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Executive Summary

The expansion of SCHIP, the State Children’s Health Insurance Program, has been the focus of
health care reform efforts in Congress. President George W. Bush recently vetoed an expansion
of the program. At the state level Governor Kathleen Sebelius and the Kansas Health Policy
Authority have focused on policies designed to expand SCHIP spending (called Health Wave in
Kansas) and require more children to receive mandated insurance. Expanding SCHIP will
increase the burden of tax payers. Allowing children whose parents make sufficient incomes to
purchase private insurance qualify for government funded insurance will crowd out private
health insurance in the state and contribute to higher health insurance premiums for those who
pay private health insurance.

This paper proposes a different alternative which would accomplish the same ends—getting
more children on health insurance—without the costs associated with government run health
programs. The state could provide health insurance for children through existing private
insurance, freeing up limited tax dollars for other priorities and energizing the private health
insurance market in the process. One way to do this would be to provide a state grant to those
currently receiving Health Wave; this grant must be used to purchase a private health insurance
policy with a $5000 deductible. The average cost of Health Wave is around $1900. If the
recipient is responsible for the first $1000 in the deductible, the state would be responsible for
$4000 (up to the deductible amount). Any amount over that is paid by the insurance company.

This alternative to the current SCHIP system will achieve the same ends as the current program
but with fewer burdens on the taxpayer. It will save the state a substantial amount of money
($16.5 million in our example) and will energize the private health insurance market. The state
could use the money its saves for other priorities or return it to the taxpayers. Such a policy
would be far better than the expansion of government-managed insurance.




Introduction

“The rich have markets, the poor have
bureaucrats.” New York University economics
professor William Easterly made this remark
in a book on Third World economic
development to describe how the western
world treats Africa and other poor regions of
the world. The same can be said of many
health coverage programs for the poor.

Easterly’'s anecdote reminded us of the
approach to helping the poor in America. A
key feature of government public policy since
Lyndon Johnson’s launch of the War on
Poverty in 1964 and the Great Society
programs has been the expansion of
government assistance to the poor and the
management of such programs (and of the
individual lives of the poor) by bureaucrats.
Government spending on social programs for
the poor in America has grown tremendously
in the last forty years.

Which programs have worked and which
have not worked constitute important
concerns for public policy makers. Moreover
the costs associated with such programs also
are important bellwethers of whether it is
feasible to continue spending tax dollars on
programs with marginal returns.

But a more important legacy of such
programs is that they continue to expand
beyond helping the poor. They grow to
become entitlements available to the middle
class as well.

Medicaid, for instance, now pays for the
majority of long-term care for the elderly in
America. In Kansas Medicaid LTC payments
account for a significant share of the total
Medicaid budget. Most of the individuals
receiving Medicaid for long-term care are not
poor. Indeed, they often have significant
assets and could pay for their own care.
Medicaid planners nonetheless encourage
the elderly to spend down their assets to

gualify for a program originally created to help
the poor.?

Markets and Health Care—Why Expanding
SCHIP Won't Work

Health care is an area where markets have
not functioned very well, if at all, since the
creation of Medicaid and Medicare in the
1960s. Prices are high and are not set by a
market—rather they are set by the
government. The price doctors charge for
services are established by a complicated
Medicare pricing structure which insurance
companies have adapted. Price transparency
is non-existent. Health care consumers are
not able to control their own care. Finally,
some specific groups of Americans are
without any health insurance whatsoever,
prompting solutions which instead of
embracing consumer-driven and market-
based reforms, (thereby lowering the cost of
care and providing more accessibility to
insurance) would encourage us all to live
under the weight of individual mandates to
purchase health insurance. Such reforms,
under way in Massachusetts, and proposed
for Kansas, will not work since they further
encourage bureaucratic solutions to health
care.> When it comes to health care the
proposed solutions alter Easterly’s phrase a
bit: the rich have no markets, neither do the
poor, and everyone has bureaucrats.

Since the early 1990s the federal government
has proposed solutions to the underlying

health care problems facing American
citizens. While the effort to create a
government-run system failed in 1993

(dubbed Hillary Care after First Lady Hillary
Rodham Clinton), the development of a
government-run system has been the goal of
politicians intent on legitimately solving
problems of access and providing insurance
to those without it. In their wake, though, they
leave a more bureaucratic system which is
also more costly and less efficient than
private health insurance markets.*




One such program, which has received
national attention in the past year, is the
State Children’s Health Insurance Program
(SCHIP). In August 2007, Congress voted to
renew the SCHIP program by a vote of 225-
204 in the House of Representatives and by
a vote of 68-41 in the Senate. The House
proposed to increase spending on the
program by $75 billion over five years (a 200
percent increase) while the Senate proposed
$60 billion (a 140 percent increase) over the
same period of time. The additional money to
pay for the increase will come from an
increase in the federal tobacco tax, from 35
cents per pack to $1.00 per pack, a 650
percent increase. President George W. Bush,
whose budget proposal for SCHIP was to
increase the program’'s spending by 20
percent over five years (or $30 billion), has
said he would veto the further expansion of
the program.

The Creation of SCHIP

SCHIP was created in 1997, signed into law
as part of a budget reconciliation bill between
Congress and Democrat President Bill
Clinton. The original sponsor of SCHIP was
Utah Republican Senator Orrin Hatch who
proposed the program to provide health
insurance for children whose parents income
was too high for Medicaid eligibility but too
low for affordable private insurance (it covers
children up to 200 percent of the federal
poverty line (FPL) in Kansas). As part of
Medicaid (Title XI of Medicaid), it operates as
a federal-state partnership and in Kansas the
federal government provides about 72
percent of the money to fund children who
qgualify for the program, leaving the state to
fund only 28 percent of the total. The Kansas
Health Policy Authority would like to see the
program expanded to cover 250 percent of
the federal poverty line (about $51,600 in
income). To cover the costs they would
propose increasing the state tobacco tax to
35 cents per pack.

SCHIP has been a relatively cheap solution,
advocates of expansion will argue, to the
problem of uninsured health insurance for
children. In Kansas in 2004-05 the state
share of Medicaid spending was $2 billion.
Children constituted over half of all Medicaid
enrollees in the state (about 175,000
children) and they consumed 19 percent of
the Medicaid budget (about $480 million
dollars).> Such low costs, compared to the
expenses for disability and long-term care,
explains the program’s popularity with
lawmakers at both the state and federal level.

SCHIP Expansion Problems

But the devil is in the details. SCHIP
expansion is not simply intended to find more
uninsured children and place them on
Medicaid but it is also intended to find adults
and place them on the federal Medicaid roles.
In the Governor’s Report on the State Budget
for fiscal year 2001, the Social and
Rehabilitative Services (SRS) department of
the state government (which up until 2006
handled the responsibilities for the state’s
Medicaid programs) experienced a significant
increase in the budget, about $600 million.
Why? The increase in Medicaid was “a
consequence of the aggressive recruiting
efforts for SCHIP.” ° If there are aggressive
recruiting efforts by state agencies to get
children on SCHIP, imagine what the
recruiting efforts would be like if SCHIP is
expanded. Then imagine the costs to the
taxpayers as middle class children fall under
government care (in New York, policymakers
have already discussed expanding their
program to 400 percent of the FPL, around
$80,000 per year income although this
expansion was recently disapproved by the
Bush administration).

Medicaid clients also increased after the
creation of Health Wave (the Kansas health
program for SCHIP clients) in 1999. In 1995
218,000 Kansans received Medicaid services
in Kansas. That number dropped to 168,000




in 2000 but then began a seven year climb to
225,579 in 2002, 213,800 in 2003, 259,100 in
2004, 257,121 in 2005 to over 340,000 in
2007. Health Wave spending was $25 million
in 1999 rising to $32.9 million in 2001, $47
million in 2002, $57 million in 2005 and $67
million in 2006. As of June 2006, according
to the Kaiser Foundation, of the almost third
of a million people on Medicaid about 37,600
children were enrolled in SCHIP in Kansas,
representing an increase of 9 percent from
2005-06." Eligibility for Health Wave in
Kansas is up to 200 percent of the FPL,
about $41,300 per year for a family of four.
The KHPA would like to expand the FPL
eligibility to 250 percent of the FPL, or around
$51,600 income for a family of four. This is
their target goal for SCHIP coverage should
some form of SCHIP expansion occur.

Economic Impacts of SCHIP

The problem is not just the total expense of
SCHIP but also the economic impact of
covering more middle-income children with a
government-run program. Economists have
explored the crowd out factor in such
insurance schemes. The Congressional
Budget Office determined that for every 100
SCHIP enrollees, 25-50 will have dropped
private health coverage. One fourth of all
children nationally are already enrolled in
SCHIP and Medicaid programs for children
while 63 percent have private health
insurance. In Kansas, 47,000 children lack
insurance but out of that number, 35,000
already qualify or would be eligible for either
Medicaid or SCHIP. So we may be talking
about less than 12,000 children in the state,
as of 2005, who lack health insurance or
would be outside of the under 200 percent
FPL qualifications for government assisted
health care.®

According to statistics from the Congressional
Budget Office, half out of 100 children who
become uninsured will have insurance within
four months. Seventy-five of them will have

insurance within a year and 86 will be insured
within two years. Only 14 will remain
uninsured for over two years. Rather than
spending so much on SCHIP’s expansion,
which will reduce privately insured children
and make health care costs even more
expensive, we recommend a different
approach. This alternative can provide
coverage for those children without health
insurance, infuse the private market with
needed energy and reduce, if not eliminate,
the need for Health Wave and SCHIP as a
whole.

An Alternative to SCHIP—Freeing Up the
Health System

Is it possible to devise an alternative to the
current Health Wave program that gives
children in low-income families better health
care, results in more children receiving
medical coverage, reduces costs to the state
budget and strengthens the health care
system for all Kansans?

Measuring Progress

Before detailing how this could be done, a
positive first step toward reform would be for
the state to change the way it documents
progress toward the goal of reducing the
number of uninsured children. Today, the
KHPA measures progress toward the goal
based on how many children are enrolled in
Health Wave or other government programs.®

A better measure might be the number of
children who have insurance, regardless of
the source. Since Health Wave bases
enrollment on families with incomes 200
percent or less of the FPL, the ultimate goal
should be to reduce the number of children
on Health Wave, by increasing the incomes
of Kansans so that more people can afford to
buy their own insurance. Government health
insurance takes away from the wealth of
individual Kansas families by making health
coverage more expensive for all Kansans.




The more health care funded by government,
the greater the tax burden; the greater the tax
burden the less health care which can be
afforded by individual families. Moreover, the
costs of individual insurance policies are
already predicated on the costs to the
provider based on a complex Medicare
formula. The individual purchaser of
insurance already subsidizes the government
system.

Reforming Health Wave

In terms of specific reforms of the Health
Wave program, Kansas can look to other
states leading the way with innovative,
forward-thinking reforms based on
transferring control of health care decisions
from centralized bureaucracies to health care
consumers. Such programs include South
Carolina’s Healthy Connections, Florida’'s
Empowered Care, Idaho’s Personal Health
Accounts and  Oklahoma’s Medicaid
Marketplace.*®

Kansas spends about $1,970 per year for
every child in the Health Wave program.'
That money goes to one of two Health
Maintenance Organizations to provide the
managed care for Heath Wave recipients:
Unicare and Children’'s Mercy Family Health
Partners. Premiums under these plans range
from $0 to $30 per family.

Health Care Vouchers

What if, instead of putting beneficiaries in an
HMO, the government did something like it
does for people who need help paying for
food? Instead of deciding what such
recipients can eat and where they can go
grocery  shopping, recipients  receive
vouchers (food stamps) which they can use
to purchase their own food at whatever
supermarket takes the vouchers. What if it did
this for healthcare services and health
insurance as well? There are several ways to
accomplish this.

The Negative Income Tax

One alternative would be to resurrect an idea
once favored by economists such as Milton
Friedman, the negative income tax. The poor
could be given a direct cash payment to fund
their health care. For those under 100
percent of FPL, they could receive the full
amount ($1,970) provided they spend that
money on a health insurance policy. For
those from 100-200 percent of the FPL, a
lesser payment could help them purchase
health insurance (let's say $1000). This would
have the advantage of empowering those
who receive the grant to take control of their
own health care, promoting individual
responsibility and minimizing the state
bureaucracy needed to deal with the
program.

A Health Reimbursement Arrangement

Another alternative would be similar to the
Health Reimbursement Arrangement (HRA)
strategy used by many businesses to provide
health insurance for their employees. Here is
how such a system might work to replace
Health Wave:

1. The state gives each eligible child’s
parent(s) $1,500 to pay for their own

health insurance and health care
services, based on the Internal
Revenue Service definition of a

“qualified medical expense.”

2. The parent(s) must either buy a
“catastrophic protection” policy for their
child with a $5,000 deductible or use
the money to keep their child on an
employer-sponsored plan.

3. The parent(s) are responsible for the
first $1,000 of this deductible. In the
event of a major medical expense, the
state is responsible for the next $4,000




of the deductible. The insurance
company is responsible for any
catastrophic expenses above that

amount.

4. Any of the $1,500 given to the child’s
family that is not spent in a given
calendar year remains with the family to
be used for health care expenses in a
future year until the child turns eighteen
years old. At that point, it can be rolled
over into a health savings account or
used for college tuition expenses.

A Kansas Example

To see what the results of such a plan might
be, let’s consider a real-world example.

In Wichita, Kansas, the parents of a twelve
year old girl currently can buy a $5,000-
deductible insurance policy (Coventry One)
for $24 per month (Coventry’s monthly
premiums statewide for a 12-year old female
range from $22 to $30). For this particular
plan, there is no deductible for the first $300
in routine wellness expenses, but other
expenses, such as prescriptions, are subject
to the deductible. After the deductible,
insurance pays 100 percent of the costs to a
maximum of $2 million.

The state is granting the family $1,500; after
paying their $288 annual insurance premium
they would have $1,212 per year left to use
for routine medical expenses. They might use
that money for prescriptions, dental
insurance, vision exams, or other health care
services.

Such a situation is a “win-win” for parents.
Suppose the daughter stays in perfect health
all year. The family has saved
$1,212 they can use in the future for medical
expenses.

However, suppose their daughter requires an
appendectomy or another medical procedure.
The family pays the first $1,000 of the
deductible, but they don’t face significant
financial hardship because the state pays the
remainder of the deductible, with the
insurance company responsible for any
remaining expenses.

The situation is a “win” for state government
as well. Instead of spending $1,970 per year
on each child as it currently does, it would
spend just $1500 per year, a savings of $470
per child each year. Multiply that by the
35,181 Kansas children enrolled in Health
Wave and you get a total savings of $16.5
million (not counting the additional money
saved in administering the current program).
That is a substantial boon for the state
coffers.

The situation would also be beneficial for
health care providers. Doctors and hospitals
often get low reimbursement rates for
participants in government-funded health
programs. This has led to many doctors
refusing to accept Medicaid patients. With
this plan in effect, low income individuals
paying market rates for their health coverage
would not have to worry about being denied
an office visit by a health provider.

Another winner in such a program would be
for those Kansans with private insurance.
Since Health Wave recipients would be
paying the full market price for services, there
would be no “cost shifting” which occurs
when the government provides low
reimbursement rates for medical services and
providers then charge the privately insured
more for the same service to make up the
difference. Such cost-shifting has led to more
expensive health insurance.

But the biggest winner in such a program
would be those currently receiving Health
Wave benefits. Since the first $1,000 in
medical expenses would come from their own




pockets, they would be responsible for
deciding whether potential medical expenses
are justified or not. This addresses the “third-
party payer” problem when someone else
(whether government or an insurance
company) pays for all medical expenses up
front and the insured has no reason to
monitor their spending since someone else is
paying for it. The above reforms encourage
people to take responsibility for their own
health care the way they take responsibility
for every major economic decision in their
lives. It encourages individual responsibility
and frees people from the bureaucracy of
government health care.

Possible Objections and Responses

We assume there will be objections to such
reforms and therefore have decided to offer
the following responses to plausible
objections:

1. Unlike the current Health Wave
program, the reforms would not provide
dental coverage.

RESPONSE: The reform plan s
designed to provide catastrophic
coverage. With the $125 per month
state contribution, beneficiaries are free
to buy dental insurance or use the
money to pay for their own dental care.
In the current system, $221 per enrollee
is spent on dental coverage for a
system in which 76 percent of dentists
refuse to participate. In twenty-three
Kansas counties there is no dentist who
will accept Health Wave patients.*?

2. Some children with major health issues
would not qualify for insurance.

RESPONSE: The Kansas Health
Insurance Association (KHIA) high-risk
pool provides health insurance that is
available to all qualified Kansans. The

state may want to provide an additional
benefit to help children afford KHIA
premiums without undue financial
hardship. Premiums for the KHIA plans
would range from $127 to $486 per
month, depending on the particular
plan. Since children are typically the
healthiest segment of the population,
this should not be as significant of an
issue as it would be if we were talking
about the elderly Medicare or Medicaid
LTC population.

The savings you offer are based on one
example, that of a 12-year old healthy
girl. Rates are different for newborns so
those families would have to spend
more for their insurance premiums.

RESPONSE: Giving every Health Wave
family $1,500 per year provides plenty
of money to pay for insurance
premiums with money left over
regardless of the child’'s age. However,
the state could choose to vary its
subsidy based on the age of the child.
Newborns would face higher premiums,
so their parents could get more than
$1,500 per year. Older children have
lower premiums, so their parents could
get less. Coventry currently offers
premiums for this plan which range from
$29 to $60."°

The state would not really save $16.5
million because in addition to providing
$125 per month to beneficiaries, it
would have to pay to cover medical
expenses for the last $4,000 of each
person’s deductible.

RESPONSE: That is an accurate
observation. However, suppose a
worst-case scenario where 10 percent
of children covered had catastrophic
expenses and met their deductible. The




cost would be .10 X 35,181 x $4,000 for
each person’s deductible, a total of
$14.1 million. That would still leave the
state a savings of $3.3 million over
current Health Wave expenditures.
Also, the argument driving SCHIP has
been that children are inexpensive to
insure, so why would that be any
different in the private market?

The legislature has the option of not
using a catastrophic-protection plan.
Instead, it could design a program with
a lower-deductible that would have
higher premium costs, but less
expensive to the state in terms of
paying for medical expenses before
private insurance kicks in.

Another factor to consider is that the
cost of this plan is based on current
SCHIP enroliment. It is possible that
such a plan would draw more families
“out of the woodwork” to apply for
coverage if this plan's benefits are
perceived to be more valuable than the
existing HealthWave program.

5. Giving every beneficiary $1,500 per
year is too much (or not enough).

RESPONSE: The contribution is a
hypothetical number to show such a
plan may work in practice. There is no
reason the legislature couldn't pick a
different amount.

Conclusion

In Senate Bill 11, passed unanimously by the
legislature last session, Kansas took the first
step towards exploring reforms which would
highlight the best features of reform,
competition and move Kansas to secure
insurance and better health care for all
Kansans.

The expansion of SCHIP—desired by many
at the national level and by many with the

Kansas Health Policy Authority—is far from
the ideal response to the problem of
uninsured children. We Dbelieve that
empowering individual families to spend their
own health care dollars in the private
insurance market is the best solution to
health care for children and for adults as well.

The KHPA endorsed premium assistance, the
subsidization of private health insurance for
those Kansans most at risk (under 100 FPL).
It is time to subsidize children’s health care in
the same manner. The above plan offers a
way to save the state money, empower
individuals, and to minimize the growth of
government-run health care. That is in the
best interest of not only the health of all
Kansans, but also of the pocketbooks of
Kansas taxpayers.
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