses of other
programs, cut the benefits or the number of beneficiaries in Med-
icaid—Tennessee, for example, cut 190,000 people out of its Medi-
care rolls—or do something else.

Governor Mark Sanford is to be commended for choosing a dif-
ferent path, for trying to find a different way out of this problem,;
not by cutting, but by turning to the innovations in healthcare. Be-
cause this plan is likely to become a national model if it is adopted,
it has drawn the attention, national attention, of policy analysts
who question the concept of choice in Medicaid, and especially the
consumer-driven option. In this testimony, I would like to respond
to both of these points.

What about choice? Well, in the rest of our economy we have a
wide choice of goods and services. Choice is not only what con-
sumers need and want, but choice creates competition, and com-
petition is the key to controlling costs. Most Americans want a
choice in healthcare, but South Carolina’s Medicaid recipients cur-
rently have all too little choice, very few physician networks that
are organized to treat those with special needs—people with diabe-
tes, with AIDS, with hypertension, with sickle cell disease, treat-
ment limited to the physicians who are willing to take on Medicaid
enrollees, and virtually no managed care.

Furthermore, because Medicaid nationally pays providers only 65
percent of what they receive for treating the State’s employees, 30
percent of all physicians refuse to accept any new Medicaid enroll-
ees. And Medicaid enrollees experienced, according to a recent
Journal of the American Medical Association article, much more
difficulty in scheduling visits for follow-up care than those with
other types of insurance. Medicaid recipients have more unmet
healthcare needs than similar adults with private insurance.

Critics of the Governor’s plan contend that choice cannot mate-
rialize in South Carolina because it has so few Medicaid-managed
care providers currently. But when Georgia requested bids for Med-
icaid-managed care, 10 firms responded. When Ohio had a con-
ference for its potential conversion to Medicaid-managed care, it
drew nine new managed care firms into the State, including very
well-established and well-known firms like Aetna, United Health
and Anthem, which is the arm of Wellpoint.

Now, the people who worry about giving Medicaid recipients
choices are especially concerned about the consumer-driven option.

1The prepared statement of Dr. Herzlinger appears in the Appendix on page 94.
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They contend that Medicaid enrollees are too poorly educated and
that they lack access to sources of information.

Now, first of all, these critics may well believe that when people
have a choice they overwhelmingly opt for a consumer-driven op-
tion. That is not correct. There has been a fairly long history of giv-
ing employees choice, and only about 5 to 20 percent of employees,
when they are given a choice of health insurance plans, choose con-
sumer-directed ones. Switzerland, which has had a consumer-di-
rected plan for a 100 years, in Switzerland, low-income people typi-
cillly chose plans that give them the most insurance, understand-
ably.
Nevertheless, what happens when people who are not well-edu-
cated, allegedly, use consumer-driven plans, can they use them to
advantage? The experiences of the disabled who opted for the gov-
ernment based Cash and Counseling programs indicate that they
derived greatly enhanced satisfaction while controlling costs, even
though many of the participants had intellectual impairments.

Senator COBURN. Thirty seconds, please, Doctor.

Dr. HERZLINGER. Participants substantially increased their satis-
faction and unmet need, and as one program participant noted, I
am not under anyone’s thumb anymore.

As for the private sector’s consumer-driven experiences with low-
income populations, the experience of Whole Foods, which is the
supermarket chain, is very instructive. As of 2004, its employees,
primarily blue collar, saved $14 million for themselves in their own
savings accounts, turnover plummeted, and costs rose only 3.3 per-
cent in contrast to the rest of the healthcare system.

These plans have transformed how enrollees approach their
healthcare. They do spectacularly well with people who have chron-
ic medical problems. They change behavior from, I do this because
my health plan covers it, to, I do it because if I catch an issue
early, I will save money in the long run. Thus the firm McKinsey,
which has no stake in this, not under contract, found that 75 per-
cent of the enrollees in a consumer-driven program complied with
medicine regimen as opposed to 63 percent of those in other forms
of insurance.

Medicaid enrollees are currently treated like second-class citi-
zens. Some providers choose either not to see them or to treat them
only after considerable delay because of the program’s low payment
rates, and enrollees have little access to the managed care, and no
access to the consumer-driven plans available to the rest of the
population.

Senator COBURN. All right. Thank you very much. Mr. McMullen.

TESTIMONY OF ED McMULLEN,! PRESIDENT, SOUTH
CAROLINA POLICY COUNCIL, EDUCATION FOUNDATION

Mr. MCMULLEN. Mr. Chairman, thank you for the opportunity to
speak with you today. My name is Ed McMullen, and I am Presi-
dent of the South Carolina Policy Council, which is a 20-year-old
non-profit, non-partisan public policy research organization here in
South Carolina.

1The prepared statement of Mr. McMullen appears in the Appendix on page 104.
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I am here to present an overview of the innovative solutions that
are being proposed to improve Medicaid in our State. There is no
question that Medicaid must be reformed. It already consumes 20
percent of our State budget, and that is up 10 percent from 1995.
By the year 2015, Medicaid costs are projected to consume 30 per-
cent of our State’s budget. That is a growth rate that cannot be
sustained.

In addition, you mentioned the Federal Government will likely
change the way it sends dollars back to the States. One plan pro-
poses block grants instead of matching funds for States. Such a
system would provide greater stability for the States, and take
away the perverse incentive for them to spend more tax dollars to
get more tax dollars.

Our State would ultimately benefit from the change, because the
current matching formula is based on a system that compares our
State’s per capita income to the U.S. average. And that means as
our economy grows, and it is, our matching funds will decrease. Al-
ready, South Carolina’s Federal matching ratio for fiscal year 2006
is 3.5 percentage points lower than it was in fiscal year 2004.

In the long run, economic growth will shrink Medicaid rolls, but
not in time to stem the massive growth in the program.

Fortunately, there is progress toward reform in our State. The
new waiver proposed by Governor Sanford is an innovative market-
based plan to provide quality healthcare to patients that is afford-
able to taxpayers.

You have heard about that plan today to provide Personal Health
Accounts, or PHAs, for Medicaid patients. PHAs would offer great-
er access to quality care, allow patients to choose their doctors, de-
crease the number of emergency room visits through preventative
care, and empower special needs populations with more choices.

We also know that Health Savings Accounts work in the private
sector, resulting in decreased premiums and lower out-of-pocket ex-
penditures.

There is also research on other plans that provide more choices
to those on government assistance. In States such as Arkansas,
Florida and New Jersey, participation among elderly and disabled
populations show high rates of satisfaction, as high as 90 percent.
Clearly, these consumers are receiving high quality care, and they
also believe it is an improvement over their previous plans.

It is important that this plan have the companies in South Caro-
lina, including one managed care company that currently serves
60,000 Medicaid patients, indicate they are eager to participate in
this proposed plan.

Just yesterday I was up in the mountains of South Carolina with
a group of insurers. We heard today that we’re worried about them
coming into South Carolina. When they heard this plan, presented
by Dr. Kerr, they were excited, they were eager, they were antici-
pating great opportunities for better quality healthcare.

Healthcare companies support this plan. Consumers indicate
their preference for more choices, not just in other States, but here
in South Carolina, when a managed care program for Medicaid re-
ceives high marks from patients. Physicians have long argued for
the need for comprehensive primary care, which this plan does
allow.
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So who opposes the PHA plan? Frankly, the self-described advo-
cates, many of whom are from out of State, who argued against our
welfare reform in 1994 in South Carolina. Those who fought the
change in the 1990s made some of the same arguments we hear
today, including that the children will suffer.

Those dire predictions have simply not come true. A 2001 study
for the South Carolina Department of Social Services found that of
those who left welfare because they were earning money through
newer, better jobs, 75 percent were still employed a year later.
Only 10 percent of all those leaving welfare believe their children
suffered after leaving the program.

A subsequent study in 2003 found that 65 percent of all who had
left the welfare rolls were working 40 hours a week or more, and
95 percent of them felt that leaving welfare created no hardship.
I would call that good success.

In spite of the doom-and-gloom scenarios, welfare reform is a suc-
cess in this State. Furthermore, the Department of Social Services
has become more efficient. And as the Charleston Post and Courier
reported, South Carolina has been among the national leaders in
cutting welfare rolls, earning high performance Federal bonuses in
the process.

We have to create that kind of positive change in South Caro-
lina’s Medicaid program. Neither patients nor taxpayers can afford
the cost of this status quo. Medicaid patients deserve high quality
care, and they should be able to choose it for themselves. They
should not have to rely on overwhelmed emergency rooms that can-
not possibly serve them as well as their own private doctors could.

Medicaid patients are every bit as capable as other consumers
when it comes to making informed decisions for themselves and
their families; they do it every day. They must be given that oppor-
tunity again in healthcare.

The proposed waiver plan is patient centered. It is based on suc-
cessful approaches to healthcare. It is also cost effective, but most
importantly, it is a step toward higher quality healthcare for those
who are often denied the best available services. Such innovation
clearly deserves a chance in South Carolina.

Mr. Chairman, thank you for your time.

Senator COBURN. Thank you, Mr. McMullen.

Let me ask each of the panelists something. Is there any doubt
in any of your minds that we have an obligation to help those that
need us to help them with their healthcare? Does anybody disagree
with that?

[All panelists shake their heads.]

Number two, is there any doubt in any of our panelists’ minds
that people ought to be able to have some say in their healthcare?
Anybody disagree with that?

[All panelists shake their heads.]

That part of being a part of this country is having choice and
freedom and expressing of your will.

Would all of the panelists agree that part of the problem with
this, the controversy over this might be the fear that somebody
might be left behind, that somebody might not get what they need
to get? Does anybody disagree with that?

[All panelists shake their heads.]
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So let me come back and try to understand. If we do not have
as good access now, and if we do not have as good a quality now,
and we certainly do not have as good a prevention—we may have
some in terms of EPDST programs in children, but we certainly do
not have it with adults in Medicaid anywhere in this country like
we need to have it, and it certainly does not equate to some of the
prevention programs that people who are in the private insurance
sector have, why in the world wouldn’t we want to try to fix that?

And I do not know if this is the right program or not. What I
know is Medicaid almost everywhere is broken, and it is broken be-
cause those who are counting on us, we are saying, here is your
healthcare, but it is less than the rest of us are getting, and the
access is less, and the quality is less, and on basic, on average, the
outcomes are less.

So my question to each of our panelists is, what are the alter-
natives to what has been proposed today? What should we do as
a Nation? Not just in South Carolina, but how do we fix this? How
do we fix healthcare? Is choice and competition of allocate and re-
source and really let competition go for quality and outcome and
availability and access? Why shouldn’t some doctor in South Caro-
lina be able to say, you are on Medicaid for an X fee? I am going
to take care of your family all year? Why shouldn’t they be able to
do that, and that family spend less money and be able to keep that
for themselves to incentivize to do something else? Why would we
not want to do something like that?

Ms. Solomon, I'll just let all of you go down the line.

Ms. SOLOMON. Well, as I said, I think it is clear we all have simi-
lar goals here. The problem is, we pay providers less in Medicaid,
and that has an impact on access. So when we are talking about
trying to save money here, which really is what this proposal is at-
tempting to do, how are we going to do it if we take—first of all,
we are focusing on the people where the money is not, we are fo-
cusing on primarily the healthy people, we are not focusing on
long-term care, creating new options for long-term care.

Senator COBURN. Is it not true, in South Carolina, long-term care
is a separate budget? It is not considered because they have al-
ready decided that is how they are going to care for that patient.
That is not part of this plan.

Ms. SoLoMON. That is not part of the waiver but it is 40 percent
of the cost of Medicaid.

Senator COBURN. I understand that. I would love to talk about
long-term care

Ms. SoLOMON. Right.

Senator COBURN [continuing]. Because I think we ought to
incentivize people to help keep their parents with them, not in a
nursing home.

Ms. SoLoMON. But that is what I am saying, that is where
maybe we could save some money. But when you are talking about
80 percent of the beneficiaries and one-third of the cost, and then
you are talking about building tremendous new administrative
structures——

Senator COBURN. What are the estimates for the administrative
cost for this plan?

Ms. SoLoOMON. I have not seen any.
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Senator COBURN. So we don’t know?

Ms. SoLOMON. No, we do not know. But we know that there is
a myriad of new private companies that will be involved, and all
have to support employees and so on as part of this structure.

I am just saying, so the reality is, to get where you want to be
is going to cost more money and we would not disagree on that, but
how are you going to give the cost of Medicaid in South Carolina
for the people that are covered by this waiver, primarily is about
$2,000 per person per year. The cost of individual health insurance
this year is over $4,000. The cost of family coverage in the private
market is $10,000. So there is your disconnect. It is costly, but
there is not enough money in the system. So this proposal, I don’t
think, addresses, regardless of the goal——

Senator COBURN. So what is the answer? If it is not this, what?

Ms. SoLoMON. Well, I think you have to look at the whole pro-
gram, I think you have to look at the heavy hitters, if you will.
Look where you have—if people are using the emergency room—
I was involved in a project in Virginia where they were very con-
cerned that children were ending up in the emergency room. So
what they did is they began to look at the data. Well, children were
ending up in the emergency room, but on nights and weekends. So
they called the provider’s offices on nights and weekends, and they
found that is what people were being told. So what they did was
they brought in a 24-hour nurse advice line to talk to people, talk
them through the problem and get them to the next day. That
solved the problem.

Look at the data, look at the problem, look at the issues. We do
not need these large-scale reforms yet. I mean, we are not there
yet, I do not think.

Senator COBURN. OK. Mr. McMullen.

Mr. McMULLEN. That’s exactly what this plan does. So, I mean,
when you look at the Governor’s waiver, you clearly have two op-
tions. You have, in South Carolina, explosive healthcare costs in
Medicaid. The Governor clearly stated it, we are either going to
raise taxes or we are going to start cutting necessary programs
that are education and safety programs, or we are going to restruc-
ture this system.

We were faced with very similar dilemmas in 1994 with welfare
reform, and the same advocates from out of State came to South
Carolina and created this horrible scare tactic of what we can ex-
pect with children and families in the streets. And what really hap-
pened is exactly the opposite of what they projected to happen. It
is adworking systemic change, and that is what we need in Med-
icaid.

Senator COBURN. Dr. Herzlinger.

Dr. HERZLINGER. I would like to respond as well.

People who support a single payer typically make this adminis-
trative argument and they say it is so much cheaper if you have
only a single payer rather than having all these different private
plans competing with each other.

Well, that is an interesting argument. If that is so, why don’t we
have the Federal Government buy our houses, buy our homes, buy
our foods? Certainly the administrative costs would be lower. But
the question is, what happens to total costs when you have a single
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payer, and what happens to total cost if you do not have the kind
of innovation that Ms. Solomon was just talking about? What kind
of innovation can give a better value for the money in Medicaid?

For example, Duke physicians devised a program for congestive
heart failure, which is a big problem for Medicaid recipients. In 1
year, they saved 40 percent, and they saved 40 percent not by say-
ing to the doctors I'm going to pay you less, not by saying to the
recipients you can’t see a specialist; they found a better way of de-
livering healthcare, so they made it better and cheaper.

Consumer-driven plans have drastically reduced the rate of in-
crease of healthcare costs while they have given even the sickest
kinds of enrollees much better health status.

So the answer is not to limit the purchaser to one buyer, who as
able and as well-intended as they are, simply cannot do what a
multiplicity of different individual participants in the Medicaid
market can do. Our economy is built on competition. You cannot
have competition with only one buyer.

Senator COBURN. Dr. Tice, any comments?

Dr. TiCE. Yes. The impetus has to be to try to get the patient
back into the private care facilities, because we really can deliver
medicine with much better continuity of care than in an emergency
room which is very disjunctive care, and we can deliver it at a
much lower cost.

Medicaid recipients have been given the opportunity to go to the
emergency rooms at night or on weekends, wherever they so desire.
Anyone with a third-party insurance is going to pay more to do
that. If you want to bring the Medicaid recipients up to the same
level as the people that have private insurance, then they should
have the same disincentives as people with private insurance.

Senator COBURN. All right. Let me give you all an example. 1
held a town hall meeting in Enid, Oklahoma about 6 weeks ago.
And a farmer there was limping up on crutches and he had a total
knee replacement and he got an infection in his knee. And he is
a Medicare patient, but same rules apply on Medicare and Med-
icaid as far as CMS in terms of outpatient drug therapy. And he
was offered the option to go spend 30 days in an outpatient hos-
pital, in a hospital setting to get his IV antibiotics twice a day and
Medicare could pay for that, or he could pay for it himself and stay
at home.

Well, the difference in the cost was $30,000 versus $4,200, but
our government policy is, because we have a one-size-fits-all, we
cannot seem to figure out a way to make a good way for good judg-
ment to be used in terms of how dollars are spent.

Well, he was fortunate enough to have had a good wheat crop,
so he chose, rather than to spend 30 days in a hospital and cost
the government $30,000 for him to just get IV antibiotics that a
nurse could give him twice a day at home through a PIC line, he
chose to spend that money himself.

Now, he saved all of us $30,000, which I thanked him for. But
this is the problem with single-payer systems that are trying to
manage care. And I would ask you that, couldn’t we use that
$25,000 better to make sure a baby does not hit a NICU unit, to
make sure that somebody who has diabetes who is on Medicaid
gets the kind of counseling that they need so that they never end
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up in diabetic ketoacidosis and in the ICU because they did not
have continuity of care and did not have the opportunity, even
though we have said we are going to take care of you, but did not
have the continuity of care.

So I do not know what the answers are to our problems, but I
know what we are doing now is not going to work. And I think in-
novation and attempt at competition—I am not just a doctor, I ran
a pretty good-sized business, I have a degree in accounting and
production management, and I became a doctor after my first epi-
sode with cancer. It changed my life, and as it does many of the
people in this room who have ever experienced cancer, it changed
my life. But what I do know is that with government oversight,
markets work well to allocate resources and to save us money, and
I do not think we ought to be extremely afraid of it.

I would note that Ms. Solomon’s organization was one of the
leading critics of welfare reform, for good reasons, because what
the worry was is you are going to hurt people, you are not going
to help them, you are going to hurt them. And that is an admiral
goal to voice that opposition. But the choices, I think, that Gov-
ernor Sanford outlined for us is, not just in South Carolina but as
a Nation as well, but we either get a cutback, we are either going
to raise taxes, or we are going to limit options by cutting back ev-
erything else in government to meet a commitment.

And change is tough for all of us. But I will outline to you that,
right now our children are on the hook for about $80,000 of Federal
debt. That is my children. My children range in age from 35 to 28.
But my grandchildren are on the hook for about a quarter million
right now. And what we have to do is work together for those that
have the heart to make sure we never hurt anybody, and those
that have the numbers that say can’t we do it better, we have to
find a way in our country to bring those two thoughts together so
that we can accomplish a legacy for our kids and our grandkids
that was left for us.

And because I have a great deal of interest in obstetrics, it is
atrocious that Medicaid in a minority population, neonatal rates
are what they are. And it is because of access. It is not because of
the patients. I treat tons of Medicaid patients. It is because of ac-
cess. They cannot get the available care. And so consequently, their
child ends up with a problem. We spend $200,000 in a neo-natal
ICU unit because they did not have access. We can fix that. We can
do better.

And so I will summarize with this: That I would challenge every-
body that is here on either side of this issue to think about the pa-
tients, think about those that we have made a commitment to, and
figure out that the numbers do not work now. So how do we come
together and solve this problem for those people that we said we
are going to commit to help? And you can make this polarizing or
you can bring this together and fix it. We can make it polarizing
in the U.S. Senate, in the U.S. Congress, or we can come together
and fix it.

I believe partisanship stinks in our country. I think it is killing
us. And I believe it is time for leadership. And I believe that the
people of South Carolina has a problem with Medicaid. I know the
people of Oklahoma do. And we have to figure out how we meet
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the commitments, both for those in Medicaid, but all the rest of our
country. And I will say, it may involve raising taxes. We may have
to do it. Because, remember, if we don’t pay for the things that we
are doing today, that is a tax increase on our kids, and that does
not fit with the heritage of our country or the legacy that we want
to leave.

So I would just put forward and ask that the people in this State
start working together to try to figure out how do you best do that.
It is easy to say this will not work and that cannot work, but I
would hope that you would come together and be a model for the
rest of us as a Nation. Show us the invasion that can occur. Take
some risks, make sure the safety net is there. Take some risks and
try it, try it with a third, try it with a half, try it with two-thirds,
but don’t continue the status quo.

Mr. MCMULLEN. Senator, let me just say one thing to that effect,
because I think it is important to note. This has been a year-and-
a-half long process, and what has been fascinating to watch is how
Dr. Kerr over at HSS in South Carolina has worked aggressively
to bring all the groups together. Yesterday, for the first time, I ac-
tually saw Democrats on one side, Republicans on the other, in the
House and Senate leadership coming together at a table saying, we
have finally made the changes in South Carolina to bring the peo-
ple to the table to deal with the issues and concerns. And if South
Carolina, left to its own devices without all the other clamor going
on in Washington, I am convinced that with a Governor and leader
like Mark Sanford, and with the leadership in the House and Sen-
ate, Republicans and Democrats, coming together as we saw yester-
day in the mountains of South Carolina, we have a great future
ahead of us in this issue.

1Ser‘l)ator COBURN. Thank you. Any other comments from our pan-
elists?

Thank you all for being here. Your complete statement will be
made in the record. If there are people in the audience that would
like to make a statement, we will leave the record open for 2
weeks. You can address it to the Federal Financial Management
Oversight Committee of the Homeland Security Committee, and we
will make your comments a part of the record.

With that, the hearing is adjourned.

[Whereupon, at 11:52 a.m., the Subcommittee was adjourned.]
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APPENDIX

Governor Mark Sanford
U.S. Senate Committee on Homeland Security and Governmental Affairs
Subcommittee on Federal Financial Management, Government Information, and
International Security
October 28, 2005

Across the country, Medicaid is consuming an ever-increasing piece of state budgets.
Governors, regardless of political party, are having to deal with the challenge of Medicaid
funding’s unsustainable growth. The problem is real.

In South Carolina:

e In 2000, $1 out of every $7 that South Carolina spent went toward Medicaid.
s In2005,it’s $1 out of every $5 spent.

e In 2010, it’s $1 out of every $4 spent.

e By 2015, nearly $1 out of every $3 goes to Medicaid.

In addition, South Carolina currently ranks near the bottom in overall health outcomes,
including high rates of diabetes, stroke, and lung cancer. We need to derive more value from
our healthcare dollars.

Given the traditional options of cutting services, cutting beneficiaries, or substantially raising
taxes, we’d like to try a different approach - bringing the benefit of marketplace principles to
Medicaid.

Since the Department of Health and Human Services put out the preliminary reform proposal
in June, the Administration has solicited and received some excellent feedback, and is
refining the proposal. The revised proposal, called South Carolina Healthy Connections,
should be out sometime in the coming weeks.

In very brief summary, our program will seek to:

1. Provide Medicaid recipients with real buying power and a financial incentive to make
healthy choices.

2. Offer recipients a menu of different healthcare plan options (along with reliable
information from trained enrollment counselors) and allow them to choose the option
that works best for them. Plans would compete for business on the basis of price,
quality and convenience.

3. Ensure more recipients have a medical home so they can receive more personal,
proactive and coordinated care. Better coordinated care can lead to better health
results for patients while reducing unnecessary expenses.

South Carolina Healthy Connections will bring the benefits of personal ownership, market

competition and consumer choice to South Carolina’s Medicaid system in order to improve
the long-term fiscal health of Medicaid and the physical health of its beneficiaries.

(33)
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Mark Sanford

From: Scott English [senglish@gov.sc.gov]
Sent:  Thursday, October 27, 2005 11:28 PM
To: Sanford Mark

Subject: Coburn the Barbarian

() THE WALL STREET JOURNAL.

T ONLINE

October 21, 2005

REVIEW & QUTLOOK

T’C/c;)umtheBaxb jan )

October 21, 2005; Page A14

On cutrent trends, freshman Tom Coburn of Oklahoma is soon going
to need a food taster to accompany him to the Senate dining room.
Which is all the mote reason for the rest of us to admire his political

nerve.

Mr. Coburn yesterday took to the floor not once, but twice, to force

his colleagues to defend some of their more egregious "earmarks," or

pork projects they plan to funnel to home states. The Republican

( dared to use the "p" word ("ptiotities") and suggested that taxpayers

might be better served if hurricane relief was offset by deleting
earmarks for a sculpture garden in Washington state, an art museum

C in Nebraska, and a Rhode Island animal shelter, among other national
necessities.

Washington Democrat Patty Murray escalated immediately to Defcon

1, vowing that if her colleagues so much as blinked at her sculptures

she'd personally see to the untimely demise of their own projects. Mt. Coburn lost 86-13. The
mitacle is he got 13.

Senator Non Grata returned to the floor later in the day, this dme to suggest 5hiftt§1\g\$223 million

from the mfamous {bridge to nowhere laska to a bridge over Lake Pontchartraimr tharwas
Vv damaged by Hurricane Katrina. Alaska's alleyed Republican Lisa Murkowski responded that the very
L idea of refusing to spend $4.5 million per each of the 50 residents on Alaska's Gravina Island -- so

that they would no longer have to take a seven-minute ferry -- was, well, "offensive." As we went to

press last night, the vote on this amendment was still being tallied, but you already know how it
turned out.

Rest assured that none of this is making Mr. Coburn popular with his colleagues, Republicans or
Democrats. The Senate is 2 club and one thing that is beyond ideology is "earmarks.” Thev'te almost
considered to be a perquisite of service, like a golf membership for a CEO (at least before Satbanes-
Oxley). M. Coburn is risking his dinner invitations by daring to shine a public light on his fellow
Senators as they practice their everyday, routine outrages. Good for him, but he'd better hire a

/%\of«? Xa/zﬁ .
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MEDICAID CHANGES IN OTIIER | iTATES

‘We can cut ...

Kentucky amnounced on October25, 2005 that its Medic aid sy: lem would stop paying
for non-emergency care done in hospital emergency rooins.

Maryland cut $7 million in Medicaid funding this year or cov 'rage of newly arrived
legal immigrant children and pregnant women, citing spiraling .pending on the program
for the poor. An estimated 4,000 women and children were atfe :ted. (Gov. Ehrlich later
restored $1.5 million to cover preguant immigrant women alves ly in the program.)

Michigan, Gov. Granholm unveiled a new budget on October £ 3, 2005 including $40
million in rate cuts to healthcare providers — and the providers y -ere thankful it wasn’t
worse.

Missouri State Senate this year actually voted to sunset the Me icaid system in 2008
before finally settling on removing some 90,000 people irom th : rolls and instituting
premiums for the State Children's Health Insurance Program (3 CHIP).

Teonessee Ei]ov. lﬁBredescn asked for a 323,000 perscn remi val from the Medicaid
roles before settling for a 190,000 person cut.

) y
‘\.. Or we cafi reform.

_

JFiorida Gov. Jeb Bush was approved for a Section 1115 Medic .id Waiver last week.

Georgia Gov. Sonny Perdue is working with Newt Gingrich on 1 Medicaid waiver plan
that is expected to rely heavily on managed care and prevention

Tllnois Gov. Rod Blagojevich armounced on October 24, 2005 1 1at he wants to shift 1.7
million people covered by Medicaid, the state health insurancs [ rogram, to a managed-
care structure called primary-care case management. Abcut 130 200 of these people
already are served by HHMOs, and the rest — the vast maj ority -~ - use a more traditional
fee-for-service program.

Bk Meavey =7
Oklahomma has had a State House of Representatives Tas < Foree meeting for the past few
months on how 1o transform Medicaid. (They actually asced Rc sby Kerr to come speak
to them, which he regrerfully declined.)

Vermont was approved for a Section 1115 Medicaid wai/er on September 27, 2005, that

allow them to move part of their population to managed can and institute higher
premiums on certain optional Medicaid populations. They acuep led a S-year limit on
growth. (ie, If even liberal Vermont (albeit with a Republican G «vernor) can accepta
lirait on the 5-year growth rate in order to get a waiver, it should not frighten people in
South Carolina so much.)
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REVIEW & OUTLOOK
Rip Van UAW

wo cheers for the United Auto Workers,
who this week woke up to the realities of
competition in agreeing to a deal that

T

the benefits helped buy labor peace.

But these costs are unsustainable now that
GM has only one worker for three retirees, and

will help General Mo-’ when Honda and Toy-
tors save $15 billion or . . ota aren't burdened
50 in health-care costs. The union dfzczdes to act before by the same unionized
We hope it's the begin- GM is in Chapter 11. benefit levels in Ten-

ning of wisdom about
the global economy for the American labor
movement.

No doubt the immediate wake-up call was
last week’s bankruptcy filing by auto-parts
maker Delphi, the largest in the history of the
American automotive industry. The UAW could
see Delphi in GM's future if it didn't do some-
thing. 11 also realized that GM's management,
urged on by major shareholder Kirk Kerko-
rian, was finally gearing up to play hardball.

Still, this is a watershed concession by the
American industrial workforce in the middle of
a contract that doesn’t expire until 2007, and it
will certainly save jobs. Ford is currently in
talks with the UAW about lowering its own
health-care burdens and both it and Daimler-
Chrysler have already made it known that they,
expect equal treatment.

The details of the accord probably won't b
announced until tomorrow at the earliest—an
they must be approved by the union’s member:
ship and a federai court before they can take ef.
fect. But we already know the realities of GM’
health-care costs, which keep going up even
the number of people covered keeps goin;
down. Some 1.1 miilion Americans current};
hiave health insurance courtesy of GM, whi
expects to spend $5.8 billion on their care thi:
year. Ten years ago it cost the company only
billion to cover 1.2 million workers, retiree
and dependents.

Meanwhile, GM’s 106,000 hourly employees
continue to receive benefits that most Ameri-
can workers haven't seen in years, if ever, with
little or no co-pays or even deductibles. This
year the company’s hourly workers will pay
Just 7% of their total health-care bill, compared
with 27% for salaried workers; the corporate
America average is 32%. GM CEQ Rick Wag-
oner said Monday that salaried workers’ cost
share will rise to 31% in 2006.

GM management shares the blame for
agreeing to these gold-plated benefits back in
the days of its market dominance. The com-
pany began to offer health insurance to em-
ployees in 1950 and expanded the system to re-
tirees in 1961, adding bells and whistles as the
years went on. The tax code made it easier by
subsidizing employer-paid health care, and

nessee and Ohio,
much less in Nagoya. Change should have be-
gun long ago, but for years the UAW was more
willing to shed jobs than bend on benefits. Let’s
hope this week’s concession is a sign of more
management-labor cooperation to come.

The federal government could also contrib-
ute, by recognizing how its policies have driven
up health-care costs. Nationwide, the average
per-employee cost of health care is $7,323 this
year, according to Hewitt Associates, and is ex-
pected to rise to $8,046 in 2006. In some quar-
ters, this is a call to turn all health care over to
the government, as if Americans want to wait

months for an MRI as i :
etier idea is to introduce more competi-
tion into the health-care marketplace. A few

years ago the supermarket chain Whole Foods
switched to a consumer-driven health-care
plan in which its 32,000 employees were al-
lowed to pick from a menu of care options. Af-
ter three years, the company’s health-care

. costs rose by only 3.3% a year, compared with
national averages in the double digits, and job
turnover plummeted, #ccording to researchers
Regina Herzlinger 2nd Tom Nerney. Congress
could help by enhancing the &ppeal of health-
savings accounts and by passing Congressman
John Shadegg’s (R., Ariz.) bill to allow Ameri-
cans to purchase health insurance from ven-
dors in any one of the 50 states.

As for the auto workers, we a
en that its concessions signal the death
of the American “middle class.” The truth is
that these changes are the only way to preserve
it. The most secure future for workers isn't the
industrial-age labor model with one company
providing pensions and health-care benefits for
life. Just ask thousands of former steelworkers.

Job security depends on constantly upgrad-
ing skills, and financial security requires indi-
viduals to have more freedom to negotiate their
own health-care and retirement funds, and the
ability to transport them from job to job across
alifetime of work. The key is ownership, not pa-
ternalism. The UAW isn’t there yet, but at least
the union appears to have awakened from its
long, willful oblivion before one of the Big
Three filed for Chapter 11.
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G
A %\J\' improve their

quality of life § .
by taking control of thelr haalt

(/D ABOUT US . Home AboutUs Original Demnorstratior  C&C Library  News &
i vents  Contact Us .
| Program Overview ) o 1S Shedzs

Partners )
T ) - Program Overview &\‘(/ N Ssarch I n

Srate;

= The Cash & Counseling approach provi :es consumers with a flexible
monthly aliowance that is base I o INdividyalized budget, which
aliows them to direct and mam §e thei - own p nal assistance
services and address their gwn specific neads,/itt addition, this
innovative program offers/counseling : nd Pséal/assistance to heip
consumers manage their an Ffespe ilities by t ‘

or with the aid of a representative. 7h se rn9é’n features are adaptable
to consumaers of all ages with various 1 ypes Of disabilities and jlinesses.
Cash & Counseling Intends to incresse ronsumer satisfaction, quality,
and efficiency in the provision of persc '\9& assistance services. The
vision guiding this expansion is the pre mise of "3 nation where every
state will allow and even promute a pj -ticipant-directed individualized
budget option for Medicaid-fun led gt ional assistance services." The
National Program Office at the Bosthn Jollege Graduate School of
Soclat Work coordinates and di-ecs tr & replication project .

» Eleven states have been jward: J three-year grants of up to
' $250,000 to implement ‘he Cag v & Counseling modet and
catiect information to m‘vnito:‘ 1 2 effectivenass of these
programs. The eleven states i jude Alabama, Towa, Kentucky,
Michigan, Minnesota, New Mexi o, Pennsylvania, Rhode Isiand,
Vermont, Washington, atd Pam sylvania. Additionally, Iilinois
has been funded by th irén #rtResearch Foundation to . .
implement their own G& I prege tm. - R
O_@&m«ﬂ (b ':‘Q@PM @ d M“"
Cash & CounSejing grants were awarded in October 2004. Each 2L
state has beer(awarded one the ne year grant, N :

v

i~

Two states with ambitioiss plan: to expand significantly beyond
the basic Cash & Counse ling rru del may be eligible for an
additional $100,000 over the i me three year period, All grants
wilt be awarded in Sumnrier 20( 4,

S
&
C/ el Cash & Counselfing is a nationa! progr m sponsored by The Robert
Q Wood Johnson Foundation (RWIF), the Office of the Assistant
N '.3( Secretary for Planning and Evaiuation n the United States Department
(P Y o of Hea?lth and Human Services (ASPE/ *HHS), and the Administration
*ag\wv" on Aging (AcA). In addition, thz Cenix rs for Medlicare and Medicaid
A/ Services (CMS) reviews states’ Sectior 1115 demonstration or 1915
%o* H‘ (c) waiver applications and provides = mtinuing oversight and technical
’\ W assistance in the waiver proces s, Wtk the cooperation of the
e aforementioned agencies and the Nati :nal Program Office located at
\/‘\Lg the Boston Coliege Graduate Sthact o Social Work, a three state Cash
& Coungeling Demonstration was irpd xmented to compare the Cash &
Col g directed modal th the traditional agency-

bttp://www.cashandcounseling org/about/index html 10/27/2005
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directed approach to delivering person i assistance services.

Due to the success of the Cash & Cour seling Demonstration and
Evaluation in Arkansas, Florida and M. w Jersey, interest from other
states, a supportive political environm :nt, and President George
Bush’s New Freedom Initiative, The Re¢ vert Wood Johnson Foundation,
the Office of the Assistant Secratary f¢ - Planning and Evaluation, and
Administration on Aging have zutho iz :d an expansion of the Cash &
Counseling program that provides gra. ts and comprehensive technical
assistance to our expansion sti tes tha : are replicating, and in some
states expanding, an this Cash & Cour seling model.

Copyright © 2008 Cash & Counselir g, All Reg 6 Reserved. | Site Man | Accessibility

hitp://www.cashandcounseling, org/about/index.html 10/27/2005
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Healping
paople
improve their
quality of fife | .
by taking control of their haalt

ABOUT US -LHome About Us  Original Demor strat or  C&C Library  News &
Program Overview vents  Contact Us
Partners

Taar 7777 Cash & Counseling States Search | o

Cas—h‘ & éodﬁseﬁn& ’
States

Qriginal States:
Atkansas
Florida
New_Jersey

Expansion States:
Alabama
Iiinoig

Michigan
Minnesora
New Mexico
Pennsylvania
Rhode Island
Vermont
Washington
Waest Virginia

Welcome to Cash & Counse ing's ! nteractive Map, designed to
heip you identify states that hiave, or ire in the process of developing,
Cash & Counseling programs. This m: » contains information on the
papulations that each state is ntendir g to serve, the areas in which
the pragram will be available ¢ nd ko to contact the programs for
more information. To begin, < lick or any highlighted state or
select by name from the list on the riy nt.

http://www.cashandeounseling. org/about/map.html 10/27/2005
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Introduction
Good morning Chairman Coburn and Members of the Committee:

My name is Tracy Edge, and I represent the 104" House District in South Carolina’s House of
Representatives. I am also chairman of the South Carolina House Ways and Means
Subcommittee on Health, Human Services, and Medicaid.

In addition, I am a member of the American Legislative Exchange Council, or “ALEC.” ALEC
is the nation’s largest nonpartisan, individual membership organization of state legislators with
over 2,400 legislator members from all 50 states and 97 members in the Congress. ALEC’s
mission is to advance the Jeffersonian principles of free markets, limited government,
federalism, and individual liberty.

It is my pleasure to appear before you in support of Governor Mark Sanford’s Medicaid waiver
proposal, which I believe is a step in the right direction toward empowering South Carolina’s
Medicaid beneficiaries.

The Fiscal Need for Reform

We must act now to curb Medicaid’s skyrocketing costs. South Carolina spends more than $4
billion dollars annually, or about 19 percent of our entire state budget, on Medicaid alone.
According to the South Carolina Department of Health and Human Servxces, in ten years
Medicaid is expected to consume almost 30 percent of our state’s budget." This poses a real
threat to other funding priorities, such as K-12 education or law enforcement.

In my opinion, Medicaid’s problems can be directly attributed to the perverse fiscal incentives
imposed by its financing structure. From state governments to doctors to patients, Medicaid does
not give any incentive to provide or consume health care efficiently. In fact, the opposite is true.
Medicaid’s financing structure actually rewards inefficiency with more dollars.

As you know, the federal government pays for more than half of all Medicaid spending through
the Federal Medical Assistance Percentage, otherwise known as the “federal match.” The
federal match gives South Carolina Medicaid spending a guaranteed return-on-investment. In
South Carolina, the federal match is about 69 percent.” This means that every Medicaid dollar
we spend yields about $2.85 in total Medicaid benefits.

Ironically, it is the federal match that is causing Medicaid spending to spiral out of control.
Medicaid’s federal match triggers a wasteful and inefficient spending spree, since states need to
spend more to get more federal money.

! Frekmg, Kevin. “South Carolina Proposing to Redefine Medicaid,” The State, Tuesday, August 16, 2005.
% Kaiser Family Foundation. Sowth Carolina: Federal Matching Rate (FMAP) for Medicaid and Multiplier:
http://www.statehealthfacts.kff.org.
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We often hear about leveraging state Medicaid dollars with federal funds—but when we attempt
to game the federal match, we put the fiscal health of South Carolinians in jeopardy. Federal
dollars are not “free.” All taxpayers, including Medicaid recipients, pay federal, state, and local
taxes.

Low provider reimbursement rates also directly contribute to Medicaid’s costs and limit much-
needed access to care. On average, a doctor who treats a Medicaid patient will get about 62
percent of what they would get for treating a Medicare patient—and Medicare reimbursement
rates are still only 80 percent of the average rate paid by private insurers.

Because of this, providers have the incentive to tack on unnecessary tests or to stop seeing
Medicaid patients altogether just to stay in business.

It is crucial that patients have a stake in their own health care spending. Unfortunately, South
Carolina Medicaid’s current fee-for-structure system largely shields beneficiaries from the
consequences of their own healthcare decisions. Simply stated, our state’s Medicaid system pays
claims first, and asks questions later.

The Role of Welfare Reform in Reforming Medicaid

It is clear that the case for Medicaid reform has a lot to do with money. More importantly,
however, there is a strong moral case for Medicaid reform. We cannot and should not confine
our most needy citizens to an almost-bankrupt system. Instead, we should put Medicaid
beneficiaries on the road to self-sufficiency by empowering them to take a greater responsibility
for their own health care needs.

Luckily, we have a map of the road to self-sufficiency—the example of welfare reform. Before
the Welfare Reform Act of 1996, there was an eerie similarity between the Medicaid and welfare
programs. Both Medicaid and welfare were means-tested entitlement programs. Both programs
were funded by an open-ended, federal-state spending match, and both programs conferred a
legal right to benefits.

Almost ten years later, the two programs could not be more different. Block-grant funding has
caused welfare rolls to drop dramatically. Meanwhile, the Medicaid entitlement continues to
keep the poor locked in a cycle of government dependency in several ways.

First, it is likely that the mere existence of Medicaid could “crowd out” private-sector health care
alternatives. The Robert Wood Johnson Foundation found that of the 22 studies they reviewed
on the issue, more than half concluded that expansion of public health coverage was
accompanied by reductions in private coverage.*

: Cannon, Michael F. “Medicaid’s Unseen Costs,” Cato Institute Policy Analysis #548, August 18, 2005.
Gestur Davidson et al. “Public Program Crowd-Out of Private Coverage: What Are the Issues?” Robert Wood
Johnson Foundation Research Synthesis Report No. 5, June 2004.
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More importantly, Medicaid and other entitlements do not give the poor an incentive to save and
invest, as beneficiaries have to remain under certain income levels in order to qualify for
benefits. As a result, it possible that some beneficiaries may choose to stay just below the
poverty level, thereby locking them into an entitlement system.

South Carolina

There is no reason why welfare reform shouldn’t serve as a model for Medicaid reform—and
that is why Governor Sanford’s Medicaid waiver proposal is so important. Only South
Carolina—not bureaucrats in Washington—knows how to best serve South Carolinians on
Medicaid.

Governor Sanford’s Medicaid waiver empowers beneficiaries to tailor their own health care
dollars to their own health care needs. Each Medicaid beneficiary will receive a Personal Health
Account that they can use to fund their own health care in a variety of ways—either through
Health Savings Accounts, by purchasing a managed care plan, by purchasing health insurance
from their employer, or by joining a medical home network.

This choice not only tums beneficiaries from government dependents into empowered health
care consumers—it also accomplishes the laudable goal of transitioning beneficiaries to self-
sufficiency and independence through private coverage. Medicaid beneficiaries should have the
same access to high-quality, private health insurance that we all enjoy.

Just like the welfare reform fight of ten years ago, there are critics that maliciously accuse
Governor Sanford’s proposal as “cruel” or “heartless.” Ireject that notion. Giving South
Carolinians the opportunity to pull themselves out of poverty will work for them and it will work
for Medicaid, just as it did for welfare reform in the 1990s.

Conclusion
Mr. Chairman, thank you for holding this hearing and for the opportunity to testify. The
American Legislative Exchange Council is supportive of Medicaid reform and of the proposals

contained in Governor Sanford’s plan.

ALEC and I look forward to working with you in the days and months ahead to continue the
national discussion of South Carolina’s bold and innovative Medicaid proposal.

1 would be pleased to answer any questions you might have.
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MISSION STATEMENT

The American Legislative Exchange Council’s mission is:

s To advance the Jeffersonian Principles of free markets, limited
government, federalism, and individual liberty, through a nonpartisan
public-private partnership among America’s state legislators,
concerned members of the private sector, the federal government and
the general public.

s To promote these principles by developing policies that ensure the
powers of government are derived from, and assigned to, first the
People, then the States, and finally the Federal Government,

% To enlist state legislators from all parties and members of the private
sector who share ALEC’s mission.

% To conduct a policy making program that unites members of the
public and private sector in a dynamic partnership to support
research, policy development, and dissemination activities.

% To prepare the next generation of political leadership through
educational programs that promote the principles of Jeffersonian
democracy, which are necessary for a free society.
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enneasse’s Medicaid program,

TennCare, “is the most expensive
{such] program in the country,” Gov. Phil
Bredesen (D) told the National Press
Club in Washington this June. He snid
the condition of Medicaid in Tennessee
should put his state "on the leading edge”
of the reform issue.

‘The governor advocated an overhaul of
Medicaid, aocording to the Assaciated Press.
‘TennCare is about ta slash 323,000 people
from the rolls of the 12-vear-old program.

In a June redio speech, Bredesen said,
“Let's scrap the old, ineffictent version of
Medicaid that's led us to spend more and
maore of our finite resources on a system
that never yielded the kind of public
health results we'd hoped for.
Uncontrolled growth in the cost of
Medienid is a crisis that's forcing states
t0 choose betweers quality heslth care on
one hand and s quality education for aur
children on the ather.”

tegacy of Fallure Cited
Last December, testifying before the
TennCare Oversight Committee,
TennCare Director J. D. Hickey esti-
mated the program will be over its
8.7 billion budget for the 2005 fiscal
year. Hickey told lawmakers the pro-
gram, which enrolls 1.3 million
Tennesseans, will be forced to spend an
e Laan

States Grapple with Medi

{See “Governor Cuts 320,000 from Ailing
‘Tennessoe Health Care Program,” Health
Care News, February 2005)

“This iv not the approach to TennCare

reform that [

A

caid Reform

Matthews, director of the Council for
Affordable Health Inaurance, said. “The
program was a fiasco from the beginning.

. A 1999 state audit found the program
had paid $6 miltion to insure 14,000 dead
enroliees. And 16,500 enrollees lived out-
side the state.”

Costs Continuing to Grow
In an Aprif 2605 report, “An Rx for
Reform,” the Rhode Island Public
Expenditure Councit (RIPEC) reported,
“nearly $0.50 of every new dollar spent by
the state since 1996 has been to support.
entitlement spending. The largest com-
ponent of the state’s grants and benefit
program is Medicaid. In 2006, Rhode
Islend will spend more than $1.8 billion
on Medicaid, which will represent near-
1y 30.0 percent of the state's budget.”

The report stated, “Medicaid spending
will grow st an average annual rate of
8.2 percent through the end of the
decade, with Medicaid spending amount-
ing to $2.6 billion by 2010. By the end of
the decade, one in five Rhode Islanders
will receive Medicaid benelits.”

According te the study, “prospects for
stowing down Medicaid enrollments and
expenditures ... do not appear to be on
the horizon. ... {T]t is likely that Medicaid
will centinue to grow, and that such
spending increases will be at rates
exceeding state revenue growth. In other
waords, growth in Medicaid spending will
continye to create a large structural prob-
lem in the state's budget unless a vigor-
ous program of entitlement reform and
cost containment is pursued.”

"Only the free market can cure the
Medicaid spending crisis that's plaguing
the states,” said Christie Raniszewski
Herrera, director of the Health and
Human Services Task Force at the
American Legislative Exchange Council
(ALEC) in Washington, DC.

“Medicaid's inefficient and perverse

Bredesen said in a 2004 speech to the
atate legistature. “But under the legal
and economic thrcumstances, it's our best
chance for maintaining care for as many
Tennesseans s possible.”

beginning,

caunai

Efforts by Bredesen to reform
TennCare were blocked by the American
Civil Liberties Union (ACLU), which sued
Bredesen in December 2004 for attempt.-
ing to restrict eligibility, reduce the num-
ber of free haspital visits, and lower the
number of altowable free preseriptions.

“In 1993, then-Governor Ned
McWherter () rammed through
Tenn{are, the closest any state came to
implementing ClintanCare, without even

wnta in tha statn lomictatura  Merrill

shiel from the
<casts of their health decisions, meaning
that beneficiaries want the best health
care that someone else's money can buy,”
she said. “This results in skyrocketing
health care éosts and confines the truly

“{TennCare] was a fiasco from the

A 1999 state audit found the

program had pald $6 million to insure
14,000 dead enroliees. And 16,500
enroliees lived outside the state.”

TAERRILL MATTHEWS,
FOR AFFORDASLE HEALTH INSURANCE

needy inte & bankrupt Medicaid system.”

Mississippl Sets Drug Cap.
In Mississipps, more than a quaster of the
population is eligible for Medicaid, and
costs are sosriag. In July, the state insti-
tuted a cap on prescription drug pur.
chases, the strictest in the country, lirit-
ing Medicaid recipients to five prescrip-
tion drugs, inchuding only two brand-name
medicines, according to 8 UPI report.
Ovponents have argued HIV/AIDS

patients will suffer from the restrictions.
An exception for these patients is being
considered.

New York Reform Stalls

Gov. George Pataki (R) called New York's
Medicaid program “our biggest budget
item” in his 2005 budget address.
Nursing home costs sre 22 percent of all
Medieaid costs in the state, In Monroe
County alone in 2004, $830 million was
spent on Medicaid—more than the total
Medicaid costs of eight states, according
to 2 June article in the Rochester
Democrat and Chronicle.

Pataki has organized a commission ta
“right-size” the program, but at present
& reform plan is not in place.

Tn May, the office of the New York State
Comptroller discovered thst 198 registered
sex offenders in the state had received
erectile dysfunction drugs through their
Medicaid benefits. Auditors had been
reviewing expenditures of Medicaid phar-
maties when they discovered Medicaid.
reimbursed Viagra was provided to level 3.
or high-repeat-risk, sex offenders.

“Only the free market can
cure the Medicaid spending
crisis that's plaguing the
states, Medicaids inefficient
and perverse incentives
shield individuals from the
costs of their heailth
decisions, meaning that
beneficiaries want the best
health care that someone
else’s money can buy. This
results in skyrocketing
health care costs and con-
fines the truly needy into a
bankrupt Medicaid system.”

CHRISTIE RANISTEWSKE HERRERA
HEALTH AND MUMAN SERVICES TASK FORCE
AMERICAN LEGISLATIVE EXCHANGE COUNCIL

Moreover, comptroller Alan G Hevesi
said in & May statement, "The audhts con
ducted by my staff have . since 1984
identified more than $826 mullion 1n actu-
ol and potential everpayments.”

More Reforms Called For

“Afew states are realizing that the way
to save Medicaid is to create a true o
Ketplace within public health insuranc
said Herrera of ALEC. "Everyone needs
to take 8 more crpowered role in fixing
the system.

“Patients should be responsible for
choosing their own health plans using a
fixed premium amount,” Herrera contin.
ved, “and they should be given incentives
te manage costs. Providers should be
allowed the flexibility to offer customized
benefit plans that offer innovative, qual-
ity care. And state governments should
provide a bridge between public and pri
vate coverage by allowing beneficiarios
to move out of the Medicaid system.”

Susan Kanig (konig@beartiand.org) is
managing editor of Health Care News.
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The State Factor

Jeffersonian Principles in Action!

Abolishing the Medicaid Ghetto:
Putting ‘Patients First’

by Richard Teske

EXECUTIVE SUMMARY

“Many people, since 1965, have called’
{Medicaid} the ‘sleeper’ in the legislation. Most
peaple did not pay attention to that part of the
bill... {it} was not a secret, but neither the press
nor the health policy community paid any
attention to ir.”

— Wilbur Cohen’

Medicaid, the federal-state health care program for
the poor, remains the stepchild of national health policy
to this day. It has gone from a $1 billion program in
1967 to an estimated $226 billion budget-buster in 2001,
covering approximately 40 million Americans.? The
reason for this failure is that Medicaid’s original
structure remains essentially intact. The result is that
the poorest, disproportionately minority, most illiterate,
least educated, non-English speaking, blind, disabled,
elderly, mothers and children with the least experience
choosing a physician or knowledge of accessing the
health care system receive the “second tier” level of
care. This is a national disgrace.

Every federal administration enters promising Medicaid
reform and greater state “flexibility” in its administration.
President Bush’s Administration and Health and Human
Services Secretary Tommy Thompson are no exception.
They have reformed and speeded the CMS (HCFA) 1115
waiver process to enable greater state Medicaid
experimentation. Called the Health Insurance Flexibility
and Accountability (HIFA) initiative, to date it has awarded
awaiver only totwo states: Arizona and California.
Arizona’s waiver has only been in effect since late 2001
and California’s has not yet been implemented. Thus
evaluating HIFA’s success is greatly premature.

But HIFA only promises research and incremental—
not comprehensive—reform. To address 35 years of
failure, Congress must mandate a change from
Medicaid’s welfare entitlement defined benefits
structure to a market oriented defined contribution
structure. Consistent with welfare reform in 1996,
Congress should give the states all responsibility for
implementation and administration of Medicaid. The
purpose of this paper is to describe why and how this
must be done.

Incremental reforms have not worked.
Centralized health planning, certificate of need,
construction moratoriums, and wage and price controls
inthe 1970s didn’t work. Deregulation, new federalism
and acute care-long term care swaps never got off the
ground in the 1980s. Mandatory managed care, block
grant and per capita caps weren’t the answer in the
1990s. In 2001, HIFA may not lead to successful
reform.

The major problem is Medicaid’s defined
benefits structure. All health programs have three
essential elements: eligibility, benefits and cost. How
they are designed determines the basic structure. In
Medicaid, eligibility and benefits are essentially fixed
and costs are the variable. This means that if you are
eligible, you are “entitled” to all the benefits regardless
of cost to the taxpayer. This is why Medicaid isa
welfare entitlement program.

Almost all of Medicaid’s problems stem from
the welfare entitlement defined benefits structure.
There are major problems with Medicaid’s benefits
structure, including an outdated reimbursement formula,
inefficient benefits delivery, and a rigid benefits
structure, which offers all benefits to all recipients
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regardless of need. There are major problems with
Medicaid’s eligibility structure, including a history of
eligibility “gaps” resulting in large poor populations
remaining outside Medicaid; the loss of coverage for
the sake of a job, destroying continuity of care and
encouraging the use of emergency rooms for primary
care, and the growth of the middle class using Medicaid
as their long term care insurance by abusing the “spend
down” requirements while hiding assets. There are also
major problems with Medicaid’s financial structure.
Doctors and other providers in the Medicaid system
often are reimbursed at levels lower than their costs.
This however does little to halt Medicaid’s huge and
ever-growing outlays.

Consistent with 1996s welfare reform,

Congress should mandate market based
consumer choice reform and return Medicaid’s
administration to the states. Medicaid is actually 56
separate programs jointly administered and paid for by
the federal and state (or territorial) governments,
Because almost every past reform proposal rewarded
one state at the expense of another, they failed to
pass.® But by keeping aggregate federal and state
financing at present levels, Medicaid could still be freed
from the suffocating grasp of the Centers for Medicare
and Medicaid Services (formerly the Health Care
Financing Administration or HCFA). By mandating
consumer choice, but returning full administrative
control to the states, this reform provides the maximum
state flexibility while retaining federal equity.

States would implement and administer the
market oriented consumer cheice plan using a
defined contribution approach. In a defined
contribution program, costs and eligibility are constant
and benefits are variable. A variant of this approach has
been used in the 40-year-old Federal Employees Health
Benefit Program (FEHBP), a popular and successful
program that covers members of Congress,
congressional staff and about nine million federal
workers and retirees. In contrast to the Medicaid
program, FEHBP provides high levels of patient
satisfaction at a controliable cost.* The federal financial
participation (FFP) should continue at its present level in
the form of a nationally calculated individual refundable
tax credit adjusted for age and poverty level that would
pay for a catastrophic acute and long-term care policy.
States would pay all deductibles and copays up to the
catastrophic amount for the eligible poor. Medicaid
consumers would then purchase personal insurance

2

from a variety of state approved plans (including
medical savings accounts, fee-for-service and managed
care) through an independent broker. Since these
policies would be personally owned, they would be fully
portable to the private sector.

States should also aggressively pass smail
market insurance reforms. Unlike the mini-Clinton
care plans adopted in states like Tennessee, Kentucky
and Washington in the early 1990s, the policy goal
should be to return as many people to the private
market rather than absorb themn in a broadened
Medicaid program. The goal should be to make health
coverage private, portable and not a disincentive to
employment. In the past, states combined as many
disparate populations (i.e. elderly, children, uninsured,
uninsurable) in the same one-size-fits all medical
assistance program. We have learned that different
populations should be handled differently. For example,
certain populations (like the present long term care or
mental health populations) may not fit an insurance
model. Medicaid reform accompanied with small
market insurance reform would provide a seamless and
greatly improved “safety net” for the greatest number
of Medicaid recipients and providers alike.

Loss of federal quality standards is a non-issue.
This will be the favorite tactic to preserve the federal
and CMS (HCFA) oversight of the program. The states
have every bit as much interest in retaining quality. In
fact, it is difficult to explain Medicaid’s present lack of
quality and then argue for the retention of present
federal regulatory oversight. If, after 35 years of
federal guidelines, this is the result, then it is time fora
new approach. The status quo rewards the bureaucrats
and harms the patients. Preserving so-called federal
“protections” should not be an issue.

Even witheut legislation, goevernors should
apply for Section 1115 waivers under HIFA to
implement a pilot research program. They can
adopt the essentials of the reforms outlined above if
Congress fails to act. This would force positive action
on Medicaid reform similar to what was achieved by
the dramatic leadership of Wisconsin Governor Tommy
Thompson in the area of welfare reform.
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LINTRODUCTION

Medicaid, the federal-state health care program for
the poor, remains the stepchild of national health policy
to this day. Its costs have soared from $1 billion in 1967
tonearly $226 billion in 2001.°
The reason for this failure is that

address the core problems that relate to benefits,
eligibility and cost.

The uncontrolled growth in expenditures means that
Medicaid is now the second largest item in most state
budgets (next to education), often representing uptoa

quarter of all expenditures.

Medicaid’s original structural
flaws remain essentially intact.
The result is that the poorest,
disproportionately minority, most
illiterate, least educated, non-
English speaking, blind, disabled,
elderly, mothers and children with
the least experience choosing a
physician or knowledge of
accessing the health care system

Because Long Term Care costs
constitute almost half of alt
Medicaid spending — and

Medicaid is such a large part of

the budget — it could
potentially bankrupt every state
government leaving no money
for education, highways, etc.

Medicaid spending only increased
3 to 4 percent in 1996-98 due to
welfare reform’s impact on
eligibles, but greater spending will
return as the Congressional
Budget Office (CBO) estimates
growth to average 7.8 percent to
2009.% The CBO states that this
percentage could increase
significantly as states raise their

receive “second tier” care. This
is a national disgrace.

The primary purpose of this paper is to starta
national dialogue on Medicaid reform. The remainder if
this paper details how and why a “patients first”
approach can be designed and be successful. At the
very least it provides a market oriented consumer
choice alternative to the present welfare entitlement
approach.

IL INCREMENTAL MEDICAID REFORMS
HAVE NOT WORKED

Passed in 1965, Medicare (Title 18 of the Social
Security Act) and Medicaid (Title 19) have little in
comimon. Medicare is a single federally administered
health insurance program for the elderly originally
modeled on Blue Shield and Blue Cross. Medicaid is
actually 56 joint administered federal-state welfare
programs (50 state, 5 territorial and the District of
Columbia) with unique eligibility, benefits and
reimbursement rules.® This makes it extremely difficult
for policy makers to compare statewide statistics and
policies or to propose effective reforms.

In addition, because of the 56 separate programs,
comprehensive national Medicaid reform proposals
would advantage one state at the expense of another.
This explains the failure in the 1990s of the block grant,
voucher, and per capita caps reform proposals.” The
failure of comprehensive reform proposals means that
almost every Congressional reform of Medicaid has
been incremental. Most Medicaid problems are
structural and incremental reforms are not able to

Tre State Factor — Abolishing the Medicaid Ghetto: Putting Patients First

capitation rates to keep managed
care organizations in the
Medicaid program.

After 2009, the baby boomers will begin to retire and
the implications for Medicaid costs grow even dimmer.
America’s aging population, coupled with increasing
costs as aging accelerates, means long term care could
sink many Medicaid programs by 2010 and most by
2030.° It has been estimated that Medicaid’s Long
Term Care (LTC) costs will at least quadruple by 2020.
Because LTC costs constitute almost half of all
Medicaid spending—and Medicaid is such a large part
of the budget—it potentially could bankrupt every state
government leaving no money for education, highways,
ete.

State Reform Efforts in the 1970s. To control
costs, states tried centralized health planning,
certificates of need, wage and price controls, and
moratoriums or restrictions on new hospital and nursing
home beds. It was only because politicians stupidly
believed that the “market” didn’t work in health care,
that they thought they could simply ignore the laws of
supply and demand. However, supply and demand
market forces do work in health care. They tried to
keep health care “supply” constant while demand
increased- and they were somehow surpnised when
costs soared,

State Reform Efforts in the 1980s. Many state
officials proposed a “swap,” under which the federal
government would take over Medicaid acute care,
leaving the states with all long-term care. A few years
later, the reverse swap was proposed. The proposals
failed because 1) some states benefited by swapping
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acute care, some by long-term care and 2) whoever
ended up with long-term care—the feds or the states—
was the real loser.

In the 1980s, President Reagan offered Congress
and the taxpayers “New Federalism.” It promised
greater “flexibility” by deregulating much of the health
care industry. The first target for regulatory reform was
the nursing home industry. This reform proposal failed
because of huge resistance among liberal legislators and
senior citizens’ lobbies. After this defeat,
comprehensive regulatory reform was rarely proposed.

“New Federalism” also meant a giant federal-state
swap of programs. The states would get a host of
domestic programs and the federal government would
get Medicaid. This failed as soon as the Reagan
Administration understood the astronomical cost
projections for Medicaid in the out years. Ever since,
politicians at every level of government hope some
other politician at another level of government will be
naive enough to seriously tackle Medicaid reform.

Creative Bookkeeping by States. Near the end
of the 1980s, some states tried creative bookkeeping to
increase federal payments. They tried to maximize the
Disproportionate Share Hospital (DSH) reimbursement
for hospitals (extra funding for hospitals that care fora
large number of poor people) in ways that are now
illegal. They also instituted “provider taxes™ that
seemingly increased state spending, thus increasing the
federal matching funds. They then rebated the “taxes™
in full to the providers. This also is no longer legal,
though it was continued in some states like Missouri.
The culprit is not the states but the defective “federal
match” that discourages real reform while encouraging
unnecessary increased spending (described below).

Clinton’s Health Plan and the Invisibility of
Medicaid in the 1990s. Among policy makers, the
plight of the uninsured took precedence over the
problems of the Medicaid eligible population. Managed
care was the solution du jour to restrain costs in the
private sector in the early 1990s. The insurance
solution for non-ERISA small employers was to be the
formation of Health Insurance Purchasing Cooperatives
(HIPCs). The almost inevitable public policy result was
the combination of managed care and HIPCs as
President Clinton’s giant 1993 “managed competition”
proposal. Congress quickly learned, however, thata
complex bureaucratic plan that risked one-seventh of
the nation’s econormy on an untried theoretical scheme
mught not be prudent.

4

Some states, however, like Kentucky, Tennessee and
Washington, adopted miniature Medicaid versions of
“Clinton Care” to cover the uninsured. They soretimes
merged the uninsured and uninsurables into their
existing Medicaid program. While the intention was to
broaden access to coverage and control costs, the
results proved disastrous. By bundling disparate
populations with different health needs into a single
program, and providing richer benefit packages than

- many employers, the number of eligibles and costs

exploded. This resulted in private insurance plans being
“crowded out™ by these public programs while small
employers dropped their employee coverage.

The managed care/HIPCs experience was replicated
in the private sector. After initially saving money,
managed care began to cost more as employee
dissatisfaction at “HMO rationing” grew exponentially.
In addition, HIPCs didn’t work because only employers
with high-risk employees joined the pools, and insurers
quickly learned that the “savings” promised by creating
a large pool didn’t occur. It is arguable that not a single
HIPC was successful.

Medicaid Mandatory Managed Care. Medicaid
was no different in the early and mid-1990s. To control
the explosion in Medicaid costs, many states applied for
Section 1115 waivers to institute mandatory managed
care programs. When projected savings failed to
materialize, states reduced reimbursement capitation
rates and/or instituted strict quality controls.'® With
reimbursement reduced and regulatory requirements
increased, managed care companies began withdrawing
from Medicaid programs. State officials blamed “the
greedy private sector” rather than recognize the
mistake of building on the status quo Medicaid “welfare
entitlement” structure. The repeal of the Boren
Amendment, as part of the Balanced Budget Act of
1997, enabled states to reduce reimbursement even
further. The Balanced Budget Act of 1997 also
promoted the movement of large numbers of Medicaid
patients into managed care plans by eliminating the
need for HCFA waiver approval.” In truth, the state
officials often ignored the underlying structural
problems in Medicaid and evidently never understood
how managed care companies worked. The result was
predictable: providers and plans quickly dropped from
the program and Medicaid patients, again, suffered the
most.

Child Health Insurance Program (CHIP)
Expansion. In 1997, Congress passed Title 21 of the
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Social Security Act: the State-Child Health Insurance
Program (S-CHIP). President Clinton estimated the
number of uninsured children to be almost 10 million.”
Because Medicaid had become so complex and diverse
without being reformed, many Medicaid-eligible children
were thought to be without coverage.

Thus, the Clinton Administration was not enthusiastic
about trusting the states to enroll new uninsured
children in Medicaid because they believed states would
not want to find heretofore-undiscovered, and costly,
Medicaid eligible children. It was thought that S-CHIP
— with $48 billion worth of federal funds and an
enhanced “federal match™—would provide the states
with the incentive to ferret out these invisible kids.
States were allowed to establish SCHIP programs
within their Medicaid structure or to establish SCHIP-
only programs, which purported to allow for greater
flexibility and a greater role for the private sector.
When these children didn’t immediately materialize,
Clinton threatened the governors with federal
investigations to explain why states had only found 1.3
million children.”* Clinton promised to send investigators
to every state and make inquiries. So much for greater
flexibility.

There was only one problem — the Kaiser
Foundation estimated that there were, atbest, 2.6
million uninsured children.' Either Clinton was wrong,
or, to attract enough new “uninsured” to meet the 10
million goal, children with private insurance coverage
would need to be “crowded out” and into the public
plan. So today, instead of one faulty federal-state
program because of faulty numbers and political
intrigue, there are now two.

The Health Insurance Flexibility and
Accountability (HIFA) initiative of 2001. As
previously mentioned, the Bush Administration and
HHS Secretary Tommy Thompson announced HIFA to
reform and speed the CMS (HCFA) 1115 waiver
process. This would enable states to experiment how to
better provide coverage to the uninsured using present
government funding. This was to be accomplished by:
1) speeding the CMS approval process (giving HIFA
applications priority); 2) providing states greater
“flexibility”; 3) co-coordinating public and private
coverage options, and; 4) expanding coverage by using
budget neutral funds. As of May 1, 2002, only two
states have been granted HIFA waivers. Arizona’s
waiver has been in effect since late 2001, and
California’s is not due to be implemented until late 2002.

Itis too early to evaluate this program’s success, but
States will be understandably skeptical at first. Given
past history: 1) CMS bureaucrats will find a way to
slow and kill the initiative; 2) the promise of flexibility
will vanish; 3) there will be little, if any, coordination
resulting in the private sector being “crowded out,” and;
4) the increased coverage will result in greater costs but
not do much for the uninsured. Ifthis is not the
outcome, then HIFA will have been one of the most
important reforms in Medicaid’s history.

One last policy point: The goal of health care public
policy shouldn’t be to expand coverage but to have the
uninsured return to private sector. If you expand
eligibility and coverage for the uninsured using the
Medicaid program (as did Tennessee), the results could
be catastrophic.

11I. THE MAJOR PROBLEM IS MEDICAID’S
WELFARE ENTITLEMENT DEFINED
BENEFITS STRUCTURE

The few atternpts at comprehensive Medicaid
reforms and the more numerous incremental proposals
have not solved Medicaid’s structural problems. To
grasp the changes that are needed, members of
Congress must understand the present structure of the
Medicaid program.

There are three elements to every health plan be it
public or private: eligibility, benefits and cost. How you
define and design them will determine the underlying
structure of the plan. Medicaid is a defined benefits
structure. In a defined benefits structure the eligibility
and benefits are essentially fixed and costs are the
variable. This means that if you are eligible you are
“entitled” to all the benefits available regardless of the
aggregate cost to the taxpayer. This is why Medicaid is
a “welfare entitlement” program. It also explains why
costs, by being the uncontrolled variable, have resulted
in the program expanding from $1 biltion in 1967 to $226
billion in2001.

Most reform proposals have focused only on cost
containment. To enforce cost containment regulations
an intrusive regulatory system that concentrates on
provider reimbursement, waste, and fraud and abuse is
needed. Quality and access are secondary concerns,
and price controls are typically the result.

Because almost no reform proposals suggested
anything but minor changes in this defined benefits
structure, no comprehensive proposals have passed.
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Instead, only the incremental reforms above have been
tried. Until comprehensive reform of the basic structure
is accomplished, costs will continue to explode and the
regulatory system will become more intrusive. This is
an inevitable result because it is built into Medicaid’s
defined benefits structure.

The solution is to change Medicaid from a defined
benefits structure to a defined

States may also provide any of 34 designated optional
benefits.'s The most common are: diagnostic services,
clinic services, intermediate care facilities for the
mentally retarded (ICFs/MR), prescription drugs,
prosthetic devices, optometrist services and glasses,
nursing facility under 21, transportation, rehab and
physical therapy, and home and community-based

services.

For states that offer many or most
optional benefits, Medicaid offers
better coverage than many small
employer plans. Medicaid then
becomes: 1) a disincentive to move
into a private sector job, 2) provides
incentives for over utilization
because of the rich benefits

contribution plan similar to the S

Federal Employees Health The solution is to change

Benefit Program (FEHBP). Medicaid from a defined
The difference in the basic benefits structure to a defined

Z"gci‘:;e 15 ;?;‘S:ide’az:"’\ conttibution plan similar to the
chnec contrbution p Federal Employees Health
employs a market-oriented

consumer choice approach, in Benefit Program.

which eligibility and costs are

fixed, and benefit packages are

variable. Regulating the variable (benefits) means the
focus is on quality assurance and patient satisfaction.
This is because the various plans compete on the basis
of offering different benefit packages and managing
risk. In today’s program, there is almost no penalty for
giving second tier care. Beneficiaries have nowhere
else to go. In defined contribution programs, there are
competitive pressures to maintain and even increase
patient satisfaction.

The remainder of this paper details who, why and
how this comprehensive Medicaid structural reform can
be done. It is really quite simple: merely put patients
first.

IV.PROBLEMS WITH MEDICAID’S
BENEFITS STRUCTURE

The Rigidity of Present Mandatory and Optional
Benefits Packages. In the Medicaid program, all
states must provide 14 mandatory (defined) benefit
services." These include inpatient hospital, outpatient
hospital, prenatal care, vaccines for children, physician
services, nursing facility services for those over 21,
family planning services and supplies (but not abortions
as dictaded by the Hyde Amendment), rural health
clinics, home health care, laboratory and x-ray, pediatric
and family nurse practitioner, nurse-midwife, federally
qualified health center services and early and periodic
screening, diagnostic and treatment (EPSDT) for those
under 21.

package, and 3) entices small
employers to drop employee
coverage because Medicaid “crowded out™ their
existing private plan.

In addition, because all benefits must be offered to all
eligibles (one size fits all entitlements), Medicaid does
not get any of the fiscal rewards of “tailoring benefit
packages” as does the private sector. Once an optional
benefit is conferred upon one eligibility group, it must be
conferred upon all eligibles. This is why Medicaid’s
benefit structure is the exact opposite of sound public
policy. The private sector often saves considerable
expenditures by tailoring the benefits to specific needs,
By not actuarially covering all benefits for all programs,
the price for each person can be less. For example, in
the private sector, maternity benefits aren’t often
offered for those over 65, and children rarely need
coronary bypass surgery. Medicaid, however, offers all
benefits to everyone. This is wasteful, but inevitable, if
one uses a defined benefits approach.

This also means that new and better but expensive
benefits won’t be offered until almost everyone with
private plans offers them. The result: Medicaid offersa
broad benefits package that almost no one will fully
need, but must ignore offering particular benefits to
cover specific, but small, patient populations. New
therapies, drugs or treatments won’t be covered. This
seemingly innocuous problem is not good for either
patient care or cost savings.

How the Federal Medical Assistance
Percentage Discourages Comprehensive
Structural Reform. Because Congress permitted
individual states to choose richer Medicaid benefit
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packages, poorer states were at a disadvantage.
Congress tried to equalize the financial resources
available to all states through a formula called the
Federal Medical Assistance Percentage (FMAP),
commonly referred to as the “federal match.”

Under this arrangement, each state chooses its
optional benefit package and the degree to which they

wish to increase eligibility. As
mentioned previously, the federal
and state governments then share
the costs regardless of the
expense. The aggregate national
amount covered by the federal
government is roughly 57 percent,
The amount per state, however, is
different. Using the complex
FMAP formula to calculate a
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Once an optional benefit is
confetred upon one eligibility
group, it must be conferred
upon all eligibles. This is why
Medicaid’s benefit structure is
the exact opposite of sound
public policy.

state and federal spending. If the states want to spend
more money or broaden benefits, it would have no
effect on total federal spending. States would not be
tempted to spend more money or conceive questionable
funding techniques to “maximize” the federal match.
Unlinking the federal and state match is crucial. In
the past, changing the FMAP formula or the Medicaid

fiscal relationship between federal
and state government has been
politically impossible. Next to long-
term care reform, the FMAP has
been the most intractable problem
blocking comprehensive Medicaid
reform. It has literally created a
financial incentive for states to
spend more, not less. Consider the
following;

state’s per capita income, the ten
richest states are matched at a 50-
50 rate while the poorest state, Mississippi, is matched
at 76 percent."”’

In theory, Mississippi would have an incentive to
include more benefits since, for every Medicaid dollar
they spent, the federal government would give
approximately five more federal dollars. Also, the tax
burden on Mississippi residents, theoretically, would be
much less. But in reality this has not happened. New
York offers most if not all 34 optional benefits, and
Mississippi very few. New York even has much
broader eligibility criteria.

The reason for creating the FMAP was to “equalize”
the different financial capabilities of the states. It did
justthe opposite. After 35 years, large disparities
between the states remain. The Government
Accounting Office (GAO) reported in 1995 that by
relying on per capita income as a measure of state
wealth, the FMAP did not reduce the differences in the
state Medicaid programs or the tax burdens to support
them. The GAO concluded that large disparities still
existed, and the formula must be modified to narrow the
disparities.

In addition, the FMAP becomes a Faustian bargain as
states try maximizing their federal match dollars. The
states dare not cut spending because “they will leave
federal money on the table.” In this way, the federal
match drives policy whereas policy should drive the
match.

By replacing the FMAP with a nationally calculated,
refundable tax credit, you can break the link between

In 1997, total New York
Medicaid spending was over $29
billion, of which half came from the federal
government.'® This provided services for about
3,150,000 recipients at a per capita expenditure of about
$9,200." Mississippi spent over $1.7 billion for just over
500,000 recipients at a per capita expenditure of about
$3,400 - even though the federal match covered nearly
80 percent of that amount. But this is only halfthe
story.®

Imagine a state block grant based on existing federal
match rates. In the above example, the federal
government would provide New York about $4,600 for
each recipient and Mississippi would receive just $2,720
in perpetuity- even though Mississippi has had
historically about an 80 percent match. Itishardto
imagine the Mississippi congressional delegation
accepting this result as an equitable and permanent
Medicaid reform. FMAP has become the “Gordian
Knot” of Medicaid reform, driving states to “spend
more to get more.” It discourages comprehensive
reform because it creates “ winners and losers”
between the states.

The False Promise of “Caregiver” Reforms. The
replacement of high cost nursing home coverage with
alternative “caregiver” services was extremely popular
inthe 1980s and early 1990s.2' Such services include:
home health, respite care, home and community based
services, assisted living, adult day care, custodial and
sub-acute care, adult foster homes, and non-medical
residential care.
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With nursing home expenditures approaching $50,0600
per year for the average person,? these other less
expensive substitute services promised great savings.
But the savings were rarely realized for several
reasons.

First, these services aren’t cheap. On average, Home
Health approaches $40,000%- and Assisted Living
$30,000 per year.** The explosion of home health costs
was a major problem for Medicaid in the 1990s, just as
it has been a major fiscal problem in Medicare.

Second, for significant savings to be realized, persons
would have to be moved out of nursing homes to
alternative settings without opening up new services to
new eligibles. This is extremely difficult to do politically,
let alone horrible for the continuity of patient care. The
result is that caregiver reform inevitably adds new
eligibles and increases costs. .

Third, policymakers have run into the problem of
“induced demand.” Eligibility for government caregiver
services is usually based upon the number of assisted
daily living functions (ADLs) one needs. ADLs are
things like the ability to bathe, feed or clothe one’s self.
Some 80 percent of all elderly have at least one ADL.?
Problems with two ADLs are usually needed for
Medicaid coverage. 5.7 million of our 7.3 million elderly
need a caregiver—but 8 of 10 present caregivers are
unpaid.® Two thirds of the elderly rely on these unpaid
caregivers.”” By providing new services, Congress can
“induce demand” and unleash a tidal wave of new.
expenditures. Paid professionals would replace all the
presently uncompensated caregivers. Those presently
athome would flood into the newly available
institutions.

V. PROBLEMS WITH MEDICAID’S
ELIGIBILITY STRUCTURE

Gaps in Medicaid Eligibility after Welfare
Reform. With the passage of Welfare Reform,
Medicaid eligibility changed. Prior to 1996, people who
received public assistance were eligible for Medicaid
This usually meant Aid for Dependent Children
(AFDC) and SSL. Since one was eligible for a certain
“category” of assistance, one was “categorically
eligible” for Medicaid. As a result, a person didn’t
directly apply to Medicaid, but entered through some
other welfare program. This is why Medicaid is
sometimes administered in state welfare departments,
not health care agencies.

States also had and have the option of covering
“medically needy.”® They were less poor than the
“categorically” eligible and usually had enough money
to cover the necessities of life, but did not have enough
money for unexpected medical expenses. Richer states
usually had broader eligibility and larger benefits
packages, compounding the big difference between rich
and poor states. Big gaps in coverage were not
unconumon.

Consider the anomalies of this type of eligibility
structure, Consider who is left out. Medicare covers
virtually all those over 65. Medicaid, historically
because of AFDC, primarily covers women and
children. The group not covered by any government
program was essentially men aged 18-65.

AIDS helped to focus public officials’ attention on
Medicaid’s eligibility for this neglected group. HIV
infected men aged 18-65 were not covered under any
“categorical” government program. But regardless of
the AIDS phenomena, there was a structural problem in
permitting other programs to drive Medicaid’s eligible
population. By severing the link to the categorical aid
prograrms, states today have more flexibility to
determine who Medicaid serves. There are still certain
categories states must cover, but these populations do
not constitute the major problem.

States now have more flexibility to determine
eligibility. Past categorical and medically needy eligibles
remain in the program. States have raised the poverty
level for certain categories (i.e. children), or included
more of certain categories (pregnant women and
children). The impact of the late 1980s federal
ehigibility mandates are still being felt (see below) and
states are wary of substantially employing their new
flexibility. Until the structure of Medicaid permits
expansion without a cost explosion, there should be little
change in eligibility. Efforts at encouraging expansion
are wrong headed without a plan to eventually provide
private coverage. This may be HIFA’s Achilles heel.

Congressional Mandates. As referenced above, a
larger problem for Medicaid is the huge expansion of
eligible populations because of federal mandates.
Medicaid had 10 million recipients in 1967.%° The
number of recipients was fairly constant through the

1980s at about 22 million.' In the late 80s, largely due
to the relentless efforts of Rep. Henry Waxman (D-
CA), Congress increased the number of women and
children eligible for medicaid. In 2000 there were 41
million people eligible for Medicaid. This 300 percent
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increase outstripped the growth of the nation’s
population. Moreover, these expansions came at a time
of unprecedented economic prosperity. The addition of
“dual-eligible” Medicare and Medicaid populations
(such as Qualified Medicare Beneficiaries- QMB’s)
also increased the number of persons covered under the
program. Because of the 1996 welfare reform law,
these numbers have slightly decreased (but not as
drastically as the welfare rolls).
Politically, of course, progressive

Undercutting Welfare Reform. In the past, if an
enrollee left Medicaid for a job, he risked having no
health insurance and those who left welfare often got
jobs with a small employer where health insurance was
not offered. They would be without health care
coverage-except for the hospital emergency room. This
adverse incentive also worked in reverse. Historicaily,
there has been a preponderance of AFDC single

women with children in
Medicaid. There is no incentive

Medicaid eligibility expansionisa
backdoor way of moving toward
a single payer health care
system. But Medicaid mandates
are still a huge problem. The
federal government should have
broad powers to describe
program goals and rules, but
eligibility determinations should
be made by the states.

The worst eligibility problem is
the ability of the middle and
even upper class to use Medicaid
as their long-term care insurance.
Contrary to reasonable
expectation, one need not be
impoverished to qualify for
Medicaid.

for a woman with a child,
especially if that child isill, to
move to a private sector job
where health insurance is not
offered. But leaving work to
return to Medicaid undermines
welfare reform. The
arrangement is bad for the
mother, bad for the child, bad for
the patient, bad for the

Quality of Care Problems.

In 2000, there were approximately 41 million people
eligible for Medicaid, with 31 million recipients inany
given month %2 Not all eligibles are aware of their
eligibility, and many others fluctuate in eligibility as their
income changes.

The millions moving off and on Medicaid each year
constitutes one of the major quality of care problems for
today’s Medicaid patients. Medicaid is not like private
insurance or Medicare. The enrollee does not
necessarily keep the same physician. If he lives in an
urban area, he may be assigned to a physician across
town and have little access to the necessary
transportation. If he lives in a rural area, he may have
trouble finding a doctor who treats Medicaid patients. If
amanaged care company withdraws from the Medicaid
program, all patients must change doctors and other
providers. It is extremely difficult to establish a doctor-
patient relationship when the enrollee moves in and out
of the system. It totally disrupts the continuity of care
that America’s middle class simply takes for granted. It
encourages use of high cost emergency rooms because
the poor may not know how to access care otherwise.
Inappropriate use of ernergency rooms is a major cost
driver. As long as Medicaid continues to completely
shield beneficiaries from the cost consequences of their
actions, it will remain so. If this is the record of “federal
quality standards,” those who seek their retention have
the burden of proof.

employer, bad for the taxpayer,

and bad for Medicaid. While
recent federal law has improved this situation, it cannot
remain unresolved. Perhaps HIFA will belp this
coordination.

This problem can be addressed by returning Medicaid
to the states. Medicaid would be managed in concert
with other welfare programs. Medicaid shouldn’t “stand
alone,” but be part of a coordinated approach to move
people from welfare to work.

Congress, to its credit, has not completely ignored
quality problems in Medicaid. Congress enacted the
Programs of All-inclusive Care for the Elderly (PACE)
in the Balanced Budget Act of 1997. This program
enables a team to manage all health, medical and social
services for those over 55 who require a nursing level
of care.® It mobilizes other preventative, rehabilitative,
curative and supportive services when needed, Thisisa
good approach for the chronic elderly, but it doesn’t
address the needs of the vast majority of Medicaid
adults and children. These case management systems
would be even more effective in a defined contribution
program, as will be demonstrated later.

States also have implemented numerous quality and
case management measures to assure correct patient
placement and care. Such reforms include: integrating
acute and long term care, regulatory quality controls
and staff training, case and care management, pre-
admission screening, uniform client needs assessment,
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gatekeepers, and easing access at a single point of
entry.

These measures have improved Medicaid patient
care. All the quality and case management programs,
however, can’t address Medicaid’s structural problems
that provide patients with second tier quality and no
continuum of care.

Middle Class Abuse of Medicaid Long Term
Care. The worst eligibility problem is the ability of the
middle and even upper classes to use Medicaid as their
long-term care insurance. Contrary to reasonable
expectation, one need not be impoverished to qualify for
Medicaid. In most cases, income and/or asset based
qualifications are either nonexistent or easily avoidable
with the right lawyer. Indeed, a whole cottage industry
exists that teaches seniors how to qualify. This gaming
of the system by middle class seniors is grossly unfair to
taxpayers.** Laws to prevent this have unfortunately
not been successful.

Federal and state lawmakers, however, have
repeatedly tried to deal with this problem. Consider
these efforts:* The 1993 Omnibus Budget
Reconciliation Act (OBRA) that permitted states to get
LTC costs from the deceased estate; the 1996 Health
Insurance Portability and Access Act (HIPAA) that
tightened transfer of asset loopholes; the 1997 Balanced
Budget Act (BBA) that targeted estate planners,
tapping insurance values like life, IRA’s, MIRAs, and
MSAs, changing inheritance taxes, seizing liquid assets
or savings, threatening assets unless LTC insurance is
purchased, providing tax deductions for LTC insurance
(HIPAA); and Public/ Private partnerships permitting
retention of greater assets if LTC insurance is
purchased. Sadly, none of these attempts have even
approached a level of success.

The result of the middle class using this loophole is
now painfully obvious. Although Medicaid pays for only
one-seventh of all national health expenditures, it pays
for almost half of all nursing home costs and two-thirds
of all hbome health costs.’® By comparison, private
insurance covers about one-third of all national health
expenditures but only 5 percent of long-term care. And
because long-term care is so costly, it represents almost
43 percent’” of all Medicaid expenditures, but only 9
percent of all recipients use the services.”® Combine
the rapid aging of the population with the fact that those
over age 85 are the fastest growing part of our elderly
population, not to mention the costliest, and the financial
picture for America’s taxpayers is bleak.

10

The result is that by 2030 when the baby boomers are
fully retired, Medicaid long-term costs will increase at
least fourfold in real dollar terms.* This isnot only a
catastrophe for Medicaid, but also for all other
statewide programs that will be crowded out of the
state budget.

As amatter of equity, permitting the middie class to
abuse Medicaid’s long-term care eligibility requirements
at the expense of the poor is inexcusable. By continuing
this abuse, Medicaid will eventually absorb almost all
state revenue. This means that if your primary concern
is education, Medicaid must be reformed. If it is
highways, Medicaid must be reformed. Reforming
Medicaid is a prerequisite for states if they wish to fund
any other issue in a generation.

Congress should soon find a way to provide
incentives for the middle class to stop hiding their assets
and to purchase private long term care insurance.”
Although somewhat outside the thrust of this paper, all
people must begin to buy private LTC insurance if this
Medicaid catastrophe is to be avoided. The only way to
have people rely on private insurance is twofold: 1)
provide a refundable tax credit based on age to all
Arnericans over 18 to purchase LTC insurance, and 2)
make it a catastrophic plan with a high but knowable
deductible that provides incentives for people not to hide
assets because they then can know their exact financial
exposure. If this is not done, almost any Medicaid
reform may be doomed. It is crucial to self-insure the
baby boom generation before it retires. Present nursing
home populations may not be insurable, but they could
be “carved out” with a grandfather clause funding
them. Over time, however, as this population decreases,
the LTC insured population will remove the catastrophic
fiscal time bomb from the Medicaid program in the
private sector.

VL PROBLEMS WITH MEDICAID’S COST
STRUCTURE

Managed Care and the Boren Amendment.
Because of the rise of managed care and the repeal of
the Boren Amendment in the Balanced Budget Act of
1997, doctors and other providers can no longer easily
“cost shift” to private payers to cover the losses
incurred by Medicare and Medicaid reimbursement and
uncompensated care patients.*' It has been long known
that Medicare and Medicaid reimburse at a rate
substantially lower than private pay patients. But the
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rise of managed care means that private pay patients
are no longer as lucrative and contribute less money to
“cost shift”. The rise of managed care in Medicare
and Medicaid has also reduced reimbursement even
more. This too means “safety net” providers must
devote scarce resources to managed care. And with
the repeal of the Boren Amendment in 1997, states no
longer have to pay providers a reasonable payment
that should cover their costs.

Government Dependent Providers. Another major
problem is that many inner city and rural providers are
heavily dependent on Medicare
and Medicaid. These providers

reimbursement, fee freezes, prior authorization, drug
formularies, generic drugs, rebates, certificate of need,
construction moratoriums, and extensive (and flawed)
fraud and abuse inquiries. It is not working.

As stated earlier, however, Medicaid has grown from
justover $1 billion to $226 billion since its enactment in
1965. At present rates, the roughly 40 million recipients
would average just under $6,000 per person in health
care. This should be more than enough money to cover
costs if one compares Medicaid to the average cost of
private health insurance. But Medicaid isn’t private
health insurance rapidly
responding to market forces, it is

are exactly those who can least
afford to be reimbursed
substantially below the cost of
their care. Thisis also
troublesome for many inner ci
and rural hospitals (and clinics)
where Medicare and Medicaid
make up over 90 percent of all

Medicaid is not private health
insurance rapidly responding to
matket forces, it is a centrally
iy planneéd, defined benefit, welfare
entitlement program responding
to raw and often incompetent
political forces.

acentrally planned, defined
benefit, welfare entitlement
program responding to raw and
often incompetent political
forces.

VIL CONSISTENT WITH
WELFARE REFORM,

patients. This patient mix is also
true of nursing homes, where, in
some states industry leaders claim that half of all
homes are losing money.

States have tried using Disproportionate Share, Sole
Community Provider, and Critical Access and
Medicare/Medicaid Dependent designations to
increase reimbursement, for some providers. The
problem isn’t solved by merely shoveling more dollars
into the system nor by centrally planning which
providers are needed and which should close their
doors. The solution is an informed consumer who can
choose his care based on quality-—not cost or
proximity.

Strained State Budgets. The problem facing the
states is, that although individual providers may be
going broke, the cost of Medicaid as a whole is
skyrocketing. The problems of benefits, eligibility and
cost come together when policymakers analyze who is
getting what services in Medicaid. Aged, blind and
disabled patients account for almost three-fourths of all
Medicaid expenditures but arc only one-fourth of
recipients.*” The reverse is true of other adults and
children who account for one-fourth of expenditures
but three-fourths of recipients.

So, as doctors and other providers complain about
lack of reimbursement, states continue to pursue “cost
containment.” They have tried reducing

CONGRESS SHOULD
RETURN MEDICAID’S
ADMINISTRATION TO THE STATES

Distrust of States is an Antiguated Political
Position. Along with Medicare, Medicaid was passed
in 1965 as a major component of President Lyndon
Johnson’s “Great Society” legislation. At the time,
American’s trust in the federal government was at its
highest and trust in the “state’s rights” was at its
lowest. It had been only two years since Martin Luther
King’s “I Have a Dream” speech, one year since the
passage of the Civil Rights Act, and the same year as
the Voting Rights Act. In retrospect, it is obvious why
Congress designed Medicaid as a joint federal-state
program with final and powerful oversight powers in the
hands of federal bureaucrats.

In recent years, however, the roles of the federal and
state governments have been reversed. The states have
returned to their traditional role as “laboratories of
democracy.” (Consider Wisconsin Gov. Tommy
Thompson’s bold leadership on welfare reform and
school choice.) Welfare reform and block grants of
many federal programs have already returned many
powers to the states. Yet Medicaid remains the largest
and almost only federal-state domestic program to
remain in the hands of federal bureaucrats.
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Ifthe federal government had shown any interest in
solving the structural problems in Medicaid in the last 35
years, perhaps we could trust it to implement a market
oriented, consumer choice defined contribution plan. It
has not and never will because of The Center for
Medicaid Services (CMS) (formerly HCFA).

The Center for Medicaid Services (formerly the
Health Care Financing Administration or HCFA):
An obstacle to structural reform. CMS (HCFA) is the
primary institutional obstacle blocking any consideration
of different comprehensive structural reforms. It has
shown little interest in helping states obtain the type of
research and demonstration waivers (Section 1115) to
demonstrate comprehensive structural reform. It is
impossible to estimate the reforms the states never
even submitted because they know CMS’s mindset.
Perhaps the HIFA initiative will reverse this bias. Butas
the failure of Medicare+Choice shows, CMS (HCFA)
can kil any threatening reform in its bureaucratic
cradle.

There are institutional and cultural reasons for CMS’s
traditional hostility to change. It must be recalled that
HCFA, the powerful regulatory agency that runs
Medicare and Medicaid, was created March 9, 1977,
early in President Carter’s Administration. Proponents
of consolidating the Medicare and Medicaid programs
envisioned HCFA as the administrative platform for
enforcing an anticipated government-run, national health
care system. Of course, such a government takeover
of the health care system was not enacted, but the
agency created to administer it lives on as does its
deeply rooted policy bias in favor of a central planning
“one size fits all” approach inherited at Medicare’s birth
from its parent, the Social Security Program. When the
programs merged in 1977, this buried Medicaid’s more
flexible state approach. CMS’s institutional culture is
one of federal bureaucratic control. Thus, the Great
Seciety politics and healthcare policies of the 1960°s
remain entombed in CMS. Whatever the rationale for
retaining CMS for administration of traditional
Medicare, it does not follow that it should retain its
power over Medicaid, a very different program with
very different problerns.

Welfare Reform as a Precedent. For Congress,
perhaps the single most important step to improve
Medicaid would be to free the program from CMS’s
control and give the administration of the program
totally to the states. There is sound precedent for this
policy: Congress has already done it and has turned the
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administration of welfare programs over to the states.
All other policy changes pale in comparison.

Liberal political opposition in Congress and elsewhere
will be similar to liberal opposition to welfare reform,
and will assume predictable lines of argument. For
example, it will be argued that ordinary Americans can
trust the federal government to do a better job than
their state governments; that the political and health
care policy lessons of central planning and price
controls of the last 35 years—particularly the
inflexibility, the waste and inefficiency-—should be
ignored. Tt will also be said that Medicaid, even though
it is a welfare program, should be an exception to the
successful approach of returning other welfare
programs to the states.

Lastly, people will try and use the fear of losing
“federal quality standards.” What welfare reform
proves is that the federal government can mandate
broad goals and the states can effectively administer
and implement them—with no need for a federal
“HCFA.” The existing federal quality administration
has provided second tier medicine for the poor. Itis
tudicrous to block comprehensive reform because of
the loss of federal oversight. It is precisely federal
oversight that is responsible for the very obvious
deficiencies seen in Medicaid today.

VIiL. WHAT CONGRESS SHOULD DO:
MANDATE THE MEDICAID ‘PATIENTS
FIRST’APPROACH

Congress should forge a new policy that would be
compatible with the original vision of the Medicaid
program. As explained by John Iglehart, editor of
Health Affairs, a prominent health care journal:

“Medicaid’s architects envisioned a program that
would provide poor people with mainstream
medical care in a fashion similar to that of private
insurance. As the decades have passed, that vision
has largely faded, and several tiers have emerged.
Mainstream medical care is provided to people
covered by private insurance or Medicare....poor
people continue to rely on providers that make up
the nation’s medical safety net: public and some
private not-for-profit hospitals and clinics. . .by
virtue of their location or social calling provide a
disproportionate amount of care to the poor. These
providers are increasingly stressed as Medicaid
diverts funds to managed care plans.”®
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Simply put, real Medicaid reform would restore the
original intent of Medicaid’s architects. It would remove
the poor from the deteriorating multi-tiered levels of
care; it would mainstream them into the same quality of
care as private insurance; and it would permit safety
net providers to use their limited resources for the
populations for which they were intended.

Mandate the Patient First Approach and End
CMS’s Control Over Medicaid by Returning
Administration of the Program to the States. The
best way, as noted, to establish a patient choice
program in Medicaid is to turn the administration of the
program to state authorities with as few federal
mandates as possible. Let the states contract directly
with private plans, just like the U.S. Office of Personnel
Management (OPM), the agency that administers the
competing system of private plans that covers members
of Congress, Congressional staff, and federal
employees and retirees, the Federal Employees Health
Benefit Program (FEHBP). Like OPM, the state
insurance cominissioners would contract with these
private plans, enforce basic benefit and insurance
requirements, and enforce solvency and consumer
protection rules. As many members of Congress know,
the consumer choice (defined contribution) model has
been successful in the program that covers them, the
FEHBP.* Historically, cost increases have been less
than in the rest of the health care system, and highly
satisfied Federal employees have not launched any
concerted effort to undermine the program (like recent
Congressional HMO “patient rights” legislation would
undermine today’s employer-based managed care
arrangements.) It is time for Congress to buildon a
success, rather than continue on an old path that has a
record of failure.

The Six Elements of Medicaid Reform

Six important elements must be addressed to mandate
“patient first” reform and return Medicaid to the states:

1) the federal/state relationship

2) financing

3) plan choice and reimbursement

4) benefits

5)eligibility

6) regulation

The “patients first” approach can deal with each of
these, and thus achieve the goal of mainstreaming the
nation’s poor into a superior system of private health
plans.

T Stre Factor — Abolishing the Medicaid Ghetto: Putting Patients First

Element Number 1: The Federal-State
Relationship

The crucial decision for Congress is the degree to
which they permit state flexibility and employ federal
mandates. There are four options and each has
different policy and programmatic implications.

1. Neo Continued Federal Control or Mandates.
This is the most preferable. After initially
mandating the market oriented defined
contribution approach, the states would have the
freedom to implement and administer the
program. The federal government would continue
existing levels of FMAP and calculate the
individual refundable tax credit amount. The states
would be completely free to decide eligibility,
coverage, reimbursement and regulatory issues.
This, however, would be the least politically
feasible. The federal government rarely gives up
money without control. A few federal mandates
would be expected.

2. Some Residual Federal Mandates and
Requirements. This is similar to the Welfare
Reform Act in which certain federal requirements
were passed (i.¢. the five year limit on eligibility).
This is a more likely political and policy outcome,
and it still provides most of the advantages of the
“patient first” approach. The issue of federal
quality standards is one that may continue. In
these cases, a “sunset” provision for federal
oversight should be examined—especially if
continuation provides a rationale for continued
CMS responsibilities. The problem is that
Congress may not be ready to move to a definitive
and comprehensive proposal (even with residual
federal mandates) until tested. State health reform
is at the stage where welfare reform was in the
late 1980s. It may take interim steps to get there.

3. Freedom from CMS Approval if “Patient
First” is adopted by the state. This is similar to
the Balanced Budget Act of 1997 in which
Congress lifted the requirement for 1115 waivers
if states implemented mandatory managed care
programs. So many states desired this waiver,
after time it was inefficient to require each state
to apply and get CMS approval. Congress could
pass a similar law that gives states the flexibility to
enact “patient first” legislation. This approach,

13



71

however, would continue the FMAP and CMS
oversight-—the two most important changes in
“patient first.” This could permit CMS to “kill the
baby in the cradie” as it did “Medicare+Choice.”
Even this approach may still be too much initially.
Congress would probably not permit wholesale
transformation to consumer choice until proven in
at least one state.

4. A single state gets 1115 waiver approval. The
least preferable policy, but a more likely political
outcome, is the granting of a single or few
waivers to test “patient first” in a single state. In
theory, this should be easier with the HIFA
initiative. After success in one state, the reverse
of the above order becomes the path of success.
In other words, like welfare reform, health reform
may take a decade. The problem is that the
incentives for individual choice and market
competition are skewed if this route is taken. If
you are testing a consumer choice system, the
best way to kill it is to relegate it to the
bureaucratic control of present providers and
bureaucrats who have a vested interest in
preserving the status quo. Therefore, this
approach, although seemingly reasonable, may be
the favored way to scuttle consumer choice
reform, especially if the federal government
retains the power to mandate continuing reforms.
Thus, any new consumer choice waiver should be
put directly under the control of the federal HHS
Secretary and the state governor’s office to try to
avoid bureaucratic sabotage.

To reiterate the above, Congress’ chosen course of
reform will profoundly affect the outcome. The
remainder of this paper will demonstrate the differing
patient outcomes of this choice.

Element Number 2: Financing

Federal Financial Participation (FFP):
Refundable Tax Credits vs. FMAP. Under a new
patient-based system, the federal government would
pay for Medicaid plan premiums through a federal
refundable tax credit to individuals. This credit would be
calculated nationally and adjusted for age and poverty
level. It would also pay the premiums for an individual
catastrophic acute and long-term care policy. The state
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would pay for all coverage for the eligible poor up to the
catastrophic deductible payment. Medicaid eligibles
would then choose between competing plans using the
tax credits/state payments to purchase a portable
individual plan thatthey own.

This change in financing would have several effects:

+ Ttavoids the FMAP problem by retaining the
present level of federal and state contributions in a
budget neutral way.

¢ It would allow rational adjustment in the
govemnment contribution, The amount ofthe
contribution could be adjusted by age and poverty
level/income.

« Jtwould facilitate better state supervision of the
program. Since the states would have the power
to determine eligibility, they could easily control
the cost of the program.

+ It eliminates the link between federal and state
spending, thus eliminating the Faustian temptation
to “maximize the federal match.”

The financial base for a new Medicaid choice
program is impressive, and can be adjusted over time on
the basis of an equitable formula. The 57 percent
federal contribution today is $129 billion and would
average about $3,000 per person for plan catastrophic
acute and LTC premiums. State contributions totaling

- $97 billion would have about $2,500 per person to cover

the deductibles. (These numbers would change, for
example, if present chronic long-term care patients
were carved out).

The federal refundable tax credit would be calculated
by taking the number of poor to be covered nationally
using poverty level and age. The existing federal
revenues of $129 billion would be divided among the
eligibles. Given the present average federal contribution
of $3,000/person nationally, the actual deductible left for
states to cover would likely be quite low, say $2,500.

The $3,000 federal contribution would purchase as
much catastrophic acute and long-term care coverage
as possible. States would then be free to model their
consumer choice programs in any way they wish with
their contributions. States would determine coverage
guidelines, set reimbursement amounts, and approve
plans wishing to participate. This is true flexibility.

It is unnecessary to calculate the difference between
an individual state’s existing federal match doHars and
what that state’s citizens would receive in aggregate
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federal tax credits. First, as federal tax policy, all
persons should be treated equally with the precedent
being the federal income tax personal deduction. No
one calculates the aggregate amount of a state’s
personal income tax deductions. Regardless of where
you reside, your amount remains the same. Second, if
you seek to retain current federal match amounts in
each state, it would lock in existing

are not the focus of this paper, states should seek to
pass incentives for individuals and employers to
purchase private insurance. The National Association of
Insurance Commissioners has issued papers describing
the type of small market insurance reforms that could
benefit the uninsured and small employers. Passing
these reforms and coordinating them with HIPAA can
solve many portability and access

disparities of federal support in
perpetuity. This is unfair to states
such as Mississippi as noted
previously. Third, if you begin
using other rural-urban, health cost
or labor adjustments to “balance”
the federal credits, you will

Next to teturning Medicaid to
the states, the ability to
maximize the private sector is
the most important reform
that can be accomplished.

problems. Moreover, these
reforms keep persons off
Medicaid.

Public programs that are so
attractive as to “crowd out”
private insurance willbe a
d The goal of “consumer

replicate all the known unfairness

of the Medicare managed care and Prospective
Payment reimbursement formulas. Fourth, the state
retains complete control over eligibility, coverage and
reimbursement. The national credit amount in no way
diminishes any state’s ability to cover whomever they
designate as needy. It is just that those decisions won’t
be rewarded or punished by a distorting federal match,
thereby instituting fiscal responsibility.

If Congress does not enact a refundable tax credit for
these beneficiaries, the federal government could still
continue making direct payments, but to the plans or
individuals as vouchers. In effect, the federal
contribution would take the form of a direct subsidy or
“premium support” arrangement, for the purchase of
private plans, just like the financial arrangement that
exists today in the popular and successful FEHBP.

The policy trade is good for the states and federal
government. Providing an equal refundable tax credit
nationally for all needy is budget neutral for the federal
government and calculable in advance of the year’s
expenditures. By giving the states total administrative
control over coverage and eligibility the state has
control of its costs. If the state wishes to spend more or
less or cover more or less it is up to them. But states
would not be able to “increase their match” because the
FMAP linkage would no longer exist.

Maximizing Private Sector Participation. Nextto
returning Medicaid to the states, the ability to maximize
the private sector is the most important reform that can
be accomplished. There are a very few sources of
financing for health care (Medicare, Medicaid,
Veteran’s Administration, Older Americans Act, Private
Insurance, out of pocket, etc.). Although these reforms

choice” legislation should be to
make the privatization of risk more attractive than
public financing. Itis necessary to state the obvious
when it comes to health care: the state should be the
last resort, not the first, when individuals need
coverage.

Substituting Vouchers Calculated on Present
State FMAP Amount. If a refundable tax credit is not
passed, and Medicaid remains a joint federal-state
program for the time being, the FMAP amount usually
givento the state could be divided into vouchers for
Medicaid eligibles. This would still limit federal
taxpayers to the projected budget neutral amount. This
would not provide the state with the flexibility to design
its program since it would lock in present levels based
on its FMAP (rather than a nationally calculated tax
credit.) It would favor states with an existing large per
capita federal match like New York and disadvantage
states like Mississippi.

Using Block Grants or Per Capita Caps
Calculated on Present FMAP. This would be the
worst scenario since it would lock in present levels of
federal spending. It would continue the link between
federal and state spending permanently locking in
whatever inequities exist between states.

Sliding Scale Support for Other Underserved
Populations. For populations that need access to
health care similar to today’s “medically needy”
category, a sliding scale of premium support could be
calculated. This would enable certain less poor to afford
insurance, without providing a full state subsidy, using
the federal poverty level (FPL). Their eligibility could
also be time limited, like welfare, so Medicaid can’t
become more attractive than private insurance.
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Element Number 3: Plan Choice and
Reimbursement

Medicaid Patients to Choese a Private Health
Insurance Plan. Justlike enrolling in the Federal
Employees Health Benefit Plan (FEHBP), Medicaid
patients would pick and choose from competing private
plans from a state approved list. The structure would be
similar to FEHBP, with some differences to better serve
the Medicaid population:

+ Plans would be approved by the state insurance
commissioner.

+ Medical Savings Accounts, Managed Care,
Preferred Provider Organizations and traditional
fee-for-service plans could all be offered. It
would be in a state’s interest to maximize
competition.

+ Mandated benefits should be kept to a minimum.
The defined contribution approach, by definition,
allows the kind of flexibility to provide different
benefits for different medical needs.

+ Debit Cards could be used to track patient care
and preventative services and deter over
utilization. If states mandate certain preventative
services, such as yearly check-ups, the debit card
could keep track better than a regulatory agency.
It would also be a check on fraud and abuse.

Do the Poor Know How to Choose: The Need
for an Independent Broker. Studies have shown that
Medicaid recipients have the ability to choose their
plans if an independent broker is used.*” This has been
successful in both Medicaid Managed Care and the
CHIP program. In programs using a broker, companies
aren’t permitted to market directly to the consumer/
potential enrollee. The broker is responsible for
enrollment and education. Competing plan’s marketing
information could be part of the state plan approval
process, or negotiated by the broker between the state
and company. Use of a broker also ensures the
beneficiaries are aware of their various options.

This change also has a profound psychological effect.
It would put the patient first by removing the stigma of
being on Medicaid, a welfare program. The provider
will be dealing with private companies—not the
Medicaid bureaucracy. The patient would personally
own a policy. It also means that doctors, instead of
fleeing from Medicaid, would have increased incentive
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to participate. This would encourage more appropriate
use of the system by beneficiaries so they do notrely,
as very poor persons often do, on the emergency room
for care. Because the private plan is their own, it also
provides the type of continuity of care for the poor that
doctors strongly recommend. The availability of
Medicaid Savings plans could, for those who want
them, help reduce the over utilization that some state
Medicaid programs have experienced.

‘Will the Poor Choose Too Well: The Problem of
Adverse Selection. In private insurance markets,
some states have implemented community rating or
guaranteed issue to guard against adverse selection. To
the degree states have used this approach, they have
destroyed their private insurance markets. A better way
is to handle different populations separately (see
cligibility section below). By handling Medicaid,
children, uninsured, uninsurables, mental health, long
term care, self employed and small employers
differently, adverse selection would be discouraged.
The use of a broker also helps.

Over Utilization. A major problem with Medicaid
programs is the over-utilization of services such as the
use of emergency rooms for primary care. Case
management and primary care gatekeepers can help.
These were described earlier and can be used with a
defined contribution approach. The use of debit cards
could also help address this issue. Co-pays have been
less successful because providers do not like being a
fee collector for the state and administering the
collection of minor fees may cost more than what is
collected. There is also no definitive proof that copays
have an effect on Medicaid recipient’s utilization,
although certain states are trying new methods of
limited cost sharing (i.e. Minnesota). A better
alternative would be medical savings accounts.

Reimbursement and Safety Net Providers. The
states should encourage as many types of plans with
differing reimbursement systems to compete. The plans
would be free to contract with provider networks.
States could mandate that safety net providers would
get preferential treatment in getting contracts in
provider networks. Disproportionate share, sole
community provider, Medicare/Medicaid dependent, and
critical access designations need not be ended with
Medicaid’s reform. Some of the dollars accrued from
medical savings accounts could be used for safety net,
rural health or other needy parts of the health system.

April 2002




Element Number 4: Benefits and Coverage

There are four types of alternative benefit packages.

1) no mandated benefits
2) abasic benefit package
3)comprehensive

4) catastrophic

Whatever the choice, federal mandated benefits

should be avoided. States should be free to choose the
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type and variety of benefit packages offered, but should

be encouraged to mandate as few as possible. The

advantages of the four options are:

+ No Mandated Benefits. Although mandating
benefits is usually to be avoided, we are dealing
with a poor population being paid for by the state.
This means it is in the state’s interest to guard
against catastrophic acute and long-term care, and
not provide a richer benefit package than the
private sector offers. This is a simple matter of
fairness to the working population as well.

+ Basic Benefit Packages. The use of a basic
package (like Blue Cross/Blue Shield in the
FEHBP) can be helpful, but it raises the risk of
“escalating benefits packages” as competing
special interests try and legislate broadened
coverage. If a state does use a basic benefits
package, it must keep it lean so as not to crowd
out private insurance. The use of today’s
Medicaid mandatory benefits package without
mandating any present “optional” benefits could
be the basic package. Today’s optional benefits
would be offered in different plans and would be
the basis upon which the plans would compete. To
reiterate, adverse selection by benefits would be
greatly reduced by separating the different
populations into different program approaches—
something the private sector cannot do.

+ Comprehensive Benefit Packages. Mandating
a comprehensive “‘one size fits all” benefit
package for a diverse Medicaid population is
unnecessary and cost prohibitive. Tennessee is the
most egregious example of a Medicaid expansion
gone awry.

+ Catastrophic Coverage. The best solution is
competing private plans in lieu of state mandated
benefits, but with mandated catastrophic acute
and long term care coverage. All non-catastrophic
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benefits would be offered in the different
competing plans. States would be responsible for
choosing the coverage, benefits, eligibility and
reimbursement.

Budget Neutral Reform:
Calculating the Premiums

The amount of state expenditures is a
mathematical calculation determined by where
catastrophic coverage begins and the number of
eligibles defined by the state.

The dollar amount where catastrophic coverage
begins is a federal mathematical calculation of
those who are to receive the refundable tax credit
and the aggregate amount of federal contributions.
Acute care coverage would be calculated by age
and federal poverty level (FPL).

Long Term Care (LTC) also begins by calculating
by age and FPL, but since LTC premiums remain
constant, eventually today’s youth will carry the
lower premiums into old age. Existing Chronic
LTC patients will be handled differently because
they may be uninsurable. They could be assigned
to the private plans based upon the amount of the
plan’s market penetration. Another approach
would be to have the present LTC population
carved out and the present system grandfathered
for them. Over time these high cost LTC
recipients will be replaced by the lower cost
insureds.

Today’s Medicaid program’s “statewideness”
regulation should be continued by the states or
they risk having plans that offer insurance only in
non-rural and non-poor areas. This defeats the
very purpose of a health program for the poor.
Catastrophic coverage for the poor is excellent
wrap-around coverage for needy Medicare
recipients as well.

Auxiliary Advantages. The tax credit policy,

combined with catastrophic and long term care
requirements, can provide a number of auxiliary
advantages. A catastrophic-type approach sets a
known deductible that the middle class can insure
against or self pay if they need to access Medicaid for
LTC. This removes the incentive among middle class
Americans to hide assets against LTC policies that are
time or payout limited since they will know their exact
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financial exposure. In addition, catastrophic coverage is
the type of insurance that makes sense for a poor
population and the taxpayer. More money might be
saved because this program does not have to offer all
benefits to all people. Because

people choose the benefit plan that

incentives to include children’s coverage. But no
public program should seek to treat uninsured
parents and children separately, but as a family
(something CHIP doesn’t specifically do.) If they
are to have access to
medical assistance, it

suits them best, there should be
some actuarial savings. Most
importantly, it would replace
political forces with market forces
in determining which plans and
providers survive. Different plans
could negotiate with provider
groups and manufacturers and get
better deals.

Element Number 5: Eligibility

The key to the success of a
defined contribution approach
for Medicaid is to understand

and treat the different potentially
eligible populations according to
their needs. This is the exact
opposite of the “one size fits all”
mini-Clinton care plans in some
states in the early 90s.

should be on asliding
premium scale, adjusted by
parent’s income. This
could be part of “patients
first” or a separate
program.

¢ Uninsured. This is the
classic population that
needs incentives to return
to the private, not public
sector. Their primary

The key to the success of a
defined contribution approach for Medicaid is to
understand and treat the different potentially eligible
populations according to their needs. This is the exact
opposite of the “one size fits all” mini-Clinton care plans
in some states in the early 90s. Many of the following
groups should not be included in this Medicaid “patients
first” program. They are mentioned here because
opponents of a consumer choice approach often use the
groups to defeat the proposal. If proponents don’t have
an answer on how to handle these “exceptions” they
may lose the debate.

{Those with * are the trad I Medicaid lations).

+ Non-elderly Poor Adults and Children*: This is
the target group for “patient first” and constitutes
almost 3/4ths of today’s Medicaid population.
Present Medicaid costs are low, perhaps $1,000/
year per adult and $500/ year for children so the
state monthly costs can be low.

+ Elderly Poor*: They would be eligible, but they

also have Medicare. The catastrophic acute and

long term coverage is an excellent “wrap around”
for poor elderly.

Uninsured Children *(CHIP population): It makes

no sense to continue a separate CHIP program,

but because the federal match is “enhanced” until

2007, it may not be politically possible to eliminate

it. As fong as this program exists, private

insurance plans will be “crowded out” of the
market. The incentives need to be reversed.

Proper reform should provide employers

.
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problem is usually
access—not affordability.
Consequently, the solution should not be found ina
poverty program like Medicaid. There are eight
things that should be done: 1) small group market
reforms, 2) assuring Medicaid benefits are not
richer than in the private sector, 3) time limiting
the access to any Medicaid program, 4) having a
premium structure or sliding income scale that is
higher than the “patient first” population, 5) using
a broker to assure proper program and case
management, 6) using a broker to assure proper
use of HIPAA, 7) establishing buying co-
operatives/pools (though previous efforts have had
mixed results) and 8) banning anyone from state
assistance that has access to private insurance
and refuses to take it. (This could entail signing
waivers permitting greater access to their income
or assets if a person chooses to go without
coverage.) All, or a combination of these, could
greatly reduce the uninsured. The worst possible
alternative is to permit them unlimited accessto a
rich Medicaid benefits package at a minimal cost
when they could be covered by private insurance.
Given that the information economy means that
employer-based health insurance is becoming an
anachronisra, the ultimate solution for the
American health care system is an affordable and
portable individual insurance policy, not inclusion in
a taxpayer supported assistance plan.
Self-employed. These people have many of the
same problems as the uninsured. Since insurers
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experience much greater costs to market to
individuals than groups, prices can be prohibitive.
Many of the items in the above “uninsured
section” can help. The real solution is for the
federal government to raise the amount of the
health care tax deduction for self-employed to the
same level as employers covering their
employees—100%.

Working Poor. Unlike the above two populations,
the working poor share something with the
traditional Medicaid eligibles: poverty. As such,
they could be treated similarly as today’s
“medically needy” on a sliding income scale and
included in “patients first” (especially if time
limited) is a possibility. Again, small market reform
would be better.

Small Employers. The best thing small employers
could do is to pick up the premiums as Medicaid
recipients emerge into the workforce. Their
present tax deduction would still apply. This would
guarantee portability and continuity of care. As to
the problem of securing affordable health care for
their other employees, any government support
must be done in a way that does not crowd out
other private insurance, and must be, for a time,
done in a limited and transitional way. By
permitting access to Medicaid’s rich benefit
package, adverse selection by working poor and
non-poor would guarantee “crowding out”,
Chronic and/or Severe Illness *(those with
additional social service needs in addition to health
needs.) These people are generally the fewest in
number, highest in cost, and in most need of
individualized and specialized services (both health
and social.) They are often institutionalized in
nursing homes or mental health facilities. In many
cases there is no hope of recovery. They are,
therefore, the most difficult populations to fitina
traditional insurance model. Although some states
have used a separate managed care per capita
payment to insurers, it may be better to use
separate high risk pools to service their needs. If
this proves unworkable, patients could be
randomly assigned to all participating companies
based upon their market penetration. For some
specialized populations, a block grant/pass through
that grandfathers the present funding mechanism
may be the only solution. There is little consensus
on what works best, so this may be an area for
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state experimentation—mandating only thata
program exist that meets these people’s needs.
Uninsurable: The first determination must be if
they are truly uninsurable. An uninsurable
individual is someone who is turnéd down for
private health insurance because they are
currently very ifl or undergoing costly treatment.
Approximately 1-2 percent of the general
population falls into this category. In some states,
the laws are so lax that private companies have
every incentive to dump persons on the states as
uninsurable. (Tennessee has more uninsurables
than the 27 states with uninsurable high risk pools
combined. California has 1/5% as many as
Tennessee with 6 times the population.) Case
management, use of a broker, coordination with
HIPAA, and small market reform all can help to
ensure the population is traly uninsurable. For
those truly uninsurable, the state would establish a
high risk pool that would: 1) have premiums from
125% to 200% of the regular Medicaid calculated
benefit, 2) have a lifetime limit ($500,000-
1,000,000), and 3) have a waiting period (90 days-
one year). The limits in parentheses above are
extrapolated from the existing 27 state programs.
Long Term Care*. Those who need chronic
nursing home services should be treated like the
chronic/severe category above. Those temporarily
using LTC services could be in the “patients first”
program. LTC reform is broader than merely
Medicaid. The ultimate solution is to get people to
purchase private LTC insurance. Then the present
chronic population would slowly go away. This
must be done before 2010 when the baby boom
retires—or state LTC expenditures will quadruple
by 2020.

Blind and Disabled*: These are presently part of
Medicaid’s population. Given proper case
management, some might be able to be placed in
the high risk pool, some in “patients first” and
some in the pass—through, like chronic long term
care. Itisn’t possible to calculate the financial
consequences until this is done. A broker could
help direct to the proper program.

+ Behavioral/Mental Health*: While only 0.1% of
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the Medicaid population, they constitute some of
the highest costs. Usually Medicaid just passes
federal funds to the state mental health bureau.
Some would question if this population should be
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part of Medicaid to begin with. Given that their
health and social needs are so specialized, and the
population is almost assuredly uninsurable, a block
grant/ voucher/pass through, or even a separate
federal program for funding, should be considered.

Element Number 6: Regulation

Traditional Regulation. In a defined benefits plan,
regulation focuses on cost containment, reimbursement
restraint and fraud and abuse. Among the best-known
attempts have been certificate of need (CON),
restrictions on beds, wage and price controls, prior
authorization, rebates, formularies, and cost reports. All
of these systems need not be employed with a defined
contribution program. If individual plans did choose to
employ these cost containment measures, the enrollees
must be told about them before they chose the plan.

New Regulatory System. The focus would be on
four major regulatory elements: 1) plan certification, 2)
provider quality assurance, 3) patient satisfaction,
information and appeal rights, and 4) fraud and abuse.
The primary focus would be on providing quality
benefits. The worry about lack of federal quality
controls is overblown; states do much of this today.
Insurance is a state regulated industry and “patient
first” is primarily an insurance, not an entitlement,
model. In addition, in a defined contribution approach,
quality and patient satisfaction are crucial: they are the
variables. To make informed choices, quality and patient
satisfaction data would be part of the choice process.
This regulatory plan reverses the incentives. In today’s
system, providers and regulatory bureaucrats are
rewarded for keeping costs low, but in “patients first”
they would be rewarded for keeping quality high.

IX. WHAT GOVERNORS AND STATE
LEGISLATORS SHOULD DO IF CONGRESS
FAILSTOACT

Use the 1115 Waiver Process with the HIFA
initiative, If Congress is unwilling or unable to reform
the Medicaid program, then state officials should take
the lead. They can accomplish on health care reform
what Governor Tommy Thompson accomplished on
welfare reform. State officials could apply to CMS for
asection 1115 waiver to implement much of the reform
program outlined here. The major difference would be
that the Medicaid program would not be fully under the
control of the state, and Congress wouldn’t have
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enacted, or the President signed, the refundable tax
credit for low income people. If CMS blocked
innovative attempts to expand and improve health
insurance coverage for low-income people, the very
conflict itself would raise the profile of state officials
and help them frame a new national health care debate
on their own terms. Using the new HIFA initiative
should help in this process.

For state officials, there are tremendous opportunities
to help millions of Americans and improve the quality of
America’s health care financing and delivery systems.
Fifty-six state and territorial programs could be turned
into “laboratories of health reform,” trying different
variations for the five-year length of the Medicaid
waiver. It would provide markets large enough to test
and refine a real consumer choice approach, Of course,
securing a federal tax credit for this purpose would be
ideal. But the state could, under the waiver approach,
use Medicaid funds the state presently gets from the
federal government. And since a waiver necessitates
CMS’s approval only, political roadblocks in Congress
would not stymie innovative state officials.

There are some restrictions on the use of the
Medicaid waiver. But essentially a state can change all
benefits in eligibility and reimbursement rules with a
few exceptions. If CMS officials can overcome their
institutional bias against consumer choice reforms that
rely on private sector alternatives, and can be
convinced of the value of the research project, and
states ensure budget neutrality to the federal
government, the Medicaid waiver could be granted.
The consumer-based model, as opposed to the
regulatory models that CMS has supported in places
like Tennessee and elsewhere, is certainly worthy of
serious research. And because it is a defined
contribution program, budget neutrality can be assured.

Overcome Internal Opposition. As with welfare
reform and other serious government reforms, the chief
threat to the success of an innovative governor won’t
necessarily be the federal government, but rather his/
her own state bureaucracy. The reason is obvious: If
such an approach were successful, there would be little
reason to keep the present state (or federal) Medicaid
bureaucracy. Every faction in the state with a vested
interest in keeping the welfare entitlement program will
be out of a job. So, the problem for reform-minded
govemors is a problem of personnel management as
well as project management. While every effort should
be made to encourage the cooperation of the state
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career civil service in developing and implementing such
areform program, the high stakes may require that the
govemor and his appointees take direct managerial
control of the effort. Therefore, it might be prudentto
establish an independent organization to administer this
program, or alternatively, have the consumer choice
program director and his team report directly to the
governor.

X. CONCLUSION

Federal and state officials can put the patient first
while dramatically improving the Medicaid program.
They can rapidly reform the widely different 56 state
and territorial Medicaid programs from a hindrance into
a vibrant, superior system of consumer-based private
health insurance plans.

Real reform would end CMS control and change the
system from a 1960s—style “defined benefits” welfare
entitlement to a defined contribution program, putting a
premium on choice, competition, and consumer
information. It would enable doctors and other
providers to get more appropriate levels of
reimbursement, while making government expenditures
predictable and controlled. The focus would change
from cost containment and intrusive regulation to quality
assurance and patient satisfaction. It would also end the
era of unfunded federal Medicaid mandates by
returning the program to the states.

If federal and state officials pursue such a reform
policy, they can improve patient care by making the
plans portable. They can also help small employers
obtain health insurance for their employees, and they
can create a large and steady market for insurance
companies without changing the way they market their
insurance products,

Most importantly, federal and state policymakers can
return Medicaid to the original vision of its architects.
They can give Medicaid recipients the same continuity
of high quality medical care that the vast majority of
Americans get today through private health insurance
arrangements. They can liberate an entire class of
Americans from what is today a health care “ghetto.” It
is as simple as this: design the system by putting
“patients first.”
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News Release

AMERICAN LEGISLATIVE EXCHANGE COUNCIL

FOR IMMEDIATE RELEASE FOR MORE INFORMATION CONTACT:

‘Wednesday, October 26, 2005 Stella Harrison Melley (202) 431-6461
MEDIA ADVISORY

U.S. Senate to Hold Medicaid Hearing in Charleston, South Carolina
ALEC Member Representative Tracy Edge to Testify

WHAT: Hearing: “Medicaid: Creative Improvements from the Field”
U.S. Senate Committee on Homeland Security and Governmental Affairs
Subcommittee on Federal Financial Management, Government Information, and
International Security

WHO: ALEC member State Representative Tracy Edge (SC), Chairman, South Carolina
House Ways & Means Subcommittee on Health, Human Services, and Medicaid; South
Carolina Governor Mark Sanford; and South Carolina Board of Medical Examiners
Member Donald Tice, among others.

WHEN: Friday, October 28, 2005, 10:00 a.m.

WHERE:  College of Charleston’s Wachovia Auditorium (ground floor of the School of
Business and Economics), 5 Liberty Street, Charleston, SC.

COLUMBIA - South Carolina Representative Tracy Edge, a member of the American Legislative
Exchange Council, will testify at a U.S. Senate hearing entitled “Medicaid: Creative Improvements
from the Field.” The hearing will take place on Friday, October 28, at 10:00 a.m. in the College of
Charleston’s Wachovia Auditorium at 5 Liberty Street.

Edge will testify in support of South Carolina Governor Mark Sanford’s Medicaid waiver proposal,
Other witnesses include Governor Sanford, South Carolina Board of Medical Examiners Member
Donald Tice, South Carolina Policy Council President Ed McMullen, and Harvard Business School
Professor Regina Herzlinger.

The hearing will be led by U.S, Senator Tom Coburn (R-Okla.), who is chairman of the Senate
Federal Financial Management, Government Information, and International Security Subcommittee of
the Senate Committee on Homeland Security and Government Affairs.

For more information or to schedule an interview with ALEC member Representative Tracy Edge
(S8C), or ALEC’s Heath & Human Services Task Force Director Christie Raniszewski Herrera, please
contact Stella H. Melley at (202) 431-6461.

Media is invited to attend the event, and RSVPs are encouraged by e-mailing sharrison@alec.org or by
calling (202) 431-6461.

###
The American Legislative Exchange Council (ALEC) is the nation’s largest nonpartisan, individual

membership organization of state legislators, with over 2,400 legislator members from all fifty states,
and 97 former members serving in the U.S. Congress. www.alec.org.
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TESTIMONY OF JUDITH SOL.OMON
SENIOR FELLOW, CENTER ON BUDGET AND POLICY PRIORITIES

U.S. SENATE COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS
SUBCOMMITTEE ON FEDERAL FINANCIAL MANAGEMENT,
GOVERNMENT INFORMATION AND INTERNATIONAL SECURITY

Charleston, South Carolina
October 28, 2005

My name is Judith Solomon. T am a Senior Fellow at the Center on Budget and Policy Priorities.
The Center is a non-profit policy institute in Washington that specializes in fiscal policy and in
programs and policies affecting low- and moderate-income families. The Center does not hold (and
never has received) a grant or contract from any federal agency.

T would like to thank the Chairman and the Ranking Member, Senator Carper, for giving me the
opportunity to testify today and raise our significant concerns about the South Carolina Medicaid
waiver proposal.

The Medicaid program is extremely important to South Carolina. It covers over 40 percent of all
children in the state as well as 30 percent of all seniors, and it pays for half of all births. Medicaid
provides important suppost for hospitals, nursing homes, and other health cate providers in South
Carolina. Except for some children and pregnant women, Medicaid beneficiaries in the state all
have income at or below the poverty line. Medicaid provides a lifeline for low-income and
vulnerable seniors, children, and people with disabilities.

While it is true that the cost of providing coverage to Medicaid beneficiaries is rising, the cost of
providing health care to everyone is going up. Solutions to contain the costs of South Carolina’s
Medicaid program must be grounded on hard evidence to ensure that changes do not harm the
bundreds of thousands of South Carolina residents who rely on Medicaid for essential health care
services.

A sound proposal for reducing Medicaid costs would be tailored to the different populations
served by the program as well as the characteristics of the state’s health care delivery system.
Rhetoric regarding consumer choice and empowetment is not enough to justify untested models of
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providing care such as the personal health accounts proposed for South Carolina. In evaluating
proposals to apply models such as health savings accounts to Medicaid, the fact that the vast
majority of Medicaid beneficiaties have incomes below the poverty line must be taken into account.
They simply do not have resources available to pay for health care out of their own resources. A
substantial body of research demonstrates that even modest cost-sharing significantly increases the
likelihood that low-income children and adults will not receive effective medical care and that
making low-income Medicaid beneficiaries incur increased cost-sharing can endanger their health.

The South Carolina proposal is based on a series of faulty assumptions about Medicaid — that it
costs more than private insurance, that it encourages people to use more health setvices than they
need, and that Medicaid is administratively inefficient — that are demonstrably incorrect. While the
state apparently believes that it can save money by replacing a public health insurance program with
pavate programs, the evidence suggests that the state’s proposal would increase the costs of
providing health care to covered beneficiaties rather than reduce those costs. The waiver proposal
does not include the beneficiaties or services that represent the lion’s share of Medicaid
expenditures, focusing instead on those whose care is already relatively inexpensive. Moreover,
methods of risk adjustment used to determine rates for managed care programs cannot be used to
predict the amount of money an individual will need to pay for health care costs.

Summary of the South Carolina Proposal

Under the South Carolina proposal, each Medicaid beneficiary would receive a capped personal
health account to use to purchase health coverage. The state would deposit funds in an individual’s
account each quarter.’ The amount of the deposits would depend on the individual’s age, sex,
eligibility category, and (in some cases) health status.

Individuals could use their personal health accounts in one of four ways:

+ Self-directed care: For individuals who choose this option, an amount would be deducted
from their personal account to cover inpatient hospital care and “related” services; these
individuals would purchase all other necessary health care services directly from providers at
Medicaid fee-for-service rates with the funds remaining in their personal account. When the
funds in the account were exhausted, these individuals would have to purchase any other
needed health cate services with their own money.

+ Private insurance: Individuals who choose this option would use the funds in their personal
accounts to purchase coverage from private managed care organizations or other insurance
companies and from pharmacy or dental plans. Any remaining funds in the personal accounts
could be used for co-payments and deductibles, as well as for health care setvices not covered
by the plan.

Medical home networks: Undet this option, individuals would use their entire personal

accounts to join medical home netwozks, which are groups of health cate providers that would
be organized to serve the state’s Medicaid beneficiaries. Fach beneficiary would be assigned to
a ptimaty care provider, who would be tesponsible for authorizing any needed services that the

¥ Balances in the account at the end of a quarter would roll over to the next quarter within a benefit year. According to
the original waiver proposal, a portion of unexpended funds 7ay be allowed to roll over to the following year.
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primary care provider could not supply. Like the private insurers in the option above, the
medical home networks would be allowed to provide a more limited package of benefits than is
currently offered by the state’s Medicaid program.

.

Group health insurance: Individuals who have access to group health insutance through an
employer could use their personal health accounts to help pay for the employee share of the
premium. Individuals and families who choose this option would be subject to cost-shanng
charges and benefit limits of the private plan, so children would not receive all the services
guaranteed by the Early and Periodic Screening, Diagnostic and Treatment (EPSDT) program.
Under EPSDT, children receive regular preventive health care and all necessary follow-up
diagnostic and treatment services without any limitations, including setvices that may not
otherwise be covered by a state’s Medicaid program for adults.

Research Shows that Medicaid is an Efficient and Effective Program that is Less Costly
than Private Coverage.

Medicaid provides comparable services at less cost than private insurance. A recent 13-state study
contradicts the notion that Medicaid beneficiaties use mote health care than they need, finding
instead that adult Medicaid beneficiaries use about the same level of health care setvices as adults
with private insurance” A study of mothers in low-income families found similar results.’ Among
children, Medicaid has been found to provide better access to preventive services for children than
private health insurance does; this is a desirable outcome that likely reflects the success of Medicaid
in facilitating preventive services for children.*

Moreover, Medicaid is not costlier than private health insurance. A recent study by Utban
Institute researchers for the Kaiser Family Foundation found that Medicaid’s cost per beneficiary is
lower than that of private insurance.® A separate study by Utban Institute researchers finds that
Medicaid’s pet-beneficiary costs have been rising mote slowly than those of private insurance in
recent years.’

Most Beneficiaries Included in the South Carolina Waiver Proposal are Children and
Parents Who Account for Only a Third of Medicaid Expenditures.

In South Carolina, 79 percent of Medicaid beneficiaries are children, parents with income below
50 percent of the poverty line, and pregnant women. The cost of providing Medicaid to these

2 Teresa Coughlin, Sharon Long and Yu-Chu Shen, “Assessing Access to Care Under Medicaid: Evidence for the Nation
and Thirteen States,” Health Affairs, 24(4):1073-1083, July/r\ugust 2005.

? Sharon K. Long, Teresa Coughlin and Jennifer King, “How Well Does Medicaid Work in Improving Access to Care?”
Health Services Research, 40(1): 39-58, February 2005.

* Lisa Dubay and Genevieve M. Kenney, "Health Care Access and Use Among Low-income Children:
Who Fares Best?" Health Affairs 20(1): 112-21, January/February 2001.

* Jack Hadley and John Holahan, “Is Health Care Spending Higher under Medicaid or Private Insurance?” Ingniry, 40
(2003/2004): 323-42.

% John Holahan and Arunabh Ghosh, “Understanding the Recent Growth in Medicaid Spending, 2000-2003,” Health
Affairs web exchusive, January 26, 2005
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beneficiaries, who represent the vast majority of individuals in the program, constitutes just over
one-third of the Medicaid program’s cost.

Not surprisingly, the cost of providing long-term care services and other Medicaid services to
seniors and people with disabilities who are eligible for Medicare and Medicaid — often called
“duals” — accounts for about 40 percent of Medicaid spending in South Carolina. However, these
mndividuals are not covered by the waiver proposal, and no changes would be made in how their care
1s managed or delivered. Overall, the watver proposal would only encompass about 40 percent of
what the state spends on Medicaid.

Given that the proposal mainly focuses on care provided to children and non-disabled adults, it is
hard to see how the proposal would save money. The most recent national data on Medicaid
expenditures from 2002 shows that the per person cost of Medicaid in South Carolina is just over
$1,700 per year for both children and non-disabled adults under the age of 65. Even though the
cost of providing Medicaid coverage to children and adults has increased somewhat during the last
three years, Medicaid coverage still costs considerably less than care in the private matket, where this
year’s average annual premium for employer coverage for an individual is just over $4,000 with
family coverage costing almost $11,000 per year.

Providing Medicaid beneficiaries covered by the waiver with “medical homes” may save some
money and could increase quality and improve health outcomes. However, no waiver is needed to
accomplish this, and in fact the state is already working on the laudable goal of increasing the
number of medical homes for beneficiaries.

The South Carolina Waiver Would Substantially Increase the Administrative Costs of the
State’s Medicaid Program.

The latest draft of the waiver proposal notes that the new program is intended to limit unnecessary
administrative costs, stating that nationally “over twenty cents of each healthcare dollar is spent on
administration.” Yet administrative costs for the Medicaid program average only 6.9 percent of total
program costs. South Carolina does a particularly good job of keeping its administrative costs down.
The state recently reported that its administrative costs were only 4.6 percent of total program
costs,’ well below the national average, and in 2004 the state’s Medicaid expenditures grew
substantially more slowly than the national average (5.8 percent versus 9.3 percent).

Accotding to the most recent draft of the waiver proposal, the state would contract with:

-

A vendor to develop and manage electronic cards for the personal health accounts;

An enrollment broker to provide information and support to beneficiaries about their various
choices;

Managed care plans;

+ Administrative service organizations to oversee the medical home networks;

A dental benefits manager; and

" “Employer Health Survey: 2005 Summary of Findings,” (Menlo Park, CA: Kaiser Family Foundation and Health
Research and Education Trust).

& Medicaid and SCHIP Budget Estimates, Forms CMS-37 and CMS-21B, May 2005 submission.
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» A transportation broker.

Every one of these new entities would have its own administrative structure. In addition, the state
would have to provide funds to start up and administer the new option to allow beneficiaries to use
their personal health account to contribute toward the cost of employer-sponsored insurance. A
recent review of similar programs in five states found that they only achieved savings if enrollment
was high enough so that savings covered start-up and administrative costs. However, in most states
enrollment was not high. Earollment in the five programs that were examined ranged from 73 in
Utah to 10,564 in Oregon9 To date, South Carolina has presented no information regarding its
estimates of the numbers of families in Medicaid with access to employer sponsoted coverage, so it
is impossible to know whether the enrollment would offset the new costs.

A proposal to allow ten states to establish Health Opportunity Accounts for some Medicaid
beneficiaries is included in the House Energy and Commerce Comumnittee’s reconciliation legislation.
The proposal has some similarities to the personal health accounts proposed by South Carolina.

The Congressional Budget Office has found that allowing these accounts would actually add to both
state and federal Medicaid costs.

With all the new costs that South Carolina would incur to implement its proposal, the historically
low administrative costs of the South Carolina Medicaid program actually could increase
substantially, taking away resources needed to provide health care services to beneficiaries and
putting further pressure on already low provider payment rates.

South Carolina Does Not Have Enough Managed Care Plans or Medical Home Networks
to Enroll Beneficiaries in All Parts of the State.

The South Carolina proposal is being touted as providing new choices for beneficiaries. Itis
claimed that new managed care plans will compete for enrollees. These assertions are made even
though South Carolina lacks sufficient private insurers to handle the many Medicaid beneficiaries
who would be directed into the private insurance or medical home netwotk options. Looking at the
state as a whole, only 6.1 percent of all South Carolina residents were enrolled in health maintenance
organtzations n 2004." For Medicaid, South Carolina ranks 47" in the nation in managed care
participation:

« Only 8.4 percent of South Carolina Medicaid beneficiaries are currently enrolled in Medicaid
managed care plans.”

¢ Joan Alker, “Premium Assistance Programs: How Are they Financed and Do States Save Money?” (Washington, DC:
Kaiser Commission on Medicaid and the Uninsured, October 2005).

10 See Edwin Park and Judith Solomon, “Health Opporruaity Accounts for Low-Income Medicaid Beneficiaries: A
Risky Approach,” (Washington, DC: Center on Budget and Policy Priorities, October 2005).

!! Managed Care Penetration by State and Region, 2004 from IntesStady Competitive Edge: Managed Care Industry
Report Fall 2004 at pup./ / www.meareol.com/,  factihes/ factstat.bim,

12 Centers for Medicate and Medicaid Services, “Medicaid Managed Care Penetration Rates as of December 31, 2004,
available at htep:/ /www.oms hhs pov/medicaid/manapedeare/ moscprQ4.ndi
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» There are only two Medicaid managed care plans in the state, and these plans cutrently cover
just 28 of the state’s 46 counties.

» Adults with disabilities and children with special health care needs are not currently enrolled in
managed care at all in South Carolina.

« South Carolina has only just begun to develop medical home networks.

Given the very low rate of managed care participation in South Carolina, the state’s health care
delivery system is not likely to be able to meet the needs of the many Medicaid beneficiaties who
would choose (or be required to enroll in) private insurance or medical home networks.

In recognition of this problem, the South Carolina waiver proposal relies on the hypothesis that
during the waiver period, “market forces will result in development of a number of as yet un-
designed health plans to be offered to members.” This rosy scenario — that a sufficient number of
new private health plans will somehow arise to compete for Medicaid customets in an extremely
short timeframe mn a state with extremely low managed care participation — is not justified by the
current marketplace for health care in the state.

Risk Adjustment Cannot Predict an Individual’s Need for Health Care Services.

A fundamental question regarding South Carolina’s proposal is whether the state would deposit
sufficient funds in each beneficiary’s personal health account to enable the beneficiary to purchase
necessary health care services. The state says it would detetmine the amount of funding for each
account through a process known as “risk adjustment.” An individual’s need for health care is
inherently unpredictable, however, and no system of risk adjustment has ever been developed that
can accurately predict what a specific individual will need for health care from one year to the next.

Under the South Carolina proposal, the state would begin by assigning each Medicaid beneficiary
a “rate category” based on his or her age, sex, eligibility category, and (in some instances) health
status. For each rate category, the state then would determine the azerage amount that Medicaid
spent on beneficiaties in that category in a base year. That average amount, adjusted upward to
reflect the increase in health care costs since the base year, would be deposited in the personal health
account of each person in the rate category.

This process is similar to the way that states set per capita payments for their Medicaid managed
care programs. Risk adjustment wotks relatively well in the managed care context because each plan
enrolls 2 mix of individuals: while some individuals will cost the company more than the amount
that it receives from the state to cover them, other individuals will cost the company less than that
amount. Thus, if the plan receives a flat payment per person that represents average costs over all of
its enrollees, the plan will come out behind on some people and ahead on others — and be able to
cover its costs overall.

3 According to the original waiver proposal, expansion of managed care into three additional counties is awaiting
approval.
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But using risk adjustment for personal health accounts, as South Carolina proposes, is very
different. Since each account covers only a single individual, account funds cannot be shifted from
people with relatively low health costs to people who turn out to have relatively high health costs.
As a result, some people will likely use up the money in their accounts and be unable to afford bealth care services
that they need, while at the same titne, other people may have leftover funds in their account that they
do not need. Because managed care plans can vary the benefit packages they offer as well as the
premium an individual needs to join, even those choosing to enroll in a health plan may not have
enough money to purchase the care they need.

South Carolina claims it will take individuals’ health status into account when assigning them to
rate categories. Yet this often will not be possible: many individuals will not have been on Medicaid
long enough for the state to obtain a history of their usage of health care services.”® Even when the
state can determine an individual’s health care needs, the accounts still will be insufficient for people
whose costs are above average for those in their rate category. Furthermore, over the course of a
year, some people who have used relatively few health care services in the past will become ill with
chronic diseases such as cancer, heart disease, or diabetes; as a result, their health accounts will be
too small to pay for the health care they now need.

Conclusion

The South Carolina proposal rests on giving new choices to beneficiaries, but what kinds of
choices do Medicaid beneficiaries really want? While it does not appear that beneficiaries in South
Carolina have been asked, a recent analysis of survey data helps answer the question. These survey
results showed that having a choice of providers matters more to people than having a choice of Aealth
plans.”® Efforts to increase the number of individuals with medical homes, efforts to increase
provider participation, and better coordinate care to those with chronic conditions would increase
consumer satisfaction and would likely decrease any unnecessary use of the emergency room and
other services that may be occurring., The cutrent proposal goes well beyond what is likely to
improve quality and contain the costs of the program.

Thank you again for the opportunity to testify. I would be happy to answer any questions you may
have.

" One large study found that 35 percent of beneficiaries were enrolled for a year or less. Pamela Farley Short and
others, “Churn, Churn, Churn: How Instability of Health Insurance Shapes America’s Uninsured Problem,” (New
York, NY: The Commonwealth Fund, 2003)

% Jeanne M. Lambrew, “’Choice’ in Health Care: What Do People Really Wane?,” (New York, NY: The
Commonweaith Fund: September 2005).
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Prepared Statement

Oof

Dr. Donald Tice

Member
South Carolina Board of Medical Examiners

United States Senate

Committee on Homeland Security and Government Affairs
Subcommiittee on Federal Financial Management, Government Information,
and International Security

October 28, 2005
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“Medicaid: Creative Improvements from the Field”
Inquiries concerning four major fields of questions have been asked.

1. Address personal experience with the current Medicaid system.
How does the current system compromise quality of care, patient dignity, and the
sanctity of the provider/patient relationship?

3. What effect does Medicaid reimbursement rates have on incentives for doctors,
including specialists?

4. Address how the current system encourages patients to make costly visits to the
emergency room for every health issue rather than the continuity of care from a
personal physician.

Prior to answering these questions I visited and read the State of South Carolina web sites
for Medicaid. I was impressed with the research that has identified many of the problems
with the current system. What needs to be reiterated is that the vast majority of the
recipients are children under the age of 18. This particular group is least able to select a
program that would be right for them. If the children are dependents of low-income
families, these families typically have low education levels or are illiterate partially or
completely. As such, education as to how the program works is a2 major issue to be
addressed. These people have no interest in saving the State mon! ey. They are
concerned only that their needs are met. They are much less informed about their
benefits than patients with commercial or other government insurance.

L PERSONAL EXPERIENCE

PHYSICIAN PAYMENT. From a personal experience, I can say Medicaid is a prompt
payer of claims. Virtually never is a physician requested to provide additional
information to support his or her claim for services. Medicaid rightly holds the authority
to audit records at any time and hold the physician accountable.

COMMUNICATIONS AND SUPPORT. Medicaid recently updated its Medicaid
Provider Manual. This manual is clear and concise for users. Regretfully, my staff has
great difficulty reaching a Medicaid representative at any time when an unusual situation
arises. Voice messages left are often never returned. When a call is returned, the
representative has refused to be put on hold while my staff member is called to the phone
which implies the Medicaid representative considers his/her time and position much more
valuable than my staff member’s time or need. This is a most unfortunate condition and
discourages field staff from calling t! heir representative for assistance. No designated
customer service unit is provided that is accountable for claims resolution. Consequently,
providers will write-off charges rather than try to invest an inordinate amount of time
getting an issue resolved. The State benefits but the provider has just another reason why
he or she does not want to take more Medicaid recipients into their practice.
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RECIPIENT EDUCATIONAL AND INFORMATIONAL COMMUNICATIONS.
Recently, Medicaid introduced the Select Health program. Parents were required to read
informational materials notifying them their children were placed under the care of a
physician unknown to them. A lot of parents never received materials because they were
identified from a database that did not have current addresses. Parents were asked to
make an affirmative decision to disenroll in the program if they did not want to go to this
new physician. The burden of informing, educating, and trying to correct a parent’s
misunderstanding of their benefits fell upon the provider’s staff. Medicaid officially met
its burden of information and education but did parents a disservice by enrolling them in
a program without an affirmative choice being made.

I IMPACT ON CARE AND PATIENT PHYSICIAN RELATIONSHIPS

NO REIMBURSEMENT FOR PHYSICIAN OFFICE SERVICES. The current
Medicaid system sometimes interferes with decisions affecting the quality of care given
recipients. Specifically, private offices are not even reimbursed the cost of their supplies
in many cases. When patients need immunizations they are referred to the Public Health
Department because providers are not reimbursed for these services. This fragments the
care for patients and often these patients are non-compliant with medical direction.
Another primary example where medical care is interfered with is when medications need
to be injected or infused. Often administration of products in the office setting could be
done at a far reduced cost over that of a hospital setting. Both Medicare and Medicaid
could realize tremendous savings if private offices were allowed to treat more
aggressively and not have to hospitalize patients who could be treated in an outpatient
setting. Many articles have been published and much research has shown considerable
savings when this concept is utilized. Unfortunately, this concept has fallen on deaf ears
for some time and has cost both systems untold millions of dollars.

DENIED ABILITY TO PERFORM SERVICES. Physical therapy modalities cannot be
offered in a private office because they are not reimbursed, specifically interferential,
iontophoresis and hot/cold packs. A very common complaint of the general population
much less the adult Medicaid population is back and joint problems. These services
cannot be addressed in a private office because they are not reimbursed. The patient has
to be sent to a much higher expense physical therapy setting or be referred to the hospital.
Considerable cost savings could be realized if the care was moved out of the hospital to
the private physician office. Continuity of care would be greatly improved and better
health care could be provided at a much reduced cost. Private out-patient offices are not
and cannot be operated like the more expensive hospital based offices or ER fast tracks
with their much higher administrative costs. If they were, they could not survive.

PATIENT DIGNITY IMPACTED WITH INEQUITIES IN COVERAGE. Patient
dignity and the sanctity of the provider/patient relationship is undermined when patients
over 65 with Medicare/Medicaid coverage have suffered a loss of health care services
when Medicaid cost-shifted the financial burden of the 20% co-insurance to the
physician providers by denying payment when Medicaid is the second payer. Providers
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in mass are no longer taking Medicaid as a secondary payer thereby making the patient
responsible for a greater financial burden than they may be able to afford. Now these
seniors are embarrassed to inform the provider they are financially strapped. In fact,
these Medicare/Medicaid seniors avoid healthcare services while the under age 65
Medicaid only patients have practically unlimited access to healthcare. This group more
assuredly has fewer chronic illnesses than the seniors. Physician owned office overheads
run a minimum 50% to 70%. If almost 50% of their profit margin is removed, they
cannot afford to operate with Medicaid on that basis.

II.  LACK OF PARTICIPATION INCENTIVES FOR PRACTIONERS

LOW REIMBURSEMENT. Other than public service commitment on the part of
providers, there are few incentives for physicians and specialists to participate with
Medicaid. Medicaid reimbursement is lower than other health insurances, commercial or
government (other than Tricare). Therefore, fewer providers accept Medicaid recipients
or limit the number of Medicaid recipients they will see. Currently, Medicaid pays
approximately 75% of the office visit charge that is paid by Medicare and other insurance
companies. Private offices work on a 50% to 70% overhead. If half or better of their
profit margin is taken away, they cannot afford! to take a large number of Medicaid
recipients.

LACK OF ENROLLED MENTAL HEALTH PRACTIONERS. Specialty care of
psychiatric and mental health services is a real problem in the Myrtle Beach area. The
one place patients can be referred requires the patient to be off most if not all of their
psychotropic medications before they can be seen for major depression or anxiety related
problems. In many instances it is not possible to remove the patients from their
treatments. Reimbursement rates for these services need to be revisited. This may attract
a greater number of mental healthcare specialists to this area.

PHARMACEUTICALS ARE EXPENSIVE. Prescribing options have to be limited due
to cost. Many of the adult Medicaid patients have chronic medical problems inherent
with culture, race and poor diet. It is many times more challenging and time consuming
for the practitioner to limit and choose the four medicine options presently authorized.
Distributions of the specific formularies have helped but it does impact quality of care.
Besides the distribution of a specific formulary, establishment of a central pharmacy that
could fill medications at one site and for three months has saved many insurance
companies money. Beyond that, | have no ! specific recommendations.

FRAUD AND ABUSE. Fraud and abuse are major problems with the current system.
Many patients are working in service industries or construction work for unreported
wages. They are making very good livelihoods and they have Medicaid coverage for
themselves and their families. People who work and report their earnings and who come
into contact with these individuals on a regular basis are aware of this, including the
physician’s office staff. There is currently no good way to report these people and if a
report is made, nothing happens,
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IV.  POLICIES IMPACTING PROGRAM COSTS

INCONSISTENCY IN APPLICATION OF A CO-PAY. Medicaid cost shifted the $2.00
co-pay to adults. This is good because patients have some vested responsibility to their
health care. This co-pay is only for the office however. There is a disincentive for them
to go to any outpatient private office for care when they can go to the emergency room
and not have to pay any out of pocket costs. The number one diagnosis in hospital or
hospital based clinic setting is otitis media. There is no reason a patient needs to be seen
in the hospital for a diagnosis of this type. Emergency room visits should require higher
co-pays. Also, Medicaid could cost shift a coinsurance responsibility to the patient to
cover the higher cost of the service charged by the hospital. Private insurances often
make the patient more financially liable when ER services are performed for non-
emergency care.

LIMITATIONS ON USE OF EMERGENCY ROOMS NEEDED. Patients have no
incentive to conserve the frequency of their ambulatory visits. They are currently given
twelve ambulatory visits per benefit year. When these visits are exhausted the patient
merely goes to the emergency room for treatment where they have no set limits. Again, |
believe the patient should be more financially responsible when they present to the ER
for non-emergency reasons. Additionally, Medicaid recipients use the ER because the
ER is available twenty-four hours a day, seven days a week. The Medicaid recipient is
not constrained by normal office hours and can witho! ut any responsibility for planning
be seen by a physician. People with private insurance don’t have this option due to cost
to them personally. Even if the Medicaid recipient is given a medical savings account,
unless care is refused when the funds run out or they have to pay a larger portion out of
their own pocket, the will continue to go to the ER where they know care cannot be
refused them. When Medicaid made adults responsible for the $2.00 co-pay it did not
apply to ER visits.

GREATER PATIENT RESPONSIBILITY ~ HEALTHCARE SAVINGS ACCOUNT.
Possibly a health care savings account might benefit the system and put the recipients
more in charge of their own health care. Caution should be exercised in that education of
Medicaid recipients has historically been difficult at best. We are dealing with a subset
of people that make many poor or uninformed decisions as a routine. Changes in their
habits of both life choices, a desire to cooperate with the system and their choices for
medical treatment must be accomplished. Education will be key. This responsibility
cannot be borne by the outpatient offices. Changes in the inequity of the system toward
its providers must be addressed. Everyone has to feel that they can make a difference by
being able to help the State curb the abuses that are so obvious. Trust and cooperation
has to be restored between the State system and its providers.

Respectfully submitted,

Donald W. Tice, D. O.
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International Security
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“Consumer-Driven Medicaid”
Professor Regina E. Herzlinger
Nancy R. McPherson, Chair
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The Medicaid program provides a much needed health insurance safety net for 52
million of our nation’s poor and medically needy'; but its price tag threatens the financial
stability of states—growing 9.5% in 2004 alone?, far in excess of revenues. In South
Carolina, for example, in 2004, Medicaid consumed 19% of the General Fund, or $4
billion.?

Fiscally responsible state Governors and Legislatures who decline to raise taxes
and, instead, attempt to control these costs, face three choices: cut Medicaid expenses
through reductions in enrollment, benefits, and provider reimbursement; cut other state
expenditures, such as those for education roads; or try a new approach. Tennessee’s
Govermor, for example, proposed to cut 300,000 recipients;* but South Carolina’s
Governor, Mark Sanford, opted for the third path. His plan gives Medicaid enrollees a
choice: every recipient would obtain catastrophic and preventive coverage and a personal
health account (PHA). Enrollees can use their PHA funds to pay for a consumer-driven

option of a traditional Medicaid hospital insurance and any doctor they chose; a managed

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate. 1
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care policy and its deductibles and copayment; a network group of local physicians; or, if
employed, to pay their share of employer-provided insurance.’

Because South Carolina’s plan is likely to become a national model if adopted, it
has drawn the attention of Washington, DC-based policy analysts who question the
concept of choice in Medicaid and the consumer-driven option.® In this testimony, I will
respond to both criticisms.

Choice of Health Insurance Policies

A wide choice of goods and services is the hallmark of most developed
economies. Choice not only fulfills consumers’ needs for products with different
qualities but also creates that competition which is the key to productivity.

Most Americans want a choice of health insurance plans’, but South Carolina’s
Medicaid recipients currently have virtually no choice: no physician networks organized
to treat those with special needs—for example, those with AIDS or sickle cell disease;
treatment limited to those physicians who take on Medicaid enrollees; and little managed
care.

Although the Governor’s plan will give enrollees this kind of choice, some critics
view it as wasteful. Because Medicaid’s costs are already lower than those of private
planss, they ask “What is the point of the transformation?”

But Medicaid’s “low costs” come at participants’ expense. “Low costs” are
achieved primarily by paying service providers only 65% of what they receive for
treating the state’s employees.” As a result, 30% of all physicians refuse to accept any

new Medicaid enrollees and enrollees experienced much more difficulty in scheduling

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate. 2
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visits for follow-up care than those with other types of insurance.'” Medicaid recipients
have more unmet needs than similar adults with private insurance."

A majority of the U.S. public attributes Medicaid’s growing costs to poor
management.'> For example, drugs represent the fastest growing component of Medicaid
costs (35.4% growth 2000-2003)"%, in part because Medicaid pays off the “sticker price,”
which is substantially higher than acquisition costs.'* Opening the market to managed
care insurers and consumer-driven plans may well alter this situation through the
pharmaceutical benefit managers, PBMs, employed by managed care plans, and tiered-
payment pharmaceutical benefits plans. In a Medicaid context, these plans might charge
zero for a generic drug and a $3 co-pay for a branded one. In the private sector, PBMs
and tiered policies have caused generic drugs to represent over 50% of all prescriptions
and have become the fastest growing component of the pharmaceutical sector.'
Managed care can more readily achieve the benefits of the “pay-for-performance”
movement too. For example, some plans achieved significant improvement in asthma
care and diabetic testing."®

Critics also note that the planned allowance, based on the average cost of a person
is a risk category, may not be adequate for the health care needs of the very sick in that
category (and they may be excessively generous for those who are less sick than the
average). In the consumer-driven Swiss system, this issue is managed by retroactive risk-
adjustment of insurers: those who received unduly low payments because they enrolled
the sick are compensated by funds removed from those who received unduly high

reimbursement. A similar system could be devised in the state.!”

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate. 3
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Last, critics of the Governor’s plan contend that choice cannot materialize in a
South Carolina market characterized by low managed care presence. But when Georgia
requested bids for Medicaid managed care, ten firms responded.’” Similarly, Ohio’s
conference for potential Medicaid managed care vendors drew nine new managed care
firms, including well-established Goliaths such as Aetna, United Health and Anthem."
Consumer-Driven Plans

Those who worry about giving Medicaid participants choice are especially
concerned about the consumer-driven option. They contend that Medicaid enrollees are
too poorly educated and lack access to sources of information like the Internet.?

These critics may well believe that Medicaid recipients will overwhelmingly
choose the consumer-driven options; but when consumer-driven plans are offered along
with other health insurance choices, they are not necessarily the most popular. A 2005
Kaiser family survey found that when enrollees were offered other insurance plans, only
about 7% - 15% chose consumer-driven ones.?! Industry experts estimate the
percentages at 3% - 16% for HSAs? and 25% for HRAs, consumer-driven options
usually offered by employers.® In Switzerland, which has had a century-old consumer-
driven system, low-income people typically choose health care plans that offered the

lowest deductible (see table below).

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate.



98

Choice of Insurance Policies by Income Categories

50%

40%

30% -

20%

230~ 400.- 600~ 1200.- 1500~

Deductible {(Swiss Francs})

Middle Income
High Income

B
Insurance Policies Prices: high-deductible (230.- CHF), low-deductible (1500.- CHF).

Source: Bundesamt fir Statistik (BFS), Schweizerische Gesundheitsbefragung 2002, Neuchatel,
Switzertand, 2003.

Nevertheless, can those who are not well-educated use consumer-driven plans to
advantage?

The experiences of the disabled who opted for government-based “Cash and
Counseling” programs indicate that they derived greatly enhanced satisfaction, while
controlling costs, aithough many of the participants were intellectually impaired.?*
(Although the disabled and elderly represent only 25% of Medicaid’s enrollces, they
account for 69% of its costs, so their experiences with consumer-driven plans are of
considerable importance®). Cash and counseling typically features a monthly allowance

s

based on the consurmer’s needs, that can be used to hire assistants, including family

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate. 5
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workers, and to purchase other resources. Enrollees must develop spending plans with
the assistance of counselors.

Participants substantially increased their satisfaction and unmet needs and
controlled costs.2® In Arkansas, they reduced caregiver neglect by 58% and attained
slightly better health outcomes, while costs for long-term care and hospitalization
decreased.”’ As one program participant noted: “I'm . . . not . . . under anyone’s
thumb.”® (Cash and Counseling enrollees were primarily non-elderly.? In interviews,
African-Americans and Hispanics expressed much more interest in the program than
Caucasians presumably because of their strong family and community networks.*%)

As for the private sector’s consumer-driven experiences with lower-income
populations, Assurant, a leading provider of individual and small group health insurance,
found that only 20% of Health Saving Account (HSA-—a consumer-driven plan)
purchasers had incomes of less than $40,000 and net worths of less than $25,000.3
Although it is not yet possible to analyze outcomes by income, the experience of Whole
Foods, a supermarket chain, are instructive: as of 2004, its employees, primarily blue-
collar, have saved $14 million in health account savings and turnover plummeted; costs
increased by only 3.3%.*

The overall accomplishments of the consumer-driven plans are notable. They not
only dramatically controlled cost increases but also improved the health status of those
with chronic diseases. Definity Health, a provider of consumer-driven insurance policies,
demonstrated a reduction in flare-ups among its diabetic and asthmatic enrollees, due to

increased testing and drug utilization, while McKinsey found that consumer-driven

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate. 6
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enrollees were more likely to “very carefully follow treatment regimens for chronic
conditions.””

These plans appeared to have transformed how some enrollees approach their
health care. By enabling participants to trade off current expenditures against long-term
health status and savings, consumers’ behavior changed from I do it because “my health
plan covers it” to I do it because “if I catch an issue early, I will save money in the long-
run.”** Thus, 75% of the enrollees in one consumer-driven group complied with the
regimen for their chronic medications as opposed to 63% those enrolled in other
insurance plans with virtually no deductible.*

Consumer-driven enrollees used the insurers’ information resources substantially.
Although their sources are sometimes depicted as high-tech and Internet-based, much of
this kind of support comes from the phone and face-to-face interactions. Large insurers
are now enabling price transparency.3 ¢

Consumer-driven plans increase enrollee satisfaction with both insurers and
providers. A September, 2005 Blue Cross Blue Shield survey found that enrollee
satisfaction levels exceeded those achieved by non-consumer-driven plans®’ and Swiss
patients ranked its consumer-driven hospital care much higher than those in Germany, the
UK. and the U.S.*

Summary

Medicaid enrollees are currently treated like second-class citizens. Some
providers choose either not to see them or to treat them only after considerable delay,
because of the program’s poor payment, and enrollees have little access to the managed

care and no access to the consumer-driven plans available to the rest of the population.

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate. 7
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Governor Mark Sanford’s plan for the transformation of South Carolina’s
Medicaid program will give its enrollees the same choices and access to care as the rest
of us, and promises to contro! costs along the way.

Let’s make it happen.

Copyright © Regina E. Herzlinger, 2005. Do not quote, duplicate or disseminate.
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Mr. Chairman:

Thank you for the opportunity to speak to you today. My name is Ed McMullen, and T am
president of the South Carolina Policy Council, a non-profit, non-partisan public policy
research organization. Iam here to present an overview of the innovative solutions that are
being proposed to improve Medicaid in our state.

There is no question that Medicaid must be reformed. It already consumes 20 percent of
the state budget — that is up 10 percent from 1995. By the year 2015, Medicaid costs are
projected to consume 30 percent of the state budget. That is a growth rate that cannot be
sustained.

In addition, the federal government will likely change the way it sends dollars to states.
One plan proposes block grants instead of matching funds for states. Such a system would
provide greater stability for states, and take away the perverse incentive for them to “spend
more tax dollars to get more tax dollars.” Our state would ultimately benefit from the
change, because the current matching formula is based on a system that compares our
state’s per capita income to the US average, and that means as our economy grows, our
matching funds will decrease. Already, South Carolina’s federal matching ratio for Fiscal
Year 2006 is 3.5 percentage points lower than it was in Fiscal Year 2004,

In the fong run, economic growth will shrink Medicaid rolls, but not in time to stem the
massive growth in the program.

Fortunately, there is progress toward reform in our state. The new waiver proposed by
Governor Sanford is an innovative, market-based plan to provide quality health care to
patients that is affordable to taxpayers.

You have heard about that plan today to provide Personal Health Accounts, or PHA’s, for
Medicaid patients. PHA’s would offer greater access to quality care, allow patients to
choose their doctors, decrease the number of emergency room visits through preventative
care and empower special needs populations with more choices.

Special needs populations especially need choices because they often have less flexibility
in their health care. For example, South Carolina ranks fourth in the nation for prevalence
of diagnosed diabetes. Under the PHA proposal, those patients could choose the managed
care option and select providers who offer the type of specialized care they need. This
approach will encourage managed care organizations to offer packages that are tailored to
these patients. In addition, both consumers and providers are offered incentives to choose
and offer quality health care. Examples include borus payments to outstanding providers,
and financial incentives for healthy patient behavior.

There are some incorrect assumptions about the PHA's, particularly regarding children.
Some claim this plan would drastically cut services to children. That is absolutely untrue.
In fact, a PHA plan would offer children much-needed preventative and primary care as
opposed to the drastic emergency room care that Medicaid patients often choose today.
For example, parents of special needs children could choose a primary care management
option. The provider would approve and monitor all care for a small monthly fee,
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providing patients with focused care coordination and expert advice based on personal case
knowledge. That type of approach has brought about improved care and a decrease in
hospital time for non-intensive care for these children.

We know that Health Savings Accounts work in the private sector, resulting in decreased
premiums and lower out-of-pocket expenditures. There is also research on other plans that
provide more choices to those on government assistance. In states such as Arkansas,
Florida and New Jersey, participation among elderly and disabled populations show high
rates of satisfaction — as high as 90 percent. Clearly, these consumers are receiving high
quality care, and they also believe it is an improvement over their previous plans.

It is important that this plan have the support of the private sector. Fortunately, companies
in South Carolina -- including one managed care company that currently serves 60,000
Medicaid patients — indicate they are eager to participate in the proposed plan.

Health care companies support the plan. Consumers indicate their preference for more
choices, not just in other states but here in South Carolina, where the managed care
program for Medicaid receives high marks from patients. And physicians have long
argued for the need for comprehensive primary care, which this plan will allow. So who
opposes the PHA plan? Frankly, the self described “advocates” who argued against
welfare reform in our state. Those who fought that change in the 90’s made some of the
same arguments, including that the children would suffer. Those dire predictions have
simply not come true. A 2001 study for the South Carolina Department of Social Services
found that of those who left welfare because they were earning money through new or
better jobs, 75% were still employed a year later. Only 10 percent of all those leaving
welfare believed their children suffered after leaving the program. A subsequent study in
2003 found that 65 percent of all who had left the welfare rolls were working 40 hours a
week or more, and only S percent of them felt that leaving welfare created such a hardship
that they were forced to put their children in someone else’s care.

In spite of the doom-and-gloom scenarios, welfare reform is a success in our state.
Furthermore, the Department of Social Services has become more efficient. And as the
Post and Courier reported, “South Carolina has been among the national leaders in cutting
welfare rolls, earning ‘high performance’ federal bonuses in the process.”

We have to create that kind of positive change in South Carolina’s Medicaid program,
Neither patients nor taxpayers can afford the cost of the status quo.

Medicaid patients deserve high quality care, and they should be able to choose it
themselves. They should not have to rely on overwhelmed emergency rooms that cannot
possibly serve them as well as their own doctor could. Medicaid patients are every bit as
capable as other consumers when it comes to making informed decisions for themselves
and their families. They must be given the opportunity to do that. The proposed waiver
plan is patient-centered, and it is based on successful approaches to health care. It is also
cost effective, but most importantly, it is a step toward higher quality health care for those
who are often denied the best available services. Such innovation deserves a chance in
South Carolina.
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INTRODUCTION

Medicaid is the Social Security program providing health care for those with low or limited incomes and
special needs. Initially designed in the 1960s, it has seen only limited change in the last four decades. It
delivers an essential service for the needy, but the nature of its structure is obsolete and inefficient.
Medicaid consumes 20 percent of the South Carolina state budget. That is up from 10 percent in 1995,
and projections for 2015 are at 30 percent of state expenditures. This is an unsustainable growth rate
which threatens all state programs. A new Medicaid waiver which restructures certain portions of the
delivery system has been submitted, and it would create a client-centered atmosphere with an emphasis
on choices and preventive care. Both beneficiaries and tax-payers deserve this change. This waiver will
allow for an improvement in the way Medicaid delivers health care. The reforms will prevent the

inevitable cuts in Medicaid and other key government services that are otherwise inevitable.

UNSUSTAINABLE GROWTH

Medicaid is growing so fast that it will account for 50 percent of the state budget in 2035, Per capita the
federal government spends 14 percent more on Medicaid in South Carolina than the national average.
As costs rise the state allocates more and more money which results in greater federal contributions.
However in South Carolina the increases are providing diminishing returns. The Federal Medicai
Assistance Percentage (FMAP) which dictates the ratio of matching is based on a system that compares

a state’s per capita income to the US average.” This means that as the state grows economically it
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receives a correspondingly lower FMAP to finance Medicaid. The South Carolina FY 2006 federal
matching ratio is 3.5 percentage points lower than the rate for FY 2004. As Medicaid consumes an ever-
greater portion of the state budget South Carolina is actually receiving proportionally less federal
assistance to help pay for it.

All state programs are threatened by Medicaid’s unsustainable growth.™ Systemic changes are necessary
in order to save health care for needy citizens, as well as to preserve the entire range of state services,

like education, public safety, and others, that our citizen depends on.

PLAN OVERVIEW

The South Carolina section 1115 waivers integrate four diverse programs, allowing the clients to employ
their Personal Health Account (PHA) through one of four options: 1) the Managed Care Organization
(MCOY; 2) the Medical Home Network (MHN - presently termed primary care case management); 3) an
employer group health plan insurance buy-out; or 4) total self-direction through a major medical plan.
This range of options represents a deep structural change fo South Carolina’s Medicaid program. While
the scope and integration of options is new, it is based on proven strategies and demonstrated results.
South Carolina’s Medicaid system will be refocused to the patient’s desires and needs. No longer will
those most in need be forced to settle for unresponsive and inadequate health care but rather they will be

able to seek out the delivery systems which best match their needs.

Policy experts have been sounding the call to step away from a defined-benefits structure for vears™,
Improving health care quality for South Carolinians using Medicaid can only be accomplished through a
break from the 1960s styled regulatory model. Adoption of a client-driven structure will end the one-size
fits all approach. The Healthy Choices wavier uses the mechanism of choice to encourage primary and
preventive care over inappropriate and first stop emergency room visits. This creates proactive patients,
a continuity of care, and appropriate reimbursement for providers. Medicaid will no longer be seen as a
disincentive to employment, nor as a long term middle class health care haven. Higher levels of care will

be expected, and then chosen, as beneficiaries develop into careful shoppers.”

1115 WAIVER —~ THE RIGHT TOOL
Section 1115 waivers are the tools which allow for broad changes in state Medicaid programs. They

were placed into federal statutes to allow for research and demonstrative programs. This type of waiver
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was the mechanism employed for the integration of managed care for many states during the 1990s.
Through the 2001 Health Insurance Flexibility and Accountability (HIFA) waiver initiative even greater
flexibility was provided for." States were encouraged to improve upon traditionally defined eligibility,
benefits, and cost-sharing in ways that matched their specific needs. This means tailoring programs
rather than relying on a centralized nation-wide plan. The South Carolina proposal uses this avenue to
integrate the best aspects of four methods to provide South Carolina’s Medicaid beneficiaries with the

best possible care.

ACCOUNT BASED PLANS

The Personal Health Account incorporates certain aspects of the Health Savings Account (HSA) model
to the Medicaid system. HSAs are an emerging health care approach that increases choice and benefits
for enrollees in the private sector. Individuals are given money and allowed significant leeway in how it
is used. At a time when health care costs across the industry continue to rise HSA premiums have
actually decreased.” Individuals using this type of consumer-driven health care plan have “consistently
had lower out-of-pocket expenditures than in enrollees in Preferred Provider Organization (PPO)

contracts.”™™"

The influence of the HSA model means Medicaid beneficiiies would receive funds into their PHA
which they employ through a debit card. This amount would be determined by factors including the age,
sex, and physical condition of the recipient. This is the same method used by actuaries in the private
sector. The cards will be strictly controlled and may only be employed for the purchase of approved
health services. The money could be used to: 1) pay premiums for an employer provided health plan; 2)
buy hospital insurance through Medicaid and choose any doctor with the remaining funds; 3) pay co-
payments and deductibles in a managed care insurance program; 4) join a medical home network. In the
first three options the beneficiary will have the opportunity to roll over the account balance towards next
year’s spending or purchase additional care and equipment approved by Medicaid. On the other hand if
the beneficiaries seek more care they will pay out of pocket. This ability to make choices and apply
funds from an account towards qualified medical expenses is how HSAs have dramatically improved

health care in the private sector, and how PHAs will reshape Medicaid in South Carolina.
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As South Carolina’s Medicaid system moves away from a defined-benefits program each beneficiary
emerges as an individual client. Doctors will now longer work primarily through the Medicaid apparatus
as a third partier financier, but rather develop individual relations with clients who seek the care best

suited to their needs.

CHILDREN PROVIDED FOR

In a state where 47 percent of all new born deliveries are Medicaid births the care of children is a
primary concern.™ Criticisms of the plan are littered with misconceptions. It has been asserted that the
South Carolina plan would result in drastic cuts for services to children. That is not true. The plan is still
evolving, and the working model for Early Periodic Screening Diagnostic and Treatment program is the
South Carolina State Health Plan for state employees. This means preventive care, rather than the
current system where numerous beneficiaries use hospital emergency rooms as a default primary site of

service. This change fits in with the proactive patient-centered approach that beneficiaries deserve.

Even those children who are pregnant or have Jependent children of their own are still categorized as
children. No major changes in the quantity of care for children are involved. The only shift is a
clarification of their existing status of young adults (18 and 19 vear olds) that prevents them from
receiving child “well visit” benefits. They will still be entitled to an annual eve exam. though non-

emergency dental visits will be financed through the personal health account balance

Parents of children with Special Health Care Needs (SHCN) may decide to select the primary care
management option. In this choice there is a primary care provider who approves and monitors all care
for a small monthly fee, serving as a sort of gatekeeper and advisor. This would provide SHCN children
with the enhanced care coordination and case management they need in a manner more effective than
the present fee-for-service model.™ The comprehensive primary care approach has been associated with
improved care and a corresponding decrease in length of stay for non-intensive care hospitalizations for

these children. ™

SPECIAL POPULATIONS WELL-SERVED
Greater flexibility will mean an increase in responsiveness, something lacking in the present structure.

Populations of beneficiaries such as individuals with diabetes are an excellent example. South Carolina
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™ in the nation for prevalence of diagnosed diabetes ™ Beneficiaries with diabetes who chose the

ranks 4
MCO option would be able to select those providers who offer special programs, or care most suited to
the patients’ diabetic needs. This will prompt managed care organizations into further refining attractive
suites or packages that meet these consumers’ demands. Furthermore the state’s rating and incentive
plan will identify those group and individual providers who provide preventive and specialty programs,
including diabetes care, consistent with national guidelines. These providers will be eligible for bonus
payments to reward outstanding performance. The current format provides no motivation for doctors and
nurses to administer even the most basic screening or diagnostic testing outside the limited range of
current Medicaid reimbursement. Perhaps most importantly, the shift from a defined-benefits program to

a consumer-centered system of choice will begin to address the long-term problem of soaring diabetes

rates by stressing preventive care.

CLIENTS EMPOWERED THROUGH CHOICE
It has been suggested that beneficiaries will be overwhelmed by choice, and make poor or uninformed

!‘xi-\-

decisions. Research tells us that there is in fact a preference by clients for control.™ This includes
vounger individuals with disabilities, as well as older populations when they have the ability to exercise
choice through family members or friends.™ The change in funding model itself seems to promote a
shift in delivery methods. and the consumer driven programs are “creating pressure to include person-
centered planning, personalized housing, independent care management and other supporis”™ among
xvi

providers.™" Not only are clients capable of choice, but this drives providers to offer more. The specifics

of the South Carolina plan match well with the direction that existing private providers envision for the

xvit

“collaboration” and “teamwork” necessary in real reform

The fundamentals of consumer-driven programs have been termed “cash and counseling” by some, and
there is a documented history of success. Variations of this program include systems in Arkansas,
Florida, and New Jersey among elderly and disabled populations. Feedback from participants in these
programs sounds far-removed from anything one might expect to hear about traditional regulatory-
modeled assistance. Kevin Mahoney, PhD., serves as the director of the National Program for Cash and
Counseling Demonstration and Evaluation, In testimony before a Congressional subcommittee he cited
the fact that 96 percent of Arkansas clients, and 97 percent of New Jersey clients claim that they would

recommend the programs. ™" In Arkansas 82 percent of clients felt the system had improved their lives,
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and 65 percent qualified it as a “great deal” of improvement. While the specific mechanisms of cash and
counseling vary from the wide rage of options provided by Healthy Choices, the underlying system of
consumer-driven care provides for generalizable results which consistently point to quality care and

consumer satisfaction,

NON-URGENT EMERGENCY ROOM VISITS
The waiver integrates proven strategies to reduce non-urgent emergency room visits. This means more

appropriate care for beneficiaries and lower costs for tax-payers.

Individuals who lack a relationship with a regular doctor or primary care provider are more likely to use

the emergency room for non-urgent needs™

. The absence of such a relationship is the most dominant
predictor of non-urgent use. Continuity of care is also associated with decreased rates of emergency
room utilization, and this has been demonstrated among both traditional and Medicaid populations.™
Counseling for the parents of Medicaid children who are receiving non-urgent emergency room
treatment leads to lower utilization rates as well ¥ Developing doctor-patient relationships, providing a
continuity of care, and using counselors to assist in decision making are all parts of the South Carolina

waiver.

Just as importamily these strategies will also address the lack of follow up care that is inherent in non-
emergency visits to emergency departments;“il The waiver is a comprehensive solution to a systemic
problem faced by beneficiaries and providers. The reduction of such nonurgent emergency usage was a
major theme of the report issued by the Governor’s Health Care Task Force.™" South Carolina Doctors
on that panel made their concerns clear when they sited this phenomenon as both a cause and symptom
of the lack of preventive care among needy populations. The proposed Medicaid waiver answers their
calt for reform in the delivery system, the promotion of individual responsibility, and greater access for

all South Carolinians to quality healthcare.

THE MARKET WILL RESPOND
Under this program the beneficiaries will exercise choice within a market structure. Health care
providers will respond in ways that attract clients through quality care. The Wall Street Journal pointed

out how the market was even able to respond to the inefficient Fee For Service model of the defined-
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benefits program.™ Since the 1990s health care providers have created managed care and disease
management plans in order to combat the failures they attributed to a lack of management and oversight
in Medicaid. As the health care industry responds to meet new demands this form of pure HMO may
someday only exist within a Medicaid supported context.™" It represents a creative attempt to work
within an inefficient system. We can and should provide our low income citizens with a better option.
Leaders in the South Carolina health care industry have already expressed their enthusiasms for patient
choice as outlined in the waivers. They have publicly voiced commitment to develop new options for

private sector implementation.™"

INTEGRATION OF APPROACHES

The value of the South Carolina plan is in its choices. In addition to the less-structured avenue there is
an option for participation in a managed care or preferred provider organization. Initial data affirm the
argument that MCOs and consumer-directed care are compatible ™" This is a system where clients can
work within the framework of their choice. The use of enrollment counselors during the initial client

selection and evaluation process, as well as the counselors’ role as an ongoing point of contact for

enrollees, helps beneficiaries make educated decisions. Such guidance is consistently identified as an

tmportant catalyst for making consumer-oriented programs successful

CONCLUSION

The explosive and undirected growth of the present defined-benefits structures threatens to diminish
resources for critical government programs like education and sfatey. Everyone, Medicaid beneficiary or
otherwise, will lose out if no changes are made. The status quo is simply not an option. Placing hope in
greater federal funding is naive and such increases would actually cost South Carolinians more due to
the changing matching structure. Providing South Carolinians in need with the best possible health care
can be accomplished within the context of 1115 waivers which develop a range of participant-driven
options. This means a systematic shift in how Medicaid operates. Individual beneficiaries become the
focus, and they are treated as empowered clients rather than members of a homogenous recipient pool.
This is a proven approach which promotes greater care and results in overwhelming client satisfaction.
As the Wall Street Journal explained, “with this waiver, the government will fulfill its duty of providing
needy citizens with the same choices that other South Carolinians have the ability to pay for™ The

state’s Medicaid beneficiaries deserve nothing less.
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