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Medicaid faces serious challenges in Kansas and 
across the U.S. The joint Federal/State program 
suffers from unsustainable budget growth that 
threatens the fiscal solvency of both the states and 
the Federal Government.1 In addition, the level of 
satisfaction among Medicaid’s beneficiaries is 
troublingly low.2 A plan that is unable to deliver a 
satisfactory level of service and is actively driving the 
nation into bankruptcy is a plan that needs to be 
reformed.  
 
Policymakers in Kansas should take the following 
steps to improve the Medicaid program: 
 

• Create a health mart (an Insurance and 
Provider Exchange) where providers offer 
prepaid services to beneficiaries.  

• Establish actuarially adjusted credits for 
beneficiaries to purchase care they need from 
competing providers.  

• Offer “reverse health savings accounts” for 
beneficiaries to pay them for engaging in 
behavior that leads to better health outcomes.  

• Eliminate counter-productive and anti-market 
schemes such as Certificate of Need Laws 
and formularies. 

 
Undertaking reform of such a complicated issue is, of 
course, a major effort on the part of Kansas. State 
policymakers can be comforted that such reforms 
are being implemented right now elsewhere.3 

I. WHAT’S WRONG WITH MEDICAID? 

 
As mentioned in an earlier publication by The Flint 
Hills Center, the fundamental problem facing 
Medicaid is the lack of a real marketplace.4 In a 
traditional market, buyers acting in their own interest 
purchase goods and services with transparent 
prices. Sellers/providers seek to maximize their 
profit/incomes by offering goods and services that 
consumers want to buy. They also add to their 
bottom line by delivering those goods and services 
more efficiently over time and by improving the 
quality of their existing product. This market 
approach, while by no means perfect, works better 
than the command-control approach that has 
evolved. 
 
Medicaid (and much of health care) lacks such a 
marketplace. There is little or no transparency in the 
cost of medical services. Consumers do not pay any 
significant portion of the cost of their care and 
therefore have little incentive to economize. Since 
they bear little or none of the cost of care they are 
less likely to lead healthy lifestyles that can 
significantly reduce medical needs.  
 
Bureaucratic decree, rather than natural supply and 
demand, determines prices. Providers often have no 
incentive to control unnecessary utilization and/or 
treat health problems in a cost-effective manner. In 
fact, tort litigation and other pressures create an 
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incentive for providers to allow and/or encourage 
over utilization.  There is little incentive to innovate in 
the delivery of health care.  Finally, since 
beneficiaries are not really consumers in the 
traditional sense they lack the empowerment to 
receive quality care. 
 
Looking to additional price controls and government 
regulations in Medicaid will simply make the problem 
worse.  To fix the problem, policymakers must create 
a real marketplace. This requires making enrollees 
the buyer of the medical services they need and 
allowing competing providers to sell them those 
services. Beneficiaries need to have incentives to 
follow a regimen of health behavior and providers 
need profit/income incentives to continually innovate 
in the delivery of services.  
 
II. REFORM STEP 1: CREATE AN INSURANCE 

AND PROVIDER EXCHANGE 

 
Kansas Medicaid (KM) should establish an 
Insurance & Provider Exchange (IPE). The IPE is 
nothing more than a state-run mart where Medicaid 
beneficiaries will purchase their health care.  
 
Providers will offer packages of services to the 
enrollees at the IPE. The role of the state will change 
from being the buyer of the health care to facilitating 
a real marketplace in Medicaid. KM will provide 
beneficiaries with funds to buy their own health care. 
They will mandate minimum required benefits and 
services from providers.  
 
KM will require complete transparency on the part of 
providers with regard to the services that they offer 
to enrollees. KM will assist beneficiaries in selecting 
health products that best meet their needs but the 
actual choice will be made by the enrollees. KM will 
give beneficiaries a Medicaid Health Credit (MHC) to 
buy the coverage they want at the IPE from 
competing providers.  
 
III. REFORM STEP 2: ALL PLANS WILL BE 
PREPAID 

 
One of the major problems facing Medicaid is the 
large scale use of fee-for-service (FFS) delivery 

systems. Essentially, the beneficiaries find a doctor 
or emergency room or are admitted to a hospital for 
services. KM then pays the provider a fee.  
 
This system has three major flaws. First, efforts to 
limit usage with arbitrary bureaucratic edicts yield 
highly unsatisfactory results. Health care is very 
complicated and no bureaucracy can effectively 
design a rationing system to control usage in a 
manner that contains costs while preventing negative 
health outcomes. On the demand side, the 
beneficiary pays little or nothing out of pocket and 
therefore has little incentive to economize on using 
unneeded care. On the supply side, providers are left 
with an incentive to deliver services that are not 
appropriate given that payments follow services 
rather than outcomes.  
 
Second, these payments paid to providers are not 
only far removed from outcomes, but they are also 
equally far removed from true prices based on the 
interaction of supply and demand. Instead, “prices” 
are set bureaucratically through government 
schemes. They are, in effect, price controls. If the 
rates are set too high there will be too much health 
care delivered (a surplus). If they are set too low 
there will be too little care provided (a shortage). In 
services like health care where quality is important 
these shortages can take the form of lower actual 
quality (5 minute office visits), long waiting periods 
and actual inability to get services at all. Further, 
rates set below market cause fewer providers to 
deliver services and promote the competition needed 
to lead to innovative medical practices.  
 
Finally, FFS often produces episodic health care 
where problems are (maybe) treated instead of being 
prevented. Prepaid plans benefit financially from 
patients having better health and have an incentive 
to provide preventative care that reduces major 
health problems in the future. Further, they have an 
incentive to cost effectively manage existing 
conditions because their profits/incomes will be 
higher. It makes much more sense to get a pregnant 
beneficiary proper prenatal care then it does to 
spend a fortune on treating a low birth-weight baby. 
Since the plans can generate a higher income/profit 
by reducing costs, they have a strong incentive to 
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innovate. Competition between the plans then forces 
prices down to their marginal cost. The result will be 
a slowdown in the rate of medical inflation that 
Medicaid faces. This innovation will put the plan(s) 
on a more sustainable fiscal basis. 
 
IV. REFORM STEP 3: THE MEDICAID HEALTH 

CREDIT WILL BE ACTUARIALLY RISK-
ADJUSTED 

 
Insurance companies are in the business of 
managing risk. Better drivers pay lower insurance 
premiums. Teenagers as a group are not better 
drivers and pay higher premiums. Younger people 
live longer and pay lower life insurance costs. 
Women live longer than men and pay lower life 
insurance rates. And in a properly-designed health 
insurance market sicker beneficiaries would pay 
more than healthier beneficiaries.  
 
Due to quirks in history there effectively has not been 
a real market for health insurance. First, many 
traditional carriers practiced community rating where 
equalized rates encouraged sicker people to enroll 
and healthier people to drop out of the insurance 
pool. Second, tax laws encouraged the purchase of 
health care through employers. Employer-based 
insurance is, therefore, just a reallocation of 
employee compensation to health insurance instead 
of wages to minimize income taxes. 
 
The above proposed Medicaid reform involves 
beneficiaries buying prepaid plans from competing 
providers. Existing Medicaid “managed care” plans 
are generally set up through selective contracting. 
Theoretically there may be choices for beneficiaries, 
but as a practical matter they tend to wind up in one 
plan over time.  
 
The payment to the plan from Medicaid is an 
administered price (price control) and is not risk 
adjusted for each enrollee. While the enrollment in 
the plans is guaranteed, the failure to risk-adjust 
payments encourages “cherry picking” by prepaid 
plans. With the advent of easy to use software it is a 
relatively simple task to risk-adjust the MHC. While 
risk adjustment is not perfect, it significantly reduces 
the incentive to enroll only healthy beneficiaries.5  

In addition to risk-adjusted Medical Health Credits 
(MHCs) there should also be a requirement of an 
actuarial payment from one provider to another if a 
chronically-ill enrollee switches plans. First, this will 
further minimize a plans desire to avoid signing up ill 
beneficiaries. Second, it will encourage the provider 
that the beneficiary is currently enrolled with to offer 
quality care focused on disease management. The 
combination of risk adjustment and a transfer 
actuarial payment will give plans a strong incentive 
to compete vigorously for all beneficiary business.  
 
V.  REFORM STEP 4: MEDICAID WILL REINSURE 
SMALLER PLANS 

 
A central tenet in reforming Medicaid is creating a 
competitive marketplace where beneficiaries can 
obtain their health care. Monopolies and oligopolies 
are bad for consumers in any industry – health care 
is certainly no exception.  
 
In order to make reform work in Kansas it is 
imperative that choices exist for enrollees. It is also 
necessary for these providers to be prepaid to 
control utilization and give incentives for cost 
reducing, quality promoting innovations. But the 
benefits of prepaid plans also raise a potential 
problem in terms of smaller providers who may wish 
to enter the marketplace.  
 
For a provider to have a reasonable idea of what 
health costs will be in a current year requires a 
significantly large pool of coverages (say 5,000 
lives). Larger prepaid plans will have an incentive to 
offer coverage to Medicaid beneficiaries if the 
enrollees’ buying power is risk-adjusted and there is 
flexibility on the benefits package.  
 
While many of these organizations are indeed 
effective and innovative, history shows that start-up 
entrepreneurs often develop revolutionary new 
methods and products. The problem is that a prepaid 
practice of, say, ten innovative doctors that enroll 
1,000 beneficiaries could be wiped out if they are 
unlucky enough to sign up a few very high-cost 
patients. Thus, good ideas that could reduce 
Medicaid costs and improve its quality may never 
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make it to the marketplace. This problem, of course, 
is particularly acute in rural areas like Kansas.   
 
The solution to this problem involves KM “reinsuring” 
smaller practices if they run into high costs. 
Actuarially, the risk to a prepaid plan becomes 
greater given a smaller number of enrollees. KM 
could use a sliding scale framework with very small 
plans having a much smaller effective stop-loss limit 
than medium-size providers. Large prepaid groups 
would not receive reinsurance. To maintain the 
incentive for providers to control unneeded utilization 
there would need to be some financial risk once the 
reinsurance begins. As with the reinsurance itself, 
this should be set up on a sliding scale with smaller 
groups being required to cover a smaller proportion 
of expenses in the reinsurance range.  
 
As with the private sector, providers need to have 
flexibility in designing their product. The current 
Medicaid system has a federally required benefits 
package with states having the ability to expand the 
minimum required services providers must cover. 
Generally, states have operated with a “one-size-fits-
all” mentality on the mandated benefits package. 
This makes no sense given the diverse population 
that Medicaid covers. Providers must be able to 
market to specific groups as in the private sector. 
This specialization and division of labor will increase 
efficiency and lower medical inflation.  
 
Just as important, it will improve the quality of care 
for beneficiaries. Since payments for beneficiaries 
will be risk-adjusted, plans will have an incentive to 
enroll both healthier and sicker beneficiaries. 
Practices specializing in the treatment of those 
afflicted with AIDS could develop alongside those 
who provide OB/GYN services. As in the private 
sector, plans may implement an overall benefit 
limitation.  
 
VI. REFORM STEP 5: ALL BENEFICIARIES WILL 
RECEIVE “REVERSE” HEALTH SAVINGS 

ACCOUNTS 

 
Incentives matter. The failure to recognize this is one 
of the major problems of Medicaid and, indeed, all of 
health care. The proposed reform plan will get the 

incentives right and produce cost-effective, higher-
quality care for the poor.  
 
Some have suggested that a better alternative to the 
supply-side control of prepaid plans is demand-side 
control of health care usage through significant cost-
sharing. Indeed, the widely heralded Rand Health 
Insurance study showed significantly less usage of 
health care when those enrolled had higher levels of 
cost-sharing. Anyone familiar with the basic laws of 
economics could predict the result. The law of 
demand had its impact.  
 
Health Savings Accounts (HSAs) are another tool 
touted as a solution to the problem of using health 
care demand and inflation. How do they work?  
 
Suppose families have a health plan with 100 
percent coverage with an average premium cost of 
$10,000 per year. Under an HSA plan they or their 
employer increase the deductible on the plan from 
zero (in this example) to say, $4,000. Since the firm 
or insurance carrier has less cost risk the premium 
on the plan will drop. How much is an actuarial issue. 
Health expenditures tend to be highly skewed in any 
given year. One rule of thumb is the 80/20 
assumption where 20 percent of individuals incur 80 
percent of all costs in a year. In other words, a small 
number of sick people run up most of the expenses 
annually. 
 
The effect of these skewed expenditures on 
increasing the deductible to $4,000 is that “premium” 
would not decline by an equal amount. The actual 
reduction depends on several factors but assume it 
is $2,800 so that the new premium is $7,200. 
Proponents argue that the high deductible will cause 
enrollees to use health care more carefully, and even 
most critics agree this will happen below the 
deductible.  
 
Given the $4,000 deductible the plan allows for a 
deposit of $2,800 to each HSA. Families with 
expenditures of less than $2,800 have unused funds 
and obviously benefit from the HSA. Those with 
expenses above $2,800 now have to pay out-of-
pocket up to the deductible of $4,000. They are 
financially worse off.  
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Proponents argue this is not a major issue in the 
private sector for two reasons. First, the out of 
pocket risk is not particularly large in most cases. 
Second, it is not the same individuals who are sick 
every year. The National Bureau of Economic 
Research examined a large set of medical 
expenditures and found, as expected, that 10 
percent of those covered generated 80 percent of 
spending in a year. But over a 35-year work life, 55 
percent of employees ran up 80 percent of the 
medical expenses. In other words, there is declining 
persistency in spending over time. This has the 
effect of leaving the vast majority of those using 
HSAs with unused balances if they are enrolled in 
the plans over a long period of time.6  
 
But these can be significant issues in Medicaid. First, 
from above, there is likely to be an increase in out-of-
pocket risk to beneficiaries. This is obviously a much 
greater burden for the poor than for wealthier 
enrollees. Further, the Rand Study showed some 
unfavorable health outcomes for low-income groups 
when they were subjected to cost-sharing. Second, 
people move on and off of Medicaid over time. This 
does not allow for the declining persistency that 
occurs in the private sector and makes it less likely 
that a high percentage of beneficiaries will have 
unused HSA balances. As such, a private sector 
type HSA may not be advisable.7 
 
A better way to generate the incentives that HSAs 
can produce is by “reversing” the accounts. KM 
should give every Medicaid beneficiary a reverse 
HSA (RHSA). The accounts will have a zero balance 
initially. KM would then add dollars to the account 
when beneficiaries use health care in an effective 
and responsible manner.  
 
Medicaid in many states, for example, suffers from a 
significant problem of enrollees using hospital ER’s 
for non-life threatening illnesses. KM could pay 
beneficiaries a portion of the savings from getting 
coverages to use a physician for their primary care. 
Large savings could result by paying pregnant 
women to obtain proper prenatal care and avoiding 
low birth-weight babies. The same is true of 
obtaining a full panel of immunizations for children 

and for diabetes spots and blood pressure checks for 
adults.  
 
Funds in the account could be used to purchase 
additional medical care or rolled over for future 
purchases. They could also be used to pay for 
medical care when the beneficiary leaves Medicaid. 
The RHSA would be a money saver for KM with 
credits to account being a fraction of the expected 
actuarial savings from discouraging “bad” behavior 
and encouraging “good” behavior.  
 
This type of HSA does not expose beneficiaries to 
out-of-pocket costs and is not dependent on a long 
enrollment period for effectiveness. In addition, since 
funds may be rolled over and taken out of the 
accounts at a later time they will produce a “reverse” 
working capital effect for Medicaid. The State of 
Florida’s reform plan has this account as part of its 
design.  
 
VII:  REFORM STEP 6: THE DISABLED AND 
ELDERLY WILL ENROLL IN PREPAID PLANS 

 
As with the acute care population, Medicaid 
beneficiaries who are disabled and/or elderly will 
enroll in prepaid plans. They, too, will receive risk 
adjusted MHCs. The purpose of the prepaid plan, as 
above, is to limit unnecessary usage and create 
incentives for innovations in the delivery of care. This 
population is a minority in state Medicaid plans but 
accounts for majority of expenditures. As such, it is 
crucial that providers to these populations deliver 
quality care in a cost-effective manner. In addition, 
this group of enrollees will also receive RHSAs to 
encourage appropriate medical behavior that results 
in cost savings.  
 
A central tenet of the proposed reform in this area 
involves changing the bottom line of providers. Many 
institutions that deliver services to Medicaid receive 
payment using a cost-based methodology. This, of 
course, is just another administered pricing scheme. 
And, like other price control schemes, it encourages 
inefficiency and low quality. The development of the 
MHC will make beneficiaries a sought-after 
“customer” and competition between providers will 
lower medical inflation.  
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Nursing homes and other institutions that provide 
services to Medicaid should become prepaid in 
nature. There are two ways this can happen. One is 
for the provider to list their services at the IPE. The 
other is for managed care companies to negotiate 
with these institutions the same way they negotiate 
with physicians and hospitals. The marketplace will 
determine which mechanism is most effective. 
Prepaid plans would have an incentive to develop 
innovative methods to deliver needed care in a cost-
effective manner. 
 
The RHSA can encourage behavior that lowers 
costs. For example, the mentally disabled sometimes 
stop taking medications that allow them to function in 
a reasonably normal manner and avoid very 
expensive institutionalizations. Documented care 
visits and usage of effective prescriptions could be 
rewarded by deposits to the RHSA. As well, offering 
RHSA funds to loved ones could allow parents and 
other family members to care for the mentally and 
physically disabled in a non-institutional setting.  
 
Here the RHSA would essentially function as a “cash 
and counseling” program. These limited experiments 
around the country have proven very popular with 
the disabled. Beneficiaries who are eligible for 
Medicaid coverage of nursing home care could 
instead receive RHSA funds if they are able to obtain 
services in a less-costly environment. This would 
allow some to stay at home as opposed to assisted 
living facilities. Here, too, the ability of family 
members to receive payment from the RHSA could 
significantly reduce Medicaid’s nursing home costs. 
 
It is, of course, possible that allowing payments to 
family members could create an “out of the 
woodwork” effect. That is, individuals currently not 
enrolled in Medicaid may sign up for the plan to 
access these dollars. It is crucial that estate recovery 
efforts be highly effective to minimize this 
occurrence. There are estimates that as many as 90 
percent of those enrolled in Medicaid coverage for 
nursing homes have done some type of asset 
planning to qualify for their coverage. Further look-
back periods and recovery programs for those 
seeking Medicaid nursing home coverage would 
produce larger potential losses in estates to family 

members and reduce the incentive to game the 
RHSA.8  
 
VIII:  REFORM STEP 7: ALLOW MEDICAID 

BENEFICIARIES TO BUY INTO PRIVATE PLANS 
 

Medicaid enrollees would be free to use their MHCs 
to join existing employer-provided plans. Given that a 
significant number of new Medicaid enrollees in the 
last 15 years dropped family coverage, this could be 
a low-cost way of offering coverage to these groups. 
Since many of them are above the poverty level, KM 
could offer grants to them on a sliding scale, with 
high amounts for near-poverty and lower amounts for 
incomes near the arbitrary established poverty level. 
 
Related to this, another possible reform is to allow 
individuals and small businesses to purchase private 
health plans from the IPE. This would generate four 
potential benefits. 
 
First, it could reduce Medicaid enrollments by 
moving some beneficiaries back into private-sector 
coverage. Second, it will induce more firms to offer 
health insurance by lowering the insurance overhead 
cost that exists in this market. Third, it will also 
reduce insurance costs by creating a larger pool of 
buyers with more purchasing power and reduced 
annual claims uncertainty. Finally, private providers 
seeking to sell to private firms/individuals could be 
required to sell in the Medicaid market as well. This 
will increase the number of firms competing for 
Medicaid beneficiary dollars.  
 

IX:  REFORM VIII: ALL MARKET-DISTORTING 
PRACTICES AND POLICIES ARE DISCONTINUED 

 
Consistent with basic principles of economics, all 
market-distorting activities and schemes should be 
eliminated. These include formularies, Certificate of 
Need (CON) laws, and state-mandated health 
benefits above the Medicaid requirements. Providers 
of medical services would directly negotiate with 
drug companies for discounts. Elimination of CON 
laws would allow for easy entrance into the long-term 
care market in response to market price signals and 
would reduce costs by promoting more competition 
among providers. 
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X:  WHAT HAPPENS IN REAL MARKETS FOR 
HEALTH CARE? 

 
Would the creation of a real marketplace really help 
Medicaid’s beneficiaries and improve Medicaid’s 
fiscal situation? Or is the purchase of health care 
simply too sophisticated for most people to deal with, 
especially the poor? Fortunately, we have some 
evidence on this issue. The Rand Research 
Corporation conducted a huge study of the impact of 
financial incentives on the use of medical services 
between 1974 and 1982. The study included a large 
group of families and individuals nationwide and 
included a wide range of family incomes, from as 
high as $100,000 (in today’s dollars) down to the 
poverty level. 
 
While we are simplifying the actual study here, the 
basic component consisted of some participants 
receiving “free” health care while others had to pay a 
deductible of up to $1,000 (around $4,000 in today’s 
dollars). The conclusion of Rand Researchers: 

 
• “The more families had to pay ‘out of pocket,’ 

the fewer medical services they used.” 
• “The percentage reduction in expenditure 

caused by cost sharing did not differ strikingly 
by income group….” 

 
As economic theory predicts, the more something 
costs, the less of it people will use. Note that the 
study’s low-income participants changed their 
behavior along with the middle- and upper-income 
participants. 
 
It is important to note that there were some adverse 
health outcomes among the low-income participants 
when they were required to pay some of the cost 
rather than receiving the services free of charge. For 
instance, when blood pressure screenings were 
provided at no cost to the patient, mortality rates 
declined by about 10 percent. In addition, 
participants who entered the study with serious 
symptoms were less likely to leave them untreated 
when treatment cost was not a factor. 
 
Recall, however, that most of the medical delivery 
system in this period (1974-82) was a standard fee-

for-service plan. Now, the adverse health outcomes 
cited above could easily be dealt with by HMOs and 
provider networks which recognize the health and 
financial value of certain types of preventive care. 
Indeed, competition among providers for beneficiary 
dollars would likely raise the quality of care to the 
poor. 
 
Broad market-based reforms are virtually non-
existent in Medicaid. In the past, those in 
Washington would have looked unfavorably on 
significant reforms. While attempts have been made 
to utilize HMOs, these continue to suffer from 
administered pricing schemes where 
reimbursements to providers are set too low, causing 
providers to drop out of the system. Now, however, a 
new, more receptive attitude in Washington opens 
up the possibility of dramatically changing the 
system. Nonetheless, thus far no broad-based 
reforms have been undertaken at the federal level. 
 
There are, however, several small market-based 
programs that have shown great success.9 One of 
these is the “Cash and Counseling” approach tried in 
a few states. Florida, for example, operates a 
program where beneficiaries who are eligible for 
home- and community-based services receive a 
monthly budget instead. They may use this to hire 
caregivers or purchase services. Surveys of 
participants indicate that 96 percent were “very 
satisfied” with the service they received, and 97 
percent would recommend the program. These are 
astonishing satisfaction levels! 
 
A similar program in Arkansas called Independent 
Choices showed a similarly high degree of customer 
satisfaction, with 93 percent of the participants 
recommending the program to others. New Jersey 
has a related program called Personal Preferences. 
An amazing 99 percent of beneficiaries reported 
“satisfying” relationships with their caregivers, and 97 
percent would recommend the program to others. 
Does anyone believe that Medicaid’s more traditional 
programs produce these types of outcomes? While 
such programs are relatively new and limited in 
scope, we believe the success of “Cash and 
Counseling” shows that the idea of allowing 
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beneficiaries to buy their care in the market can 
work. 
 
While the private sector suffers from many of the 
same problems as the public sector, we can see how 
a real market in medical care would operate. Most 
people did not have prescription drug coverage until 
the 1980s and 90s.  They paid out-of-pocket. The 
result was a 34 percent increase in drug costs 
between 1960 and 1980 vs. a 236 percent increase 
in the general cost of medical care. After drug 
coverage became much more commonplace, 
prescription drug costs rose 336 percent vs. 281 
percent for general health care from 1980 through 
2002.  
 
In cash medical markets such as for cosmetic care, 
the results are startlingly different. Along with 
continuing advances in quality, innovations, and 
comfort, the discipline of the market controls costs. 
Medical inflation between 1992 and 2001 was three 
times as high as that of cosmetic care, and these 
types of services rose in cost at a lower rate than 
general inflation.  
 
Eye care costs and services where there is not 
nearly as much third party payment rose at 33 
percent between 1990 and 2002, while general 
medical costs increased at 75 percent. This is in a 
period when there were dramatic advances in 
technology and services such as LASIK. In addition, 
the cost of other types of medical services such as 
podiatry and chiropractic care (which are often not 
insured) rose at 43 percent between 1990 and 
2002.10 
 

XI:  SUMMARY AND CONCLUSION 

 
Kansas Medicaid is in serious trouble. It produces a 
quality of health care that is increasingly 

unsatisfactory and its long-run fiscal situation is 
unsustainable. Its problems exist because of the lack 
of a real marketplace for medical services for 
beneficiaries. Price controls are inherently inefficient. 
Any plan for reform needs to address this 
fundamental flaw. If changes are not made the fiscal 
state of the plan will only worsen. The State of 
Kansas faces the unappealing situation of huge cuts 
in other government spending and tax increases that 
would wreak havoc on its economy. No reform would 
inevitably mean even worse health care for enrollees 
down the road.  
 
Kansas should move now to reform its troubled plan. 
It needs to create a real marketplace where buyers 
act in their own interest and providers have an 
incentive to deliver quality care in a cost-effective 
manner. This involves creating a mart (an Insurance 
and Provider Exchange) where beneficiaries buy 
services from competing prepaid providers with risk-
adjusted credits (Medicaid Health Credits) provided 
by Medicaid. Providers would be allowed to tailor 
plans for Medicaid’s diverse population and Medicaid 
would reinsure smaller plans to promote competition 
in both urban and rural areas. All beneficiaries would 
also receive accounts (Reverse Health Savings 
Accounts) where they would essentially be paid for 
engaging in healthy and/or low cost behavior. The 
resulting outcome will be lower cost inflation in the 
future combined with better care for beneficiaries. 
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NOTES 
                                                           

1
 For more information on the budget crisis facing Medicaid, see the “Medicaid Handbook” section of The Flint Hills Center’s website.  

This report builds on two other reports recently completed by Dr. Bond on the subject of Medicaid reform for The Flint Hills Center.  For 
these and to access the Medicaid Handbook, please visit: http://www.flinthills.org/. 
 
2
 “Satisfaction with Own Health Insurance Remarkably Stable,” press release (Rochester, NY: Harris Interactive, 29 March 2004).  

According to the Harris poll, “There are now only modest differences in the levels of dissatisfaction with employer-provided, privately 
purchased insurance and Medicare programs. However, Medicaid beneficiaries are more likely to be dissatisfied, with 36% of them 
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