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The Senate Finance Subcommittee on Rising Medical Costs submits this report regarding our charge.
We thank you for the opportunity to investigate this very important issue.

The Subcommittee has outlined a series of options for the 78th Legislature to consider while
developing the 2004-2005 state budget.

Respectfully submitted,

Robert Duncan, Chair Senator Carlos Truan

Sem{f/o‘r Gonzalo Barrientos

aifjoy Fraser ﬁ? Steve Ogdéﬁ

oo

Senator Todd Staple”

CaPITOL OFFICE:

1001 MAIN STREET 1790 LEE TREVING DRIVE b goé):xﬁsé;ss 1330 EAST BTH STREET 401 AuSTIN
: 0.
SUITE 608 SUITE 209 AUSTIN, TEXAS 78711 SUITE 322 SuITE 101

LuBBOCK, TEXAS 79401 EL Paso, TEXAS 79936 (512} 463-0128 0O0ESSA, TEXAS 79761 BIG SPRING, TEXAS 79720
{BOB) 762-1122 {915) 629-8880 (800) 322-9538 (915) 334-8638 (915) 268-2909
Fax (BO6) 749-2828 Fax (915) 629-8881 Fax (915) 334-8868 Fax (915) 268-9899

Fax (512) 463-2424
TCD 1-80C-735-2989



Junith Zaffirini

U pnunittees o Tommittees
Frcation, Bice Chair Q%Siate ﬁlmaiur, l'_’EIEh‘IEt 21 Abdministration
Hinance Jiresident Jro Tempore, 1997 Redistricting
January 13, 2003
The Honorable

Senator Robert Duncan

Chair, Senate Finance Subcommittee
on Rising Medical Costs

P.O. Box 12068

Austin, Texas 78711

Dear Chair Duncan:

Thank you for your leadership and hard work in developing the Senate Finance
Subcommittee on Rising Medical Costs Interim Report. I especially appreciate your
listing the options submitted to our committee as possible solutions, rather than your
developing recommendations that would have resulted in divided votes. This
approach is modeled in other reports, including the one issued by the Joint Interim
Committee on Health Services. Clearly, as the 78th Legislature faces critical funding
challenges, all options suggested by advocates, agencies and legislators must be
evaluated.

Facing budget shortfalls, a slowly recovering national economy and a sluggish job
market, we must be mindful of the effects that some of these options could have. It 1s
during such economic instability that some low-income Texans may most need the
support of strong safety nets such as Medicaid and CHIP. Accordingly, we must
understand the long-term effects that some of the options presented in this report
could have as we continue to strive to improve the health of the people of Texas.

May God bless you.
Very truly yours,

Judith Zaffirini
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Introduction

The Senate Finance Subcommittee on Rising Medical Costs operated under the direction of the
following charge issued by Lieutenant Governor Bill Ratliff:

Study the issue of rising medical costs and its impact on the state budget, including
health and human services, correctional managed health care, education and state
employee benefits. The Subcommittee may review private pay insurance. The
Subcommittee’s report should recommend ways to control cost increases and identify
best practices and opportunities for savings.

The subcommittee held three hearings. The first two focused on state agencies whose budgets are
affected significantly by rising health care costs. The final hearing sought comment from private
sector stakeholders. In each of theses hearings, the subcommittee asked the agencies to provide a
funding chart and lists of top medical procedures and pharmaceuticals. These documents were
intended to supply a similar method of comparing expenditures and cost drivers. This information
can be found as Attachments D-J.

Rising health care costs are a significant issue for most states, the federal government, private
industry, and individual citizens. Twenty-four states report that Medicaid and other health care
expenditures are over budget through the early months of FY 2003, according to the National
Conference of State Legislatures. All state agencies reviewed by this subcommittee are requesting
additional funding for the upcoming biennium to address deficits and rising costs.

State spending on health care programs in Texas has been increasing steadily for the past several
years. Since 1998, state expenditures on health care have increased from $10.9 billion annually to
$16.8 billion, a 53.2 percent increase. This represents an infusion of close to $6 billion new dollars
for health care in Texas in just four years. This trend of increased funding is projected to continue
for the foreseeable future.

Thirty-six percent of the state’s growth in spending was related to increases in medical costs and
prescription drug spending, according to the Legislative Budget Board. The remaining 64 percent
was attributable to increases in participation levels or people served.

To control these escalating costs, all state health plans have implemented various cost management
techniques. These initiatives include formulary restrictions, utilization reviews, cost sharing, and
administrative adjustments. Some have worked better than others. Despite these efforts, exponential
growth in rising health care expenditures has merely slowed.
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As the state’s population continues to grow and as new medical technologies emerge, it will be an
ongoing challenge to manage the state’s health care costs. However, without workable solutions the
viability of many state programs is at risk.

There is no question the growth in health care-related costs will be a focus during the 78" legislative
session because this growth contributes significantly to projected budget shortfalls. However, each
of these health care programs enjoys the support of strong and influential constituencies. It is likely
that any initiatives designed to substantially control growth or costs in these programs will be subject
to stiff political opposition. Further, court challenges to prevent or delay implementation of any
reductions may be expected. The key challenge for the 78" Legislature will be to find general and
political consensus.

This report provides a variety of options that address each of the health care cost drivers. These
options were provided to the subcommittee and are presented only as possible solutions. The
committee takes no position as to the viability or feasibility of these suggestions. The 78th
Legislature will face a challenging session with budget shortfalls and growing needs. It is the hope
of the subcommittee that these suggestions will provide framework and guidance for the difficult
choices ahead.
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Medicaid
Background

Medicaid is a federal/state program that pays health care expenses for low income people who meet
certain eligibility guidelines. Each state has a unique Medicaid program with minimum coverage
levels for certain populations and income levels established by federal regulations. The states are
allowed to expand their individual Medicaid programs as they are able to fund. Texas, a state
considered conservative with expansion programs, spends approximately 70 percent ($22.7 billion
to maintain current services for 2004-2005) of its Medicaid appropriation from general revenue to
meet minimum federal mandates. The Texas Medicaid program covers acute care services such as
physician and medical professional services, inpatient and outpatient hospital services, lab and x-ray
services, and pharmaceuticals. Approximately 62 percent of the recipients are under the age of 21.
(See Exhibit 1.1)

Medicaid Acute Care Funding
All Funds - in millions
$9,000
$8,106
$8,000 $8,065
$7,000
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$5,000 ' $5,396
$4,509
$4,000
$3,000 \ \ \ \ \ \ \ \ \
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Exhibit 1.1

*Estimates for FY 2002-2003 are based on SB 1 Medicaid Appropriations for Texas Department of Health and
Health and Human Services Commission --only 11 months of premiums are appropriated for FY 2003).
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State Method of Finance

Funding for Medicaid has grown in recent years, from $4.5 billion in 1994 to $8.1 billion in 2003
in All Funds. Moreover, in 2001, the 77" Legislature made an emergency appropriation of $489.9
million in General Revenue to cover 2000-2001 Medicaid funding shortfalls due to caseload growth
and increases in the cost of services and prescription drugs. The Health and Human Services
Commission (HHSC) projects the 78" Legislature will face requirements for an additional $417.3
million General Revenue in supplemental appropriations, once again to cover a funding shortfall
anticipated for the 2002-2003 biennium.

Federal Method of Finance - Federal Medical Assistance Percentage (FMAP)

The Medicaid program is a state/federal partnership. Almost 60 percent of the Texas Medicaid
program is funded through federal Medicaid assistance. The federal share is not static, but is derived
annually from a formula based on each state’s average per capita income compared to the nation’s
average per capita income for the three most recent calendar years. This formula is called the
Federal Medical Assistance Percentage (FMAP). The formula for computing the FMAP is shown
in Exhibit 1.2.

FMAP =1 - (.45 * (X?/Y?),
where:
X =3 year (most recent calendar years) average of Texas per capita income, and
Y =3 year (most recent calender years) average of US per capita income,
both as provided by the Bureau of Economic Analysis.

Exhibit 1.2

The FMAP is designed to provide a 55 percent matching share to states with average per capita
personal income. However, the minimum FMAP is 50 percent and the matching rate for U.S.
territories is statutorily set at 50 percent. The maximum FMAP is 83 percent, but no state has
exceeded 80 percent since the 1960s.'

In recent years, the Texas FMAP percentage has declined from 61.36 percent in 2000 to 59.99
percent in 2003 because Texas’ average income has increased relative to the nation’s average
income. (See Exhibit 1.3) However, for 2004, the Texas FMAP will rise from 59.99 percent to
60.22 percent. Nationally, 27 states will receive an increase in the FMAP percentage in FY 2004

! Federal Funds Information for States, Issues Brief 2002-2005 Final FY 2004
FMAPs, September 24, 2002.
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and 11 will experience declines.” A possible reason for the significant number of states receiving
increases may be attributable to total national income growing only 3.3 percent in calendar year
2001, the slowest annual growth rate since 1958.

In the current biennium, 2002-2003, the Texas FMAP ranked 26th and 27th, respectively, among all
of the states and territories. In 2004 Texas will rank 26th. The Texas FMAP funding level ranking
isnotable given that Texas is ranked 10th in the percentage of people living under the federal poverty
level among all the states.> The poverty level is a key factor since it is the primary eligibility
requirement for Medicaid. However, poverty level is not a factor in determining the FMAP.

As the FMAP changes, Texas experiences changes in its level of funding for Medicaid. HHSC
estimates for FY 2004-2005 a full 1 percent change in the FMAP would roughly entail a $150 to
$160 million change in general revenue requirements for Texas. Over the last two biennia, the
FMAP changes for the second year of the biennium have required an estimated $113.4 million in
additional general revenue funds ($81.9 million for 2000-2001, and $31.5 million for 2002-2003).

FMAP Trends FFY 1992-2003
70%
<M18%:64'1M’31i42u.56% 6228% 62.45%
50% 64.44% ‘ T —=0b138% eo51% g7 6024%
50%
40% w——?&qw%
b - ogpn T 3T g S g
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Exhibit 1.3

’Id.
*Based on U.S. Census Bureau Report, March Current Population Survey (2002)
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Cost Containment Initiatives

Joint Medicaid Working Group

During the 77" Legislative Session, Senate Finance and House Appropriations committees created
a Joint Medicaid Working Group to address the rising costs of the Medicaid program. From that
work, HHSC was directed to find $205 million in general revenue savings from the Texas Medicaid
program. These initiatives, laid out in Senate Bill 1, Rider 33, included

. administrative reorganization and streamlining;

. competitive pricing for certain services; creating co-payments;
. aggressive utilization review; and

. a variety of federal waivers.

The changes must be implemented by the end of FY 2003. Some of these initiatives were abandoned
and substituted with savings located in other areas of the Medicaid budget. To date, only $5 million
in savings have been realized with $136.9 million projected savings for the remainder of the
biennium. However, HHSC reports that, with additional savings found outside Rider 33 initiatives,
(including Medicaid administrative contract revisions, hospital cost savings and improvements in
drug benefit management), the total projected savings are claimed by HHSC to be $216.6 million
for 2002-2003. (See attached summary of cost savings initiatives, Attachment A.)

To address the rising cost of prescription drugs, HHSC has implemented $60.1 million worth of cost
containment measures in the Vendor Drug Program. (See Exhibit 1.4)
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Medicaid Pharmaceutical Savings Initiatives

Initiative

FY 02-03

Move to “Best Price” Structure for Drug Pricing in Medicaid
Reimbursement formula change due to statewide audit

$15.9 million

Establish Sliding-Scale Co-payments

$2.3 million

Increase Utilization Review Activities through PGMs or in-house

. Edits added to DUR* claim rejections for Drug Interaction, $0.6 million
High Dosage, Therapy Duplications
. Maximum Daily Dose Limits $2.8 million
. Maximum Monthly Dose and Gender and Age Limits $0.7 million
. Increase early refill edit from 50% to 75% $1.2 million
. Review recipients on multiple medications $0.0 million
$5.3 million
. Audit-related Reduction in Drug Prices effective May and July $11.0 million
2001

. New MAC’ related to Federal Upper Limit price changes
effective Jan. 2002

. New MAC:s related to drugs going off patent protection
. New May ‘02 MACs not included above

. New MACs with narrow therapeutic classes

. Rebated for drugs dispensed in physician’s offices

. Physician education and utilization management

$1.6 million

$16.4 million
$0.5 million
$0.5 million
$0.2 million

6.4 million
$36.6 million

TOTAL MEDICAID PHARMACEUTICAL SAVINGS

$60.1 million

‘DUR - Drug Utilization Review

SMAC - Maximum Allowable Cost

Exhibit 1.4
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Cost Drivers

The most significant cost drivers in the Texas Medicaid program, as identified by HHSC, are
increased cost due to caseload growth and inflation and expanded utilization of the pharmacy benefit
program. Additionally, the unique challenges and costs of the dually eligible (Medicaid and
Medicare eligible) population contribute to the growth of the Medicaid budget, mostly through
pharmacy benefits.

Entitlement Program

Medicaid is an “entitlement” program. As a condition for receiving the federal match (FMAP),
Texas is obligated to provided minimum mandated services to any individual who qualifies at the
federal minimum and requests services. The Texas Medicaid program is more or less a minimum
benefit program, that does not consist of numerous expansion populations and services. Therefore,
the state is hindered in its flexibility to manage program costs. States with large optional populations
and services are better able to address their Medicaid budget crises by managing expansion
populations and services. However, Texas does not have this flexibility simply because there are few
optional populations or services where budget cuts could potentially occur. Assuming the cost
saving measures in Senate Bill 1 during the 77" Legislature are implemented, options for further
administrative savings in Texas will be more challenging.

Texas Medicaid covers children, single parents, pregnant women and poor/low-income elderly or
disabled individuals. Ofthose populations, only pregnant women, long term care and the medically
needy are optional populations to which Texas has expanded coverage beyond the federal minimum.
The federal/state funding allocation for these programs is set forth in Exhibit 1.5.
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Texas Medicaid Eligibility Levels

250

. Optional D Mandato

200

150 —

100 +——

Percent of Federal Poverty Level

0 T T T !
Children 1-5 Parent with TANF Children Long Term Care

Pregnant Women & Infants Children 6-18 88I, Aged and Disabled Medically Needy

Exhibit 1.5

Caseload Growth

As of November 2002, the average monthly enrollment in the Texas Medicaid program was
2,376,193. The average monthly caseload has increased since FY 2000 and is projected to continue
to increase during the 2004-2005 biennium. During this time of recent growth, caseload numbers
have surpassed the level appropriated for FY 2002-2003. Forecast updates now project caseload
growth for 2002-2003 to surpass budgeted levels by 227,645 clients for a total cost of $417.3 million
that will be requested in a supplemental appropriation.

InFYs 1998-2002, legislative appropriations were insufficient to fund caseload growth for Medicaid.
Supplemental appropriations were required in each session to cover this forecasting shortfall. The
actual caseload growth for those years surpassed both the requested and appropriated levels.
However, in response to projected growth, the legislative appropriation actually exceeded the
agency’s requested amount for caseload growth during 2002-2003. Nevertheless, caseload has
grown even larger than the appropriated level of growth.® The average number of Medicaid
recipients for the final year of 2002-2003 is expected to require a supplemental appropriation of
$417.3 million.

5See Selected HHS Caseloads Compared to Appropriated Caseloads, FY 1998-2003
agency document. Attachment B.
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The average monthly caseload is expected to reach 2.8 million participants in FY 2005. (See Exhibit
1.6) Thisis an increase of 18.4 percent from FY 2003. In the appropriations request for 2004-2005,
HHSC is requesting $1.54 billion to address this projected caseload growth.

Average Monthly Medicaid Caseload

2,950,000
——— Caseload 2,885,583

—+—— SB1

2,850,000
2,750,000

2,713,3
2,650,000

2,550,000

2,450,000
2,376,193
2,350,000

2,250,000

2,150,000
2,084,997

2,050,000

/2,01 1,256
1,950,000
9@0@01 o
1,849,573 1,004,048

1,750,000 \ \ \ \ \ \
FY 98 FY 99 FY 00 FY 01 FY 02 FY 03 FY 04 FY 05*

Exhibit 1.6

According to the Kaiser Commission on Medicaid and the Uninsured, the national rate of growth
for the total number of individuals enrolled in state Medicaid programs doubled from 4.9 percent in
2000 to 9.8 percent in 2001.”7 All 50 states and the District of Columbia experienced caseload
growth in Medicaid programs ranging from a low of 0.2 percent in Oregon to a high of 28.5 percent
in Arizona. Texas’ growth was 8.2 percent.

Forecasting Medicaid caseload has proven frustrating for both HHSC and the Legislature.® Medicaid
caseloads are projected using time-series models. These forecasts for both caseload and program
costs are produced for each individual population group included in the program. HHSC provides

"Kaiser Commission on Medicaid and the Uninsured, Medicaid Enrollment in 50 States,
December 2001 Data Update.

*For a detailed examination of the forecasting methodologies for HHSC programs, please

see the Senate Finance Subcommittee Report on Health and Human Services Demand,
November 2002, by Senator Judith Zaffirini.

10
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raw data for client enrollment and cost data is provided from reports of claims paid by National
Heritage Insurance Company (NHIC) and paid pharmacy claims from the Medicaid Vendor Drug
Program (VDP). HHSC applies various factors and time-series models to determine which model
performs more accurately. Adjustments are made monthly and re-run quarterly to adjust for any
changes.

Texas’ biennial legislative schedule provides unique challenges in accurately forecasting caseload
growth appropriations. The time-series models used by HHSC are more statistically reliable for 6
to 18 months. Therefore, any unpredictable factor, such as an economic downturn that may impact
poverty level, can skew caseloads from the time-series forecasts. To address the reliability of
Medicaid forecasting, HHSC has implemented checks and balance systems to ensure the most
accurate forecasts possible. HHSC contracts with an outside consultant for additional input
regarding forecasts and methodology. Also, NHIC produces independent forecasts for Medicaid.
Finally, HHSC provides caseload, expenditure data and forecasts to the LBB and the Governor’s
Office for further review and input.

Legislative Expansions

Recent legislative action has also impacted actual and projected caseload growth. Senate Bill 43,
enacted in the 77" Legislature, simplified the eligibility process and guarantees a six-month
continuous coverage for children, effective as of Feb. 1,2002. Another provision of Senate Bill 43,
effective June 1, 2003, provides 12 month continuous eligibility for children. The impact of Senate
Bill 43 on enrollment are included in the current HHSC caseload projections for 2004-2005. The
12-month continuous eligibility represents $400 million of the funding request for the Medicaid
program. HHSC projects this would impact 194,000 clients in FY 2004 and 204,000 clients in FY
2005

Other legislative measures that have affected caseload growth include Senate Bill 532, 77th
Legislature, to expand Medicaid coverage for women diagnosed with breast and cervical cancer’ and
Senate Bill 51, 77th Legislature, to offer Medicaid coverage for certain foster adolescents who have
aged out of the Medicaid children eligibility categories. HHSC identified $1.1 million in state
funding from administrative savings to use for implementation of Senate Bill 532. Senate Bill 51
was estimated to cost $822,000. However, that cost estimate was based on the state serving 849
clients - to date they have only served 700 which could reduce the expenditures.

Other factors affecting caseload growth included an extended outreach effort by the state associated
with enrollment outreach for the CHIP program and federally mandated outreach programs for
Medicaid. When CHIP was implemented in 2000, an extensive outreach campaign was waged to

The Breast and Cervical Cancer Program is located at the Texas Department of Health
and the federal portion is funded by the federal Centers for Disease Control.

11
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enroll eligible children in the program. In fact, in FY 2002-2003, Texas succeeded in enrolling more
children in CHIP faster than any other state in the country. Often, when parents apply for CHIP, they
learn that they are ineligible because they meet the federal poverty level requirements for the
Medicaid program.

Pharmaceutical Benefit Cost Increases

In Texas, the Medicaid pharmaceutical program is administered by the Vendor Drug Program
(VDP), which was implemented in 1971. The VDP operates under federal guidelines. The Medicaid
reimbursements must be sufficient to provide access to the same extent as it is available to the
general public, and provider fees must be reasonable. Payments to pharmacies for ingredient costs
must be the state’s best price estimate of pharmacies’ acquisition costs for the drugs dispensed."
The federal Omnibus Budget Reconciliation Act of 1990 (OBRA ‘90) requires that states offer an
open formulary in exchange for Medicaid pharmaceutical rebates."!

The Center for Medicaid and Medicare (CMS) determines the rebate amounts; states apply the
national rebate amounts to use rates and perform the rebate billing and collection function. Texas’
Medicaid rebate collections for this biennium are $125.4 million for FY 2002 and $140.5 million
for FY 2003.

Pharmaceutical price inflation and increased utilization have impacted all health care costs across
the nation. The federal government estimates that prescription drug prices will increase an average
of 12.6 percent per year over the next 10 years. If that projection is accurate, the Texas Medicaid
Vendor Drug Program’s biennial expenditures will grow from $3.36 billion in FY 2002-2003 to
roughly $7.6 billion in FY 2010-2011.

In addition to inflation, the VDP is paying for growing levels of utilization. Providers are
prescribing more drugs. The Vendor Drug Program will pay for 6.4 million more prescriptions, a
18.8 percent increase, from FY 2003 to FY 2005. The projected annual total for FY 2005 is 40.25
million prescriptions. (See Exhibit 1.7) As of August 2001, the 2004-2005 VDP costs are projected
to be $780 million (GR) greater than FY 2002-2003 appropriation levels.

'%“Best Price” generally means the lowest price available from drug manufacturers to
wholesalers or retain pharmacy providers, HMOs or other entities within a retail class of trade.

"“Open Formulary” in the context of the VDP, broadly describes the availability of
various prescription drugs covered by the program for Medicaid clients. In the VDP substantially
every product of a drug manufacturer that signs a rebate agreement and participates in the
Medicaid drug rebate program is covered, as required by federal law.

12
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Number of Medicaid Prescriptions
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Exhibit 1.7

Much of the increase in the VDP has been attributed to increased utilization, newer and more
expensive products, and price increases for existing products. (See Exhibit 1.8)

Increased Medicaid Pharmaceutical Costs

Increased Utilization
43.0%

Price Increases for Existing Products
18.0%

Newer/More Expensive Products
39.0%

Exhibit 1.8
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Dual Eligibles

To reduce the state Medicaid expenditures, the state pays Part A and Part B Medicare premiums for
various eligible individuals. Beneficiaries then receive services covered by Medicare. State
expenditures are impacted by caseload size (for the premium) and by the amount of the Medicare
premium determined (increased) by the federal government. Approximately 63 percentof FY 2002-
2003 cost increase projected for this Medicaid strategy is due to increases in Medicare premiums.
The remaining 37 percent is attributable to caseload growth. The agency estimates FY 2002-2003
cost to be $1.1 billion, All Funds, and $417.9 million, General Revenue.

A key factor impacting this program’s state funding levels is the lack of a pharmaceutical benefit in
the federal Medicare program. Texas pays for all the drug costs for these individuals. These costs
could be alleviated if the federal government created and funded a pharmaceutical program for all
Medicare patients.

14
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Funding Needs for 2004-2005 Biennium Summary

For 2004-2005, the Health and Human Services Commission is requesting $2,647.2 million over
2002-2003 levels to fund Medicaid caseload growth and increased cost. Of that total number, $417.3
million is in the agency’s base bill as a supplement to the 2002-2003 biennium shortfall and $1,538.5
million addresses caseload growth. Additionally, the program will need $691.4 million to fund the
caseload growth at the current level of service. (See Exhibit 1.9)

Additional General Revenue Requested to Maintain Medicaid

Current Services in FY 2004-2005 over 2002-2003 Levels
(Dollars in Millions)

Base
FY 2002-2003 Supplemental Funding $ 417.3
FY 2004-2005 Caseload Growth 1,538.5
$ 1,955.8
Exceptional Items
FY 2004-2005 Program Cost Increase $ 691.4
Total Requested for FY 2004-05 $2,647.2
(as of August 2002) Greater than 2002-2003

Exhibit 1.9

15
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Medicaid Cost Management Options

Through the process of taking testimony and examining issues relating to rising medical costs, a
number of cost management concepts emerged or were presented. Below, is a summary of some of
the options suggested. The committee takes no position as to the viability or feasibility of these suggestions.

FMAP

As the FMARP rate is set today, federal funding is skewed away from states such as Texas because
the formula values average income rather than poverty levels. Like many other large states, Texas
has areas of enormous wealth that offer a misleading picture that overshadows the reality of the
pockets of our poor families Our average income is somewhat lower than the national average, but
our ratio of poverty is significantly higher.

The federal Medicaid guidelines dictate that states accept clients based on a family’s federal poverty
level. Therefore, the method of financing based on income doesn’t give an accurate depiction of
how many people will actually apply and qualify for Medicaid. Federal aid to state Medicaid
programs should be based on a state’s poverty level - the actual factor used for qualifying for the
program - not its wealth. With such a change, Texas’ FMAP would increase by 10 percent. (see
Attachment C) The state should consider working with its Congressional delegation to push a
change in the FMAP formula.

Enhanced FMAP Border Zone

The most current definition of the border set by the Texas legislature includes a 43-county area. The
Texas/Mexico border region has experienced a 25 percent increase in population. This dramatic
population increase gave rise to a number of health concerns. Border residents along the entire U.S.
border suffer from diseases such as diabetes, Tuberculosis, hepatitis and cancer at higher levels than
other parts of the United States, yet this region does not have an adequate health infrastructure.
Residents on both sides of the border are also exposed to a number of health hazards, including poor
water quality, pesticides, contamination of fish and air pollution. A shortage of nurses, doctors and
other health practitioners compound the problems faced by border communities in attempting to
serve the large number of uninsured, under-insured and undocumented persons.

Further, the Texas border includes some of the poorest counties in the nation. Estimates of the
population living below poverty for Texas counties in 1999 include figures as high as 50.9 percent
for Starr County and 41.8 percent for Zavala County. The state average for that year was 15.4
percent.

In addition, medical providers along the Texas/Mexico border serve a disproportionate number of
Medicaid clients while being reimbursed at the same rates as providers in the rest of the state.

16
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Because Medicaid is such a large portion of their caseload, they are unable to offset the costs of
Medicaid patients with other higher paying, non-Medicaid patients.

Enhancing the FMAP for Medicaid in the border areas to reflect the region’s average per capita
income would improve access to services by increasing the supply of services through increased
reimbursements to providers in those areas. This targeted enhancement would offset the effects of
the FMAP loss on a statewide level.

Medicaid Simplification

The final portion of Senate Bill 43 goes into effect June 2003 with 12 month continuous eligibility
for children. The cost associated with this implementation is estimated to be $400 million dollars.
Advocates for Medicaid simplification assert that allowing children to be continuously enrolled saves
money in the Medicaid program in the end because the recipients receive continuous health care
rather than sporadic, and sometimes emergent, health care. Depending on the Legislature’s ability
to assess where the greater savings are found, the following are options:

. Eliminate the 12-month continuous eligibility phase of the legislation

. Delay the final 12 month continuous eligibility phase of the legislation until the state is better
able to fund the changes.

. Proceed with Senate Bill 43, as written, anticipating future savings from continuous
eligibility for children.

Vendor Drug Program Restricted Pharmaceutical Formulary

A number of states have received approval from Health and Human Services Secretary Tommy
Thompson to create a restricted formulary for their pharmaceutical program. These programs allow
the states to establish a restricted formulary that sets preferences or implements prior authorization
levels for pharmaceutical companies that agree to rebates or assistance programs for the state.
Creating the ability to more effectively contract with pharmaceutical companies has the potential to
provide some measure of controlling the escalation of prescription drug costs.

Currently, Pharmaceutical Research and Manufacturers of America (PhRMA) has a lawsuit pending
against the federal and state governments’ approval of such initiatives.

Competitive Hospital Contracting in Urban Areas

In urban areas where greater options may exist for hospital services, competitive bidding for a single
Medicaid hospital designation would allow the state greater negotiating power with hospitals’ health
care costs.
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Limit Services to Optional Populations
Adjusting the state plan’s optional population and services could significantly reduce expenditures.

Disease Management
Encourage HHSC to investigate possible disease management programs for Medicaid.
Diabetes
Cardiovascular
Asthma
Potentially partner with pharmaceutical companies to pool information, resources and low income
assistance programs.
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CHIP

Background
The Children’s Health Insurance Program (CHIP) provides health insurance for children younger

than 19 whose household income does not exceed 200 percent of the poverty level and who are
ineligible for Medicaid. CHIP is an insurance program in which the state contracts with various
health plans to provide services in return for a premium. The program is financed by a federal grant,
state appropriations and premiums paid by the policyholder families. CHIP enrollees receive health
care and dental care from participating health plans, medical groups and dentists.

The Federal Balanced Budget Act dedicated nearly $50 billion over 10 years to CHIP. In July 1998,
Texas implemented Phase I of its CHIP program. CHIP Phase I provided Medicaid to children aged
15 to 18 in households whose income is under 100 percent of the Federal Poverty Level (FPL). The
federal government had already mandated the phase-in of coverage for these children, but Texas had
not yet completed its phase-in when CHIP was created. Phase I of CHIP existed from July 1998
through September 2002. Average monthly enrollment in Federal Fiscal Year (FFY) 1998 was
17,500 and in FFY 1999 was 34,800. In FFY 2000, monthly average enrollment was 25,300 and
dropped to 13,900 in FFY 2001. Monthly enrollment for CHIP Phase I in FFY 2002 is expected to
be less than 5,000. Implementing legislation for Phase II of CHIP'? was passed during the 76t
Legislature. However, Texas did not begin enrolling children until May 2000. Development of the
Texas program was delayed because federal authorization for CHIP came in 1997 — after the Texas
Legislature had adjourned.

Since Texas began enrolling children in May 2000, total funding (state and federal) has increased
from $78.3 million to $806.5 million in 2003. As of November 2002, CHIP enrollment had reached
503,748 children. (See Exhibit 2.1)

CHIP Funding

(All Funds, In Millions)
$1,000

806.5
$800 $

$727.3

$600

$400

$200
/ $78.3
Exhibit 2.1 $1 $ET'2/

0 T T T ]
FY 98 FY 99 FY 00 FY 01 FY 02 FY 03

$377.6

"2CHIP Phase II is the program described in the first paragraph of this section.
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Federal Method of Finance - Enhanced Federal Medical Assistance Percentage (FMAP)

Similar to Medicaid, CHIP is a federal/state cost share program. However, the rate of the federal
contribution is significantly greater for CHIP than Medicaid. The federal share of the CHIP program
is based on the Enhanced FMAP formula.”* Under the Enhanced FMAP formula, the federal share
of funding is increased by reducing the state’s contribution by 30 percent of its FMAP state share."*

2004 Enhanced FMAP Example:
39.78 - (39.78 * .30) = 27.85 Enhanced FMAP rate for the state
with 39.78 percent being Texas’ 2004 FMAP share

Enhanced FMAP levels in Texas:

Federal Fiscal Year Enhanced CHIP FMAP Medicaid FMAP
1998 73.60% 62.28%
1999 73.72% 62.45%
2000 72.95% 61.36%
2001 72.40% 60.57%
2002 72.12% 60.17%
2003 71.99% 59.99%
2004 72.15% 60.22%

As would be the case in Medicaid, any change in the FMAP will result in increases or decreases in
the level of federal funding that impact the state’s CHIP contribution levels. (See Exhibit 2.2)

State Method of Finance

The method of finance for the state appropriation is a combination of general revenue and general
revenue dedicated tobacco receipts. Texas received an initial lump payment from the tobacco
settlement that was distributed to counties and the state. Since that time, the state receives annual
payments pursuant to the lawsuit agreement. Those funds are deposited each December into the
General Revenue Fund and given an identifying number for tracking purposes. Texas’ annual
tobacco settlement payment is $580 million, subject to adjustments.”” As written in the CHIP
enabling legislation, CHIP has first draw on all tobacco monies, subject to the appropriations

process.

“The FMAP is figured annually based on each state’s average income compared to the
nation’s average income for the three most recent calendar years. Refer to Medicaid portion of
this report for further information.

“Federal Funds Information for States, Issue Brief 2002-2005 Final FY 2004, FMAPs,
September 24, 2002.

'* Adjustments are made, pursuant to the settlement agreement, based on tobacco sales,
volume and inflation.
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Federal Fund Lapse

As of October 2002, Texas faced the possibility of lapsing approximately $285 million in unspent
federal CHIP funds. This lapse is due primarily to Texas’ inability to implement and rollout the
program until May 2000.

Federal CHIP allocations are appropriated in 10 year cycles (FFY 1998 - FFY 2007). Then any one
year’s allocation is available to the state for a total of three federal fiscal years.'

The Texas CHIP program was created in 1997 and funding began in 1998. Because Texas has a
biennial legislature, timing became a factor in prompt spending of federally appropriated funds.
Texas received its largest allocation of federal funding in 1998, and smaller allocations in subsequent
years. This funding scheme goes contrary to the reality of the program. States were given large
appropriations at the outset when there was little enrollment. Then the funding decreased over time
as the program matured and enrollment grew, therefore, more funding was needed.

This current funding loss is reflective of Texas’ unspent funds from the year 2000. The front-loading
of federal funds made it difficult for Texas — and most other states — to spend its first three years of
allocations. Almost 40 states had funds left over from the 1998 and 1999 allocations, and a similar
number may face the same problem as Texas with their fiscal year 2000 funding.

This potential lapse does not affect current services under the CHIP program. However, it could be
felt in the out years, FFY 2006 and 2007 (the end of the current ten year allocation period), if
caseload growth and program costs continue to escalate. HHSC estimates the FY 2000 funds will
be the final funds the state will be not able to spend during stipulated years.

Historically, Texas has lapsed funds as follows:

Allocation Year Federal Funds Spent Federal Funds Lapsed
1998 $310 million $170 million
1999 $234 million $324 million

The law dictating the period of time states had to spend a year’s allocation was amended to allow
1998 funds to be available for two more years and 1999 funds for one more year. Action from the
federal government extending the time in which states can spend 2000 funds has not occurred.
However, President Bush has asked Congress to allow states to keep all funding from 1998 and 1999
until 2006. Also, Senators John D. Rockefeller (D-W.Va) and Lincoln Chafee (R-RI) have proposed
legislation to send lapsed funds to states that have been more successful in spending the CHIP funds.

'%““Available” meant that (for a state with unexpended funds) only a portion of the
unexpended funds for those years was available. The rest was redistributed to states that had
spent all of their allocations.
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Cost Containment Initiatives

Similar to Medicaid, CHIP was also the subject of the joint Senate/House Article 2 Working Group
during the 77" Legislative Session. Several cost containment features were discussed and
implemented as a result of solutions developed in that process.

Two initiatives were implemented: the Vendor Drug Program carve out; and increase of co-payment
amounts.

Vendor Drug Program Carve Out

Beginning in March 2002, HHSC “carved out” the CHIP prescription benefit from each ofthe CHIP
health plans . Now all pharmaceutical needs of the CHIP program are served through the Medicaid
Vendor Drug Program (VDP)", combining the CHIP pharmaceutical program with the VDP.
Combining the VDP increased purchasing power and bargaining position ofthe state because HHSC
is in a better position than individual plans to negotiate prices with the pharmaceutical companies.

Prior to the change, CHIP clients were subject to common pharmaceutical cost containment
strategies, such as restricted formularies and prior authorization, that may have been implemented
by the individual plans. Now, CHIP clients only pay a co-payment for pharmaceuticals purchased
through the VDP. Based on data projections for 2002, it appears this change reduced per member
per month drug costs from $14.49 to $12.93. HHSC estimates a total 2002-2003 biennial savings
to the state to be approximately $4.14 million.

Another benefit of combining the CHIP pharmaceutical benefit program with the VDP was the
ability of HHSC to negotiate Medicaid level rebates with pharmaceutical companies for CHIP drugs
purchased through the VDP. CHIP drug manufacturer rebates were negotiated with the
understanding that CHIP would have the same open formulary used by Medicaid."® In exchange,
manufacturers would provide rebates to the CHIP program at the rate of 21 percent. The estimated
rebate revenue for FY 2002 is $110,000 and for FY 2003 is $4,344,079.

Currently, these rebates are deposited into the General Revenue Fund. HHSC does not have
authority to roll them back into the program to offset costs. HHSC would need authority from the
Legislature or the Governor’s Office and the Legislative Budget Board to harness the rebates.

""HHSC adjusted the plans’ reimbursement rates to account for the removal of the costs
associated with the drug benefit.

"®In the context of the Medicaid Vendor Drug Program, “open formulary” describes the
availability of various prescription drugs covered by the program for Medicaid clients. In the
Vendor Drug Program, substantially every product of a drug manufacturer that signs a rebate
agreement and participates in the Medicaid drug rebate program is covered and available to
clients, as required by federal law.
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CHIP Co-Payments

CHIP program has implemented a co-payment schedule to encourage appropriate utilization. In
March 2002, the CHIP co-payment schedule for emergency room visits and prescription drugs was
increased and deductibles were replaced with an inpatient hospital admission co-pay.

(See Exhibit 2.3)

CHIP co-payment schedule

Federal Below 100% 101% - 150% 151% - 185% 186% - 200%
Poverty Level
Office Visit $0 $2 $5 $10
Co-pay
Emergency $3 $5 $50 $50
Room Visit
Generic $0 $0 $5 $5
Prescription
Brand Name $3 $5 $20 $20
Prescription
Facility Co-Pay $0 $25 per inpatient | $50 per inpatient $100 per
hospital hospital inpatient
admission admission hospital
admission
Annual $0 $15 $15 $18
Enrollment Fee (first month’s (first month’s
premium) premium)
Monthly Family $0 $0 $15 $18
Premium
Annual Cost $100 per family | $100 per family 5% of annual 5% of annual
Sharing Caps income income
Exhibit 2.3
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Cost Drivers
CHIP is a relatively new program with evolving processes and adjustments, and reliable data
regarding cost drivers is still developing. Similar to most health care systems in the nation, CHIP
costs are typically driven by enrollment growth, increase in the cost of services, and rising
prescription drugs costs due to inflation and utilization. Despite declines in the rate of enrollment
growth and savings achieved in carving out the pharmaceutical benefit, premium rates have
continued to increase.

Premium Rates

Under the CHIP program, changes in program costs due to utilization, provider rates and general
inflation are reflected in the premium rate. The premium rate is based upon actuarial projections and
costs for each member of the plan and is similar to the premium paid for group health insurance.

The initial premium rating period covered the period beginning May 1, 2000, through September 30,
2001. Because CHIP was a new program with no historical data, premiums for the first year of
operation were determined based on target rates developed largely on Medicaid fee-for-service
experience, and data from the Texas Uniform Group Insurance Program and other commercial plans.

According to the health plans, the premium rates developed for the first year were insufficient to
cover losses experienced by the plans. During the second year, Oct. 1,2001, through Sept. 30,2002,
rates were negotiated with each individual health plan based on actual experience of the plan.

For appropriations for the

2004-2005  biennium, CHIP Estimated Benefit Cost per Member
HHSC is assuming a 6 | g5,

percent annual increase y/

for benefit costs, |g4s

including utilization and 11355

inflation.  In order to |4, $110.54_«

maintain current services $107.26

for the level of anticipated | 4,05 10819

caseload growth and $105.23

projected increase in | g .0

benefit costs, HHSC is

requesting $62.9 million | (.

in GR over 2002-2003 $93.88

levels. (See Exhibit 2.4) $60 ‘ ‘ ‘ |
FY 01 FY 02 FY 03 FY 04 FY 05

Exhibit 2.4
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Caseload Growth

Texas began the 2002-2003 biennium enrolling more children in CHIP faster than any other state
in the country. As of November 2002, CHIP enrollment had reached 503,748 children. (See Exhibit
2.5) HHSC estimates it will need a supplemental appropriation of $31.4 million, two-thirds of the
total CHIP deficit, to address caseload growth for 2002-2003. However, it appears that caseload
growth rates are leveling off, which should provide some relief in budget pressures for the future.

In forecasting budget requests for the 2004-2005 biennium, HHSC has assumed a 1 percent per year
rate of caseload growth. At this level of growth, funding increases over the last biennium attributed
to caseload growth will total $6.5 million (out of $62.9 million request) .

CHIP Caseload FY 2000-05
600,000
535,615
499,332 535,615 535,615
500,000 492,799
952
400,000
251,476
300,000
200,000
100,000 ——— Caseload
—+— SB 1
0 } \ \ \ \ \
FY 00 FY 01 FY 02 FY 03 FY 04 FY 05

Exhibit 2.5
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Pharmaceutical Benefit

With an estimated cost increase of 17 percent per year, prescription drugs act as a crucial component
in the rise of health care services costs for CHIP. While under the health plans, the increases in drug
costs were a combination of increased utilization and increased cost per member. However, with
the recent move of the pharmaceutical benefit to the Vendor Drug Program (VDP), data is not
available to accurately identify which of those two components is the more significant cost driver.

HHSC testified the costs of pharmaceuticals will continue to increase due to inflation, but the agency
will have a greater ability to control many costs now that the pharmaceutical benefit is under the
VDP rather than the CHIP health plans. HHSC has utilized a series of administrative interventions
to control the costs of pharmaceuticals. They have implemented a pharmacy management system,
enhanced surveillance of potential fraud and abuse, clinical guidelines for improved efficiency, and
increased drug utilization review.

It is the hope of HHSC that the benefits of carving out the pharmaceutical drugs, in addition to the
CHIP rebates, will help minimize the affects of drug cost increases on the program. This program
change has been in place since March 2002, and more time will be needed to see the true impact on
CHIP costs.
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Funding Needs for 2004-2005 Biennium Summary

The Health and Human Services Commission is requesting $94.3 million over 2002-2003 levels to
fund CHIP caseload growth and increased cost. Of that total number, $31.4 million is in the
agency’s base bill to supplement the 2002-2003 biennium shortfall and $62.9 million as an
exceptional item request to address cost and caseload growth for 2004-2005. (See Exhibit 2.6)

Additional General Revenue Requested to Maintain CHIP Current
Services in FY 2004-2005 over 2002-2003 Levels

Base
FY 2002-2003 Supplemental Funding $31.4 million

Exceptional Items

FY 2004-2005 Program Cost & Caseload Increase $62.9 million

Total Requested for FY 2004-05 $ 94.3 million

(as of August 2002) greater than 2002-2003
Exhibit 2.6
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CHIP Cost Management Options
Through the process of taking testimony and examining issues relating to rising medical costs, a
number of cost management concepts emerged or were presented. Below, is a summary of some of
the options suggested. The committee takes no position as to the viability or feasibility of these suggestions.

Pharmaceutical Drugs

. Give the HHSC the authority to spend the CHIP rebate funds on the CHIP program that are
currently being placing into the General Revenue Fund.
. The creation of a restricted formulary or three tiered co-payment structure for prescription

drugs could establish some cost containment for prescription drug use in CHIP.

Premium Rate Growth

The HHSC should report to Senate Finance the savings individual health plans may have
experienced with implementation of cost saving measures: removal of the pharmaceutical benefit
and introduction of utilization control measures. The number of patients - or at least the cost levels
of services - should have been reduced with a utilization controlling co-payment system. HHSC rate
setting for CHIP plans should accurately reflect cost savings the state has provided for the plans.

Caseload Growth
As previously discussed, the stabilized CHIP caseload growth does not appear to continue to present
a budgetary challenge. CHIP is a successful state program that is attaining its goal of providing low
cost insurance to the children of Texas. The cost drivers that continue to impact this program are
issues experienced by the entire system of health care. Therefore, the following options may not be
best considered as first options, as caseload growth impact on the budget has lessened. However,
the approaching legislative session may present itself with budgetary shortfalls and the following are
possible options to curtail further growth in the program.
. Delayed Enrollment
Health care services begin as soon as a child is approved for the program. Delaying
enrollment one to two months from eligibility determination could aid in slowing caseload
growth for the program.

. Limited Open Enrollment Periods
At the present time, children can apply for CHIP at any time during the year. Similar to the
state employee system, CHIP could move to an annual or semi-annual enrollment period.
Certain qualifying events, such as losing Medicaid coverage, could serve as an exemptions.

. Cap Enrollment
If funds are not available for the new growth in CHIP, the HHSC could cap enrollment with

currently enrolled children and begin a waiting list.

. Reduce 12 months Continuous Eligibility
Many children’s family income status changes throughout the year. Increasing the
number of opportunities for the state to assess income levels could slow caseload growth.
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Benefit Reduction

Elimination of the CHIP Dental Benefit
CHIP provides a limited dental benefit with a $300 annual cap on therapeutic services.
Eliminating or reducing this benefit could provide some cost savings.

Reduce CHIP Benefit Package

Under federal law, the CHIP benefit package must be the same as or the equivalent of one
of three benefit packages: the federal employees standard Blue Cross/Blue Shield PPO plan;
coverage offered and generally available to state employees in Texas; or coverage offered by
the HMO in the state with the largest insured commercial, non-Medicaid enrollment.
Alternatively, the CHIP package can be one that is approved by the Secretary of Health and
Human Services.

Theoretically, the greatest room for adjustment in the current CHIP benefit package would
be through an amendment to the state plan under this last option. The current CHIP package
was determined to be actuarially equivalent to both the state employee plan and the largest
insured commercial HMO in the state. To what extent the benefits in CHIP could be reduced
without the state being out of compliance with the actuarial equivalency requirement in
federal law is unclear. There are no standards for this option and it is unclear how much less
comprehensive the package could be and still garner Secretarial approval.

However, the Health and Human Services Commission could investigate the possible limits
of benefit reduction that would not compromise our status as actuarially equivalent.
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State Employee Health Care

Employees Retirement System of Texas (ERS)

Background

The Texas Employees Uniform Group Insurance Program (UGIP) was established by the 64"
Legislature in 1975 to provide high quality health insurance and other optional coverage for state
employees, retirees, and eligible dependents. Today, the program offers three major options of health
coverage. Two self-funded programs are administered by Blue Cross/Blue Shield of Texas:
HealthSelect, a self-funded, point-of-service, managed care health plan offers both in-network and
out-of-network benefits; and HealthSelect Plus, a self-funded health maintenance organization. The
third health care option is provided through contract with private health maintenance organizations
who provide a variety of health-care alternatives.

Levels of benefits and premiums for the two self-funded plans are set by the ERS board. Private
HMOs must submit bids and/or applications meeting certain benefit and premium specifications set
forth by the ERS board as well. HMOs are admitted to the program only if they bring a cost savings
to the program.

Premium costs for active state employees enrolled in any UGIP health plan are covered 100 percent
from date of employment to the date of termination. In addition, fully vested retirees may enroll in
UGIP health plans. For these participants, the state covers 100 percent of premium costs. Dependents
of active employees and retirees are also eligible for enrollment in UGIP health plans. For these
dependent participants, the state covers 50 percent of the premium costs.

During the past 23 years, enrollment in the program has naturally increased as employees have
retired and the state’s population has grown. Along with that growth is the 1993 decision to include
employees and staff at Texas’ colleges and universities. In addition, members of executive boards
have also been added. Today, UGIP enrollment includes about 530,000 employees, retirees, and
dependents. More than 57 percent of those participants are enrolled in HealthSelect; 31 percent use
HealthSelect Plus; and 12 percent are enrolled in one of the participating private HMOs (see Exhibit
3.1).

The UGIP health plans are primarily funded through a combination of state and employee
contributions. For FY 2002, these two elements provided $1.38 billion in revenue with the state
funding $1.1 billion (81 percent) of the total. While the state’s proportional share of funding has
remained relatively constant since 1998, the total dollars appropriated have increased dramatically.
Since 1998, the state’s contribution has jumped 60 percent, requiring an additional $419 million.
Over that same time period, employee contributions have risen almost 50 percent, generating an
additional $86.3 million.
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Despite these dramatic increases in funding, expenditures have consistently outdistanced
contributions. Since 1998, UGIP has had an average annual shortfall of $71.6 million. To offset this
difference, the program has typically utilized investment income, hospital/formulary refunds, and
subsidized from its reserve fund. Prior to 1998, funding sources were sufficient to cover funding
requirements and accumulate a reserve. The UGIP reserve fund peaked at $249 million at the end
of FY 1997.

Since that time, general sources of revenue have been insufficient to cover costs and the reserve fund
balance has dwindled. Requiring $50 million per year on average to balance expenditures, the
reserve fund was expected to be depleted by the end of FY 2002. State law does require ERS to
request the funding necessary to maintain a reserve adequate to pay 60 days of claims. As a result,
ERS' current LAR requests $221.5 million for that purpose (see Exhibits 3.2, 3.3 and 3.4).

To help control the costs driving much of this demand for addition revenue, ERS has implemented
many cost containment initiatives, including prior authorization requirements; financial incentives
for using network benefits; and utilization of a pharmacy benefit manager (see Exhibit 3.5). Even
with these and other changes to benefits, UGIP health plans continue to be comparable with group
insurance programs offered by cities, counties, and private industry around the state (see Exhibit
3.6).

In addition to the cost containment initiatives, ERS (in conjunction with BlueCross/BlueShield) has
instituted an aggressive claims payment review process. In FY 2002, $2.7 billion in payments were
reviewed for ineligible charges, such as:

. duplicate claims

. non-covered services

. charges for which there was incomplete documentation
. charges incurred when coverage was not in effect

. charges incurred in facilities not under contract

. charges for services not medically necessary; and

. amounts in excess of benefit maximums

Of'the payments reviewed, 21 percent were identified as ineligible, which saved the program $582.5
million.

All cost-saving initiatives employed by ERS, however have served only to slow the exponential
growthin rising health care expenditures. Since 1998, UGIP health plan expenditures have increased
54 percent or $494 million even though enrollment has increased only six percent.
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Cost Drivers

There are several factors driving this increase in spending. Increased utilization has played a role.
However, with enrollment in UGIP health plans growing only slightly each year (around 1 percent
annually), many of the increases in this area relate to participants accessing their benefits more
frequently. Since 1998, the number of non-prescription, health claims for each participant in
HealthSelect has increased from 11.4 claims per participant to 12.67 claims. This is an increase of
11 percent. By the end of FY 2005, the numbers are expected to increase by 12 percent, pushing
claims up to 14.25 annually for each participant (see Exhibit 3.7).

Growth in pharmaceutical utilization has been a factor as well. The number of HealthSelect
prescriptions for each participant has risen almost 21 percent since 1998; each participant's annual
prescription needs have jumped from 12.8 prescriptions to 15.5 prescriptions in just four years. By
the end of FY 2005, this number is expected to grow another 20 percent, taking pharmaceutical
claims up to 18.46 prescriptions for each participant annually (See Exhibit 3.8).

Some of these trends may be attributed to higher consumer awareness and education. Radio,
television, print publications and the Internet are all utilized extensively today by individuals to
educate themselves about the latest in health care technologies. In addition, health care marketers
use these media to reach out to potential consumers. With a health care consuming public more
savvy about the latest trends in medical care and prescription drug efficacy, doctors are facing more
specific requests for courses of diagnosis and treatment.

Dramatic increases in some of the underlying costs of the services being accessed is likely a main
culprit behind the escalation in health care spending. Since 1998, UGIP claims costs per participant
(excluding prescriptions drugs) have increased more than 40 percent for HealthSelect and almost 43
percent for HealthSelect Plus. This has brought the average monthly claims costs per participant
from $217.36 to $304.34 for HealthSelect, and from $243.60 to $347.40 for HealthSelect Plus. These
dollar figures are expected to grow an additional 34 percent and 31.6 percent, respectively by the end
of FY 2005 (see Exhibits 3.9 and 3.10).

Similar to changes in general medical benefit costs, prescription drug benefit costs have also grown
significantly. In 1998, average monthly pharmaceutical claims cost per HealthSelect participant were
$73.47. For FY 2002, that number was up 35.2 percent to $99.32. By the end of FY 2005, it is
expected to increase another 72.8 percent, taking the cost to $171.62 annually for each participant's
pharmaceutical needs. The total increase comes to 134 percent since 1998. The numbers are equally
as dramatic for HealthSelect Plus. From 1998 to 2002, pharmaceutical claims cost per member
increased 44 percent. And similar to HealthSelect, they too are expected to increase another 72.8
percent by the end of the coming biennium (See Exhibits 3.9 and 3.10).

One of the factors driving these increases has been growth in the rates charged for pharmaceuticals.
For example, in 1998, the average payment per HealthSelect prescription was $37.75. For 2002 the
price had increased 11 percent, up to $41.92. By FY 2005, it is projected that the average plan
payment per prescription will be $59.58, an increase of another 42 percent (see Exhibit 3.11).
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In addition, general health care reimbursement rates - including those of hospitals and physicians -
have recently begun to increase. Requests for increases in reimbursement rates have been met to
avoid the threatened exodus of large groups of providers. This was required for UGIP to maintain
its broad network. However, the result has been growth, such as a 40 percent increase to the Baylor
Hospital System; a 12 percent increase to the Presbyterian System, and double digit increases to the
HCA hospitals. In addition, general health providers have seen 4 percent to 5 percent reimbursement
rate increases each year (see Exhibit 3.12).
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EXHIBIT 3.5
ERS Cost Containment Initiatives

1993

Required primary care physicians to manage medical care

Negotiated discounted payments to network providers

Implemented out of pocket cost incentives to use network providers

1996

Restructured the retail pharmacy network

1997

Introduced mail order prescription drug program

Negotiated reduced reimbursement rates to certain physicians

1998

Increased generic and name brand prescription drug copayments

Implemented reduction in hospital reimbursement rates

Eliminated early refills of prescription drugs

1999

Negotiated 2-year contract for competitively bid HMOs

Standardized HMO physician copayment

2000

Converted to independent pharmacy benefit manager for HealthSelect

Increased HealthSelect and HealthSelect Plus brand drug copayments

Increased HealthSelect out of network deductibles

2001

Implemented 3-tier prescription drug program

Increased prescription drug copayments

Eliminated retail maintenance drug benefit

Implemented specific drug quantity limits

2002

Required prior authorization on certain prescription drugs

Expanded use of quantity limits on prescription drugs

2003

Continued HealthSelect Plus only in major metropolitan areas

Froze enrollment in HealthSelect Plus
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Senate Finance Subcommittee on Rising Medical Costs, January 2003

EXHIBIT 3.12
Discussion of Increased Reimbursement Rates for
Health Care Services
There are two general categories of forces that drive the cost of the ERS health plans higher. The first is the
increased utilization of health care services, e.g., more hospital admissions, more visits to the physician’s office,
more surgeries, etc. The second includes those factors which result in increases in the payments that the plan
makes for a unit of health care services, e.g., payments for a hospital admission, payments for a visit to the
physician’s office, etc. The second category is the subject of this discussion. For this purpose, the discussion
will focus on the rising cost of hospital services and the services that are included in the category referred to as
other medical expenses (OME), which is comprised of professional provider services, lab, x-ray and pathology,
durable medical equipment and supplies, etc. This discussion does not include an analysis of the inflationary
forces driving increases in the cost of pharmacy benefits.

Generally, the average payment for a hospital admission actually decreased during most of the 1990’s as a result
of changes in the way that hospitals were reimbursed and the highly competitive environment that existed at the
height of the managed care era. This situation began to reverse itself during FY 2000 when a number of hospitals
across the state began to demand higher reimbursement rates and, in some cases, significant revisions in the
manner in which they were compensated. The hospitals backed up their demands with threats to leave the
network. This aggressive behavior coincided with the decline of managed care, the consolidation of hospitals and
a new emphasis on maximizing consumer choice.

Although the HealthSelect/HealthSelect Plus administrator was generally able to renegotiate hospital contracts
that included rates below the initial demands of the hospitals, they had little choice but to ultimately agree to
increases, a number of which were quite significant, in order to maintain the networks. In some cases they also
found it necessary to agree to changes in methodology which made it more difficult to control hospital charges.
This has resulted in significant increases in plan payments for both inpatient and outpatient hospital services
under both HealthSelect and HealthSelect Plus. Examples of increases include a 40% increase to the Baylor
System, a 12% increase to the Presbyterian System, double digit increases to the HCA hospitals and increases to
dozens of others. In most cases the renegotiated increases include automatic annual inflationary adjustments.
While demands for hospital rate increases are not currently as numerous or as high as they have been over the last
few years, requests for more moderate increases continue to be common. Over the last two years, increases in
unit costs, primarily driven by reimbursement rate changes, have been the primary factor contributing to the
increase in plan payments for hospital services.

Unit cost increases have not been as volatile for the OME component of the plan. They have been more stable
over the last five years, averaging in the range of 4-5% per year, without any major disruptions in the networks.
This is the result of relatively stable contracts with professional providers and, in some cases, the extensive work
of the administrator in rebuilding networks in areas in which physician groups have terminated contracts over
rate disputes. Although there have been some high profile demands for higher reimbursement from physician
groups in various parts of the state, these have generally been resolved with more moderate increases than those
that have been required to maintain the hospital networks.

It is important to note that in the case of both hospital and OME costs, changes in the mix of services that are
provided also contribute to unit cost inflation. The providers control changes in the mix of services and such
changes generally result in an increase in unit costs. For example, the average hospital admission increases in
cost from year to year both due to changes in reimbursement rates and as a result of the provision of more and/or
different services, each of which carries its own separate charge. Changes in the mix of services are difficult to
manage in an environment in which health care management has been discouraged.
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Other State Employee Health Coverage

Background

Under pressure of rapidly rising health care costs, all academic institutions of higher education
were given the opportunity to join ERS’ Uniform Group Insurance Plan (UGIP) in 1993. At that
time, only the University of Texas and Texas A&M University opted not to join UGIP. The two
primary reasons given for not opting in were that the two programs had a long history of self-
insurance, and they both had their own health related institutions to help provide health care for
their employees.

Independence of the UT & A&M group insurance programs was predicated on the idea that the
two systems would be able to provide comparable or superior health care benefits to their
employees at costs roughly equivalent to UGIP for similar benefits.

Funding for the two programs is based on dollar figures ERS-UGIP anticipates will be needed to
cover costs for participants. This methodology results in an appropriation that has the potential
for yielding more dollars than might otherwise be needed to provide comparable coverage to
UGTIP. For example, all three programs cover 100 percent of premiums for the employee/retiree
only. UT and A&M, however, have typically received enough state funding to allow premium
coverage for spouses and dependents well in excess of the 50 percent UGIP covers.

Until last session, both UT and A&M had rider language in the General Appropriations Act
(GAA) indicating legislative intent that the state cover 80 percent of spouse and dependent
premiums. This was based on the level of benefit the state appropriation yielded several biennia
ago when UT & A&M health plans were less expensive than UGIP. As costs rose, however the
legislature failed to meet the threshold. The rider was dropped from the 2002-03 GAA. Today the
state funds 57 percent of spouse and dependent premiums for UT and 67 percent for A&M.

In addition to these differences, UGIP, UT and A&M also differ on general benefit coverage as
well. UGIP premiums are generally higher, however, UT & A&M have higher deductibles, co-
payments, and out-of pocket maximums which allow them to keep their premiums down (see
Exhibit 3.13).

The University of Texas Employee Group Insurance Plan (UT-EGIP)

The UT System health care program covers approximately 141,000 participants throughout 15
component institutions and System Administration Office. Of those, approximately 78,000 are
employee or retirees, and 63,000 are spouses or dependents. Similar to UGIP, growth in
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participation in UT-EGIP has remained relatively modest having only increased around 5 percent
since 1998.

As mentioned above, funding for UT-EGIP is based on projected cost estimates for ERS-UGIP
and the estimated number of participants the program will have in the coming biennium. For FY
2002, UT-EGIP received $138.3 million in general revenue. This represents an increase of 82.7
percent since FY 1998.

State appropriated funds, however, comprise only around 35.7 percent of total program revenues.
Employee premiums, system and component institution contributions, and investment income are
used to balance the ledger. An additional $248.9 million was generated from these sources in FY
2002. This amount was up 53.5 percent over FY 1998. All totaled, program revenues have
increased nearly 63 percent in five years.

To meet these growing demands, UT-EGIP has also utilized reserve fund balances to offset
expenditures. Since 1998, a reserve fund balance that was $36.2 million has been depleted.
Having utilized over $48 million since that time, at the end of FY 2001 UT-EGIP reported a
reserve fund deficit of nearly $12 million.

To control some of these escalating costs, UT-EGIP has implemented many of the same cost
containment initiatives used by UGIP. This has included increased co-payments, deductibles,
and out-of-pocket limits, as well as implementation of a 3-tier formulary and disease
management programs. In addition, UT-EGIP has recently enacted a Mandatory Generic
Substitution program in which participants are required to pay the full difference in price for a
brand drug when an appropriate generic is available. This new feature is expected to save the
program more than $1 million in the current biennium.

UT-EGIP also recently selected a new administrator for its self-funded PPO. This resulted in a

savings of $1.7 million in administrative fees, greater efficiency in plan administration, and more
favorable provider contracts.

Texas A&M Employee Group Insurance Plan (A&M-EGIP)

The Texas A&M health care program covers approximately 57,000 throughout its component
institutions. Of those, approximately 29,000 are active employees or retirees, with nearly 28,000
being spouses or dependents. Similar to both UGIP and UT-EGIP, growth in participation in the
A&M program has remained relatively modest, having only grown around 7 percent since 1998.

Similar to UT-EGIP, funding for A&M-EGIP is based on projected cost estimates for ERS-UGIP
and the estimated number of participants the program will have in the coming biennium. For FY
2002, A&M-EGIP received $71.9 million in general revenue. This represents an increase of 62
percent since FY 1998.
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State appropriated funds, however, comprised only around 55 percent of total program revenues.
Employee premiums, system and components institution contributions, and investment income
are used to balance the ledger. An additional $57.6 million was generated from these sources in
FY 2002. This amount was up 42.5 percent over FY 1998. All totaled, program revenues have
increased nearly 52.9 percent in five years.

To help control these escalating costs, A&M-EGIP has implemented many of the same cost
containment initiatives used by UGIP & UT-EGIP. This has included increased co-payments,
deductibles, and out-of-pocket limits. This reflects one of the central tenets of A&M-EGIP: those
who utilize the benefits should pay more of the costs than those who do not use the benefits. As a
result, A&M-EGIP has looked to hold down out-of-pocket premium costs and asked those who
utilize the plan’s benefits to pay more of the costs at the time of service. In addition, A&M-EGIP
has implemented a 3-tier formulary, mandatory generic substitution, and aggressive prior
authorization programs on their prescription drug program.

Similar to UGIP, both UT-EGIP and A&M-EGIP attribute most of the increases in spending
within their programs to two major factors: generally higher utilization of benefits driven largely
by an aging population and a more savvy health care consuming populace; and higher costs of
services driven by such things as advances in technology, higher operating expenses, and rapidly
increasing prescription drug costs.
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EXHIBIT 3.13

COMPARISON OF (SELF-FUNDED) HEALTH PLAN PROVISIONS

(REFLECTS MARCH 1, 2003 A&M CARE CHANGES)

UT SELECT
Network, In-Area

A&M CARE 350
Network, In-Area

HEALTHSELECT (HS)
Network, In-Area

Out of Service
Area Restrictions

Urgent Care:

BCBS network (nationwide) - $250
deductible + 15% of allowed
Non-network - $500 deductible + 35%
of allowed

Emergency Care:

Urgent Care:

BCBS network (nationwide) - $350
deductible + 20% of allowed
Non-network - $700 deductible +
50% of allowed

Emergency Care:

Urgent Care:

BCBS network (nationwide) - 10% of
allowed

Non-network - $500 deductible + 30%
of allowed

Emergency Care:

$75 copay $350 deductible + 20% of allowed $50 copay + 10% of allowed
Deductibles $250/person $350/person None
$750/family $1,050/family
Out of Pocket $1,750/person $3000/person $500/person
Maximum $5,250/family
In-Hospital Care $250 deductible + 15% of allowed $350 deductible + 20% of allowed 10% of allowed
Emergency Room $75 copay $350 deductible +20% of allowed $50 copay + 10% of allowed

Surgery

$250 deductible + 15% of allowed

$350 deductible + 20% of allowed

10% of allowed

Office Visits/
Outpatient Surgery

$20 copay/family care doctor
$25 copay/specialist

$20 copay; certain expensive
surgeries $350 deductible + 20% of
allowed

$15 copay

Prescription Drugs

Retail: up to 30-day supply

Generic $10
Preferred $25
Non-Preferred $40

Mail: up to 90-day supply

Generic $20
Preferred $50
Non-Preferred $80

$50 deductible then
Retail: up to 30-day supply

Generic $10
Preferred $25
Non-Preferred $50

Mail: up to 90-day supply

Generic $20
Preferred $50
Non-Preferred $100

Retail: up to 30-day supply
Generic $5
Preferred $20
Non-Preferred $35

Mail: up to 90-day supply

Generic $10
Preferred $40
Non-Preferred $70

Illness-related eye exams only, same as
office visit copay.

$20 copay; one exam per year

$15 copay; one exam per year

Vision
Routine vision care is an optional
coverage.
Accidental injuries to normal, healthy Accidental injuries to normal, healthy | Accidental injuries to normal, healthy
teeth covered; $250 deductible + 15% teeth covered; $350 deductible + 20% teeth covered; 10% of allowed
of allowed of allowed

Dental All other dental services are covered by
All other dental services are covered All other dental services are covered an optional dental plan.
by an optional dental plan. by an optional dental plan.
Inpatient: Maximum 30 days $250 Inpatient: Maximum 30 days $350 Inpatient: Maximum 30 days First15
deductible + 15% of allowed deductible + 20% of allowed days — 10%
Outpatient: Maximum 20 visits Outpatient: Maximum 40 visits Second 15 days — 30%

Mental Health $20 copay/family care doctor $20 copay Outpatient: Maximum 30 visits

$25 specialist

Serious Mental Illness covered the
same as any other illness

Serious Mental Illness covered the
same as any other illness

10% of allowed (out of pocket max
does not apply)

Serious Mental Illness covered the
same as any other illness

Premium Cost
(Employee/State)

Employee Only $0/$319.11
Employee & Spouse $124.14/$498.98
Employee & Children $129.84/$439.45
Employee & Family $244.48/$619.32

Employee $0/$297.90
Employee & Spouse $63.37/$468.82
Employee & Children $31.45/$412.34
Employee & Family $96.26/$583.28

Employee Only $0/$306.61
Employee & Spouse  $176.30/$482.91
Employee & Children $118.04/$424.66
Employee & Family  $294.34/$600.96
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State Emplovee Health Care - Cost Management Options

Through the process of taking testimony and examining issues relating to rising medical costs, a
number of cost management concepts emerged or were presented. Below, is a summary of some
of the options suggested. The committee takes no position as to the viability or feasibility of
these suggestions.

. Consider requiring newly hired state employees to wait 30, 60 or possibly 90 days from
date of employment before they are eligible for coverage under one of the state’s health
care plans. Waiting periods are not uncommon in either the public or private arenas.

. Consider reducing the state’s premium contributions for newly hired part-time employees
working between 20 and 39 hours per week and their dependents . The state currently
pays 100 percent of these employee premiums and 50% of their dependent premiums
without regard to number of hours worked.

. Consider reducing or eliminating the state’s premium contributions for executive board
members and their dependents. The state currently pays 100 percent of executive board
member premiums and 50% of their dependent premiums. For most of these individuals,
their state service is not a full-time job.

. Consider requiring all state prescription drug plans to include a mandatory generic
substitution program where participants are required to pay the full difference in price for
a brand drug when an appropriate generic is available. UT-EGIP recently implemented
this provision and is expected to save more than $1 million in the current biennium.

. Consider indexing the state’s level of premium contribution for future retirees and their
dependents to the employee’s number of years of service. For retirees with at least 10
years of service, the state currently pays 100 percent of the retiree’s premiums and 50% of
their dependent’s premiums regardless of the number of years of service beyond the 10
year mark. Savings for this proposal would vary widely depending on how it was
structured and to whom it was applied. In addition, this option would provide added
longevity incentive for state employees.

. Consider changing the methodology by which funding for UT-EGIP and A&M-EGIP is
determined. Currently, these programs receive funding based on ERS-UGIP cost
projections. The legislature may want to consider requiring these two programs to justify
their own appropriations. By doing so, the state could better ensure that each program is
funded appropriately.
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Consider requiring all state employee health programs to institute an aggressive claims
payment review process like ERS. In FY 2001, ERS-UGIP reviewed $2.3 billion in
payments for ineligible charges. This resulted in $440.9 million in savings. This process
could be replicated in the state’s other programs as well.

Consider changing state employee health care program to a defined contribution plan,
where the state would pay a specific amount to employees for the purpose of purchasing
health coverage. Employees would be given a choice of state health plans with different
levels of benefits. Any differences in the amount the state provided and actual premium
costs would be born by the employee. Under this type of plan the state’s cost would be
more easily controlled and employees would be empowered with more control over their
health care dollars.
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Teacher Retirement System of Texas

Background

The Teacher Retirement System of Texas was established by a constitutional amendment passed
in 1936 to provide retirement programs for public education employees. Today, one of the most
significant benefits administered by TRS is its health care program. Composed of two major
programs, TRS-Care offers comprehensive group health benefits for eligible retired Texas public
school employees and their eligible dependents. TRS-Active Care provides health coverage to
public school employees in eligible school districts and their dependents.

TRS-CARE

Created in 1985, TRS-Care currently provides health care benefits to more than 150,000 retirees
and dependents and includes retirees of public schools, charter schools and education service
centers. TRS-Care offers three levels of coverage. TRS-Care 1 & 2 provide catastrophic
coverage with relatively high deductibles and payment limits. TRS-Care 1 is designed for those
retirees not covered by Medicare, while TRS-Care 2 covers those who do receive Medicare
benefits. Both plans are offered at no cost to the retiree. However, a contribution is required for
coverage of dependents. Today, almost 40,000 retirees and dependents participate in both TRS-
Care 1 and 2.

TRS-Care 3 is the largest retiree health care program offered by TRS. This program offers more
than 100,000 enrollees a comprehensive health care program and a pharmacy benefit to all
retirees. Both retirees and dependents pay premiums to participate in the program, which offers
lower deductibles and out-of-pocket limits than TRS-Care 1 or 2 (see Exhibit 4.1). Premiums for
participants in TRS-Care 3 were last increased in FY 2000.

For those participants covered under Medicare, TRS-Care acts as a coordinated benefit. Once the
participant reaches age 65, Medicare becomes the primary coverage and typically pays 80 percent
of claims. TRS-Care then pays 80 percent of the remainder, and the difference goes to the
participant. However, for participants younger than 65, TRS-Care is the usually the only source
of coverage. In addition, because no Medicare prescription drug plan yet exists, TRS-Care is the
lone source of prescription drug coverage.

While participation in TRS-Care 1 & 2 has remained relatively constant during the past several
years, enrollment in TRS-Care 3 has grown steadily. This trend is expected to continue as many
teachers approach retirement eligibility. By 2005, it is projected that more than 30,000 additional
retirees and dependents could be enrolled in TRS-Care 3. This would represent an increase of
nearly 30 percent in just 3 years (see Exhibit 4.2).
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TRS-Care 1, 2 and 3 have historically been funded through a combination of state, member, and
retiree contributions, as well as investment income. Since the inception of the program, active
TRS members have contributed one quarter of one percent of their salaries to support the
program. For 2002, this generated $47.5 million (8 percent of total revenue) which accounted for
10 percent of expenditures. However, just 10 years ago, this funding mechanism generated
almost 17 percent of total program revenue and accounted for 21.5 percent of program expenses.
The trend is expected to worsen over the next biennium, with member contributions projected to
only cover around five percent of program expenses in FY 2005 (see Exhibit 4.3).

The other legislatively established funding mechanism is the state’s contribution. Originally set
at 0.35 percent of public education covered payroll, this percentage moved to one half of one
percent (0.5 percent) by 1989 - where it remains today. During the past 10 years this component
has generated an average of about 35 percent of revenue and covered almost 30 percent of the
cost. However, it is projected by the end of the 2004-05 biennium the state’s regular contribution
will only cover 11 percent of projected costs (see Exhibit 4.3).

The third and most substantial program funding element is retiree premiums. Although not
statutorily set, retiree premiums have composed about 41 percent of program revenue for the past
10 years. This has historically covered around 40 percent of the costs. However, similar to the
other two funding elements, retiree premiums will only cover about 22 percent of program costs
by the end of the 2004-05. Retiree premiums have not increased since FY 2000, and the TRS
LAR request is based on no anticipated increases to retiree premiums (see Exhibit 4.3).

Until 1993, these three funding components generated enough annual revenue to cover
expenditures associated with the program and allow the TRS Health Care Trust Fund to develop
a surplus. Those funds were invested over the years to generate additional revenue for the
program. Investment income held solid in the 1990's, averaging about $15.5 million each year
(see Exhibit 4.3).

However, in 1993 the three major funding elements failed to generate sufficient revenue to cover
costs. For the first time, investment income was used to balance the ledger. In spite of this initial
funding imbalance, the Trust Fund balance continued to grow, peaking in 1995 at almost $235
million. Three years later, even using all investment income available, the TRS-Care programs
did not have sufficient revenue to cover costs. This funding deficit has existed since 1996, and
the Trust Fund balance has dwindled. Any remaining balances in the fund are projected to be
gone by the end of FY 2003 (see Exhibit 4.4 & 4.5).

In 2001, all available revenue, including investment income and fund balances, were insufficient
to cover costs. TRS-Care required a supplemental appropriation outside the designed funding
elements for the first time since its creation. To cover expenses, the 76th Legislature
appropriated an additional $76 million. Last session, the Legislature was again asked to
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appropriate additional funds to meet costs. As a result, the current budget contains an additional
$410 million in General Revenue. For the coming biennium, it is expected that TRS-Care will
need an additional $1.15 billion to meet projected expenditures (see Exhibit 4.3, 4.4 and 4.5).

In an ongoing effort to control the expenditures side of the ledger, TRS has implemented a
number of cost containment efforts over the years. Increasing deductibles and coinsurance, pre-
certification requirements, implementation of a statewide hospital and physician network, and a
mandatory generic differential payment for brands are some of the measures employed by TRS
(see Exhibit 4.6).

Cost Drivers

Recent trends in escalating health care costs can be attributed to a number of factors. One major
cause has been a dramatic increases in enrollment. Growth in participation in TRS-Care 1 & 2
has been flat for the past 5 years with enrollment hovering at around 40,000. TRS-Care 3,
however, has seen large increases and is projected to experience more of the same. As of June
2002, TRS-Care 3 enrollment was over 100,000. This is an increased of 8.7 percent over June
2001 numbers, and an increase of more than 20 percent since June 2000. TRS is expecting
enrollment to increase at 7.5 percent each year of the next biennium. This will add about 30,000
new enrollees to the program by the end of 2005.

Perhaps the more significant factor, however, has been the growth in TRS-Care 3 among
enrollees not covered by Medicare. Participation by those carrying Medicare coverage has grown
steadily during the past four years at around 4 percent each year. During that same period,
enrollment of those not covered by Medicare has grown almost 40 percent with the largest surge
in FY 2002 when participation grew by 16.4 percent. This trend may be attributed to a number
of factors, including a surge in the number of new, younger retirees. TRS members may begin
accessing benefits once their age plus years of experience equals 80. Therefore, teachers who are
55 years old with 25 years teaching experience may retire and begin accessing benefits.

Overall growth in TRS-Care participation has been a major driver, but it is the cost of care
associated with these programs pushing the expenditures. Since 1998, TRS-Care medical claims
cost (excluding prescription drugs) have grown 85 percent, rising from $156.5 million to $290.4
million each year. However, projections show medical claims cost may increase $324 million
(112 percent) between now and the end of FY 2005. While less in total dollars, the percentage
increases associated with prescription drug costs are also dramatic. Already having increased 115
percent since 1998, projections have pharmaceutical costs rising another 122 percent by the end
of FY 2005 (see Exhibits 4.2 and 4.3).

While some of this growth can be attributed to expansion in participation, most has been caused
by general increases in medical and prescription drug costs. In 1998, an average participant cost
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TRS-Care $1,293 for medical claims and $630 for pharmaceuticals. By the end of 2002, those
number had increased 57 percent and 82 percent, respectively. Projections show that during the
next three years, we can anticipate medical costs to jump 73 percent and pharmaceutical costs to
rise another 82 percent. This would bring average costs per participant up to $3,518 for medical
and $2,084 for prescription drugs (see Exhibits 4.2 and 4.3).

One of the most significant factors driving medical and pharmaceutical cost seems to be the
growth among TRS-Care 3 participants not covered by Medicare. These participants have costs
associated with them far exceeding those receiving Medicare benefits. In FY 2001, members
receiving Medicare benefits cost TRS-Care $2,353 each year, while non-Medicare participants
cost $5,922 each. This represents a difference of more than 151 percent. Although the trend is
projected to improve slightly, by FY 2004 the difference will be near 94 percent with Medicare
participants costing $3,736 each year and non-Medicare participants costing $7,242.

Finally, increased utilization has also had an impact on cost. In addition to increases driven by
enrollment trends, participant use has grown exponentially. In 1998, TRS enrollees averaged
22.42 prescriptions; 2.16 days of inpatient care; and 10.94 outpatient visits; three years later,
these figures had increased 13.2 percent; 7.9 percent; and 27 percent, respectively. Patient
awareness, direct to consumer marketing, and advances in new technologies have each helped
perpetuated this trend.
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Senate Finance Subcommittee on Rising Medical Costs, January 2003

EXHIBIT 4.6
TRS-Care Cost Containment Initiatives

1989-90 | Implemented mandatory pre-certification for certain outpatient services
1990-91 | Expanded outpatient pre-certification
1991-92 | Increased deductibles
Increased maximum coinsurance limit
1992-93 | Increased deductibles
Increased maximum coinsurance limit
Established retail pharmacy network
1993-94 | Increased deductibles
Increased maximum coinsurance limit
Implemented a statewide hospital network
1994-95 | Increased deductibles
Increased maximum coinsurance limit
Implemented a statewide physician network
1996-97 | Increased discounts in hospital and physician networks
1997-98 | Increased discounts in hospital and physician networks
Implemented drug card program with mandatory generic differential payment for
brands
1998-99 | Increased discounts in hospital and physician networks
1999-00 | Increased mail order drug co-payments
2001-02 | Increased mail order drug co-payments

Limited Chiropractic visits to 20 per year

Negotiated more favorable prescription drug discounts in conjunction with TRS-
Active Care program
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TRS-ACTIVE CARE

Created by the 77th Legislature, TRS-Active Care was established to provide a statewide health
care benefits program for employees of school districts, charter schools, regional education
service centers, and other educational districts. The program went into effect Sept.1, 2002.
School districts with 500 or fewer employees (more than 80 percent of the state’s districts) were
required to participate in the program, while those having between 501 and 1,000 employees
were presented the option of joining. In its first year of operation, some 930 entities opted to
participate in TRS-Active Care. More than 150,000 district employees are covered.

Those participating in TRS-Active Care are provided three choices of coverage. Plan 1 provides
basic coverage. It uses deductibles and coinsurance as its primary benefit, and is offered at no
expense to the employee. Plan 2 provides greater benefits offering lower deductibles and
coinsurance. In addition, certain services such as office visits and prescription drugs are covered
through co-payment. Plan 2 is provided at virtually no cost to the employee. Plan 3 offers the
most comprehensive coverage. It provides both network and non-network benefits with most
network benefits provided through low co-payment. For this plan, the employee pays $91 a
month with the state and school district paying the difference.

Funding for the teacher health care program is provided by a variety of sources. Through TRS,
$1,000 per year ($83.33 a month) is allocated to each active school employee, whether or not the
employee participates in either the state program or a local district insurance program. These
funds may be used to pay for additional employee coverage, dependent coverage, or taken as
compensation, depending on the employee’s choice. In addition, all districts, whether
participating in the state insurance program or not, receive a monthly contribution via the Texas
Education Agency of $75 per employee covered by either the state program or a local district
program. Finally, every district must contribute at least an additional $150 monthly toward
participating employees healthcare cost. Any difference in cost beyond the $308 provided by the
state and school district may be covered by the district. Otherwise it is the employee’s
responsibility.

Because the program has been up and running for less than a year, hard data to support trends in
rising costs are limited. With program design very similar to others administered by TRS and
ERS, it is safe to assume trends affecting those plans will also drive similar increases in
expenditures in TRS-Active Care. However, because funding for the program is strictly defined,
the state’s exposure to any increases in health care costs have been limited. Only the number of
active teachers and staff employed by school districts in the state of Texas will affect the amount
of money needed to fund the state’s portion of the plan. TRS projections anticipate a 3 percent
annual employee growth during the 2004-05 biennium. This will equate to around $18 million
per year more needed to fund TRS’ portion of Active Care.
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TRS - Cost Management Options

Through the process of taking testimony and examining issues relating to rising medical costs, a
number of cost management concepts emerged or were presented. Below, is a summary of some
of the options suggested. The committee takes no position as to the viability or feasibility of
these suggestions.

. Consider limiting participation in TRS-Care 3 of new retirees until they reach the age of
65. Participants between retirement age and 65 are on average the most expensive to the
program. This approach would seek to limit that cost by offering them access to only
TRS-Care 1 and 2 until age 65. An alternate approach to this option would be to require
TRS-Care 3 participants under 65 to pay 100% of the premium difference between TRS-
Care 1 or 2 and that of TRS-Care 3.

. Consider indexing premium contributions for all TRS-Care 3 participants on their years
of service. Currently, the state pays all but $67 of a retiree’s monthly premium for those
who have Medicare, and all but $162 for those who do not. This is done without regard to
the retiree’s number of years of service. Savings for this proposal would vary widely
depending on how it was structured and to whom it was applied. In addition, this option
would provide added longevity incentive for teachers.

. Consider adjusting TRS-Care’s method of finance by increasing the contribution levels
for active employees, retirees and the state. The contribution levels of retirees and active
teachers have changed relatively little (if at all) over the life of the program. This
proposal would look to update the funding elements so as to provide a sufficient funding
from all sources. The Legislature may also want to consider creating a contribution
requirement for school districts, who currently provide no financial support to the
program. An additional approach would be to establish a cap or limit on the state’s
supplemental appropriation for this program and require any necessary increases in
funding to be generated by active teachers, retirees, and school districts.

. Consider changing TRS-Care to a defined contribution plan, where retirees would receive
a specific amount of money for the purpose of purchasing health coverage. Retirees
would be given a choice of state health plans with different levels of benefits. Any
differences in the amount the state provided and actual premium costs would be born by
the retiree. Under this type of plan the state’s cost would be more easily controlled and
retirees would be empowered with more control over their health care dollars.

. Consider requiring the implementation of a 3-tiered prescription drug co-payment
program. TRS-Care currently has a 2-tiered prescription drug co-payment program.
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Consider requiring both TRS-Care and TRS-Active Care to institute an aggressive claims
payment review process. In FY 2002, ERS-UGIP reviewed $2.7 billion in payments for
ineligible charges. This resulted in $582.5 million in savings. This process could be
replicated in the TRS programs as well.
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Texas Department of Criminal Justice Correctional
Managed Health Care

Background

The Texas Correctional Managed Health Care (CMHC) partnership represents a unique
collaboration between the Texas Department of Criminal Justice (TDCJ) and two of the state’s
leading health science centers, the University of Texas Medical Branch at Galveston (UTMB)
and the Texas Tech Health Center (TTUHSC). The three entities joined forces in 1993 to form
the Correctional Managed Health Care Committee, a group charged with increasing access,
improving quality and containing the costs of treating inmate medical needs.

The committee is composed of two representatives appointed by each partners’ respective
president or executive director. One representative of each partner must be a physician.
Effective in FY 2000, the committee expanded to include three members appointed by the
governor (two of whom must be physicians). The nine-member body contracts on behalf of
TDCJ with the health science centers to provide a full range of health care services. Both
universities have established a correctional health care organization, which includes a medical
director and a chief administrative officer.

The committee oversees and coordinates all inmate health care services, and it provides a
representative forum for decision-making in terms of overall health care policy, allocation of
resources and assignment of responsibilities. Committee representatives are empowered by their
respective organizations to represent them on health care matters and make decisions that are
binding on their organizations.

66



Senate Finance Subcommittee on Rising Medical Costs, January 2003

Cost Drivers

Appropriations for TDCJ Correctional Managed Health Care have slowly increased from $296.6
million in 1996 to $343.4 million in 2003. (See Exhibit 5.1) An incarcerated population
continually presents unique funding challenges and health care is not an exception. Most
concepts of rising medical costs in the free world are quite different than those factors affecting
the cost of health care for the prison population. The rising cost of medication is common, but
the diseases and needed drugs are dramatically different. Major cost drivers for TDCJ
Correctional Managed Health Care include the aging population of the inmates; altered standards
of care for Hepatitis C, HIV and psychiatric medications; pharmacy costs; and expansion/service
capacity issues.

TDCJ-Managed Care Funding
In Millions
$350
$341.2 3434
$332.4
$325
$325.2
$300
$296.6 $294.5 $295
$275
$250 I I I I I I
FY 96 FY 97 FY 98 FY 99 FY 00 FY 01 FY 02 FY 03

Exhibit 5.1
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Aging of Inmate Population

In just two years, the number of offenders 55 and older has increased by 13.6 percent. Elderly
offenders access health care services more often than young inmates and the services they require
are more expensive. For example, while comprising 4.7 percent of the service population,
offenders 55 and older account for 18 percent of billed charges for hospitalization. Elderly
offenders average more than $4,000 average in billed hospital charges each year compared to
about $500 per year for younger offenders. In addition, elderly offenders average more than 10
outpatient encounters with medical staff per month compared to less than two such encounters
for younger offenders

It is a common debate as to whether the state should continue to incarcerate inmates who are frail
and elderly. These aged and unwell inmates are considered by many to be of no threat to the
public; keeping them in the prison system only increases costs to the state for their expensive
health care. The Legislature has created a special parole option for elderly and infirm inmates.
Texas allows for the release of an inmate on medically recommended intensive supervision
(previously referred to as special needs parole) if:

. the Texas Council on Offenders with Mental Impairments (TCOMI), in
cooperation with the Correctional Managed Health Care Committee, identifies the
inmate as being elderly, physically handicapped, mentally ill, terminally ill,
mentally retarded, or having a condition requiring long-term care;

. a parole panel determines that, based on the inmate’s condition and a medical
evaluation, the inmate does not constitute a threat to public safety; and
. TCOMLI, in cooperation with TDClJs parole division, has prepared for the inmate a

medically recommended intensive supervision plan that requires the inmate to
submit to electronic monitoring, places the inmate on super-intensive supervision,
or otherwise ensures appropriate supervision of the inmate.

Individuals convicted of an aggravated offense are not eligible for medically recommended
supervision. As a condition of release, these former inmates must remain under the care of a
physician and in a medically suitable placement.

The 77th Legislature expanded the list of conditions eligible for medically recommended
intensive supervision to include conditions requiring long-term care. The amended statute took
effect Sept. 1, 2001.

During FY 2000, 115 referrals were presented to the Board of Pardons and Paroles (BPP) for
release under these provisions. Of these referrals, 49 were approved (42.6 percent). During FY
2001, 186 referrals were presented to BPP and 47 were approved (25.3 percent). Under the
expanded list of conditions authorized by the 77th Legislature, 178 referrals have been presented
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to the BPP and 42 (23.6 percent) have been approved during the first six months of fiscal year
2002."

A key component of this program is, once released under this provision, these inmates are able to
access a health care, third-party-payer, such as Medicaid or Medicare.

Changing Standards of Care

Hepatitis C and HIV

As medical research and technologies identify new medications, new treatment therapies and
new diagnostic techniques, costs to the program increase. When treatment protocol is adjusted
for diseases prevalent in the prison population, the costs to the state increase dramatically.

On average, 2,397 inmates, or 1.8 percent of the prison population are HIV positive. HIV
antiretroviral drugs alone accounted for $14.7 million, or 40 percent, of CMHC total drug costs.
In 1997 there was an alteration in HIV drug therapies which has increased the overall cost of
treating inmates that are HIV+.

. FY 1996: $1.23 million for 1876 patients

. FY 1997: $3.93 million for 2101 patients

. FY 1998: $7.54 million for 2393 patients
. FY 1999: $12.29 million for 2520 patients
. FY 2000: $15.24 million for 2574 patients
. FY 2001: $15.75 million for 2481 patients
. FY 2002: $14.7 million for 2397 patients

TDCIJ estimates that about 18,000 inmates, about 13.7 percent, have been identified as testing
positive for the Hepatitis C virus. However, studies show that 28.8 percent of incoming
offenders test positive for Hepatitis C indicating there is a likelihood of a much larger number of
offenders needing treatment in the future. These inmates are monitored in a chronic clinic
program. From this program, specialists examine and evaluate the inmates’ eligibility for drug
therapy. At current funding levels, about 300 patients are receiving Interferon and Ribavarin
drug therapy. The costs of providing this care have increased in the last two biennia.

. FY 1999: $250,000

. FY 2000: $560,827

. FY 2001: $955,959

. FY 2002: $1,416,432

“Report provided by the Legislative Budget Board in response to a request from Sub-
committee members during the February 26, 2002 hearing.
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The National Institutes of Health (NIH) June 2002 Draft Consensus Development Conference
Statement for Hepatitis C treatment indicates a significant change in Hepatitis C disease
management.”’ The NIH statement recommends:

. initiation of therapy earlier in the disease’s progression;

. use of newer pegylated Interferon in combination with Ribavirin;

. increased use of genotyping and liver biopsy for therapeutic decision-making; and
. emphasizes the need for additional research into special Hepatitis C populations

such as those in institutional settings.

CMHC has requested $5.967 million and $11.613 million for FY 2004-2005 respectively to
address the anticipated needs for the newly adopted consensus standard for Hepatitis C.

Psychiatric Medications

Passed by the 77th Legislature, Senate Bill 636 called for a study on implementing Texas
Medication Algorithm Project (TMAP) within the TDCJ patient population. TMAP is a public
and academic collaborative effort within the Texas Department of Mental Health and Mental
Retardation (MHMR) designed to develop, implement and evaluate an algorithm-driven
treatment philosophy for major adult psychiatric disorders treated in the Texas public mental
health sector. TMAP is a treatment philosophy for the medication management portion of care.
A result of this project has been the development of medication treatment guidelines for three
major psychiatric disorders:

. schizophrenia;
. major depressive disorder; and
. bipolar disorder.

Preliminary estimates on implementing such a level of care to the prison population indicate
costs would increase by about 220 percent ($16 million) each year. TDCJ has included a costs
study pilot project study as an exceptional item appropriations request at $2.25 million for 2004-
2005.

Additionally, the move toward new generation medications as the recommended treatment for
prison inmates increases CMHC program costs.

Pharmacy Costs
Pharmacy costs for CMHC are expected to increase by double digit percentages. Cost increases

are being driven primarily by changes in utilization due to newer therapies and changes in
standards of care rather than by inflation of prices. HIV related drugs account for about 40

*NIH Consensus Statements are prepared by a non-advocate, non-Federal panel of
experts, based on presentations, questions and statements, and deliberations.
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percent of those total drug costs. CHMC drug costs in FY 2001 were $39.9 million and
represented about 12.5 percent of total health care costs.

The 77th Legislature’s Senate Bill 347 required a good faith effort by CMHC parties *' to
participate in the federal 340B drug pricing program, which provides for pharmaceutical drugs to
be purchased for a lower cost. CMHC sought and gained approval in April 2002 from the federal
government for the UTMB sector that constitutes 78 percent of the prison population. If access
to the federal 340B drug pricing program continues, it should help to minimize expected
pharmacy cost increases independent of increases associated with changes in standard of care.

Due to the cost offset from using 340B drug prices, CMHC is not requesting an increase in
funding for drug costs in FY 2004-2005 over the estimated 2002-2003 amounts other than their
anticipated funding need to address the Hepatitis C treatment change.

Facility Expansion/Service Capacity

The 77th Legislature authorized expansion of the Rural Medical Facility at the Montford Unit.
The expansion will provide 44 beds to accommodate hospitalization and specialty care needs for
prisoners in West Texas on site rather than in local hospitals. This facility expansion in FY 2005
will require $1.748 million for operational funding once the facility construction is completed.
This cost is listed in the agency’s exceptional item request.

CMHC plans to increase dialysis capacity and move female, dialysis patients to the Carole
Young Medical Complex. This complex was constructed with dialysis space and plumbing, but
they need to build the dialysis stations and employ appropriate staff to operate as a dialysis
center. The costs associated with this project are $1.06 million in FY 2004 and $842,000 in FY
2005. These costs are listed in the agency’s exceptional item request.

*ICMHC parties include University of Texas Medical Branch (UTMB), the Texas
Department of Criminal Justice (TDCJ), and the Texas Tech University Health Sciences Center.
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Correctional Managed Health Care Cost Management Options

Through the process of taking testimony and examining issues relating to rising medical costs, a
number of cost management concepts emerged or were presented. Below, is a summary of some
of the options suggested. The committee takes no position as to the viability or feasibility of
these suggestions.

. consider more regional providers for delivering constitutionally adequate health
care services to reduce associated costs

When discussing the costs of providing health care to the prison population it is important to
recognize there is value to providing adequate medical services to this population. In terms of
the larger public health issue, it is key to remember that the overwhelming majority of prisoners
will eventually be released back to the communities. If we as a state do not maintain adequate
health care for inmates, those health problems will eventually become a free population problem
- for example, to local hospitals or jails. Additionally, curbing the spread of prisoners’ diseases
into the community should be of utmost concern. Addressing the medical needs of offenders
while they are incarcerated represents an important public health and risk management
opportunity that should not be overlooked.

A second consideration for funding the correctional health care program adequately is that states
are required constitutionally to provide health care services to offenders. We also know from the
Ruiz litigation that the costs involved in not providing the constitutionally required level of care
and the consequences of the lack of care, subsequent litigation, and intrusion of the courts to
enforce the required care will far exceed the costs of having provided the care in the first place
and will likely be more intrusive into the state's operation of its prison system.

As a state we must remember to frame any cost management for CMHC in terms of these issues.
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Selected Health Care Stakeholders Testimony

At the final hearing on September 5, 2002, the subcommittee invited health care stakeholders to
testify and share information, concerns and suggestions regarding rising health care costs. The
subcommittee heard from:

. Texas Department of Insurance,

. Texas Association of Business,

. Texas Hospital Association,

. Texas Medical Association

. Texas Association of Health Plans,

. Pharmaceutical Research and Manufacturers of America (PhRMA)
. Genentech

Each of these industry groups spoke of the trends and factors that are impacting their abilities to
be effective participants in the health care realm. The subcommittee also heard from the Texas
Department of Insurance.

Texas Department of Insurance

At the request of the subcommittee, Texas Insurance Commissioner Jose Montemayor testified
regarding the status of medical malpractice insurance and health maintenance organizations
(HMOs).

Regarding medical malpractice insurance in Texas, the Commissioner provided the following
information:

Medical malpractice reforms of 1993 and 1995 resulted in rate rollbacks of 17.2 percent.
The number of companies actively writing medical malpractice coverage in Texas has
declined in the last year from 17 to five companies.

Around 6,500 physicians will have to find new coverage in the coming year because of
companies withdrawing of otherwise non-renewing policies.

To help with decreases in availability, JUA has “modernized” policies to offer broader
coverage.

Rates have increased on average around 63 percent since 1999 with one company
increasing rates as much as 117 percent and JUA increasing rates only around 3 percent.
Losses increased approximately 15 percent between 1996-2000 enough to cause rates to
double.

Frequency of claims in Lower Rio Grande Valley (primarily Hidalgo County) increased at
a rate of 60 percent per year. As a result, claims severity has declined 25 percent for the
area.

Claims severity in other parts of the state, such as San Antonio and Dallas, has increased
significantly.
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. The number of claims per 100 insured physicians is up slightly in most areas of the state
yet still well below 50 claims. In the Rio Grande Valley, the numbers of claims exceeds
350.

. Cost per reported claim is up significantly. In San Antonio and Dallas, costs are almost
double the state average.

. On average, medical malpractice rates in Texas are highest in Hidalgo, Cameron, and El
Paso counties, and lowest in Lubbock, Travis and Webb counties.

. Medical malpractice insurance in Texas is the least profitable for insurance companies,

compared with the other top 15 states.

Regarding the health maintenance organization industry in Texas, the Commissioner provided
the following information:

. Since the 4th quarter of 1995, the Texas HMO industry has incurred losses.

. In the first two quarters of 2002, Texas HMOs posted profits once again.

. Single service HMOs continue to be profitable.

. Statutory requirements relating to minimum net worth, risk-based capital, and premium

deficiency reserves have all helped the HMO industry bounce back in Texas by
prohibiting financially questionable business practices as a method of gathering market

share.

. Although we now compare favorably to other states in profitability, we still lag four to
six quarters behind most other states.

. TDI practices aggressive monitoring of financial condition, and intervenes early when
problems are detected to get companies on “get well” plan.

. Texas had a net gain of HMOs last year.

. TDI is monitoring companies for promptness in claims processing and takes appropriate

action when necessary.

Texas Association of Business

Texas’ health care crisis is characterized by premium increases, unaffordable coverage, reduced
availability, and the largest percentage of uninsured working citizens in the United States,
according to Texas Association of Business (TAB) testimony and Texas Health Insurance Crisis,
2002 Report. In 2002, Texas employers are faced insurance premium increases averaging 25
percent compared to the national average of 15 percent. TAB said the rise in health care is
driven by state coverage mandates, health care fraud, medical liability insurance rates, and
pharmaceutical costs.

In a national survey, of 300 surveyed companies, initial results indicate that business officials
claim the cost of health care coverage has reached the point where it threatens the survival of
their businesses. TAB fears if businesses are forced to choose between the livelihood of their
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company and health coverage, the employees’ health care needs will be sacrificed. The number
of small employers in Texas offering health insurance has dropped by 18 percent since 1996.%

TAB indicated that “excessive” legislative mandates and bureaucratic regulations contribute to
the current crisis. Texas is one of only eight states with 40 or more health care mandates in
statute. The majority of states have between 20 and 40 health care mandates.”> TAB said these
mandates restrict consumers’ ability to purchase affordable insurance customized to their needs,
and health insurers shoulder the additional cost of providing mandated coverage that may or may
not be needed by the entire insured population.

TAB published a report outlining legislative solutions to address rising health care costs in
Texas. That report can be found at
http://www.txbiz.org/Gov_issues/health care/Docs/SolutionsExecutiveSummary.html

Texas Hospital Association

The Texas Hospital Association testimony centered on a survey conducted by the association in
August 2002. This survey was sent to more than 400 of their member hospitals. They received
108 responses representing 125 hospitals, which account for approximately 50 percent of all the
acute care hospital expenditures in Texas. The survey looked at two aspects of rising health care
costs for hospitals - factors that caused a decline in revenue and factors that increase hospitals’
expenses.

Declining Revenue

The rising cost of the uninsured/charity care and changes in governmental reimbursement
methodology (Medicare and Medicaid) have considerable impact on hospital revenue decline.
Lack of prompt reimbursement from managed care prayers, changes in managed care
requirements, declining investment earnings, and competition from other providers were
identified as having a moderate impact on hospital revenue.

Increasing Expenses

Workforce shortage and professional liability coverage were identified as issues that increase
hospital expenses. Issues that have a moderate impact on hospital expenses included changes in
government reimbursement methodology (Medicare and Medicaid); increased capital
requirements; administrative/regulatory compliance; increased supply costs due to newer
technology; increased patient volume; and increased patient acuity .

>TAB Texas Health Insurance Crisis, 2002 Report
21d.
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Other Findings

During the past three years, hospital expenses have increased approximately 26 percent. Some
expense items grew dramatically. For example, contract labor for direct patient care increased
126 percent and professional liability insurance premiums increased 101 percent.

Finally, almost 60 percent of responding hospitals believe financial conditions for their hospital
will deteriorate this year. Some 25 percent believe their total margin will be significantly less
this year than last year.

Along with the association, the subcommittee invited a rural and an urban hospital to provide
insight to the unique challenges they face.

Mr. John Simms, CEO of Trinity Medical Center in Brenham, listed the following as cost drivers
for his hospital:

. manpower shortage - this factor is specifically challenging for a rural provider
where the labor pool is smaller than in an urban setting;

. professional liability insurance premiums;

. trauma and emergency medical services;

. administrative and regulatory compliance; and

. revenue factors, such as reduced governmental reimbursements.

Ms. Sally Jeffcoat, President and CEO of CHRISTUS Health Gulf Coast, testified on behalf of
urban hospitals. Ms. Jeffcoat listed the following cost drivers for her hospital:

. workforce shortage;

. contract staffing cost increases;

. supply costs;

. pharmaceutical costs

. professional liability premiums;

. employee health insurance;

. increase in voluntary free care; and

. revenue reductions due to governmental reimbursement changes.

Texas Medical Association

The Texas Medical Association testimony focused on an article, Why Are Health Care Costs
Rising, prepared for the association by Laura Stevens and Teresa M. Waters, PhD. This article
attributes the rising medical costs to:

. aging population - as the population ages, medical costs also rise because the
aging population uses more services;

. advancements in medical technology - while valuable for increasing quality and
length of life, technological advances come at a very high cost;

. rising pharmaceutical costs;
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. increasing consumerism - today’s consumers are much more knowledgeable
regarding health care, which can impact the amount of health care individuals
require and expect;

. one-time savings of managed care companies - many cost reductions that occurred
in the 1990's were only immediate savings, which did not address the systemic
problems that may have existed; and

. cyclical nature of hospital and physician pricing.

Texas Association of Health Plans

Gary Goldstein, MD, CEO Humana Central Texas, testified on behalf of the Texas Association
of Health Plans. Dr. Goldstein identified cost drivers as legislative mandates, medical liability
insurance premiums and fraud.

Further, he testified that medical costs are increasing faster than inflation due to expanded
coverage; technological advances; pharmacy costs; HMOs are not managing costs; and a lack of
true market based competition. In order to remain competitive, insurance companies need to
cover administrative costs and other overhead and profit. These cost drivers combined create a
cost growth greater than inflation, and limits insurance companies’ ability to offer an affordable
product.

Pharmaceutical Research and Manufacturers of America (PhRMA)

At the request of the subcommittee, PhRMA provided testimony regarding the role of
pharmaceuticals in rising medical costs. Testifying on behalf of PARMA was Eugene Kolassa,
Associate Professor, Department of Pharmacy, University of Mississippi, Merrill Mathews,
Visiting Scholar, Institute for Policy Innovation, and Thomas Hardaway, Director of State
Affairs, Pharmaceutical Research and Manufacturers of America (PhRMA)

PhRMA provided the following testimony:

. The 2001 and 2002 reports by Families USA entitled Off the Chart: Pay, Profits and
Spending by Drug Companies and Profiting from Pain: Where Prescription Drug Dollars
Go are factually challenged and predicated on the belief that for-profit businesses should
not be involved in the development or sale of pharmaceutical products.

. Pharmaceuticals are priced based on value brought to the market place. Today, new
pharmaceuticals typically are replacing older drugs and therapies, and usually result in
overall healthcare cost savings.

. Generally, medical costs have increased because people are living longer and dying of
more costly ailments.

. Had pharmaceuticals been less available, overall costs would have risen faster.

. The state can look to save money by limiting pharmaceutical spending, but it will end up

spending it elsewhere like on hospitals and nursing homes.
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For low income populations, the state should look to encourage the most cost effective
and least invasive treatments. Open access to all pharmaceuticals (including both
generics and brands) is best way to accomplish this.

Restricted formularies typically don’t save money, but end up costing more.

Of the 14.7 percent increase in spending on pharmaceuticals nationwide, 8.7 percent was
the result of higher utilization.

In 2000, pharmaceutical companies spent on average $964 million on research and
development for every newly approved drug.

For most companies, research and development spending exceeds combined expenditures
on marketing and providing free samples.

PhRMA lawsuit against Florida, Michigan, and Maine is based on claim that states’
formularies violate federal law requiring access to all company products for those who
agree to provide a 15 percent rebate on prescription drug prices or offer their best price.
Although not opposed to all preferred drug lists, utilization review, disease management,
and case management are better ways to control costs.

State should consider tapping institutions of higher education to engage in “academic
detailing” wherein graduate level pharmacy students identify and consult with doctors
whose prescribing patterns deviate from clinical pathways.

Differences in drug prices between the USA, Canada and Mexico are largely attributable
to variances in the value the US dollar relative to local currencies. In addition, both the
Mexican and Canadian governments are more involved in negotiating prices.

Publication of “best prices” is difficult because that amount is not typically calculated
until after rebates have been applied. In addition, “best prices” change from quarter to
quarter.

Genentech, Inc.

At the request of the committee, Genentech, Inc., provided testimony regarding ideas on how that
state could control some of its rising pharmaceutical costs. Testifying on behalf of Genentech
was Todd Kaufman, Director of State Government Affairs.

Genentech provided the following testimony:

Most appropriate way to control prescription drug costs within the state’s budget is
through a single preferred drug list.

Restrictive formularies can be enhanced through the use of supplemental rebates charged
to manufacturers who want to have one or more of their products included on the
formulary.

Value added programs, where companies agree to provide disease management programs
that generate guaranteed savings (ie. if the level of savings promised is not generated, the
company pays the difference), have also proven successful in helping control cost.
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Prior authorization can also be a valuable tool, but should adhere to four main principals:
1.) decision making process must be prompt;

2.) decisions must be driven by medical need;

3.) there must be a fair and open appeals process; and

4.) there should be a minimum burden to providers

Florida is probably the state to look to for direction on how best to structure some of
these concepts.

79



Attachment A

Medicaid Cost Containment Strategies Summary - December 23, 2002

Rider 33 Strategies Required GR Savings | Proj ected 02-03 To Date
Statewide Managed Care $17.9 million See Hospital Cost | See Hospital
Rollout of TANF Population Savings Cost Savings
Mandatory SSI Population $6.1 million See Hospital Cost | See Hospital
Participation in Managed Care Savings Cost Savings
Case Management for Complex $3.0 million $3.0 million $3.0 million
Cases

Selective Contracting for $24.5 million See Hospital Cost | See Hospital
Impatient Services in Urban Savings Cost Savings
Areas

Best Prices Structure for $22.0 million $13.1 million $0.0
Medicaid Drugs

Require Supplemental Rebates $14.0 million See CHIP See CHIP
in Selected Therapeutic Rebates Rebates
Categories

Reduce Outlier Payment $6.1 million See Hospital Cost | See Hospital
Percentage Savings Cost Savings
Competitive Pricing for DME $7.3 million $4.2 million $0.0
Vision Care $1.0 million $.4 million $0.0
Expand Health Insurance $3.2 million $3.2 million $2.5 million
Premium Payment System

(HIPPS)

Establish Sliding Scale Co- $3.0 million $7.5 million $0.0
payments

Use Title XIX Trust Fund $60.0 million $88.0 million $0.0
Balance

Increase Drug Utilization $6.0 million $11.7 million $4 .4 million
Review

Pilot Automatic Drug $3.2 million $0.0 $0.0

Dispensing Machines in Nursing
Homes




Savings Due to CHIP $18.8 million $5.8 million $2.3 million
Lowest Contract Price/Medicaid $3.0 million $0.0 $0.0
Pricing for All Retail Drug
Purchases
Medicaid Waiver for $5.9 million $0.0 $0.0
Psycotrophics
SUBTOTAL: Rider Strategies $205 million $136.9 million $5.0 million
Savings from Additional Required GR Savings | Projected 02-03 To Date
Strategies
Medicaid Administrative HHSC is $7.4 million
Contract Revisions calculating the

estimated cost

savings of this

initiative

Hospital Cost Savings $48.5 million $1.5 million
CHIP Manufacturer Rebates $3.3 million $.2 million
Additional Improvements in $30.2 million $8.5 million
Drug Benefit Management
TOTAL PROJECTED $231.3 million

SAVINGS 02-03




Attachment B

Selected HHS Caseloads Compared to Appropriated Caseloads

FY1998-2003

b

o
T e

HHSC- Medicaid Caseload

1998; 2043613 1,944,020 1,860,804 -83,216 -4.28% -182,809 -8.95%
1999| 2,099,135 1,929,551 1,778,542 -151,008 -7.83% -320,583 -15.27%)
2000] 1,757,834 1,719,408 1,785,693 66,284 3.86% 27,869 1.58%
2001| 1,708,988 1,704,879 1,849,573 144,694 8.49% 139,585 8.16%
2002 1,887,863 1,904,048) 2,084,997 180,949 9.50% 197,134 10.44%
2003; 1,932,642 2,011,256] 2,376,193 364,937 18.14% 443,551 22.95%
HHSC - CHIP Caseload
1998
1999
2000 96,553 28,300 -68,253 -70.69%
2001 280,811 251,476 -29,335 -10.45%
2002 467,952 467,952 492 688 24,736 5.29% 24,736 5.20%
2003 492,799 492,799 514,035 21,236 4.31% 21,236 4.31%)
DHS - TANF Caseload
1998 540,952 543,885 474,891 -68,004 -12.69% -75,081 -13.65%)
1999 528,818 523,217 370,069 -153,148 -28.27% -158,749 -30.02%
2000 325,951 348,087 341,396 -6,691 -1.92% 15,445 4.74%
2001 201,728 312,514 349,856 37,342 11.95% 58,128 18.93%)
2002 364,072 361,225 358,742 -2,483 -0.69% -5,330 -1.46%|
2003 371,353 364,478 365,619 1,143 0.31% -5,734 -1.54%!
DHS - Nursing Homes Caseload
1998 65,522 65,522 63,817 -1,705 -2.60% -1,705 -2.60%
1999 65,116 65,116 53,630 -1,486 -2.28% -1,486 -2.28%
2000 64,991 64,991 61,608 -3.386 -5.21% -3,386 -5.21%
2001 65,082 65,082 62,002 -3,080 ~4.73% -3,080 -4.73%
2002 64,072 64,072 60,885 -3,187 -4.97% -3,187 -4.97%
2003 684,009 84,000 60,437 -3,572 -5.58% -3,572 -5.58%
WMHMR - Community ICF-MR Average # Persons
1998 7,226 7.624 7,490 -134 -1.76% 264 3.65%
1999 7,226 7.624 7,623 -1 -0.01% 397 5.49%
2000 7,626 7,627 7,713 86 1.13% 87 1.14%!
2004 7,627 7.627 7,694 87 0.88% 67 0.88%
2002 7,644 7.644 7,476 -168 -2.20% -168 -2.20%
2003 7,644 7,644 7,476 -168 -2.20% -168 -2.20%)
MHMR - State Hospital Daily Census
1998 2,670 2,575 2,370 -205 -7.96% -300 -11.24%|
1999 2,670 2,575 2,265 -310 -12.04% -405 -15.17%
2000 2,456 2,456 2,356 -100 -4.07% -100 -4.07%
2001 2,456 2456 2,394 -62 -2.52% 62 -2.52%
2002 2,273 2,235 2,281 46 2.06% 8 0.35%
2003 2,273 2,237 2,309 72 3.22% 36 1.58%

1/13/2003

HHSC
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h
MHNR - State School Average Monthly Number of Enrollments
1998 5423 5,213 5,433 220 4.22% 10 0.18%|
19989 5,248 5,038 5,298 260 5,16% 50 0.95%
2000 5,382 5,457 5,433 -24 -0.44% 51 0.95%
2001 5,307 5,457 5,345 -112 -2.05% 38 0.72%
2002 5425 5,425 5,133 -252 -5.38% -292 -5.38%)
2003 5,425 5,425 4,962 -463 -8.53% -463 -8.53%
PRS - Foster Care Caseload
1998 11,912 11,804 10,843 -961 -8.14% -1,089 -8.97%
1999 12,131 12,306 10,981 -1,325 -10.77% -1,150 -9.48%)
2000 11,878 11,897 12,006 108 0.92% 128 1.08%
2001 12,226 12,242 12,769 527 4.30% 543 4.44%)
2002 12,964 13,028 14,002 974 7.48% 1,038 8.01%
2003 13,405 13,527 14,774 1,247 9.22% 1,369 10.21%
Note: Requested amounts do not reflect changes in legislation passed after the request is made. For example, the impact of SB43, 77th
Legislature is not included in the requested amounts for Medicaid.

11432003
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