
A50-state survey conducted for
the Kaiser Commission on
Medicaid and the Uninsured

by Health Management Associates
has found that nearly all states have
taken steps
to reduce
the growth
in their
Medicaid
funding. Of the states surveyed, 41
said they had plans in place to cut
Medicaid funding growth. 

But it should also be noted that 36
states reported they had added funds
to their Medicaid programs from
sources such as general revenue,

tobacco settlement funds, and rainy-
day and trust funds, and such addi-
tions have helped them avoid making
additional funding restrictions.

The data show a worsening trend
in total Medicaid spending growth
rates. (See top chart, p. 7). After sev-
eral years of relatively low growth
rates following the disastrous opening
years of the 1990s (when there also
was a recession), growth rates are
beginning to spike again. 

As most analysts have noted, (see
bottom chart, p. 7) the reasons
include drug benefit costs, provider

Can states solve their fiscal
problems without restructur-
ing Medicaid? 

The American Legislative Exchange
Council (ALEC), a Washington, DC-
based conservative think tank for state
legislators, thinks the answer is a
resounding “No!” The group has
included a radical restructuring of
Medicaid in a proposal (see related
story, p. 4) that outlines a number of
things it believes states must do to turn
around their fiscal condition.

An ALEC Medicaid reform paper
notes that the program has gone from
$1 billion in 1967 to a budget-bust-
ing $226 billion in 2001, covering

some 40 million Americans, some-
thing the group says never should
have happened. 

“The reason for this failure,”
according to report author Richard
Teske, an independent health care
consultant and writer in Washington,
DC, who also has done work for the
Heritage Foundation, another conser-
vative think tank, “is that Medicaid’s
original structure remains essentially
intact. 

“The result is that the poorest, dis-
proportionately minority, most illiter-
ate, least educated, non-English
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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 dis-
grace,” he says.

It’s Mr. Teske’s position that the
only way to fix Medicaid is for
Congress to mandate a change from
Medicaid’s welfare entitlement
defined benefits structure to a mar-
ket-oriented defined contribution
structure and give all responsibility for
Medicaid to the states. 

He argues that the incremental
reforms of the last 30 years — health
planning, certificate of need, con-
struction moratoriums, wage and
price controls, deregulation, new fed-
eralism, acute care-long term care
swaps, mandatory managed care,
block grants, and per-capita caps —
all have failed to provide successful
reform.

Benefits approach = problems
Will all health programs designed

around three essential elements —
eligibility, benefits, and cost — Mr.
Teske argues that almost all of
Medicaid’s problems stem from its
defined benefits approach in which
eligibility and benefits are essentially
fixed and costs are the variable. 

“There are major problems with
Medicaid’s benefits structure,” he says,
“including an outdated reimburse-
ment formula, inefficient benefits
delivery, and a rigid benefits structure
that offers all benefits to all recipients
regardless of need. There are major
problems with Medicaid’s eligibility
structure, including a history of eligi-
bility gaps resulting in large poor pop-
ulations 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
assurance 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.”

A market-oriented approach
Under Mr. Teske’s proposal, states

would implement and administer a
market-oriented consumer choice
plan using a defined contribution
approach. In such a structure, costs
and eligibility are constant and bene-
fits are variable. He notes that a vari-
ant on this proposal has worked for
40 years in the Federal Employees
Health Benefit Program (FEHBP)
that covers members of Congress,
congressional staff, and 9 million fed-
eral employees and retirees. But in
contrast with Medicaid, FEHBP is
seen as providing high levels of
patient satisfaction at a controllable
cost.

Mr. Teske says the federal financial
participation should continue at its
present level in the form of a nation-
ally 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 con-
sumers would then purchase personal
insurance from a variety of state-
approved plans (including medical
savings accounts, fee for service, and
managed care) through an indepen-
dent broker. 

States also should pass small mar-
ket insurance reforms, Mr. Teske says,
with a policy goal of returning as

On-line access / Index
Back issues of State Health Watch 
may be searched on-line for a fee at
www.newslettersonline.com/ ahc/shw. 
Issues may be searched by keyword and
date of publication.

State Health Watch (ISSN# 1074-4754) is
published monthly by American Health
Consultants®, 3525 Piedmont Road, Building
Six, Suite 400, Atlanta, GA 30305.
Telephone: (404) 262-7436. Application to
mail at periodicals postage rates is pending
at Atlanta, GA 30304. POSTMASTER: Send
address changes to State Health Watch, P.O.
Box 740059, Atlanta, GA 30374.

Subscriber Information
Customer Service: (800) 688-2421 or fax
(800) 284-3291. Hours of operation: 8:30
a.m. - 6 p.m. Monday-Thursday; 8:30 a.m.
- 4:30 p.m. Friday EST. E-mail: customer
service@ahcpub.com. World Wide Web:
www.ahcpub.com.

Subscription rates: $349 per year. Two to
nine additional copies, $279 per year; 10 to
20 copies, $209 per year; for more than 20,
call (800) 688-2421. Back issues, when
available, are $58 each. 
Government subscription rates: $297 per
year. Two to nine additional copies, $238
per year; 10 to 20 copies, $178 per year;
for more than 20, call (800) 688-2421. 
(GST registration number R128870672.)

Photocopying: No part of this newsletter
may be reproduced in any form or incorpo-
rated into any information retrieval system
without the written permission of the copy-
right owner. For reprint permission, contact
American Health Consultants®. Telephone:
(800) 688-2421.

Opinions expressed are not necessarily
those of this publication. Mention of products
or services does not constitute endorsement.
Clinical, legal, tax, and other comments are
offered for general guidance only; profes-
sional counsel should be sought for specific
situations.

Vice President/Group Publisher: 
Brenda Mooney, (404) 262-5403,
brenda.mooney@ahcpub.com. 

Editorial Group Head: Lee Landenberger,
(404) 262-5483, lee.landenberger@
ahcpub.com.

Editor: John Hope, (717) 238-5990,
jghope@worldnet.att.net.

Senior Production Editor: Ann Duncan.

Copyright ©2002 American Health
Consultants®. All rights reserved.

Medicaid restructure
Continued from page 1



October 2002 State Health Watch 3

many people as possible to the private
market rather than absorbing them 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 have combined as many
disparate populations (i.e. elderly,
children, uninsured, uninsurable) in
the same one-size-fits-all medical
assistance program, Mr. Teske says,
adding that we have learned that dif-
ferent 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 mar-
ket insurance reform would provide a
seamless and greatly improved safety
net for the greatest number of
Medicaid recipients and providers
alike.

Quality shouldn’t slip
Mr. Teske insists that loss of federal

quality standards would not jeopar-
dize quality of care because states have
as much interest as the federal govern-
ment in retaining quality. 

In fact, he says, it is difficult to
explain Medicaid’s present lack of
quality and then argue for the reten-
tion of present federal regulatory
oversight.

Of course, not everyone agrees
with the significant restructuring
ALEC believes is necessary. National
Conference of State Legislatures
Medicaid expert Joy Wilson tells State
Health Watch she agrees with some of
Mr. Teske’s ideas, but disagrees with
others. 

“Primarily, I disagree with the
major premise that the problem lies
in the defined benefits approach,” she
says. 

“We see long-term care as a major
problem, and right now there is no
alternative to Medicaid for long-term
care. And we don’t think it will work

to tell people they have to purchase
long-term care insurance.” 

Ms. Wilson says the problem is
more that as a society, we haven’t
grappled with the long-term care
issue rather than a problem specifi-
cally of Medicaid. She also says Mr.
Teske doesn’t offer a way to deal with
the growing number of uninsured
people in the country. 

“[Mr. Teske’s] proposal assumes
that there is an insurance market for
medically uninsured people. But I
don’t see that demonstrated any-
where,” she says. “Using an insurance
model for a program in which the
majority of costs go to those who are
medically uninsurable just doesn’t
work.”

Questions raised
Kaiser Commission on Medicaid

and the Uninsured associate director
Victoria Wachino tells State Health

Watch that the ALEC proposal, like
all other recommendations for
change, has some significant draw-
backs. 

Significant costs to restructure
She says the costs of restructuring

can be as significant as if there was a
major infusion of money into the
program because there will be an
increase in the number of uninsured
who have to be dealt with. And she
echoes the concern that much of
Medicaid goes for long-term care
and the ALEC proposal doesn’t satis-
factorily address that aspect of the
program.

While ALEC would like to see
Congress approve the core restructur-
ing that its paper calls for, it says that
even without congressional action,
governors should apply for Section
1115 waivers to implement pilot
research programs. Governors “can
adopt the essentials of these reforms if
Congress fails to act,” Mr. Teske
writes. 

“This would force positive action
on Medicaid reform similar to what
was achieved by the dramatic leader-
ship of Wisconsin governor Tommy
Thompson in the area of welfare
reform,” he adds. 

What ALEC is looking for now is
one or more governors willing to go
out in front of the rest of the states
and seek waiver approval for some of
these changes.

[Download the ALEC Medicaid
report from http://www.alec.org.
Contact Ms. Wilson at (202) 624-
8689 and Ms. Wachino at (202) 347-
5270.] n

“[Mr. Teske’s] proposal
assumes that there is 
an insurance market for
medically uninsured people.
But I don’t see that demon-
strated anywhere. Using an
insurance model for a pro-
gram in which the majority 
of costs go to those who are
medically uninsurable just
doesn’t work.”

Joy Wilson
Medicaid Expert
National Conference 
of State Legislatures

Washington, DC
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Anew report from the washing-
ton, DC-based American
Legislative Exchange Council

(ALEC) offers 10 strategies states
should follow to cut their budget
deficits, including a radical restructur-
ing of benefits programs such as
Medicaid.

In Show Me the Money: Budget-
Cutting Strategies for Cash-Strapped
States, Manhattan Institute senior fel-
low William Eggers, author of the
report, says, “States are facing their
worst fiscal crisis in a decade or more.
As hard as it is to fathom, budget
problems in fiscal year 2003 might be
even worse than they were in 2002.”

ALEC was formed more than 25
years ago by state legislators and con-
servative policy advocates as a mem-
bership organization committed to
the notion that “the government clos-
est to the people [is] fundamentally
more effective, more just, and a better
guarantor of freedom than the dis-
tant, bloated federal government in
Washington, DC.” 

Among those who were involved
with ALEC in its formative years were
Robert Kasten and Tommy Thompson
of Wisconsin; John Engler of
Michigan; Terry Branstad of Iowa,
and John Kasich of Ohio, all of whom
moved on to become governors or
members of Congress. Congressional
members who were active during this
same period included Sens. John
Buckley of New York and Jesse Helms
of North Carolina, and Congressmen
Phil Crane of Illinois and Jack Kemp
of New York. 

In his report, Eggers say the causes
of deficits estimated at $40 billion are
clear — the recession, Sept. 11, spiral-
ing Medicaid costs, and high spend-
ing in the mid and late 1990s. 

“Add them all up,” he says, “and

you have the budgetary equivalent of
a perfect storm.”

His review of state actions to date
reveals that while many different
approaches and tactics are being fol-
lowed, there is one overriding theme
in this election year: How little can I
get away with doing?  Here are some
highlights of his review:

“Everyone is raiding the rainy-day
fund. Many states are hiking cigarette
taxes; some of the states are also plun-
dering the tobacco settlement money.
[Of course, the more cigarette tax
hikes reduce demand, the less money
the states get in tobacco settlement
money.] Another popular strategy is
rifling through other portions of the
budget — education endowments,
transportation funds — hunting for
stray money to pay down the deficit. 

“Big tax hikes are, for the most
part, politically untouchable during
this heated election season. But tar-
geted tax hikes, especially ‘sin taxes,’
with their whiff of social engineering,
are quite popular…. Many states have
tried some variety of across-the-board
spending cuts. . . . Some states have
been forced into temporary shut-
downs of major state activities. 

“The bottom line: Some states are
making serious spending cuts, but
most are not doing much to reduce
the medium- and long-term costs of
operating government. This objective
can be accomplished by reducing the
size and scope of government in
strategic and imaginative ways,
whether by reorganizing or redesign-
ing departments and programs.
Absent large tax increases, such steps
will soon become unavoidable.”

Given the reasons Eggers sites for
state budget deficits, one of his most
important recommendations is to
modernize government by reforming

entitlement programs, especially
Medicaid.

Changing entitlement structure
He says that states simply have no

chance to solve their long-term bud-
get problems if they don’t get a handle
on the rising cost of entitlements. 

“Next to the recession, the run-
away cost of Medicaid — the biggest
cost driver in most states — is the
biggest cause of the current state fiscal
crisis. Medicaid now accounts for
one-fifth of total state expenditures,
second only to education.”

With 10-year projections from the
Centers for Medicare & Medicaid
Services calling for double-digit cost
increases well into the future, states are
experimenting with a variety of
approaches to reducing Medicaid
costs, including cutting mental health
care; tightening eligibility require-
ments; reducing payments to
providers; lowering drug costs through
use of generic drugs and drug rebates;
and reducing coverage for acupunc-
ture, podiatry, dental care, home
health care, and chiropractic care. 

“Some of these proposals make
sense,” Eggers says. “Some will even
save money. But none of them are
likely to have more than a marginal
impact on the long-term problem of
rising Medicaid costs.” 

He says that the real problem (as
outlined in an ALEC Medicaid study;
see cover story) lies in Medicaid’s
defined benefits structure, which fixes
benefits and eligibility and makes
costs variable — a recipe for skyrock-
eting costs. The most promising
reform plans from Eggers’ viewpoint
allow consumers to choose among
multiple providers; customize benefits
according to patients’ needs and cir-
cumstances; target benefits to the

As states stagger into worse crisis in a decade,
report targets budget-cutting for Medicaid



truly needy; and recognize that the
Medicaid population consists primar-
ily of three distinct groups — older
people, blind and disabled people,
and low-income families — each of
which needs to be treated differently.

Egger’s recommendations for enti-
tlement program reform include:
• Adopt market-based, consumer-

choice Medicaid reform under
which consumers are given vouch-
ers or refundable tax credits to pur-
chase personal insurance through
independent brokers from a variety
of state-approved plans, including
medical savings accounts, fee-for-
service plans, and managed care
plans. This approach would require
a change in federal law to turn
Medicaid over to the states. Absent
such a change, some of it could be
accomplished through Medicaid
consumer-choice waivers.

• If comprehensive Medicaid reform
is not possible, reduce costs
through more targeted approaches
such as implementing home- and
community-based alternatives to
institutional long-term care; insti-
tuting private pharmacy contracts
to manage drug consumption;
imposing copayments; contracting
for specialized services; eliminating
coverage of optional services; using
buying pools; and changing the
service utilization of existing popu-
lations. Eggers says use of disease
management programs has been
one of the most successful
Medicaid reforms.

• Use technology to reduce fraud,
abuse, and overpayments. Currently,
Eggers says, billions of dollars worth
of welfare and Medicaid benefits go
to people who are ineligible for the
programs. Data brokers and on-line
eligibility systems can help fix the
problem by instantly verifying the
income and assets of Temporary
Assistance for Needy Families
(TANF)  and Medicaid applicants. 
Other strategies for cutting state

costs and reforming government pro-
posed in the ALEC paper are:
• Reduce work force costs since state

employee salaries and benefits
account for a large portion of state
costs. “Most states,” Eggers says,
“will find it almost impossible to
balance their budgets without
impacting their employees.”

• Impose broad-based spending cuts,
even though they are not the best
approach because they don’t pro-
vide any guidance about what ser-
vices government should deliver or
how services should be delivered.

• Sell or lease government assets or
enterprises to private entities, turn-
ing dormant physical capital into
financial capital that can be used
for more pressing needs such as
rebuilding decaying infrastructure,
reducing debt, or cutting taxes.

• Introduce competition into service
delivery because private vendors
often are able to produce savings
through innovation, advanced
technology, and a commitment to
customer service. Also, Eggers sug-
gests, once public employees are
exposed to competition, they will
find ways to reduce their own costs.

• Reduce or eliminate programs that
perform poorly. Eggers says that
governments typically focus on
inputs, measuring the quality of a
service by the amount of money
spent on providing it. In such a
system, he says, poor outcomes
lead to more inputs rather than an
improved process. If the perfor-
mance measurement and budget-
ing systems implemented in the
1990s are going to work, all state
programs have to be graded on
their performance (see related
cover story on outcomes measure-
ment in Medicaid) and resources
shifted from those that perform
poorly to those that are successful.
Programs that continue to fail over
time should be eliminated entirely.

• Reward employees for saving

money. Eggers says that while most
public employees are smart, indus-
trious people, traditional state
compensation systems treat all
workers the same, giving them lit-
tle incentive to increase efficiency
and perhaps even rewarding ineffi-
ciency. He suggests finding ways to
link pay to performance such as
performance contracts and perfor-
mance bonuses.

• Reduce duplication and overlap.
With duplication and overlap cost-
ing billions of dollars, the first steps
should be to implement perfor-
mance-based budgeting, coordinate
information technology purchases,
and consolidate state data centers
and small state agencies.

• Use technology to slash overhead.
The private sector has started to real-
ize cost savings and productivity
increases from information technol-
ogy investments not yet seen in
states, Eggers says. He suggests that
what’s needed is a willingness to
adopt new approaches based on
information technology such as e-
procurement and web-based human
resources and payroll services.

• Create cost-cutting brigades, pow-
erful independent agencies that
conduct periodic top-to-bottom
reviews of state programs, agencies,
and departments and make recom-
mendations to maintain, eliminate,
redesign, or restructure them.
“It is important to remember,” the

report concludes, “that no matter
how successful state governments are
in employing short-term measures to
close deficits, the seeds of fiscal crisis
will remain. Only by fundamentally
restructuring government will state
policy-makers be able to contain
spending growth and return account-
ability to state finance.”

[Find additional information and
download the full report from
http://www.alec.org. Contact Eggers at
(202) 223-5450.]  n
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rates, enrollment, and long-term care
costs.

Victoria Wachino, Kaiser Commis-
sion associate director, who put
together an analysis of the data com-
piled by Health Management
Associates, tells State Health Watch that
it is hard to generalize about state
actions because “every state is in a dif-
ferent situation. We get very concerned
when states look at major changes in
eligibility. At least four states have
scaled back eligibility and others are
modifying benefits and increasing cost-
sharing requirements. Those kinds of
moves are very controversial because of
their impact on the indigent.”

Variety of state actions likely
Actions states are planning for fiscal

year 2003, according to Ms. Wachino’s
analysis, include prior authorization
for some prescription drugs; preferred
drug lists; lower payments for drug
products; Rx drug copays; payment
cuts, freezes, or limited increases for
providers; cuts and restrictions in eligi-
bility and benefits; and cuts and freezes
in administrative budgets.

The report says that “states’
Medicaid cost-reduction plans for fis-
cal year 2003 will reduce the growth
of their financial commitment to the
Medicaid program, freeing limited
state funds and helping to balance
state budgets. However, these reduc-
tions have an impact on Medicaid
beneficiaries, health care providers,
and state treasuries.”

Because few Medicaid beneficiaries
have access to alternate sources of
insurance, reductions in eligibility are
likely to mean that some beneficiaries
will become uninsured. And reducing
the benefits the program covers or
imposing substantial cost-sharing
charges may leave beneficiaries unable
to obtain the medical services they
need. Some providers also may leave

the program when faced with lower
payment levels.

The study also suggests the possi-
bility that some providers will find
they are providing increased levels of
uncompensated care as a result of
Medicaid actions taken in some states.
There also is a potential negative finan-
cial impact on states when they cut
Medicaid funding because of the way
the federal match works. How much
federal funding any given state stands
to lose depends on its matching rate,
which varies from 50% to 70% in FY
’03. Thus, in a state with a 50% match
rate, such as New York or Illinois, $1 in
federal funds will be lost for every $1 in
state funding reductions. And in a state
with a 75% match such as West
Virginia, the state loses $3 in federal
funds for every $1 that it cuts.

Ms. Wachino says that in Missouri,
changes to Medicaid include reducing
parent coverage, modifying the med-
ically needy spend-down policy, elimi-
nating adult dental coverage, changing
pharmacy policies, and reducing the
rate paid for some medical services.
The changes will result in an esti-
mated total savings of some $140 mil-
lion to the state in FY ’03, but because
of Missouri’s 61% matching rate, the
state will lose approximately $221
million in federal funds as a result of
the cutbacks.

Unfortunately for state officials,
Ms. Wachino’s analysis is that as diffi-
cult as the choices states faced in
preparing their 2003 budgets were,
they are likely to become even more
difficult in the months ahead. That’s
because state revenue growth will lag
behind any economic recovery and
there also is the possibility that eco-
nomic conditions generally will not
improve as quickly as now hoped. 

She says there also is some evi-
dence that states have underestimated
the health care spending pressures
they will face in coming years. Survey
data indicate that on average, state
legislatures appropriated an increase

in Medicaid funds of only 5.3% for
FY ’03, even though state Medicaid
costs have risen at 9% to 13% over
the last three years. 

“Because the growth of underlying
health care costs is likely to continue,”
she says, “it seems reasonable to
expect that this fiscal year legislatures
will face Medicaid costs that outpace
the low levels states have appropri-
ated. In addition, many states are
exhausting sources of funds that can
temporarily fill budget gaps.”

Ms. Wachino concludes that the
number of states choosing to make sig-
nificant reductions in their Medicaid
funding is likely to increase in the
months ahead. Since the federal gov-
ernment also is experiencing reduced
revenues and increasing deficits, signif-
icant federal fiscal relief to states seems
unlikely. (And in fact, Centers for
Medicare & Medicaid Services direc-
tor Tom Scully warned this summer
that states should not expect financial
help from Washington.) 

“Unless fiscal conditions improve
and the rate of growth in Medicaid
spending slows significantly,” she says,
“state officials will face even more dif-
ficult decisions ahead.”

Their job will not be made any
easier by advocates for key Medicaid
constituencies who are prepping their
members to lobby for continued
Medicaid spending. A paper devel-
oped by the Washington, DC-based
American Association of Retired
Persons (AARP) for its senior citizen
members points out that in times of
economic crisis, there are four actions
a state can take to address a deficit —
cut spending, increase revenue,
spend-down reserve funds, and look
to short-term accounting fixes. All
states are considering one or more of
these options, AARP warns.

The group suggests reminding law-
makers about the potential loss in fed-
eral dollars as a result of Medicaid cuts,
even while acknowledging that
Medicaid spending is growing at a rate

Kaiser survey
Continued from page 1
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that would be difficult to sustain even
in times of strong revenue collections.
“When spending is increasing at
unsustainable rates, prescription drugs
and long-term care services become
probable targets because they represent
a large percentage of Medicaid spend-
ing. Yet if reductions are made to those
Medicaid benefits, the elderly and dis-
abled will be directly affected because
they are the largest users of prescription
drugs and long-term care services.”

Advocates need to be aware, AARP
says, that states usually follow some
basic rules of thumb for reducing
Medicaid expenditures: 
1. Reduce or eliminate staff and

impose travel and hiring freezes.
2. Cut provider reimbursement rates.
3. Increase or start copayments and

cut the amount, duration, and
scope of optional benefits.

4. Drop optional services such as
vision, dental, chiropractic, and
podiatric care.

5. Tighten eligibility criteria and
limits. 
When advocates know the basic

strategies and look into how their state
responded in the past, they then need
to realize that opposing one cut in
Medicaid could result in an undesir-
able cut of another Medicaid benefit. 

“Advocates should weigh the pros
and cons of increasing revenues to
reinstate Medicaid costs,” the train-
ing paper says. “It makes sense to
increase the cigarette tax to support
health and human services rather
than cut health care. It also is logical
to advocate spending rainy-day or
surplus funds instead of cutting
Medicaid benefits and losing federal
matching funds.”

The AARP document details the
ways in which each individual state is
trying to cut its Medicaid spending.

AARP legislative representative
Cathy McDougall tells State Health
Watch that states are looking at changes
to Medicaid because the program rep-
resents such a large expenditure. 

She says members of AARP benefit
from optional services and prescription
drug coverage often provided through
Medicaid. 

“Right now, states are tinkering
with their programs. Nothing major
has happened yet. We don’t foresee
any major groups being cut out of
Medicaid completely. It’s too much of
a revenue generator, and it’s not popu-
lar to hurt people who have great
needs.” Ms. McDougall says she

thinks a long-term solution to state
problems with Medicaid may lie in a
federal prescription drug benefit that
would not require any state money,
freeing state funds to go toward long-
term care costs and helping people
stay in their homes as they age.

[Download the Kaiser report from
http://www.kff.org. Contact Ms.
Wachino at (202) 347-5270 and Ms.
McDougall at (202) 434-3933.]  n

Source for both charts: Kaiser Commission on Medicaid and the Uninsured, Washington, DC.



In searching for a bright spot in the
budget crisis hanging over states in
2002, Portland, ME-based

National Academy for State Health
Policy (NASHP) executive director
Trish Riley says that economic reces-
sions “breed state reforms that fuel
federal reforms.”

Ms. Riley made her observation as
she opened the plenary session on the
first day of this year’s 15th annual
state health policy conference Aug. 5
in Philadelphia. Addressing the con-
ference theme, “Necessity is the
mother of invention. . . . State health
policy meeting the budget challenge,”
Riley reviewed the economic statistics
that describe states in crisis and cau-
tioned that recovery is 12 to 18
months away, and then only if there is
not the second recession that some
economists think will come.

The current deficit hits states
harder than did the one in 1990-91,
she said. The shortfall in the 1990s
was 6.8% of the budget and saw 36
states cut budgets. This year, the
deficit represents 8% of the budget
and 45 states have cut their budgets. 

Ms. Riley said that federal tax
reforms will hurt states and delay
recovery. A phase-out of the estate tax
will cost states $75 billion over 10
years, while the economic stimulus
package will cost states $15 billion
over three years. 

In addition, she reported, tobacco
settlement revenue is declining by
1.5% a year, and that decline is
expected to continue so that states
will receive 20% less than projected
in 2010.

But Ms. Riley also looked at earlier
recessions and the positive state initia-
tives that came out of them. From the
recession in the 1970s came Hawaii’s
insurance mandate and Medicaid’s
home- and community-based service
waivers. The recession of the ’80s 

saw state reforms, creation of health
plans for children, state rate-setting, and
statewide
Medicaid
managed
care pro-
grams. And the 1990s brought insur-
ance reforms, creative use of waivers,
and purchasing cooperatives.

“The question we have to look at
now is what the next reforms will be
after the 2002 recession,” she said. 

“It feels like there’s no more magic 

bullets,” Ms. Riley added.
A glimpse into a possible answer to

that question was offered by keynote
speaker Reed Tuckson, senior vice
president of Minnesota’s United
Health Group. Working from the
Institute of Medicine’s (IOM) March
2001 report Crossing the Quality
Chasm, Mr. Tuckson said a 10-year
strategy is needed to close the major
gap that now exists between the care
that people receive and the care that
they should receive. (See box, below.)
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NASHP Conference: ‘From recession comes reform’

SHW at the 2002
NASHP Conference

The IOM’s Aims and Rules

In its March 2001 report Crossing the Quality Chasm, the Institute of
Medicine in Washington, DC, lists the following aims for a new health sys-
tem and rules for patient-clinician relationships. (See related story, above.)

AIMS
1. Care should be safe, and patients should not be harmed by care

intended to help them.
2. Care should be effective, based on sound scientific knowledge.
3. Care should be patient-centered, respectful, and responsive to individ-

ual preferences, needs, and values.
4. Care should be timely, with unnecessary waits and potentially harmful

delays reduced.
5. Care should be efficient, not wasteful of equipment, supplies, ideas, or

energy.
6. Care should be equitable and not vary in quality because of patient

characteristics such as ethnicity or geographic location.

RULES
1. Care should be based on continuous healing relationships.
2. Care should be customized-based on patient needs and values.
3. Control should reside with patients, who are given the necessary infor-

mation and opportunity to exercise the degree of control they choose
over health care decisions that affect them.

4. Knowledge and information should be shared with patients.
5. Clinical decisions should be evidence-based.
6. The care system should be safe.
7. The health system should be more transparent.
8. The health system should anticipate patient needs rather than simply

react to events.
9. The health system should not waste resources or patient time.
10. There should be more cooperation among clinicians to ensure an

appropriate exchange of information and coordination of care.



He reviewed the problems with
today’s health care system cited in the
report. 

First, there is a need for both med-
ical and
nonmed-
ical ser-
vices to
be integrated and coordinated to

address chronic diseases and the aging
population. Second, the system is
complex and unable to translate new
knowledge into practical application.
Third, the system is fragmented and
poorly coordinated and lacks even a
rudimentary clinical information
capability. And finally, there is an
absence of coordinated planning and

strategic vision.
In Crossing the Quality Chasm

(available to be read on-line at
www.nap.edu), the IOM outlined six
aims for improvement to be carried
out through 10 new rules to guide
patient-clinician relationships in the
21st century. 

And the group called on Congress
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Speakers stress the need 
to show Medicaid outcomes 

Speakers at a session on “What Really Happened
and What Will Happen to Health Programs in
Budget Cuts” at the 15th annual State Health

Policy Conference held in Philadelphia, sponsored by
the Portland, ME-based National Academy for State
Health Policy, cited a need for state agencies to be much
more explicit in defining outcomes for Medicaid and
other health programs and then measuring their success. 

This fits closely with the notion in the American
Legislative Exchange Council proposal (see cover story)
that state programs that can demonstrate success should
be rewarded.

Neil Bergsman, executive director of Maryland’s
Department of Budget and Management and president-
elect of the National Association of State Budget
Officers, told the group that fundamental changes in
Medicaid are going to be needed in the long term, and
that those changes will require “relating Medicaid spend-
ing increases to real-world health outcome results.”

“My guess is that it’s going to be necessary to demon-
strate a strong effort in controlling expenditures,”
Bergsman said, “before policy-makers will consider gen-
eral tax increases. In an election year, what you’ve cut
until now won’t count.”

Bergsman said that agency personnel involved in the
struggle for Medicaid funding in a time of limited and
declining budgets need to understand that the battlefield
has changed from what it was 10 years ago.
“Performance budgeting is really happening in states
now,” he declared. “By and large, the competition is
ahead of Medicaid in formulating outcome measures
and using them to sell budget increases. You need to
catch up. You need to point to outcome results. Just
looking at enrollment times utilization times rates is not
going to be as compelling an argument as it was 10 years
ago. Simply providing coverage — having a card in your
wallet — is not an outcome. You have to do a much better

job of looking at the health status of your clients and
pointing to what the increased funding you are asking
for does for those people.”

Another panelist, Rockefeller Institute of
Government senior fellow James Fossett said that to
date, other areas of state budgets have taken bigger hits
from budget cutters than has Medicaid. He said possible
approaches for those who want to help Medicaid could
be to show state officials how they can bring in more
money, talk about Medicaid as an economic develop-
ment program that supports many jobs in local commu-
nities, and try to develop supportive constituencies.

The notion of fundamental structural changes to the
Medicaid program brought a question from panel modera-
tor Linda Wertz, Texas deputy commissioner for Medicaid
and Children’s Health Insurance Program, on how there
can be discussion of fundamental change when there are
mandatory services, mandatory providers, mandatory pop-
ulations, and mandatory reimbursement levels.

Bergsman suggested that the federal government will
have to change the program, giving states flexibility to
identify and measure the outcome results that they try to
achieve for low- and moderate-income citizens and also
provide more flexible funding arrangements with the
federal government that allow states to implement strate-
gies affecting provider reimbursements and public health
interventions.

Fossett said it will be important for states to invest in
systems and staff who know how to set and measure
outcomes. States, he said, are caught between being able
to get data needed to show they’re making the kind of
impact they want to make and the market flexibility
needed as purchasers to be able to change along with
developments in the larger marketplace.

From the audience, Minnesota health commissioner
Jan Malcom said that using outcomes measurements pro-
duces a need to have an impact on preventable conditions.
“We’re not doing nearly enough to look at what’s driving
the trend lines in Medicaid expenditures — health condi-
tions and their underlying causes,” she said. “We need
better data on the impact of prevention strategies.”  n

SHW at the 2002
NASHP Conference



to create a $1 billion innovation fund
to help subsidize promising projects
and communicate the need for rapid
and significant change throughout
the health system.

Technology plays central role
One of the key elements cited by

the report authors and stressed by
Mr. Tuckson in his address was the
central role information technology
must play in any redesign of the
nation’s health care system if there is
to be a substantial improvement in
quality of care. 

“The committee recommends,”
the report said, “that Congress, the
executive branch, leaders of health
care organizations, public and private
purchasers, and health informatics
associations and vendors should
make a renewed national commit-
ment to building an information
infrastructure to support health care
delivery, clinical and health services
research, and clinical education.”

Mr. Tuckson said that it is impor-
tant that people receive the informa-
tion they need to make their own
health care choices and called for
patients to be coached in evidence-
based decision making. He pointed
out how automatic teller machine
networks allow people to withdraw
money from their bank accounts any-
where in the world and asked, “Who
decided that banking was good to fix
this way, but not health care?” 

Moving beyond the divide
He acknowledged that there

would be privacy concerns, but called
on state attorneys general and others
to look for ways to provide for a free
interchange of health care informa-
tion rather than erecting barriers.

“We need to move beyond the
public/private divide,” Mr. Tuckson
declared. “We have to partner with
the people who have data so we can
provide the comprehensive services
people need.”  n
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The mid-August release by the
U.S. Department of Health
and Human Services’ compre-

hensive patient privacy regulations
renewed the loud debate over
whether they actually help or hurt
people. 

The regulations announced by the
Bush administration to take effect
next April are significantly different
in some respects from those first pro-
posed by the Clinton administration
in December 2000.

Secretary of Health and Human
Services Tommy Thompson says the
initial proposal had to be changed “to
address the serious unintended conse-
quences of the rule that would have
interfered with patients’ access to
quality care. 

For example, patients would have
been required to visit a pharmacy in
person to sign paperwork before a
pharmacist could review protected
health information in order to fill
their prescriptions. Similar barriers
would have arisen when a patient is
referred to a specialist and in other
situations.

“We took great care to make sure
we weren’t creating greater hardships
or more health care bureaucracy for
patients as they seek to get prompt

and effective care. The prior regula-
tion, while well-intentioned, would
have forced sick or injured patients to
run all over town getting signatures
before they could get care or medi-
cine. This regulation gives patients
the power to protect their privacy and
still get efficient care,” Mr.
Thompson says.

Privacy efforts at risk
But privacy advocates think the

administration has changed things
much more than necessary, and in the
process, has actually hurt efforts to
protect privacy. Washington, DC-
based Georgetown University Health
Privacy Project director Janlori
Goldman says that with the changes,
the department has eliminated the
patient consent requirement and
opened the door for use of people’s
medical records for marketing pur-
poses without notice or consent.

“Today’s changes will undermine
patient control over private medical
information and further erode patient
trust in the health care system,” Ms.
Goldman said. 

“Already, privacy concerns drive
people away from the health care
system. Data show that one in six
people engages in privacy-protective

Debate over privacy regulations continues
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behaviors. These behaviors include
‘doctor-hopping’ to avoid a consoli-
dated medical record, paying out-of-
pocket to avoid disclosure to their
insurance company, giving inaccu-
rate or incomplete information
about their medical history, asking
doctors not to put information in
their medical record, and failing to
seek care altogether. 

“People are often forced to put
their own health care at risk in order
to prevent their sensitive medical
information from being used outside
the health care context by employers,
drug companies, and others,” she
points out.

HHS says that under its regula-
tion, patients must give specific
authorization before entities covered
by this regulation could use or dis-
close protected information in most
non-routine circumstances, such as
releasing information to an employer
or for use in marketing activities.
Doctors, health plans, and other cov-
ered entities are to follow the rule’s
standards for use and disclosure of
personal health information.

Providing written notice
Covered entities generally will need

to provide patients with written
notice of their privacy practices and
patients’ privacy rights. 

The notices are to contain infor-
mation that is useful to patients
choosing a health plan, doctor, or
other provider. Patients generally will
be asked to sign or otherwise
acknowledge receive of the privacy
notice from direct treatment
providers. 

But Ms. Goldman says the original
privacy regulation’s requirement that
health care providers obtain written
consent of patients before using or
disclosing protected health informa-
tion should have been retained. 

“Seeking prior consent gives
patients the power to decide whether
to entrust others with their private

medical information, under what
circumstances, and for what pur-
poses,” she says. 

“A patient consent requirement
does more than give patients control
over the health information; it is the
best way to ensure that patients
actually know how their health
information will be used or dis-
closed and know what their privacy
rights are. 

“The process of obtaining consent
defines an initial moment during
which patients can raise questions
about privacy concerns and learn
more about options available to them
. . . . Notice alone does not provide a
comparable opportunity for dialogue
or understanding,” Ms. Goldman
explains.

Redefining marketing
On the other major area of con-

cern, marketing, HHS says that phar-
macies, health plans, and other
covered entities must first obtain an
individual’s specific authorization
before sending marketing materials.
But the rule also permits doctors and
other covered entities to communi-
cate freely with patients about treat-
ment options and other health-related
information, including disease man-
agement programs. 

The agency says that the improve-
ments made to the final rule
“strengthen the marketing language
to make clear that covered entities
cannot use business associate agree-
ments to circumvent the rule’s mar-
keting prohibition. 

“The improvement explicitly pro-
hibits pharmacies or other covered
entities from selling personal medical
information to a business that wants
to market its products or services
under a business associate agree-
ment,” HHS explains.

Ms. Goldman counters that what
HHS actually has done is allow the
use of health information for com-
mercial types of communications that

most people would consider to be
marketing. “Although, the modified
regulation requires prior authoriza-
tion for ‘marketing,’ it defines the
term so narrowly that it does not
include many of the aggressive drug
marketing tactics that have recently
been in the headlines,” she says. 

“For instance, the regulation per-
mits pharmacies to receive money
from drug manufacturers to data-
mine patient prescriptions and to
send to targeted patients letters
encouraging them to switch to the
manufacturer’s brand of drug,” Ms.
Goldman adds. 

Financial over medical reasons
“These communications are not

necessarily based on what is medically
best for the patient, but are sent due
to financial incentives [an activity that
most people would consider to be
‘marketing’]. 

“However, because this activity is
not defined as marketing under the
regulation, pharmacies do not have to
obtain the patients’ prior permission
to use their health information for
this commercial purpose,” Ms.
Goldman explains.

In fact, the prior authorization
requirement applies only to materials
that encourage the purchase or use of
products and services that are not
related to health care,” she says.

Ms. Goldman says that in addition
to changing the definition of market-
ing, the final rule also makes two
other changes to the regulation as
proposed by the Clinton administra-
tion. First, pharmacies never have to
give patients an opportunity to be
removed from the mailing list for let-
ters. And they also don’t have to tell
patients that a drug company is pay-
ing them to send the letters.

[Download the regulation and other
HHS materials from http://www.
hhs.gov. Contact Ms. Goldman at
(202) 687-0880.] n
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Legal drug-runners fill Medicaid gaps 
GRAND COULEE, WA—Keith Houtz walks out of

a pharmacy, his arms full of other people’s drugs. He’s a
legal drug-runner on a mission of mercy — a seven-hour
drive through Okanogan, WA, orchards to deliver
painkillers, insulin, and anti-depressants to Medicaid
patients whose pharmacies cut them off. “I like to visit
folks,” said Houtz, his cowboy boots light on the gas pedal
as he heads out on a searing recent day. “And they’re
happy I bring the supplies. That makes me feel neat.” The
folks he visits are caught between indignant pharmacists
and Washington state Medicaid managers.

Lawmakers slashed $22 million from pharmacists’ reim-
bursements last session in a bid to reduce a deficit that still
rang in at $1.6 billion. Medicaid officials suggested the cut,
believing pharmacies would keep serving the state’s
500,000 Medicaid patients. They didn’t. On Aug. 1, all
but one of the nine pharmacies in Okanogan County cut
off Medicaid clients, citing concerns about solvency. That
left many of the 4,630 county residents on Medicaid 100
miles from a pharmacist willing to serve them.

The same story is playing out in rural counties
statewide, Medicaid officials concede. No pharmacy in
Pacific County will accept Medicaid, and at least a half

dozen backed out in Yakima. So the state Department of
Social and Health Services (DSHS), which manages
Medicaid, has come up with a stopgap solution: Houtz
and other members of its fleet of “transportation brokers,”
who until now have mostly shuttled rural Medicaid
patients to dialysis for 34.5 cents a mile. With hundreds of
drivers making such runs, the $40 million DSHS allocated
for contracted transportation brokers may not last long.

“The state is being penny-wise and pound-foolish,”
said David Sclar, a pharmacoeconomist in Washington
State University’s College of Pharmacy. He predicts rising
costs elsewhere in the Medicaid program. “Pharmacies are
one thing we pay for that saves us from more expensive
doctor visits, hospital visits. . . .  DSHS is looking at phar-
macy reimbursements in isolation and not on what this
will cost on a system level.”

—Associated Press, Aug. 19

Lawsuit plans ‘ridiculous,’ says Medicare director
DES MOINES, IA—Medicare’s top administrator

have lashed out at Iowa’s governor and attorney general,
saying a planned legal challenge to his agency’s treatment
of the state is ridiculous and absurdly irresponsible.
“They’re kidding themselves — and if they actually claim
to have good legal guidance, they’re crazy,” said Tom
Scully, the head of Medicare and Medicaid Services. Gov.
Tom Vilsack and Attorney General Tom Miller have said
that they planned a formal appeal of Medicare formulas
that they say are shortchanging the state hundreds of mil-
lions of dollars. They said Mr. Scully’s agency is failing to
follow a clause, written by Congress, requiring that states
be treated with “actuarial equivalence.” The controversy
centers on complicated financial calculations that favor
more populous states. Iowa ranks near the bottom on
many measures of spending by Medicare, the giant health-
insurance program for the elderly. Critics say the situation
has led to a $1 billion annual shortfall that is crippling the
state’s health care system.

Mr. Scully said he and his boss, Health and Human
Services Secretary Tommy Thompson, are sympathetic to
the plight of Iowa and other small states. “We’ve bent over
backwards trying to help,” he said. In fact, Mr. Scully said,
the department has been taking criticism from urban
states for those steps. The law prevents them from doing
more, he said, and if Iowans want improvements, they
should look to Congress, not the courts.

—Des Moines Register, Aug. 21

Clip files / Local news from the states
This column features selected short items about state health care policy.

Patricia Butler, JD
Health Policy Consultant

Boulder, CO

A. Michael Collins, PhD
Director of Consulting Services

Government Operations Group
The MEDSTAT Group

Baltimore

Robert E. Hurley, PhD
Associate Professor

Department of Health Administration
Medical College of Virginia

Virginia Commonwealth University
Richmond, VA

Vernon K. Smith, PhD
Principal

Health Management Associates
Lansing, MI

EDITORIAL ADVISORY BOARD


	top: 
	bottom: 


