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Dear Ministry Colleague:

In December 2006, the Board of Directors of the Alliance of Catholic Health Care'
authorized the formation of a Task Force to develop a statewide health ministry
response to the emerging health care reform debate in California. In taking this
action, the Board recognized the Catholic health care ministry’s principled
commitment to universal health insurance coverage and its responsibility to address
the operational implications attendant to health care reform. Both of which made it
imperative that ministry leaders together play an important and constructive role in
this long-overdue debate.

The Task Force concluded its work in April 2007 and the Board adopted its Report in
early May 2007. The Report includes an analysis, based on ministry principles, of the
key elements of the Governor’s proposal as well as those of the legislative leaders.

It is important to note that this Report — along with the proposals it analyzes — is
limited primarily to reforms that expand health insurance coverage. These proposals
generally fail to address other important aspects of today’s health system that are in
critical need of reform, in particular the delivery system.

Multiple public and private sources of financing have led to an inefficient and
fragmented delivery system. Providers often function in isolation from one another
with little integration among primary, acute and long-term care settings. Patients,
especially the chronically ill and the poor, confront a complex maze of services that is
bewildering and often difficult to access. The Alliance Board is committed to giving
this systemic problem careful scrutiny in the context of broader system reform. But it
also recognizes the moral imperative of focusing primarily on coverage expansion at a
time when the number of uninsured in California is considerably greater than the
national average and is approaching 20 percent of the state’s population.

In closing, the Alliance and its members commend Governor Arnold Schwarzenegger,
Senate President Don Perata and Assembly Speaker Fabian Nunez for providing the
leadership that has focused the public’s attention on the urgent need to address the
problem of the uninsured in California.

1Hj J./Cox
President/CEO
Alliance of Catholic Health Care Alliance of Catholic Health Care

' The Alliance of Catholic Health Care represents California’s Catholic health systems
and hospitals. There are 58 Catholic and community-based affiliated hospitals, which m

represent nearly 16 percent of all California acute care in-patient hospitals. Alliance 1 m
of Catholic Health Care
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California Catholic Health Care Ministry

Report on
Health Coverage Expansion Reform

Preamble

The California Catholic Health Care Ministry strongly supports efforts to achieve
affordable, adequate health coverage for all Californians and recognizes that there is
an emerging consensus in the state, starting with the Governor, legislative leaders,
and major stakeholders, that the lack of coverage for the uninsured is a problem that
deserves immediate attention, that comprehensive coverage expansion reform is
needed, and that the way to achieve reform is through a cooperative approach to
devising an acceptable and effective plan. The objective of this report is to enable the
Catholic health care ministry in California to be a constructive voice in the reform
dialogue based on its expression of health care ministry values and principles.

We introduce the report by making the following general observations regarding
several key issues related to coverage expansion.

1. Universal coverage

Heath care reform must provide universal access to necessary health care
(ensuring that everyone has an insurance card). The Catholic health care ministry’s
moral commitment to universal access is anchored in its belief that access to
necessary health care is essential to the achievement of human dignity and is,
therefore, a right. The corollary is that everyone should have coverage of one form
or another. Thus an approach that would cover only workers is not sufficient.

While universal health insurance coverage is necessary, it may not be sufficient for
achieving universal access. Some persons may need additional assistance in order
to access necessary health care (for example, special arrangements will need to be
made for undocumented persons). Also, the presence of an insurance card alone
does not guarantee universal access if the benefit package is too limited, if
individual cost sharing is too high, if provider rates are too low to attract adequate
provider participation, and/or if there are other impediments to access. In
developing a coverage expansion program, it is essential that reformers address the
broad issue of ensuring access to physicians and other independent practitioners
who provide both primary care and specialty services.

The Ministry does not agree with the view expressed by some that the current
system provides universal access for California’s uninsured population. Under the
status quo, the uninsured often do not receive preventative or timely care and
generally obtain their care in expensive settings such as hospital emergency rooms.
Moreover, the evidence shows that many people die unnecessarily because they
lack coverage and thus do not get the kind of care they need when they need it.
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The Ministry strongly believes that to be acceptable, a reform plan must contain all
the elements necessary to achieve universal access but that it may be necessary or
desirable to phase in the plan’s implementation.

Although the Ministry acknowledges that the current coverage and financing
system has significant flaws, it concludes that proposals that build on the current
system are the ones most likely to receive sufficient political support to be enacted.

2. An individual mandate

An individual mandate, combined with subsidies that ensure reasonable
affordability, is an acceptable mechanism for achieving universal coverage. The
integrity of a reformed health care system requires that coverage be universal. If
large segments of the population are not covered, as is presently the case, the new
system will inevitably “unravel.” Costs will be higher because people are treated too
late and in the wrong settings, costs of treating the uninsured will be passed along
through cost shifting, and more employers will drop coverage.

3. Shared responsibility for financing

Health care reform should be a shared responsibility among individuals,
employers, providers, health plans, and government.

It is appropriate for consumers to share in the cost of paying for premiums and
services. Consumer cost sharing is acceptable as long as it is equitably
structured—that is, reasonably and fairly related to a person’s income (based on a
sliding scale)—and does not impair access to necessary care. However, it is
important that cost sharing not be applied to preventative care, such as
immunizations. Employers should be required to contribute to the cost of coverage
for employees and dependents.

In principle a provider tax is an acceptable financing source as long as it is
equitable and mitigates disparities between “winners” and “losers.” However, no
financing mechanism can ensure perfect equity, and Catholic hospitals are willing
to bear some financial risk as part of an equitable financing system based on
shared responsibility. Other revenue raising options should also be examined to
determine if they would be more equitable.

4. Health care costs

Health care costs are rising at a rate twice as fast as the growth in wages and are
making health insurance unaffordable for a growing segment of the population.
This situation is unsustainable. It is, therefore, important to address appropriate
mechanisms for cost control in a reformed system as a matter of equity and
effective stewardship of scarce resources. Cost containment may need to include
elements such as additional private and governmental investments in the
education of nurses and allied health professionals.
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5. A need for compromise and cooperation

The achievement of universal access to necessary health care will mean difficult
trade-offs for each of the stakeholders, and no part of the system will achieve
everything it wants or needs. Compromise will be necessary. Since effective reform
will result in an improved health care system and enhanced human dignity, the
Ministry concludes that as a society “we cannot let the perfect be the enemy of the
good.”
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Elements of an Acceptable Plan

In proposing an approach to coverage expansion, the Ministry took as a starting point
the principles of Catholic Social Teaching and the California Catholic Health Care
Principles for Achieving a Just Health Care System (October 2003, these are
referenced by number in the text below and attached in Appendix 1). The Ministry
further decided that because of the comprehensive nature of Governor
Schwarzenegger’s proposal, it was an appropriate starting point for discussion and
reaction. Thus in some instances we indicate that our position is consistent with the
Governor’s ideas, and we likewise indicate where we think another policy approach
should be considered. We recognize that the plans put forward to date by the Governor
and legislative leaders will change through the course of negotiations with various
stakeholders. We also acknowledge that other approaches besides the one we suggest
below may be acceptable and effective. We believe that any comprehensive plan
designed to achieve universal coverage is a package of interlocking elements and that
it is not feasible to simply pick and choose single elements. Rather, the policy has to
be carefully crafted of elements that form a coherent whole.

This material below presents the elements of a plan that could be workable, effective,
and equitable.

Universal Coverage

We support a reform that would ensure adequate coverage for every resident of the
state, including undocumented immigrants [General Principle One]. Achieving that end
requires two elements: a requirement that everyone have coverage and mechanisms to
ensure that coverage is affordable.

Individual Mandate

We agree that reform legislation should include a mandate that everyone acquire
coverage that meets a minimum benefit standard. In a system that relies on privately
purchased insurance for much of the population, universal coverage cannot be
achieved without a mandate. To make this requirement effective, the incentive for
complying with the requirement must be strong enough to ensure that most people
acquire coverage.

Making Coverage Affordable
A mandate cannot be effective or fair unless coverage is affordable for everyone subject
to the requirement.
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Expansion of Medi-Cal/Healthy Families

We believe that a sensible approach to making coverage affordable for low-income
people is to expand eligibility under Medi-Cal and Healthy Families higher up the
income scale. We agree with the approach of covering all children (including
undocumented children) and adults whose incomes are below 100% of the federal
poverty level (FPL) under Medi-Cal with no required payment from them. We also agree
that children whose family income is between 100% and 300% of FPL should be
covered under Healthy Families.!

Subsidies for Lower-Income Adults not Eligible for Medi-Cal

We believe that subsidies must be available to low-income adults not eligible for Medi-
Cal, and we agree that it is appropriate to have graduated subsidies so that the
subsidies decrease as income increases. We are concerned, however, that the
subsidies proposed thus far (for example, for people with incomes up to 250% of FPL)
may not be sufficient to make coverage truly affordable and to ensure that the burden
of paying for coverage is equitable. In particular, we are concerned about the extent of
the burden of paying for coverage and out-of-pocket expenses for people somewhat
above this level. (See Appendix 2 for an example of contributions by income level).

We think it is worth exploring the possibility of extending eligibility for subsidies
higher up the income scale, perhaps to 300% or 350% of the federal poverty level (FPL)
or greater.2 If this were done, the limits on the amount of income a family is required
to spend for health coverage might be increased. For example, the Governor’s plan
would limit exposure to 6% of income for people between 201% and 250% of FPL. If
subsidies were available to those at higher income levels, the required percentage
might gradually rise to 10% of income for those at 350% of FPL. As noted later, we
also believe that the maximum amount of income people must spend before being
eligible for subsidies should include not only what they spend for premiums but also
their out-of-pocket spending to pay for medical services.

We recognize that the greater the subsidies and the higher the income level of people
who are eligible for them, the greater the financing burden for whoever is responsible
for funding the subsidies. (In the Governor’s proposal, subsidies are funded by taxes
on hospitals and doctors and non-offering employers and by redirected state
realignment funds and other safety net funds). Nevertheless, equity demands that if
people are required to have coverage, acquiring that coverage must not cause
significant financial hardship.

We agree that the subsidies should be available to people who currently have employer
coverage and that the limits on coverage contributions as a percentage of income
should apply only to the portion the employee pays, not to the employer contribution.

' Of course, this approach would be contingent on getting the level of federal match assumed. The Governor's
proposal assumes that a total of $5.474 billion in federal funds will be available. Federal Health and Human Services
Secretary Mike Leavitt recently pledged federal support for $3.45 billion. An additional $250 million to help finance the
Governor’s reform proposal could apparently become available by having the state submit an application for a
demonstration project to provide coverage to low-income single adults.

2 Even if eligibility for health insurance subsidies is extended to 300% or 350% of the FPL, some low-income adults
may still find it difficult to pay the full cost of their health plan’s co-payments and deductibles. This suggests that
hospital financial assistance policies, such as those maintained by Catholic hospitals that cover families up to 500%
of FPL, will continue to be necessary.
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Undocumented Immigrants

We believe that a universal health care system must include adequate access for
undocumented immigrants. Under the Governor’s proposal, persons without a “green
card” who do not acquire coverage on their own or through an employer would receive
health coverage “provided, coordinated or arranged by county government in
coordination, where applicable, with county and University of California hospitals.”

Currently, county and other safety net providers receive special funding to care for the
uninsured. This includes approximately $2 billion in federal Disproportionate Share
Hospital (DSH) program funding, nearly $2 billion in state realignment funds, $766
million in federal safety net care pool (SNCP) funds, and county general funds,
Proposition 99 tobacco tax revenues, and other funds.

Of these special funds, the Governor proposes to redirect $1 billion of county
realignment funding and $542 million in federal SNCP funds to help finance the
coverage proposal described above. The Administration argues that the remaining
special funds would be more than sufficient to allow counties to improve the level of
service to undocumented adults and others who would continue to be served in their
facilities.

While we neither endorse nor reject this approach, we are committed to ensuring that
undocumented adults have adequate access to needed services. Our concern is that
this approach will only be adequate if government—the counties and state together—
guarantee adequate funding, including maintenance of effort over time.

Minimum Benefit Package

There are two elements to a minimum benefit package: the services that are covered
and the level of consumer cost sharing. We believe that the services covered under a
minimum benefit package must be as comprehensive as is feasible to effectively
address life-threatening situations; prevent or delay illness, disease, or disability; and
restore vital functions [General Principle Two]. We agree that the state’s Knox-Keene
requirements plus coverage for prescription drugs is an acceptable minimum standard
for coverage. We are concerned, however, that coverage must also include adequate
access to mental health services.

We also believe that a minimum package should include significant cost-sharing, for
three reasons: cost-sharing helps to keep premiums (and subsidies) affordable; it
encourages people to use services economically (until the deductible is reached); and
there is no reason to require higher-income people to buy a low-cost sharing plan
since they can afford to pay the deductible. Whatever deductible is selected, it should
not apply to certain preventive care services, such as immunization and well-child
care.

A guiding principle must be that the deductible, in combination with the amount that
people are required to pay for premiums, not impose unfair financial burdens on
people with limited financial means. Thus, for people eligible for the previously
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discussed subsidies—perhaps including persons with income up to 300% or 350% of
FPL or greater—out-of-pocket cost sharing should be included in the income
expenditure limit.

For example, if the subsidy is available once the person has spent 4% of income, the
4% should include the sum of premium payments and out-of-pocket cost sharing
payments. We propose this approach because we are concerned that the combination
of premium payments and out-of-pocket cost sharing could create hardship for people
whose incomes are in the range of 200% to 350% of FPL.

We recognize that this provision adds to the total cost of the program and that there is
a trade-off between the number of people eligible for subsidies, the generosity of the
mandated minimum benefit package and the size of the subsidies, and the amount of
revenue that has to be raised to fund the program.

Purchasing Pool/
Insurance Reform

We concur with the main health care reform proposals that it is appropriate to
establish a state purchasing pool under the auspices of the Managed Risk Medical
Insurance Board (MRMIB) to make affordable insurance available to those eligible for
subsidized coverage and to others as well.

Certain insurance market conditions are required to make coverage readily available
and affordable. These conditions, specified below, are incorporated in not only the
Governor’s proposal but also in the legislation sponsored by Assembly Speaker Fabian
Nunez and Senate President pro Tem Don Perata.

One of those conditions is that there must be limits on insurers’ ability to vary
premiums based on the risk level of the person seeking coverage. An approach that
requires higher-risk people to pay much higher premiums than lower-risk people
makes coverage unaffordable for higher-risk people and is not equitable. While we do
not take a position regarding the rating factors that insurers should be permitted to
use, we think that more important than the specific rating factors is a requirement
that total variation using all factors in combination should not exceed a reasonable
ratio.

A second condition is that all insurers should be required to offer coverage on a
guaranteed-issue basis in all markets once an individual mandate is in place; that is,
no one could be denied coverage, regardless of the person’s risk level.

These limits on insurer practices should apply to the sales of health plans both inside
and outside the purchasing pool to prevent adverse selection against the purchasing
pool.

Placing limits on rate variation is designed to protect high-risk people from having to
pay unaffordable rates. While this approach is sometimes seen as unfeasible because
lower-risk people might balk at the increased rates they would have to pay and decide
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not to purchase coverage, the danger is eliminated by the requirement that everyone
must acquire coverage.

Financing

We believe that financing should be a shared responsibility and that the burden
should be equitably and progressively distributed [General Principles Four and Seven].
We therefore support an approach that requires contributions from individuals,
employers, providers, and the state and federal governments.

Individuals

As detailed above, individuals would contribute in the form of premiums and cost
sharing. And, of course, ultimately, all costs are borne by households as they are
passed through from those who pay the initial assessment.

Employers

All employers should contribute to the cost of coverage for employees and their
dependents. We agree with the approach of requiring that employers contribute a
minimum percentage of payroll either in the form of premiums for coverage or in the
form of a tax payable to the state to help finance coverage for employees and their
dependents. It is important, however, for employers to have assurance that their
required contribution—whatever the final percentage—will not dramatically increase in
future years because program costs are not adequately controlled.

To avoid running afoul of federal ERISA prohibitions on states’ regulation of employer
benefits, the state should impose the percentage tax requirement on all employers,
including those that offer coverage, and allow any amount the employer contributes to
employee health premiums as a credit against the tax. Based on previous legal
precedents, including the recent overturning of legislation in Maryland that would
have required very large employers to offer coverage or pay a tax, legal experts indicate
that this approach is most likely to pass legal muster.

Federal tax laws permit employees to exclude from their taxable income the amounts
they and their employers contribute to health premiums when the payments are made
through a Section 125 Plan (Flex plan). Employers, including those not offering
coverage to their employees, should be required to establish such plans to reduce the
net cost of health coverage for employees.

Providers

We agree in principle that it is be appropriate to expect providers to share in the
financing burden of funding health reform to expand coverage. We further agree that
an essential part of any new plan for provider contributions must include substantial
payment rate increases for Medi-Cal providers. It is also crucial that any new provider
taxes not be levied before such payment rate increases are put into effect. (See
Appendixes 3 and 4 for further discussion on provider taxes and payment rate
increases).
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We think it is extremely important to avoid approaches to imposing taxes on providers
that would require some providers to bear a much larger net share of the burden than
others. The distributional effects that we think are inherent in some current proposals
are cause for concern. While it is probably impossible to completely eliminate re-
distributional inequities, it is important to minimize them to avoid consequent
disruptive effects. Failure to do so could cause major service curtailments and even
threaten the existence of services to communities.

Health Plans and Insurers

Consistent with the principle of shared responsibility, health plans and insurers must
share in the obligation to make coverage affordable. One appropriate way to ensure
that this objective is achieved is for the state to establish minimum loss ratios that
would apply to all insurers and health plans.

Government

It is generally acknowledged that government has a special responsibility for ensuring
that coverage is available and affordable for lower-income people, particularly through
programs like Medi-Cal and Healthy Families. An essential part of that obligation,
shared by the federal government and state government, is to ensure that the funding
that is provided for such programs fully covers the cost of providing care for these
needy populations. Failure to meet this obligation results in a “cost-shift” from
providers to payers that drives-up the cost of health insurance.

Federal Government

It is obviously to the state’s benefit to take advantage of existing federal financing rules
that stipulate that the federal government will pay a major share of the cost of
extending coverage by making more people eligible for Medi-Cal and Healthy Families.
These programs are designed to include sharing of financing between the federal and
state governments, and California should take advantage of these provisions. Of
course, some of the changes will require federal waivers and substantial increases in
SCHIP funding levels, and getting federal approval of the full funding required may
prove challenging.

State Government

If reform is funded in part from taxes on employers and providers, the monies
collected will be a part of state revenues, and the spending for coverage expansion that
they support will pass through the state budget. We believe, however, that it is
important that state government also share in financing by allocating additional state
general fund monies for coverage expansion. Consistent with this view, we believe that
it is important to explore broadening the revenue base to include other possible
equitable assessment sources to finance coverage expansion.

Counties

Under any reform that provides for near-universal coverage for legal residents of the
state, counties will be relieved of major funding responsibilities they now have to serve
uninsured people. We believe that it is appropriate to expect counties to put a portion
of those savings back into funding care for undocumented immigrants. As the state
and county government implement this obligation, it is essential that the dollars follow
the patient so that the providers who serve immigrant patients are adequately
compensated.
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Cost Containment

Financing a reform plan that achieves universal coverage will not be sustainable in the
long run if health care costs continue to rise at a rate substantially in excess of the
rate of growth of the economy [General Principle Seven|. We therefore agree that it is
crucial to take appropriate steps to contain costs. We strongly favor steps to improve
efficiency and quality, such as efforts to base medical practice on evidence-based
medicine, and we think that it is appropriate to use financial incentives to encourage
providers to improve quality and effectiveness and to control costs. [General Principle
Three] We agree that efforts should be made to increase the rate of adoption of cost-
effective health information technology. Efforts to reduce costs by improving health
status through smoking cessation and other behavior modification efforts, as well as
greater use of preventive services and better treatment of chronic conditions, should
also be encouraged.

Consistent with the priority we assign to cost containment, we think it is crucial that
any new legislative or other proposals to regulate hospitals and other health care
providers must pass a rigorous test of being cost effective before becoming legislation.
Passage of legislation that imposes unfunded mandates that add more to costs than
they create in cost savings and other measurable benefits is completely inconsistent
with the need to contain the growth of health care costs.

In this regard, we agree with the Governor’s proposal that the HAZUS tool for
evaluating the seismic risk of hospitals should be implemented, and we support
further measures to reduce or delay hospital financial burdens associated with the
state’s hospital seismic requirements to avoid possible service disruptions to
communities. For hospitals that require it, the 2008 /2013 retrofit requirements
should be waived if the hospitals agree to meet the full 2030 seismic compliance
standards by an earlier date. It is also important to recognize that many financially-
strapped hospitals serving low-income populations will not be able to meet current
building codes at any future date, unless they receive state financial assistance in
doing so.

Oversight Commission

We strongly believe that a high-level, independent oversight commission should be
established to continuously monitor the effectiveness and equity of any reform
proposal to achieve universal coverage. The charge of the commission should include
ensuring that the system is achieving its objectives, that coverage and care are
affordable, that the burden of financing the system is equitably distributed, and that
the coverage approach is operating efficiently and effectively. The Commission should
make periodic reports of the coverage reform performance, identify problems, and
propose solutions.

Alliance m =
of Catholic Health Care

Representing California’s Catholic
Health Systemns and Hospitals
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Appendix One

Principles for Achieving a Just Health Care System
Alliance of Catholic Health Care * October 2003

Alliance m m
of Catholic Health Care
I

Represersting California’s Catholic
Healrh Syiterns and Hospitali

Preamble

Our Catholic faith tells us that every human being is made in the image of God

(Gen 1:27). Consequently, every human being possesses an inherent dignity that
must be revered; and every human being has both the right and the responsibility to
realize the fullness of that dignity. This means that all members of society must
protect and promote those rights that belong essentially to what it means to be fully
human.”

Our faith tradition and Catholic social justice teachings tell us that we reach our
fullness as human beings only in relation to one another. God has called us to
become a people; and as such, to be responsible for each other. Because this is so, we
are especially responsible for and stand in solidarity with those whose rights are
withheld or denied.

Our faith tradition describes human rights in terms of the interdependence of personal
and social life. It demands that social structures be arranged to promote the dignity
and well-being of all persons. Among the rights held in our faith tradition is health
care, without which human potential is seriously impeded, if not denied.

Millions of Californians lack access to adequate health care. The number of
uninsured or underinsured increases each day. The California system of health care
as it currently functions does not meet the needs of all members of our state.

Justice and our faith tradition demand that the voiceless be heard and that we work
for the recognition of their human dignity and for the common good. For the sake of
justice, and true to our faith, we call for universal access to our state’s health care
system.

As a step in support of that goal, we offer the following general principles:

“In his encyclical Pacem in Terris,Pope John XXIII defined fundamental human rights: “Every person has
the right to life, to bodily integrity, and to the means that are necessary and suitable for the proper
development of life; these are primarily food, clothing, shelter, rest, medical care, and, finally, necessary
social services....” (No. 11)



Principles for Achieving a Just Health Care System
Alliance of Catholic Health Care * October 2003

General Principle One

Universal Access

Access to comprehensive health care services is a human right.

Access to a comprehensive package of basic health care services is essential to the
achievement of human dignity. Health care is, therefore, a social good.

General Principle Two

Basic Comprehensive Benefits

To ensure uniformity and equity across California, the state must determine a basic
level of health care services sufficiently comprehensive to promote good health, provide
appropriate treatment for persons with disease and disability, and to care for persons
who are chronically ill or dying. Services should be provided in the context of a
person-centered continuum of care that includes preventive care, primary care, acute
care, hospice care, long-term care and mental health services.

General Principle Three

Quality Enhancement

A reformed system of health care services must contain strong financial support and
incentives to enable and encourage providers to continuously improve the clinical
quality of care.

|
General Principle Four

Shared Responsibility

The protection, promotion, maintenance and improvement of health is a responsibility
shared by individuals and families, private businesses and organizations, voluntary
agencies and government.

The health of individuals and the health of California as a whole are inextricably
linked. Personal health is primarily the responsibility of individuals and families.
Health promotion and education, as well as realistic incentives to individuals and
families to practice healthful habits and to reduce risks, are critical to the
effectiveness of a just health care system. The government, working for the common
good, has an essential role to play in assuring that the right of all Californians to
adequate health care is protected.
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General Principle Five
Respect for Religious Beliefs

The right of all parties to the free exercise of their religious beliefs must be
protected in public health care policy.

No parties, including providers of health care services, should be required to submit to
or perform any act or procedure that infringes on their religious beliefs.

General Principle Six

Role of Government

Government is responsible for ensuring that a comprehensive package of basic
health care services is universally available, and adequately financed, within a
pluralistic system, with minimum regulatory burden.

Private agencies and institutions alone are unable to develop and fund a
comprehensive health policy, or to ensure that all persons have adequate health
insurance, or to command vast resources necessary to implement an effective health
policy. The coordination of development, financing, delivery and improvement must be
the responsibility of government.

General Principle Seven

Financing

Financing must be sufficient to ensure the availability of quality health care
services to all and contain strong incentives for economic efficiency.

Financing the delivery of a comprehensive package of basic health care services is a
societal obligation. The financing mechanism should be based on an equitable and
progressive formula.

A health care system must acknowledge limits and, therefore, be governed by
appropriate and effective economic discipline. Health care should grow in proportion
to its role and the rate of society’s overall growth, and not in a way that harms other
social goods. Healthcare expenditures must be equitable across services and
populations.



Appendix Two

Premium Contributions by Federal Poverty Level

Individual/Family Premium Contribution by Federal Poverty Level (FPL)

Under the Governor's Proposal

Family Annual Income Range 3% Annual Income Contribution
Size 100% FPL 150% FPL Low High|
1 10,210 | $ 15,315 306 | $ 459
2 13,690 20,535 411 616
3 17,170 25,755 515 773
4 20,650 30,975 620 929
5 24,130 36,195 724 1,086
Family Annual Income Range 4% Annual Income Contribution
Size 151% FPL 200% FPL Low High|
1 15,417 | $ 20,420 617 | $ 817
2 20,672 27,380 827 1,095
3 25,927 34,340 1,037 1,374
4 31,182 41,300 1,247 1,652
5 36,436 48,260 1,457 1,930
Family Annual Income Range 6% Annual Income Contribution
Size 201% FPL 250% FPL Low High
1 20,522 | $ 25,525 1,231 1% 1,532
2 27,517 34,225 1,651 2,054
3 34,512 42,925 2,071 2,576
4 41,507 51,625 2,490 3,098
5 48,501 60,325 2,910 3,620




Appendix Three

Notes on Provider Fees

The Governor has included provider “fees” or taxes as a major source of
financing for his proposed reform. Although clearly controversial, a provider
assessment has two important advantages. First, unlike revenue from most tax
sources, revenues from a provider assessment are unlikely to fall during an
economic downturn. People still consume health services in hard economic
times. Thus, this revenue source will help avoid revenue shortfalls when the
state experiences a recession. Trying to continue adequate funding for
government-funded coverage programs during recessions has been a major
problem in the past.

Second, health expenditures, and thus the cost of a health coverage reform, are
almost certain to rise more rapidly than the rate at which the state’s economy
grows. Most revenue sources increase in pace with the economy as a whole,
which could leave the state with a shortfall in financing a universal coverage
program. Alternatively, a provider assessment would grow at roughly the same
pace as health costs grow because provider revenues are health costs.

While the Governor has proposed a tax on hospitals and physicians, it is
important to note that others have proposed an alternative provider
assessment approach that would broaden the revenue base and spread the
burden more fully. It would put an assessment on sales revenue of all
providers’ services, not just hospital and physician services.

There are modifications that could be made to the Governor’s approach that
would help to limit the distributive inequities of provider taxes. These and
related issues are discussed in detail in the following document.



Appendix Four

Hospital Taxes, Medicaid Payment
Rates and the Governor’s Health Care
Reform Proposal

By Eileen Ellis and Dave Ferguson, Health Management Associates
For the Alliance of Catholic Health Care

Governor Schwarzenegger’s Medi-Cal reform proposal relies heavily on new provider
taxes/assessments as the source of the new state dollars to match the planned
increase in federal funding as more than 4 million additional Californians receive
health insurance or health coverage. A press release announcing the proposal
(http:/ /gov.ca.gov/pdf/press/Governors_HC_Proposal.pdf) includes the following
statement:

The plan will direct $10-$15 billion to hospitals and doctors, who will then return a
portion of this coverage dividend associated with universal coverage; hospitals will
contribute 4% of gross revenues and physicians will contribute 2% of gross revenues.

That the press release specifies “gross revenue” is assumed to be a misstatement. Any
provider tax programs that we are aware of are based upon some variation of net
patient revenue or a per bed or per day amount.

Federal Requirements Related to Provider Taxes & Related Payments

As of 2003, at least 21 states utilized provider taxes as a financing mechanism for
Medicaid payments. The most common provider tax is on nursing homes. However, it
is becoming more common to use hospital taxes to fund Medicaid payments and some
states have also implemented taxes on pharmacies, HMOs and other providers. In
configuring a provider tax program, States are required to obtain federal approval if
the tax is anything other than strictly broad based and uniform. In practice, provider
tax programs are thoroughly scrutinized by CMS as part of the review process for each
State plan amendment. Federal regulations (at 42CFR §433.68) specify that states
may receive health care-related provider taxes without any loss of federal matching
funds if the provider taxes meet the following criteria:

1. The taxes are broad based. The tax must generally be imposed on all services in
the class of providers. (Federal regulations specify that public providers can be
excluded without penalty.)

2. The taxes are uniformly imposed. The tax or fee must be based on the patient
revenues, number of beds or some other uniform basis.

3. There is no hold harmless provision. Generally this provision means that there
cannot be a direct relationship between Medicaid payments and the amount of



the tax, nor can there be any non-Medicaid payment from the taxing authority
that correlates to the difference between the Medicaid payment and the total tax
cost.

The current upper limit on provider taxes used to fund Medicaid payments is 6% of
revenue. From January 2008 through September 2011 this limit will be decreased to
5.5%.1

There are provisions for a waiver of either the broad-based tax requirements or both
the broad based and uniform tax requirements. Each type of waiver requires a
statistical test to prove that the waiver tax is statistically still redistributive among
hospitals to the same extent as a broad-based uniform tax. A typical waiver would be
to exempt public hospitals or select provider groups like critical access or sole
community hospitals. The rules provide for exempting public hospitals without CMS
approval. However, exempting other hospitals requires prior approval from CMS and a
positive result from the specified statistical test. The norm would be to offset the
exemption of low Medicaid utilization hospital with exemptions of high Medicaid
utilization public entities. However, a multitude of options exist that would meet the
standards for approval.

Issues to Be Considered

Health Management Associates has worked with hospital providers and state
governments in a number of states to develop alternatives to across-the-board taxes
and/or across-the-board Medicaid rate increases that are acceptable to hospitals.
Among the issues that arise are:

Allocation of Gain — From a hospital perspective, the entire benefit from the
added tax dollars should be returned to hospitals. However, there is usually
some type of gain sharing arrangement with others. In some instances, like
California, the added revenue is targeted to coverage expansions as well as
hospital rate increases. In other instances, the gain is shared to reduce general
fund revenue support of Medicaid or to fund rate increases for other providers
like physicians.

Long Range Sustainability — Hospitals need to be sure that the availability of
hospital tax revenue does not become the legislative solution for general State
funding shortfalls. Ideally, some type of maintenance of effort standard should
be established to prevent continued eroding of general state support for hospital
payments with the cuts offset by ever increasing taxes.

Configuration of the Tax — The extent to which the net impact of the tax is
applied to hospitals can be varied based upon variations in the way the tax is
configured.

Modifications to Payments — The method for allocating additional Medicaid
payments is as critical to the net impact as the methodology for the tax itself.

1 Technically there is no absolute limit on Medicaid provider taxes at 6%. However federal
regulations at 42 CFR §433.68(f)(3)(i) state that “when the tax or taxes are applied at a rate that
produces revenues in excess of 6 percent of the revenue received by the taxpayer”, the federal
government “will consider a hold harmless provision to exist if 75 percent or more of the
taxpayers in the class receive 75 percent or more of their total tax costs back in enhanced
Medicaid payments or other State payments.” As a practical matter, a health care provider tax
rate can only exceed 6 percent (5.5 percent from January 1, 2008 to October 1, 2011) if the tax
is used to fund state services other than Medicaid and health care programs.



Market Impact — As proposed in California, moving from Medicaid rates to
Medicare rates could have an impact on the distribution of Medicaid patients
among hospitals. Hospitals that avoided serving Medicaid patients at low rates
may be enticed to serve more Medicaid patients with reimbursement at
Medicare levels. For a safety net hospital, the effect of increasing Medicaid
payment levels and elimination of special payment provisions could be negative
if low intensity Medicaid patient migrate to other hospitals leaving the safety net
with fewer Medicaid patients and less reimbursement from DSH and other
adjustments.

Cash Flow — The gain in reimbursement to hospitals needs to occur as soon as
possible after the tax liability occurs. In some instances, states have agreed to
increase payments with tax collections occurring subsequent to the payments
being made.

In general, an acceptable tax program needs to be designed in a manner that
minimizes the range between hospitals that have a net loss (gain from added
reimbursement being less than the tax liability) and those with a net gain from the
reimbursement changes associated with the provider tax. The fact that California’s
proposal will be used both to increase Medicaid rates and to cover additional people
makes this modeling complex. While hospitals with high volume of uninsured patients
tend to also have a high volume of Medicaid patients, the impact on patient
distribution among hospitals and utilization of services generated by reimbursement
changes will be difficult to assess. This is especially true with expanded coverage.
Take, for example, a patient that previously had no insurance and chronic joint pain.
With coverage, previously unattainable joint replacement surgery may be more
common. At the same time, emergency room utilization for a patient with asthma
conditions may be significantly decreased.

Several characteristics regarding the distribution of Medicaid clients and the hospitals
which serve them suggest methods that tend to “mitigate” impact of a provider tax.
These methods are already in use in other states and approved by CMS. The goal is to
help achieve a balance across all hospitals in the state so that a plan that includes a
provider tax can be supported by the hospital community. The following are examples
of those methods: first those that mitigate the tax directly; then those that reduce the
loss through the use of payment formulae; and finally an example of one that effects
the overall distribution without changing the effect on individual facilities.

Examples of Options for Provider Taxes

The Governor’s proposal selects a uniform tax that has not explicitly taken the
distribution of the tax burden into account. However federal law and regulation permit
the Medicaid agency some flexibility in selecting a tax base. Clearly selecting a
different tax base will change the distribution of the tax, with some hospitals
benefiting and some losing relative to the impact of a uniform tax.

Exclude Medicare Revenues

Taxing only Medicaid revenue is explicitly prohibited. In most states the hospitals with
low Medicaid utilization rates tend to have higher than average Medicare utilization
rates (e.g., rural hospitals). Therefore a tax on revenue excluding Medicare revenue
tends to decrease the tax impact on low Medicaid providers. These same facilities
usually see minimal benefit from any across-the-board Medicaid payment increase. As
noted above, the current limit on provider taxes used to fund Medicaid payments is
6% of total net patient revenue (5.5% as of January 2008). It may be that in order to
generate the same tax revenue as the proposed 4% tax on revenue, the tax would be




higher than 5.5% on non-Medicare revenues. This would be acceptable as long as the
total tax didn’t exceed 5.5% of the value of all net patient revenues for the hospitals in
the class.

Exemptions for Selected Facilities

This was described above and given the large number of public hospitals in California
could be configured in creative ways to provide relief to a variety of groups of hospitals.

Tiered Hospital Groups

While explicit exemptions of provider groups have occurred, the concept of varying the
tax rate among members of a tax class has been less acceptable to CMS. However, the
concept is viable and should be considered.

The hospitals could be assigned to different tiers and the tax rate can be different for
the various tiers. As noted above, a non-uniform tax requires an explicit federal waiver
and there are required statistical tests using regression analysis if a tax is not a
uniform tax. The statistical test basically confirms that the non-uniform tax is not
biased toward high Medicaid hospitals. One example would be a tax that is higher for
mid-size hospitals than for the smallest and largest hospitals on the assumption that
the Medicaid population is more concentrated in the largest hospitals. This provides a
mechanism to assure that the small hospitals don’t “lose” or experience only small
losses on the net of Medicaid rates versus taxes.

Another strategy would be a three-tiered model with a tax rate that is highest for
hospitals with a moderate percentage of Medicaid business, second highest for
hospitals with the largest percentage of Medicaid business and lowest for hospitals
with a small percentage of Medicaid business. This provides a mechanism to assure
that the hospital with low Medicaid volume don’t “lose” or experience only small losses
on the net of Medicaid rates versus taxes.

While these models reduce the number of losers, they also decrease the “win” for the
hospitals with a high Medicaid share. Actual modeling would document the extent of
this effect. Hospitals collectively may deem that this is an acceptable outcome if fewer
hospitals are still losing money on Medicaid business.

Other Selective Taxation Strategies

States have the option of taxing only inpatient services, only outpatient services, or
inpatient and outpatient in combination. In addition the tax rates could be different
for inpatient versus outpatient.

Medicaid Payment Rate Options

The Governor’s proposal selects a single standard for hospital payment rates, namely
Medicare. For some hospitals a switch from a negotiated per-diem to the Medicare
prospective payment system will substantially increase their revenue. However many
hospitals with very small Medi-Cal contracts, or no contracts at all, would not see
much change in their revenue in the near term because they don’t see many Medicaid
patients. Yet they would pay a tax based on all of their patients. However, often these
same hospitals provide certain specific services for Medicaid clients in greater volume
or proportion than for other services. For example many hospitals that serve a very
large number of Medicaid clients are those that provide obstetrical services and are
deemed disproportionate share hospitals. Therefore a payment policy that increased
payment rates for other than obstetrical services or that didn’t apply to
disproportionate share hospitals would tend to mitigate the effect of the tax. A



payment policy such as this would not harm the high OB high DSH hospitals because
any across the board payment increase will increase payments to these hospitals
automatically. The purpose of these payment policy alternatives is to maximize the
benefit of the federal matching funds without adversely affecting hospitals that
because of their location or specialization would be greatly harmed by a tax.

Clearly, the concept of supplemental payments could be used to mitigate losses.
However, the impact of payment pools will be closely scrutinized by CMS with respect
to the “Hold Harmless” prohibition in the provider tax law. However, the threat of
review should not be a barrier to considering using pools as appropriate policy for
selected situations not adequately addressed by the general reimbursement system.

Private Provider Transactions

Another option that is used in some states is to arrange for redistribution of funds
through private transactions among hospitals. HMA is aware of several states where
hospitals are assessed a fee or tax that is totally uniform and broad-based and at the
same time hospitals make contributions to or receive funding from a private entity.

If the transfer among hospitals is within a “system” the issues are less daunting.
However, when considering monetary transfers among unrelated hospitals legal advice
should be obtained.

Modeling the Impact

Extensive modeling is required to determine the impact of any of the various
alternatives and combinations of these alternatives upon an individual or group of
hospitals. In addition, specific data sets are needed to perform the statistical tests
required by CMS for approving a waiver of the uniform or broad based requirements of
the law.

Modeling by Hospital System

Many California hospitals are facilities in multi hospital systems. Federal regulations
governing provider taxes treat each facility as an independent unit when determining
whether a state’s plan meets the requirements for approval. Therefore a plan that is
designed with a tax base chosen for its distributional characteristics, coupled with
payment policies that have the effect of accomplishing the policy goals of the program
while reducing unnecessary burden and which might have one or two “losers” within a
multi-hospital system that is altogether a large winner might well garner the support
of the hospital provider community. Again this is a feature that should be tested in
any modeling.
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