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SC Department of Health and Human Services

P.O. Box 8206 Department of Health & Human Servises
OFFICE OF THE DIRECTOR

Columbia, SC 29202-8206
Dear Mr. Keck:

This letter confirms our exit conference with you on Thursday, May 24, 2012, at 1:30
p.m. regarding the draft report entitled 4 Review of Managed Care Rates and
Expenditures and Other Administrative Issues at the Department of Health and Human
Services. During the exit, we will provide you with a complete copy of the draft report.

The purpose of our exit process is to allow you to review our draft report and provide
us with written comments concerning our findings, conclusions, and recommendations.
If you find a fact or conclusion that you believe is in error, please provide supporting
documentation with your comments. In order to clarify any part of our report, we must
have written documentation supporting the change. There is no page limit on your
preliminary comments and you should submit these comments with supporting
documentation to our office by Friday, June 8, 20]2. Please submit your comments
both on paper and electronically to atruitt@lac.sc.gov.

After we review this information, we will make appropriate changes and submit the
final draft report to you. Your final comments should be submitted to our office within
five days of receiving the final draft report. These comments are limited to ten pages
and will be published as an appendix to the report.

Any agency staff may be involved in the exit process, as determined by the agency
director. Section 2-15-120 of the S.C. Code of Laws states that all LAC records are
confidential with the exception of the final audit report to the General Assembly.
Therefore, staff reviewing any part of the draft report must sign an affidavit of
confidentiality.

Thank you for your cooperation throughout the audit process. Please let me know if
you have any questions.

Sincerely,

\u (.
Perry K. Simpson
Director

/mrw

LAC.SC.Gov

1331 Elmwood Ave., Suite 315 .

Columbia, SC 29201 = 803.253.7612 {voicE) @ 803.253.7639 (Fax)






DRAFT

CONFIDENTIAL

CAUTION: Public disclosure is MISDEMEANOR.
PENALTIES: $1,000 fine/1 year prison, or both;
dismissal from state office ar employment;
ineligible to hold public office for 5 years.

SUMMARY

A Review of Medicaid Managed Care
Rates and Expenditures and
Other Administrative Issues at DHHS

INTRODUCTION

After the Department of Health and
Human Services (DHHS) incurred a
deficit in state general fund
appropriations for FY 10-11,
members of the General Assembly
requested an audit of DHHS's
management of the state Medicaid
program in South Carolina. We
examined the following issues in this
review:

¢  The number of clients enrolled
in Medicaid from 2006 through
2011.

e  How DHHS enrolls clients in
Medicaid health plans and
identify potential cost savings.

e  How DHHS manages the
administrative costs for
managed care organizations
and identify potential cost
savings.

e  If DHHS could achieve
additional cost savings in other
Medicaid programs.

BACKGROUND

DHHS administers the state Medicaid
program. Medicaid is a health
insurance program that pays for
medical services needed by poor,
elderly, and disabled people. In
South Carolina, about 70% of the
program is funded by the federal
govemmment, and about 30% Is paid
for with state funds. In the FY 11-12
appropriations act, DHHS was
appropriated almost $5.8 billion in
total funds, including $917 million in
state funds. In November 2011,
there were 896,132 individuals
enrolled in Medicaid. Fifty-seven
percent of these were children, 34%
were adults, and 9% were elderly.

MAY 2012

MEDICAID ENROLLMENT

DHHS reports Medicaid enrollment in different ways so the change in the
Medicaid population differs depending on the data used. The number of people
enrolled in Medicaid has increased about 11% from FY 04-05 through FY 10-11
and a greater percentage of those enrolled are receiving services, increasing 37%
during that period.

MEDICAID MANAGED CARE

We found that total enrollment in and expenditures on Medicaid managed care
have increased and fee-for-service total enrollment and expenditures have
decreased. However, average expenditure per enrollee has increased in both fee-
for-service and managed care, but to different degrees. We also found that the
agency lacks a sufficient review process for some managed care rates.

From FY 08-09 through FY 10-11, total expenditures for fee-for-service
decreased although not as much as enrollment decreased. Total expenditures for
MCOs and MHNs have increased at the same rate as enrollment except for FY
10-11 when MCO expenditures increased substantially more than enrollment.

DHHS pays medical home networks (MHNS) a $10 per member per month fee
from which the MHNS pay the primary care provider an agreed-upon fee. Other
states in CMS Region 4 pay case management fees ranging between $1.00 and
$5.00. DHHS relies on CMS approval for determining that the rate is adequate
and appropriate. However the U.S. Government Accountability Office found that
CMS’s oversight of states’ Medicaid managed care rate setting was inadequate.
DHHS should develop a formal process for regularly reviewing MHN rates for
adequacy and appropriateness.

The Department of Insurance (DOI) is not involved in the managed care
organization (MCO) rate setting process but reviews the MCOs for financial
solvency. A partnership with DOI could assist DEIHS in ensuring that the MCOs
it contracts with are in a sound business position and can continue to provide the
level of service that DHHS desires for Medicaid beneficiaries.

MCO ADMINISTRATIVE EXPENSE

We found DHHS has not reviewed MCO administrative costs leading to the
possibility that the capitation rates may include payment of unallowable
administrative costs. We also found DHHS has no method in place to review how
MCO administrative costs trend on a per-enrollee basis. Administrative costs
outpaced MCO enrollment by over 40% over the last five years.

The administrative allowance in the MCO capitation rate is designed for the
MCO to cover its administrative overhead costs such as labor, marketing,
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buildings and rent and includes a 1% profit factor. In FY 06-07, the
administrative rate was 13.75% and in FY 10-11, the administrative rate had
dropped to 11.63%. The agency recently set the rate at 9.5%. From FY 06-07
through FY 10-11, we found that:

e Average annual administrative expense increased 32.2%.
e  Average monthly enrollment increased 347.5%.
e Total administrative expenses increased 491.5%.

DHHS has no formal method to determine the rate that administrative costs were
increasing. Also DHHS did not review MCO administrative expenses to identify
and remove unallowable administrative costs for future rate setting purposes.
DHHS has contracted with a consulting firm to review all four Medicaid MCO
annual cost reports to identify unallowable administrative expenses for rate
setting purposes. In reviews by this firm in other states, administrative costs have
been reduced from 13% up to as much as 32%.

PHARMACY

We found that DHHS’ payments for pharmacy services have decreased 27%
from FY 06-07 through FY 10-11. We also found that DHHS should establish a
regular schedule to review what the agency pays pharmacists and how much
beneficiaries are charged in co-payments. DHHS lowered their dispensing fee
amount from $4.05 to $3.00 on July 8, 2011, and increased their co-payment
amount from $3.00 to $3.40 on April 1, 2011. South Carolina has one of the
lowest dispensing fees paid to pharmacists in CMS Region 4 and one of the
highest co-payments charged to beneficiaries. However, DHHS does not review
its pharmacy rates on a regular basis. If DHHS regularly reviewed pharmacy
rates, then the agency could discover additional savings.

From FY 06-07 through FY 10-11, DHHS" pharmacy personnel costs decreased
while the costs for the pharmacy point-of-sale computer system increased. The
pharmacy point-of-sale vendor is paid an escalating contracted rate for
administering the contract.- Also changes in enrollment, as well as policy
changes, have lead to larger increases in the cost of the point-of-sale contract.

PROCUREMENT

We found that DHHS does not correctly procure providers under the state
emergency procurement regulation. From October 1, 2010, through December
31, 2011, DHHS had seven emergency procurements totaling $135.4 million. In
our March 2009 audit of DHHS’ Non-emergency Medical Transportation
(NEMT) program, we recommended that the agency comply with state law
regarding the use of emergency procurements. However, from January 1, 2011,
through December 31, 2011, DHHS had emergency procurements totaling
$132.3 million for NEMT services.

We also reviewed three other emergency contracts that DHHS had during this
time period. We concluded that DHHS did not procure restructuring and financial
advisory services in accordance with state law. This contract was originally for
$770,000, but through amendments has increased to an amount not to exceed
$2.4 million, as of March 2012. DHHS had ample time to secure this contract
under normal procurement methods. By engaging in emergency procurements,
DHHS may not be getting the best services possible for the best price.



LAC

—

SOUTH CAROLINA GENERAL ASSEMBLY

Legislative Audit Council

May 2012

LAC.SC.GOV

A REVIEW OF MEDICAID
MANAGED CARE RATES AND
EXPENDITURES AND OTHER
ADMINISTRATIVE ISSUES AT THE
S.C. DEPARTMENT OF HEALTH
AND HUMAN SERVICES

DRAFT
CONFIDENTIAL

CAUTION: Public disclosure is MISDEMEANOR.
PENALTIES: $1,000 fine/1 year prison, or both;
dismissal from state office or employment;
ineligible to hold public office for 5 years.

LAC/11-2






Contents

Chapter 1 AUGHE OBJECHVES v oo _

introduction and Scope and Methodology ..........wwveeerumeneeeeeceeeeseeeeeeseesoeeeoee oo |
BACKGIOUNM ....ovvoer e eeoeeeeoeeeeoeeeon 7=

Background

Chapter 2 MediCaid EDTOMNENL .v..roevrevrsereesessssesseesrsereesssssmssssre s wm

H Medicaid Managed Care ............couuuueeeeesssssceessseeesessseossess e soesseeeeeessesoon.

>=Q __n wmm: _.nm MCO AdminiStrative EXPENSe ..........eveerereeeeeemnemeesesessseseeesosossooooooeoooosooo 15
PRATIDACY ...ttt smea e eeeeseees e eeeeseeses oo 23
Provider Enrollment and Procurement..............coovvevvvremsemoooooo 27

>330.=Q_ ces A Managed Care Eligibility Payment Categories ...............o..oovvvvvoeosssossos 29
Agency Comments e e e e s e e se e s e e b e memmesaremeesaimsnnne



i



Chapter 1

Introduction and Background

Audit Objectives

Scope and
Methodology

After the South Carolina Department of Health and Human Services
(DHHS) incurred a deficit in state general fund appropriations for FY 10-11,
members of the General Assembly requested an audit of DHHS’s
management of the state Medicaid program in South Carolina. Due to the
number of concerns of the audit requesters, we conducted two reviews. The
first report titled 4 Review of Budgeting Practices and Recent Deficits at the
Department of Health and Human Services was published in June 2012 and
focused on DHHS’s budgeting process and issues contributing to the deficit.
We examined the following issues in this review:

® The number of clients enrolled in Medicaid from 2006 through 2011.

* How DHHS enrolls clients in Medicaid health plans and identify
potential cost savings.

e How DHHS manages the administrative costs for managed care
organizations and identify potential cost savings.

e If DHHS could achieve additional cost savings in other Medicaid
programs.

We reviewed how DHHS administers its managed care plans, determined
how many clients are enrolled in and receive Medicaid services, and
reviewed other Medicaid programs to identify potential cost savings. The
period of review included FY 06-07 through FY 10-11, with consideration
of earlier and more recent periods when relevant.

To conduct the audit, we used evidence which included the following:

* Data from DHHS’s Medicaid Management Information System
(MMIS).

* Federal and state law and regulations and South Carolina appropriations
acts.

* Interviews with officials at DHHS, other state agencies, and healthcare
groups.

* Information from the Centers for Medicare and Medicaid Services and
the Kaiser Family Foundation.

* Contracts with managed care organizations and reports from actuarial

firms.

Criteria used to measure performance included federal law and regulations,
agency contracts, and agency policies. We reviewed internal controls in the
monitoring of managed care contracts. We used computerized data from the
Medicaid Management Information Services (MMIS) to report information
on Medicaid enrollment. Where possible, we compared this data with other
reports to verify the totals. When viewed in relation to other evidence, we
believe the data used in this report is reliable.

,



We conducted this performance audit in accordance with generally accepted
government auditing standards with the exception of the general standard
concerning quality control. Due to LAC’s budget reductions, funding was
not available for a timely quality control review. In our opinion, this
omission had no effect on the results of the audit.

Those generally accepted government auditing standards required that we
plan and perform the audit to obtain sufficient, appropriate evidence to
provide a reasonable basis for our findings and conclusions based on our
audit objectives. We believe that the evidence obtained provides a
reasonable basis for our findings and conclusions based on our audit
objectives.

Background

The Department of Health and Human Services (DHHS) administers the
state Medicaid program, Title XIX of the federal Social Security Act.
Medicaid is a health insurance program that pays for medical services
needed by poor, elderly, and disabled people. In South Carolina, about 70%
of the program is funded by the federal government, and about 30% is paid
for with state funds. For federal FY 08-09 and FY 09-10, SC received
additional federal funding from the American Recovery and Reinvestment
Act (ARRA) which increased the federal share to about 79%. In the FY 11-
12 appropriations act, DHHS was appropriated almost $5.8 billion in total
funds, including $917 million in state funds.

Medicaid pays for services that are medically necessary. These services can
include physician visits, prescription medicines, hospital services, and
transportation to medical appointments. Some adults may have to pay a co-
payment for some services. The state Medicaid program offers three types
of coverage to enrollees:

o Tee-for-service - The enrollees can go to any doctor they choose who
accepts Medicaid. Services are paid to the provider on a per-visit basis.

‘e Managed Care Organization (MCO) — An MCQO is a company that

contracts with doctors, hospitals, and other providers. Enrollees choose
a primary care doctor who is a member of the MCO. This doctor
arranges all needed care. DHHS pays a per patient per month fee for
ecach person enrolled in an MCO.

o Medical Home Network (MHN) —~ MHNs are operated by local
physicians who coordinate health care. DHHS pays for services on a
per-visit basis and pays a monthly administrative fee per patient to the
MHN.

The type of coverage an enrollee may choose depends on how the person is
eligible for Medicaid. For example, low income families are required to
choose an MCO or an MHN.

In November 2011, there were 896,132 individuals enrolled in Medicaid.
Fifty-seven percent of these were children, 34% were adults, and 9% were
elderly.



Chapter 2

Audit Results

Medicaid
Enroliment

We reviewed the number of people enrolled in Medicaid from FY 04-05
through FY 10-11 to determine whether the Medicaid population is
increasing. We also reviewed the number of Medicaid enrollees who
actually received services to determine if more people are accessing
services. We found that DHHS reports on Medicaid enrollment in different
ways and, as a result, the change in the Medicaid population differs
depending on the data used. The number of people enrolled in Medicaid has
increased from FY 04-05 through FY 10-11 and a greater percentage of
those enrolled are receiving services.

There are different ways to measure enrollment in the Medicaid program.
Point-in-time enrollment measures the number of individuals enrolled in
Medicaid as of a certain date such as three months after the end of a fiscal
year. Cumulative enrollment measures the cumulative count of
unduplicated individuals enrolled in Medicaid over a certain period of time
such as a fiscal or calendar year as measured at some point in the future such
as the present day.

Cumulative Enrollment

The unduplicated cumulative enrollment in Medicaid in South Carolina has
fluctuated over the past several years. While the overall number of people
enrolled in Medicaid has increased about 11% from FY 04-05 through FY
10-11, there have been increases and decreases between fiscal years during
that time. The number of people enrolled in Medicaid who received
services has increased 37% during that time period. Table ‘L. ] shows
the changes in the Medicaid growth rate as of April 9,2012.

Table |\~|\|_| Changes in Medicaid
Enrollment and Usage FY 04-05
through FY 10-11

NUMBER | CHANGE FROM mﬂmm__w__muo CHANGE FROM

ENROLLED | PrEviOus FY SERVICES PRevious FY
FY 04-05 917,360 - 676,952 -
FY 05-06 1,014,692 10.61% 855,709 26.41%
FY 06-07 978,471 (3.57%) 802,005 (6.28%)
FY 07-08 944 835 (3.44%) 797,013 (0.62%)
FY 08-09 971,331 2.80% 831,187 4.29%
FY 09-10 1,000,430 3.00% 882,282 6.15%
FY 10-11 1,021,664 2.12% 928,075 5.19%
Total 11.37% 37.10%

Source: DHHS



In addition to the increase in enrollment, more people are receiving the
services. In FY 04-05, about 74% of those eurolled in Medicaid received a
service. In FY 10-11, about 91% of those enrolled in Medicaid received a
service. Chart ). 2. illustrates the increase.

Chart L .Z: Medicaid Enrollees

and Recipients
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Point-in-Time Enroliment

.

The number of people enrolled during a fiscal year at a point in time three
months after the end of the fiscal year has also increased from FY 07-08 to
FY 10-11. The elderly have seen the smallest increase of 1% while children
have increased the most at 15%. Table”), . 3 shows the change in
enrollment by major coverage groups.

._.mu_m\..ﬁ.w" Change in Medicaid Enroliment by Major Coverage Groups FY 07-08 through FY 10-11

FY07-08 | FY08-09 | % Change | FY09-10 | % Change | FY 10-11 % Change
_Children 495,414 519,072 4.78% | 548,196 5.61% 568,146 3.64%
_Eldery 85,399 84,698 (0.82%) 84,904 0.24%_ 86,631 2.03%
Disabled Adults 120,221 125,198 | 4.14% | 130,480 4.22% 137,131 5.10%
Other Adults 202,363 205,122 1.36% | 211,694 3.20% 227,600 7.51%
Total 903,397 934,090 3.40% | 975,274 441% | 1,019,508 4.54%

Source: DHHS
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Medicaid Managed
Care

We reviewed South Carolina Medicaid managed care options, enrollment,
rates, and expenditures. We found that total enrollment in and expenditures
on Medicaid managed care in South Carolina have increased since 2007 and
fee-for-service total enrollment and expenditures have decreased. However,
average expenditure per enrollee has increased in both fee-for-service and
managed care, but to different degrees. We also found that the agency lacks
a sufficient review process for some managed care rates.

South Carolina’s Medicaid beneficiaries receive services which are paid
either fee-for-service (FFS) or by a combination of managed care and fee-
for-service. Fee-for-service is a delivery system by which the beneficiary
coordinates his own care and South Carolina Department of Health and
Human Services (DHHS) pays the provider for each service performed.
Managed care is a health care delivery model implemented by DHHS to
establish a medical home for all managed care eligible beneficiaries. The
goals of a medical home are to provide accessible, comprehensive, family-
centered coordinated care and manage the beneficiary’s health care.
Beneficiaries enrolled in managed care have access to all services available
through fee-for-service and any additional benefits offered by the managed
care plan.

Managed care has been available since 1996, but became widely available
for voluntary enrollment in 2007. DHHS excluded some groups from
participating in managed care because the managed care model would not be
appropriate for the type of care needed. For instance, beneficiaries receiving
only family planning services do not require the entire package of benefits
provided by managed care, so their care is paid for completely through fee-
for-service. DHHS mandated that the following groups participate in
managed care in 2011:

® Children up to age 19, disregarding Foster Care and children whose
eligibility is based on disability.

¢ Low Income Families.

* Optional Coverage for Pregnant Women.

* Beneficiaries over age 18 eligible for Federal Social Security Insurance.

See Appendix @ for detail on mandatory or voluntary enrollment of specific
categories of beneficiaries. Federal law prohibits states from mandating that
some categories of beneficiaries enroll in managed care. Mandating
enrollment in managed care meant that approximately 80,000 beneficiaries
using fee-for-service were required to enroll in managed care.

Enrollment

On July 1, 2011, there were 878,491 people enrolled in Medicaid in South
Carolina; 571,139 (65%) were enrolled in one of the two managed care
models. The chart below shows the progression of enrollment in managed
care since it became available statewide in 2007.
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Enrollment Process

Managed care enrollment is facilitated by a contract enrollment broker.
When a person is determined eligible to participate in Medicaid, the broker
sends either an enrollment packet to those required to enroll in managed
care or an outreach packet to those who can voluntarily enroll in managed
care. Beneficiaries required to enroll have at least 30 days to select a health
plan. If a beneficiary does not make a selection, the broker makes at least
five attempts to contact him. If the beneficiary still does not respond, he is
assigned to a health plan based on his previous enrollment, his family’s
enrollinent, or a random assignment process. Currently the percentage of
beneficiaries randomly assigned to a plan is around 30%. A newborn baby
is assigned to his mother’s plan.

South Carolina Medicaid
Managed Care Models

In 1981, the federal government began to allow states to implement
managed care in their Medicaid programs. Between 1996 and 1997, DHHS
implemented three types of managed care plans in a limited number of
counties. Two of those models are used today. MHNSs provide care
coordination. MCOs provide both medical/pharmacy services and care
coordination.

Medical Home Network (MNH)

Medical Home Networks link a beneficiary with a primary care provider.
DHHS facilitates this by contracting with a Care Coordination Services
Organization (CSO). The CSO supports member primary care providers
and beneficiaries by providing care coordination, disecase management, and
data management. DHHS pays a per member per month fee to the CSO to
provide these services. The CSO subcontracts with primary care providers
to serve as beneficiary medical homes. The primary care provider arranges
and provides most of the beneficiary’s health care. DHHS pays for
medical/pharmacy services on a fee-for-service basis.

©



South Carolina’s Medicaid beneficiaries currently have three options for
MHNs. These include Community Health Solutions, Carolina Medical
Homes, and Palmetto Physician Connections. The latter two were added in
the spring of 2011, increasing MHN capacity. As of November 1,2011,
there were 160,283 beneficiaries enrolled in MHNs. This was
approximately 18% of total enrollment.

Managed Care Organization (MCO)

Managed Care Organizatioris (MCOs) provide healthcare services to
beneficiaries through a network of healthcare professionals, pharmacies, and
hospitals. DHHS pays a per member per month fee to the MCO that covers
most of the care for the beneficiary. There are some services that DHES
does not include in managed care and pays for on a FFS basis. Each MCO
is required to provide a core benefits package that, at the very least, includes
all services available to a beneficiary enrolled in DHHS’ fee-for-service
plan. MCOs are free to provide benefits additional to the core plan.

South Carolina’s Medicaid beneficiaries currently have four options for
MCOs. These include UnitedHealthCare, Absolute Total Care, Select
Health of South Carolina, and BlueChoice. As of November 1,2011, there
were 439,612 beneficiaries enrolled in MCOs. This was approximately 49%
of total enrollment.

The chart below shows the progression of enrollment in the two types of
managed care options available in South Carolina.

Chartl,..5: Managed Care
Enroliment
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The figure below shows the most recent availability of plans for residents in
South Carolina’s counties. In two counties, the choices are limited to one
MCO and three MHNSs. In the rest of the counties, there are at least two of
each type of plan from which beneficiaries choose.
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Chartl:t: Managed Care Plans by County
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Medicaid mwﬁmm

We reviewed Medicaid reimbursement rates from fiscal year 2007 to the
present. DHHS develops fee-for-service rates using one of the following
methods:

e A percentage of the Medicare rate - applies to all services priced by
Medicare. :

e A percentage of the Resource Based Relative Value Scale (RBRVS) -
based on the resource cost needed to provide the service and applies to
procedures not priced by Medicare but covered under the scale.

e DHHS manual pricing - based on comparisons to State Health Plan and
other insurers and applies to procedures not priced by Medicare or the
RBRVS.

Detailed Medicaid fee schedules for fee-for-service can be found on the
DHLHS website.

MHN Rates

Untif April 1, 2007, DHHS paid three separate fees per member per month
(PMPM). The Care Coordination Services Organization (CSO) received an
administrative rate and a care coordination rate. Also cach primary care
provider received $2.50 for case management. The table below shows the

total PMPM rate for each medical home network.

?



._.mc_m\|~\|..r Medical Home Network Fees Through April 1, 2007

PRIMARY
CARE CARE
MEDICAL HOME NETWORK ADMINISTRATIVE RATE COORDINATION PROVIDER
Upstate Carolina Best Care N/A* $2.50
$12.00 for Marion, Dillon, Mariboro, $2.50
._.nﬁ_om.__.ﬂmmmww‘_m\m@ Horry, Georgetown, and Williamsburg
9 $7.00 for all others
PhyTrust of SC $2.50
06/01/06 Through 03/31/07 $7.00 $2.50
$6.67 - $7.14 for Aiken, Bamwell, $2.50
SC Solutions Bamberg, Allendale, and Hampton
$7.00 for all others
Palmetto MHN N/A* $2.50

*The data provided by DHHS did not include administrative rates for all of the organizations.

Source: DHHS

From April 1, 2007, to present, all networks have received a $10.00 PMPM
rate that includes everything in Table 2. 7. The CSO pays the primary care
provider a fee agreed upon between the two out of that $10.00. Current
DHHS staff do not know how the $10 PMPM rate was initially established.
The rate developed in 2007 remains the same in 2012. DHHS’ process for
determining that the rate is currently adequate and appropriate is based on
CMS?’ continued approval. In 2010 the United States Government
Accountability Office found that CMS’ oversight of states’ Medicaid
managed care rate setting was inadequate. This finding was based on failure
to actually review or document the review of the rates submitted by the
states. CMS also failed to use a consistent method to review rates. Despite
CMS’ reported attempts to improve upon this process, South Carolina’s
method of determining whether our rates are appropriate should not solely
rely on CMS’ approval.

In addition, despite the contract between each CSO and DHHS requiring
that the CSO submit to DHHS the care coordination fee paid to the primary
care provider, DHHS officials are not sure of what the range of fees is.
DHHS? failure to either collect or review the care coordination fees leaves
agency officials without a method for determining whether primary care
providers are paid a fee appropriate to the care coordination services DHES
expects them to provide. Other states in CMS Region 4 pay care
coordination fees that range between $1.00 and $5.00 (see Table). 8 ).

Table4..% : CMS Region 4 Case

Management Fees

CARE COORDINATION

STATE FEE
Alabama $2.60
Florida $2.00
Georgia $1.75
Kentucky $4.00
Mississippi N/A*

North Carolina $1.00 - $5.00

Tennessee N/A*

*These states do not use the MHN model in their Medicaid programs.

Source: Kaiser Family Foundation
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MCO Rates

From October 1996 through September 2009, DHHS established two sets of
MCO rates — one for the standard contract and another for the ethical
contract. The ethical contract rates applied to an MCO that did not provide
family planning services, making rates in certain categories slightly lower.
The remaining MCOs received the rates on the standard contract. On
October 1, 2009, DHHS began using risk scores for each MCO. The risk
scores consider the projected risk assumed by each MCO based on patent
demographics and pharmacy usage. Chart 4.9 _depicts rates for selected
categories that existed throughout the complete time frame of this review.
The rates shown from January 2006 — September 2009 are from the standard
contract. The rates from October 1, 2009, to present are averages of rates
from all plans but the one that would have been previously subject to the
ethical contract.

—&-Family 1 -6 Male and Female ~<= Family 7 - 13 Male and Female
—— Family 14 - 18 Female —&— Family 19 - 44 Female
—o— Family 45 + Male and Female

Start Date

Source: DHHS

The rates generally rose or fell without significant decreases or increases,

with the exception of October 2007 where rates significantly increased.

DHHS staff attribute this increase to the following:

e Suspension of adverse selection adjustment (periodic adjustment paid to
an MCO when a sicker than expected population selects that MCO).

e Provider reimbursement updates building certain payments into the
MCO rates that had been paid separately.

e Additional trend built in to account for an extended contract period.
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Rate Setting

We reviewed DHHS’ method for setting MCO rates. DHHS does not
negotiate rates with the MCOs. DHHS officials administratively set rates.
DHHS contracts with an actuarial firm to perform most of the calculations
used to determine the final capitation rate paid to each MCO. According to
a 50-state survey by the Kaiser Family Foundation, approximately 75% of
the states with MCOs also use an actuarial firm to assist them in
administratively setting the rates. The calculation method for rates paid
through March 31, 2012 is detailed below.

*  Extract fee-for-service hospital inpatient, hospital outpatient,
professional, and other services experience data. When examining this
data, the actuarial firm excludes certain services not included in
managed care per the MCO Policies and Procedures Guide (e.g. mental
health and substance abuse, dental, BabyNet).

® Apply adjustments that reflect differences between the base period and
current managed care programs; the April 2011-April 2012 rates were
based on experience data from FY07-FY09. These adjustments include
reimbursement, benefit limitations, and managed care impact.

® Calculate estimated managed care costs using trended and adjusted base
FFS data.

® Adjust for third-party liability recoveries, administrative days,
administrative expenses (see p. ) 5), and supplemental teaching
payments.

® Perform a similar set of calculations for pharmacy services and add to
the rate calculated for medical services to determine a base capitation
rate in each category.

®  Adjust for MCO specific risk scores. This risk score accounts for the
differences in morbidity (incidence of disease) among the populations
enrolled in each MCO.

The final MCO capitation rate is calculated by a DHHS staff person by
multiplying the base capitation rate for a particular age category by the
MCO adjusted risk score. For instance, in 2011 the base rate for a specific
rate category was $113.55 and the risk score for one of the MCOs providing
services within that category was .973. The final risk adjusted rate for that
category paid to the MCO was $110.48. We reviewed the calculations for
the April 1, 2011, MCO contracts and all of the capitation rates were
consistent with the process described above.

Beginning in the spring of 2012, the above process will be enhanced by
encounter data collected by the MCOs. As stated above, MCO rates were
previously based on FFS experience data. Encounter data are records of the
health care services for which MCOs pay. It is a more accurate picture of
the needs/usage of the MCO population than FFS experience data. DHHS’
use of this data in setting MCO rates should result in improved rate setting.
DHHS requested that MCOs collect and report certain data for a period of
time and tested the data to determine the reliability of MCO data collecting
before beginning to rely on MCO encounter data for rate setting purposes.
More than 80% of states responding to the Kaiser survey use encounter data
to set rates. Table ‘L~ 1D describes the changes to the rate calculation
method detailed above.
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Tablel,.)D: MCO Rate Setting
Changes from 4/1/11-3/31/12 to
4/1/12-3131/113

APRIL 1, 2011 —~ MARCH 31,2012

APRIL1, 2012 - MARCH 31,2013

Extract fee-for-service experience
data. Exclude certain services not
included in managed care per the
MCO Policies and Procedures
Guide (e.g. mental health and
substance abuse, dental, BabyNet).

Extract MCO hospital inpatient,
hospital outpatient, professional,
and other services encounter
experience data. In addition, .
extract FFS experience data for
services not covered by managed
care during the base period contract
period but now covered by
managed care.

Adjust for third-party liability
(TPL) recoverigs. The capitation
rates include an adjustment to
reflect TPL recoveries by MCOs

No TPL adjustment is needed
because MCOs report encounter
experience data net of TPL
recoveries.

which would not be reflected in FFS
experience data.

Source: DHHS

Department of Insurance Involvement in Rate Setting

In South Carolina, the Department of Insurance (DOI) regulates the health
insurance industry, which includes reviewing and analyzing managed care
premiums. When DHHS first implemented managed care, DOI was
formally involved in developing the premiums. DOI does not currently
advise the rate setting process. However DO reviews the MCOs for
financial solvency. A portion of that review is based on adequate and
appropriate rates. If DOI finds that an MCO risks financial insolvency
based on inadequate rates, neither the MCO nor DOI can formally affect the
rate. A partnership with DOI could assist DHHS in ensuring that the MCOs
it contracts with are in a sound business position and can continue to provide
the level of service that DHHS desires for Medicaid beneficiaries.

Recommendations

Managed Care
xpenditures

/, The $.C. Depariment of Health and Human Services should develop a
formal process for regularly reviewing Medical Home Network rates for
adequacy and appropriateness.

2. The S.C. Department of Health and Human Services should review the care
coordination fees paid to primary care providers to ensure that they are
adequate and appropriate.

"3.The S.C. Department of Health and Human Services should partner with the
S.C. Department of Insurance to better ensure that the rates set for Medicaid
Managed Care Organizations are adequate and appropriate.

We reviewed managed care expenditures from FY 09-11. A DHHS official
reported that data from previous years in our scope of review may not be
reliable. Table4,.[| shows expenditures of total funds for enrollees in
MCO and MHN plans. The amounts for MCOs and MHNS include the
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capitation/care coordination fee and any fee-for-service expenditures on
behalf of beneficiaries enrolled in MCOs and MHNSs.

Table HWE. Expenditures for FFS, MCOs, and MHNs: FY 08-09 through FY 10-11

FY 08-09 | FY 09-10 | Change [ FY 10-11 Change |

mﬁ_ﬂ_,_%“wmm $2,112.4 | $1,953 | (7.5%) | $1,861.7 | (4.7%)
mmw_ﬁmm Average Monthly 437,152 | 359,680 | (17.7%)| 332,377 | (7.6%)
Enrollment

Average Annual
Expenditure/Enrollee $4,832.19 | $5,429.83 | 12.4% | $5,601.17 | 3.2%
mvmﬁ_,nﬂwmm $806.5 | $1076.2 | 334% | $1,5301 | 429%

Managed

Care Average Monthly 251,004 347,445 38.4% 398,279 14.6%

Enroliment
Average Annual
Expenditure/Enrollee

Organization

$3,213.10 .wu_omﬂ.hm (3.6%) | $3,841.78 | 24%

mvmﬁunw“wom $2201 | $2062 | 34.6% | $3783 | 27.7%
Medical
fedice ><maom“__<_o=”=_< 2876 | goa16 | 29% | 11000 | 230%
ngo; nrolimen

Average Annual

$3,020.20 | $3,059.41 | 1.3% | $3,154.23 | 3.1%

Expenditure/Enrollee

Source: DHHS

Total expenditures on fee-for-service enrollees have decreased, though not
to the same degree as the decrease in enrollment. This could be attributed to
increases in expenditures in areas like Community Long Term Care (Elderly
and Disabled Waiver, HIV/AIDS Waiver, and the Children’s PCA) and
Nursing Home Services.

Total expenditures for MCOs have increased. Between FY 08-09 and FY
09-10, the increase was consistent with the increase in enrollment. Between
FY 09-10 and FY 10-11, the expenditure increase was substantially more
than the enrollment increase. Total expenditures for MHNSs have also
increase at a rate consistent with the increase in enrollment.

We also calculated average expenditure per efirollee and in addition to Table
.- 1\ those figures are reported in chart 2 .)2.
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Fee-for-service average expenditure/enrollee increased. This can be
attributed to the departure to managed care of lower cost enrollees which
would hold the average down. MHN average expenditure/enrollee remained
about level while MCO average expenditure per enrollee increased
substantially.



MCO
Administrative
Expense

We reviewed Medicaid MCO administrative expenses and costs for FY 06-
07 through FY 10-11 to determine if those costs included adjustments, how
such costs are set, if they are counted in the actuarial soundness of the MCO
capitation rate plan, and what type of costs can be included. We found
DHHS has not reviewed MCO administrative costs leading to the possibility
that the capitation rates may include payment of unallowable administrative
costs. We also found DHHS has no method in place to review how MCO
administrative costs are trending on a per-enrollee basis. Total
administrative costs outpaced average MCO enrollment by over 40% over
the last five years.

MCO capitation rates, paid to each MCO in our state for medical services
provided to Medicaid MCO enrollees, include an administrative cost
component, which is referred to as an administrative loss ratio (ALR) by
actuaries. The ALR is also referred to as an administrative allowance in
connection with capitation rates and is stated as a percentage of the
capitation rate. See page || foran explanation of the capitation rates and
the MCO reimbursement process. Capitation rates are a projection of future
costs based on a set of assumptions. The capitation rate is a per-member per-
month charge paid by the state Medicaid program for services for MCO
enrollees and revenue to the MCO, who use the revenue to provide services
or pay the providers of medical and pharmacy services.

The administrative allowance is a component of the capitation rate and is
designed to provide for the MCO being able to cover its administrative
overhead costs. Those include items such as the cost of marketing, buildings
and rent, interest, depreciation, and non-medical costs associated with the
expense of personnel not directly involved in MCO patient care activities.
The administrative rate also includes a 1.0% profit factor, which is
determined and recommended by the actuary setting the rates for the
department. Table 2 |3 shows the administrative rates for South Carolina
MCOs for FY 06-07 through FY 10-11.

Table Z_.1%: South Carolina
Historical Administrative Expense
Rates

FiSCAL YEAR | RATE

2006-2007 | 13.75%
2007-2008 | 13.00%
2008-2009 | 12.25%
2009-2010 | 12.00%
2010-2011 | 11.63%

Source: DHHS

MCO Costs FY 06-07
through FY 10-11

We obtained the amount of MCO total expenditures, in the form of
capitation rate payments that were made to South Carolina MCOs during FY
06-07 through FY10-11. Administrative costs as a part of total MCO
payments ranged from an average of 13.0% in the earlier years to 11.63% in
FY 10-11. These percentages are contractually set and are the same for each
MCO in the state.

We found total administrative costs increased from $31 million in FY 06-07
1S



to $183.6 million for FY10-11. However, enrollment also increased during
this period. Therefore, we have calculated MCO administrative costs on a
per-enrollee basis, in order to account for the change in enrollment as shown
in Table 2 .}Y below.

Table Z.4:
Percentage Change
in the Average
Annual
Administrative
Expense from

FY 06-07 through
FY 10-11

. AVERAGE ANNUAL
FISCAL YEAR TOTAL ADMINISTRATIVE. | AVERAGE MONTHLY ADMINISTRATIVE PERCENTAGE
SCALTE EXPENDITURES | EXPENDITURES | MCO ENROLLMENT EXPENSE PER CHANGE
ENROLLEE

2006-2007 $169,306,341 $31,039,496 89,007 $348.73 NA
2007-2008 $276,071,412 $35,889,284 106,042 $338.44 __(2.9%)
2008-2009 $779,081,696 $95,437,508 251,004 $380.22 12.3%
2009-2010 $1,107,617,399 | ;@.mw.oi.m.m@ 347,446 $382.55 0.6%
2010-2011 $1,579,404,788°| $183,605,807 398,279 $461.00 20.5%

Source: DHHS

MCO administrative costs increased each year at varying rates, depending
on the cost increase between years with respect to enrollment increases each
year. From FY 06-07 through FY 10-11, we found that:

e Average annual administrative expenses per enrollee increased 32.2%.
e Average monthly enrollment increased 347.5%.
e Total administrative expenses increased 491.5%.

When comparing the rate of growth of MCO administrative expenses to the
rate of growth of MCQO enrollment from FY 06-07 to Y 10-11, the rate of
growth of administrative expense exceeded that of enrollment by 144
percentage points, over 40%.

DHHS has no formal method for determining the rate of change in
administrative costs. Also, DHHS did not review MCO administrative
expenses to identify and remove unallowable administrative costs, for future
rate setting purposes. A clause in its MCO contracts allows the department .
access to MCO financial data including cost data. There is currently no
restriction on the type of costs the MCOs may include in administrative
costs. However, in December 2011, the department contracted with an audit
firm using Medicare unallowable expense guidelines to review South
Carolina Medicaid MCO administrative costs to identify unallowable
administrative expenses. This review has not been completed but is
anticipated to be completed in mid-May of 2012.

DHHS, in order to set the administrative rate component of the capitation
rates in its contracts with South Carolina MCOs, relies on its contracted
actuary to 1) review and use South Carolina MCO data, and 2) use its
experience with rate setting activities with other states’ Medicaid plans. The
problem with this methodology of rate setting is that it doesn’t account for
the fact that other plans, whose cost data was used by the actuary to set their
rates, may include unallowable costs, as defined by CMS in the Medicare
program. The actuary has indicated that some states do restrict
administrative costs in their contracts with MCOs; however, it is likely that
many of the states include unallowable costs in their administrative costs
because there are few states that have laws or contractual restrictions
providing for the exclusion of such costs. The selting of rates using the data
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of other states that have not been audited for unallowable expenses is a
process that may result in rates with cost data inflated by unallowable
expenses, leading to inflated rates.

Administrative Allowance
The administrative component of the capitation rate is set by a contracted
actuary and is a part of the determination of actuarial soundness of the plan
rates. The administrative loss ratio (ALR) is a common financial metric used
in the industry to report and benchmark the financial performance of an
MCO. 1t is partially the basis for setting future administrative cost
allowances (along with other factors including changes to the factors that
comprise the MCOs’administrative expenses).

The ALR formula is claims adjustment expenses plus general administrative
expenses divided by total revenue:

Claims adjustment expenses + Administrative expenses
Total Revenue

Claims adjustment expense refers to claims department expenses and to the
administrative effort, required by a claims processor at the MCO, to fix a
claim processed in error (denied, wrong amount paid, etc.) and to reprocess
the amount paid, resulting in a refund or additional payment. General
administrative expenses include all the MCO administrative exXpenses
required to administer the Medicaid MCO plan.

Benchmarks o
The actuary for DHHS used administrative cost benchmarks and other data
particular to South Carolina MCOs in setting the percentage of the rate
attributable to cover MCO administrative expense and profit.

Some elements of administrative cost benchmarks are:

The geographical region of the country in which the MCO operates.
Health care spending varies widely across the United States with the
price of services one of the factors contributing to the variance. A
substantial portion of the variation remains unexplained.

MCO size determined by the amount of annual revenue it receives.
As revenue increases, and due to the fixed nature of a portion of MCO

administrative costs, the percentage of administrative expenses
decreases.

MCO type.

MCOs that participate in Medicaid only have higher ALRs than those
which also administer other programs such as Medicare and private
insurance.

MCO qaffiliation type
When an MCO is affiliated with a larger organization, it often
experiences economies of scale not available to independent
organizations.
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Financial structure
.The actuarial data shows that for-profit companies exhibit a higher
ALR when compared with nonprofits. It is assumed that for-profits
focus more on a greater return on investment for shareholders.
Nonprofits may be generally focused on “break-even” results as long as
they experience sufficient contribution to surplus to fund research and
development or capital initiatives.

South Carolina has 4 MCOs operating in the state who administer
Medicaid managed care programs, all of which are “for-profit”
organizations. At least some of the MCOs are multi-product, meaning
they administer other lines of business besides Medicaid, such as
Medicare or private insurance, providing for a greater potential of
economies of scale related cost savings.

Provide pharmacy services
Actuaries indicate the pharmacy component of MCO services has a
lower administrative cost structure than other services.

Type of enrollee
Disabled enrollees account for higher administrative costs than do
enrollees from low-income families.

Enrollment requirement
Required mandatory enrollment generally results in increased covered
MCO population leading to reduced administrative costs on a per
member basis. States with voluntary enrollment may allow more
marketing by the MCOs. Both of these conditions of enrollment have
an effect on administrative cost rates.

The actual administrative rate is determined by more than just the items
listed above. Requirements established by the contract with the state
Medicaid agency will also influence the administrative costs. Items such as
what level of reporting is required and what type of staffing ratios may be
required, etc., are examples of a number of factors within the contract that
may impact the administrative costs of the health plan. These data and all
factors influencing administrative rates eventually become a part of the
benchmarks as national data is collected by actuaries.

Administrative Cost
Benchmark Comparison
2011

The actuary used two states in CMS Region 4 as part of the benchmarks for
comparison with South Carolina rates. For 2011-2012 data, South Carolina
had an administrative expense of 10.5% of the capitation rate while
Florida’s was 12% and Mississippi’s was 10%.

We have compared several states” administrative rates; however, it is
difficult to compare individual states” MCO administrative cost percentages
in a fair and meaningful way due to the potential differences of factors
affecting the administrative rates of plans from different states. For example,
states covering only low income populations, which require lower
administrative effort and costs, than those covering a disabled population,
which require much more administrative effort and higher costs, will have a
much different cost structure.

In a study of national data from 2009 and 2010, the results of which were
published in a June 2011 report from The Commonwealth Fund entitled
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“Assessing the Financial Health of Medicaid Managed Care Plans and the
Quality of Patient Care They Provided,” we note the following results of
administrative costs:

* The South Carolina administrative cost rate for FY 09-10 was 12% and
FY 10-11 was 11.625% while the national average in the survey data
for calendar year 2010 ranged from 11.3% to 12.6% considering MCO
groupings with some characteristics similar to South Carolina MCOs.

The South Carolina rate is about the same as the national rate. However, as
discussed previously, South Carolina MCO administrative costs have
steadily increased for the last five years and have outpaced enrollment
increases by over 40%.

Allowable MCO
Administrative Costs

Currently there are no federal or South Carolina laws specifically excluding
certain types of administrative costs for MCOs contracted to administer
Medicaid managed care plans. This can lead to inflated administrative costs
paid for by the state Medicaid plan as a part of the capitation rate. Just a few
states have laws or rules limiting the type of expenses that can be included
in MCO administrative costs.

An audit firm will review Medicaid MCO administrative costs when
contracted to do so by state Medicaid agencies. Their purpose is to identify
unallowable administrative costs for the purpose of setting future rates that
exclude unallowable costs for inclusion in the rate setting process.

The unallowable costs are determined by applying reimbursement principles
from the Medicare Provider Reimbursement Manual (PRM) and the Federal
Acquisitions Regulations (FAR) manual. Using the principles of these
federal restrictions on administrative costs in those programs, auditors have
excluded such items as the following listed costs for future Medicaid MCO
rate setting:

Lobbying.

Income taxes.

Overstated administrative expenses.

Expenses related to Sccurities and Exchange Commission (SEC) filings.
Broker commissions.

Marketing department expenses not related to Medicaid.

Related party expenses (which must be reduced to cost).

In the review of MCO Medicaid administrative costs of several states, the
impact of their findings on administrative costs are:

* Maryland — reduced administrative expenses by 13% ($1 8 million) in
FY 2004, 20% (329.4 million) in FY 2003, 20% ($25.9 million) in FY
2002 and 15% ($18.5 million) in FY 2001.

* Nevada — reduced administrative expenses by 32% ($18 million) in FY
2010.

* Virginia — reduced administrative expenses by over $14 million.
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Three of the four MCOs operating in South Carolina have multiple lobbyists
registered with the State Ethics Commission, reporting a total of $214,035
paid to lobbyists for calendar year 2011. One MCO has no lobbyist
registered with the Commission. Lobbying expense is currently not
excluded when setting MCO rates in South Carolina.

DHHS Action

Recommendations

H

The department has contracted with this audit firm to review all four
Medicaid MCO annual cost reports to identify unallowable administrative
expense for rate setting purposes. The Office of the State Auditor approved
the contract on November 15, 2011.

The audit was to be completed “ASAP”, as indicated in the audit firm’s
letter of submittal, in order to determine “appropriate administrative costs
for the pending rate-setting process”. However, the most recent rates do not
include the results of the audit effort because the administrative cost portion
of the audit has not been completed. This could cause the department to set
the rates without the benefit of knowing how much unallowable
administrative costs had been included in the prior capitation rates. This
may lead to continued inflated administrative costs.

The department did reduce the MCO administrative allowance for contract
period, April 2012 to March 2014, to 9.5% from 10.5% in the previous
contract period, April 2010 to March 2012. The reasons for the
determination reducing the administrative rate by one percentage point are
varied. According to an agency official, it is a result of MCO best practices
and continued increased enrollment in managed care for Medicaid in South
Carolina. The actuary has indicated DHHS wanted to move to a percentage
of ALR consistent with the lower values observed in the national data —
9.8% at the 25™ percentile in CMS region 4, where our MCOs operate.

The agency has little direct authority to remove unallowable administrative
costs for future rate setting of the MCO administrative component of the
capitation rate. This can lead to higher administrative costs than necessary
and could result in payments being made for MCO lobbying activities,
expenses not related to patient care, and other unallowable expenses being
included in the rates. Legislation, adopting some of the key principles of the
Provider Reimbursement Manual and the Federal Acquisitions Regulations
manual, would provide the authority needed to reset rates based on removal
of unallowable expenses. This could lead to a reduction of administrative
expenses from 13%, up to as much as 32%, as has been experienced in other
states. Some states accomplish restricting administrative costs by
contractually defining what expenses are nonallowable.

The S.C. Department of Health and Human Services should track MCO
administrative costs annually on a per enrollee basis in order to determine
the rate at which administrative costs are rising.

The S.C. Department of Health and Human Services should review, or have
reviewed, Medicaid MCO administrative costs, when its analysis of the
administrative cost trend reveals MCQO administrative costs are not in an
acceptable range as determined by its analysis.and standards.
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The S.C. Department of Health and Human Services should include in its
contracts with the MCOs the authority to make mid-contract period
adjustments to the administrative allowance of the capitation rate to prevent
administrative costs from increasing faster than the rate of enrollment.

The S.C. Department of Health and Human Services should identify which
managed care organization (MCO) administrative costs are considered
unallowable. These costs should be included in state law or DHHS rules and
contracts with managed care organizations.

The S.C. Department of Health and Human Services should include in its
contracts with the MCOs the authority to make mid-contract or mid-year
adjustments to the capitation rate administrative component based upon the
most recent audit results of the review of the MCOs’ administrative
expense, adjusting for unallowable costs.
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Pharmacy

We reviewed DHHS’ pharmacy division to determine the cost of pharmacy
services and if that cost was appropriate. We found that DHHS® payments
for pharmacy services have decreased 27% from FY 06-07 through FY 10-
11. We also found that DHHS has not established a regular schedule to
review what the agency pays pharmacists and how much beneficiaries are
charged in co-payments.

Background

DHHS’ Medicaid program has a pharmacy division that handles pbarmacy
and prescription drug issues for the department, including what pharmacies
are paid by the Medicaid program.

Medicaid beneficiaries can have coverage through fee-for-service or
managed care. The coverage a Medicaid beneficiary has is determined by
how the beneficiary is eligible for Medicaid. Beneficiaries in the traditional
fee-for-service Medicaid plan have all of their pharmacy payments billed
directly to DHHS for payment.

Managed care beneficiaries participating in an MCO have their pharmacy
services handled through their managed care provider. DHHS pays the
managed care providers a set amount per member per month. The managed
care providers are also responsible for setting up their own networks of
pharmacies. Beneficiaries in the medical home plans have their
prescriptions handled the same as beneficiaries in the fee-for-service model.

DHHS currently allows four prescription drugs a month for adults and
unlimited prescriptions for children. Beneficiaries can receive up to 31 days
of medicine per prescription. S.C. Code §40-43-86(H)(6) was amended in
2008 to require the use of generic drugs whenever possible.

DHHS uses a private vendor that operates a point-of-sale computer system
that checks eligibility, captures claim data, adjudicates claims, and assists
pharmacists in getting paid. Finally, DHHS also uses a preferred drug list,
requires prior authorization for some drugs, and uses a drug utilization
review system.

The preferred drug list is a list of clinically proven and usually cheaper
drugs. Pharmaceutical manufacturers will give supplemental rebates to
DHHS to get their drug put on the preferred drug list. DHHS has the
Pharmacy and Therapeutic Committee which consists of 4 pharmacists and
11 doctors who decide which drugs to add to the preferred drug list. An
agency official described preferred list drugs as both clinically appropriate
and cost beneficial.

Prior authorization is used if a drug has been approved by the U.S. Food and
Drug Administration and the pharmaceutical maker has signed a letter with
the federal Center for Medicare & Medicaid Services (CMS) to give
Medicaid the best price possible. Beneficiaries can receive drugs in this
category if the beneficiary has prior approval by DHHS.

DHHS also operates a Drug Utilization Review (DUR) program which
assures that prescriptions for outpatient drugs are appropriate, medically
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necessary, and are not likely to result in adverse medical results. The DUR
Board membership includes pharmacists, physicians, and other health
professionals. The DUR program includes prospective review of drug
therapy at the point of sale or point of distribution before each prescription
is filled or delivered to the Medicaid beneficiary. The DUR program also
includes retrospective DUR through its mechanized drug claims processing
and information retrieval system.

South Carolina and its MCOs also participate in receiving drug rebates from
pharmaceutical companies. Managed care providers do not get rebates;
however, the MCOs send DHHS data on the number of each drug filled for
beneficiaries participating in their MCO. DHHS then adds that number to
the fee-for-service prescriptions filled for that particular drug. The agency
sends that information to the drug manufacturer to get the agency’s rebate.

Pharmacy Rate
Methodology

DHHS currently uses three different formulas to determine what a
pharmacist is paid for filling a prescription. The agency always pays the
lowest amount of the three formulas. The formulas consist of different
methods to determine the cost of a drug (ingredient fee), along with a
dispensing fee that always remain the same amount.

A dispensing fee is the amount that DHHS pays a pharmacy to fill a
prescription. An ingredient fee is what DHHS pays the pharmacy for the
actual cost of the drug.

Table Z. 1S below shows how South Carolina compares to the other states
in the state’s CMS region (Region 4) regarding dispensing fees and co-pays
for beneficiaries (not all Medicaid categories allow co-pays).

Table Z.15 CMS Region 4 Dispensing and Co-pay Amounts for Quarter Ending December 2011

State Dispensing Fee Recipient Co-pay Amount
Alabama $10.00-$10.64 _ $0.50-$3.00* .
Florida $3.73-$7.50 2.5% of payment up to $300,
capped at 5% of total family
) income
Georgia $4.33-$4.63 . $0.50-$3.00
Kentucky $4.50-$5.00 $1.00-$3.00 ($225.00 cap per
beneficiary, per year)
Mississippi $3.91-$5.50 $3.00
North Carolina $4.00-$5.60 $1.00-$3.00
South Carolina o ' $3.00 $3.40
Tennessee $2.50-$25.00 $0-$3.00

*Co-pay varies by cost of prescription.

Source: Center for Medicare & Medicaid Services

DHHS lowered its dispensing fee amount from $4.05 to $3.00 on July 8,
2011, and increased their co-payment amount from $3.00 to $3.40 on April

1,2011.
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South Carolina has one of the lowest dispensing fees paid to pharmacists in
CMS Region 4. The state also has one of the highest co-payments charged
to beneficiaries. CMS has to approve any changes to the state’s dispensing
fees and co-payment amounts.

DHHS Drug Dispensing
Costs FY 06-07 to FY 10-

Table Z.!{oshows what

DHHS has paid for dispensing and ingredient fees

for the last five fiscal years. The table also shows how much Medicaid

11 beneficiaries, who are required to pay a co-pay, have paid over the same
period. Over the last five fiscal years, DHHS drug dispensing costs have
decreased by approximately $100 million.

Table N...\IF DHHS Drug Dispensing Costs for State FY 06-07 to FY 10-11
Total Amount Amount
Paid* By Paid By
DHHS Minus Other
Number Other Incentives to | Insurance on
of Paid | Imsurance and | Ingredient Dispensing | Compounding | Behalf of
FY Claims Co-Pays Fees Fees Pharmacies | Beneficiaries Co-pays
06-07 | 5,716,629 | $366,387,527** | $367,873,095 | $22,629,218 $3,108 $16,511,239 | $7,606,224
07-08 | 5,611,471 | $374,992,693 | $378,604,187 | $22,035,491 $100 $18,235,905 | $7,411,180
08-09 | 4,447,198 | $305,028,195 | $310,154,888 | $17,361,248 $0 $17,492,393 [ $4,995,548
09-10 | 3,982,861 | $268,268,640 | $272,269,474 $15,469,386 $0 $15,562,37 | $3,907,893
10-11 | 3,805,980 | $266,883,508 | $264,112,104 $14,747,679 $0 $8,474,975 | $3,501,300

Source: DHHS

*Amount does not include money that DHHS receives in rebates from pharmaceutical companies.
**Amount does not calculate correctly. An agency official stated this was due to rounding.

In 2011, DHHS performed a drug dispensing cost review because the
agency wanted to lower the rates the agency pays to pharmacists, and CMS
required a review in order to allow the state to lower the rates. The review
found that DHHS could lower its rates and still ensure that pharmacies
would participate in the Medicaid program. However, DHHS does not
review its pharmacy rates on a regular basis. If DHHS were to review
pharmacy rates regularly, then the agency may discover additional savings.

Administrative Costs for
the Pharmacy Program

DHHS pays MCOs a capitation rate, which is a per-member per-month
charge paid by the Medicaid program for MCO beneficiary services and
revenue to the MCO. The MCOs then pay providers of medical and
pharmacy services with which it subcontracts. Within the capitation rate is
an administrative component, which is expressed as a percentage of the
capitation rate. Currently, DHHS pays MCOs 8% of the capitation rate for
pharmacy administrative services.

The administrative component of the capitation rate is set by a contracted
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actuary for DHHS. DHHS’ actuary used administrative cost benchmarks in
setting the 8% pharmacy administrative rate. Factors that are considered in
determining benchmarks are MCO revenue size, for-profit vs. non-profit,

etc. (see page ) ).

In addition to what DHHS pays to MCOs, the agency also has agency
personnel costs related to the pharmacy program. Finally, DHHS also
contracts with a private vendor that operates a point-of-sale computer
system that checks eligibility, captures claim data, adjudicates claims, and
assists pharmacists in getting paid. -

.?Zem.:vo_cimcoimérm.r._.z.:mmEE?:.;QEE.UH.Ewcowm..ﬁze_
costs, as well as the point-of-sale pharmacy vendor costs for the last five
state fiscal years. According to an agency official, these two expenses are

how DHHS defines administrative costs in the phamacy program.

Table Z.17] Administrative Costs for the Pharmacy Program for State FY 06-07 to FY 10-11

FY 06-07

FY 07-08

FY 08-09

FY 09-10

FY 10-11

DHHS
Personnel

$458,019

$447,825

$363,829

$228,182

$240,797

Pharmacy
Point-of-Sale
Vendor

$5,803,320

$6,515,186

$6,845,666

$5,776,639

$7,025,849

Total

$6,261,339

$6,963,011 $6,004,821 | $7,266,646

$7,209,495

Source: DHHS

From FY 06-07 through FY 10-11, DHHS’ pharmacy personnel costs have
decreased while the costs for the pharmacy point-of-sale vendor have
increased. The pharmacy point-of-sale vendor is paid an escalating
contracted rate for administering the contract. Also, changes in enrollment,
as well as policy changes, have lead to changes in the cost of the point-of-
sale contract.

_ncEqm; mjm:mmm_

According to CMS, proposed regulations under the Affordable Care Act
would save states nearly $18 billion on Medicaid prescription drugs in five
years. The savings would come from changing reimbursement rates for
pharmacies to better reflect what they pay for prescription drugs, increasing
rebate amounts paid by drug manufacturers, and allowing rebates for drugs
prescribed to recipients in managed care plans. Although DHHS already
receives drug rebates for recipients in managed care plans, any other savings
the agency receives will allow South Carolina to save more money in its
Medicaid program.

Recommendation

The S.C. Department of Health and Human Services should establish a
regular schedule to perform reviews of the agency’s pharmacy rates.
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Provider
Enrollment and
Procurement

We reviewed how DHHS obtains providers to participate in the agency’s
Medicaid program. We reviewed DHHS’ methods for enrolling doctors,
pharmacists, and other medical service providers. We also reviewed
DHHS’ sole source and emergency procurement of other providers. We
found that DHHS is not correctly procuring providers under the emergency
procurement regulation in state law.

Enroliment of Medical
Services Providers

Managed care organizations are required to be licensed by the S.C.
Department of Insurance as a health maintenance organization, whereas
medical home networks, doctors, dentists, and pharmacists can enroll in
Medicaid, as long as they meet all requirements. The requirements for
doctors, pharmacists, etc., are:

Be licensed by the appropriate licensing body.

Enroll in Medicaid.

Obtain a National Provider Identifier (NPT) if required.
Continuously meet S.C. licensure requirements.

Based on the type of provider, they are required to either complete a
provider enrollment agreement or sign a contract with DHHS. Providers
can limit the number of Medicaid patients they see, but cannot discriminate
on the type of patients they see. Also, Medicaid beneficiaries can choose
any doctor that is willing to accept them as a patient.

All doctors, dentists, pharmacists, etc., are paid the same Medicaid rates
based on the type of provider they are and the medical services being
performed. MCO network doctors and medical service providers do not
have to be Medicaid-enrolled providers; instead they enroll with the MCO.

Sole Source and
Emergency Procurements

We reviewed DHHS’ quarterly sole source and emergency procurement
reports from the time period of October 1, 2010, through December 31,
2011. During this time DHHS had nine sole source procurements. These
sole source procurements totaled $585,109 and were primarily computer
software. In addition, over this same time period, DHHS had seven
emergency procurements totaling $135.4 million.

State law exempts agencies from using competitive procurement methods
when goods or services need to be obtained quickly because of an
emergency. S.C. Regulation 19-445.2110 states that an emergency
procurement may be used in a “situation which creates a threat to public
health, welfare, or safety such as may arise by reason of floods, epidemics,
riots, equipment failures, fire loss, or such other reason . . . .»

In our March 2009 audit of DHHS® Non-emergency Medical Transportation
(NEMT) program, we recommended that the agency comply with state law
regarding the use of emergency procurements. However, from January 1,
2011, through December 31, 2011, DHHS had emergency procurements
totaling $132.3 million for NEMT services.
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We also reviewed three other emergency contracts that DHHS had during
the time period of October 1, 2010, through December 31, 2011. The first
emergency contract we examined concerned services for the restructuring of
DHHS and financial advisory services on behalf of the agency. This
contract was originally for $770,000, but through amendments has increased
to an amount not to exceed $2,384,232, as of March 2012. The second
emergency contract we reviewed dealt with the processing of other health
insurance claims for beneficiaries. This contract was originally for
$1,890,731, but instead cost DHHS $919,998. The final emergency contract
we reviewed dealt with providing medical utilization reviews on
beneficiaries’ use of medical services. This contract was originally for
$23,923 per month, but through amendments increased to $40,826 per
month by the end of the contract.

After review of these three contracts, we concluded that DHHS procured
processing of other health insurance claims for beneficiaries and medical
utilization reviews of beneficiaries’ use of medical services in accordance
with state law. However, the emergency justification for the procurement
for the medical utilization reviews was not signed by any agency official.

However, DHHS did not procure restructuring and financial advisory
services in accordance with state law. DHHS had an ample amount of time
to secure this contract under normal procurement methods, and emergency
procurcment was not necessary for this contract. By engaging in emergency
procurement, DHHS may be limiting other providers who may wish to bid
on providing these services Lo the agency, as well as possibly increasing the
amount that the agency pays for these services. Also, South Carolina may
not be getting the best service possible for the price.

Recom BQSQNﬂ_Os /0, The S.C. Department of Health and Human Services should comply with

state law regarding the use of emergency procurements.
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Appendix A

Managed Care Eligibility Payment Categories
and Recipient Special Programs

o % A.REQUIRES PARTICIPATION - . - CHOICE ONLY (MCO/MHN/FFS)
Cs.soaeis MCOANDIHRY stes ity PCAT | PAYMENT CATEGORY
PAYMENT CATEGORY 12 OCWI (infants)
11 | MAO (Extended/T ransitional) 13 MAQ (Foster care/Adoption)
16 | Pass Along Eligibles 31__ | Title IV-E Foster Care
17 __| Early Widows/Widawers Aged, Blind, Disabled (ABD) (Under
18 | Disabled Widows/Midowers 32 Age 19)
19 | Disabled Adult Children 51 Title IV-E Adoption Assistance
20 | Pass Along Children 57 Katie Beckett/TEFRA
Aged, Blind, Disabled (ABD) (Age 19 60 Regular Foster Care
32 | and Above) 80 | S (Under Age 19)
40 | Working Disabled SSI w/ Essential Spouse (Under Age
59 | Low Income Families 81 19)
71 Breast and Cervical Cancer 85 Optional Supplement
80 | SSI (Age 19 and Above) 86 Optional Supplement & SS|
S81 With Essential Spouse (Age 19 RSP | DESCRIPTION
81 | and Above) Interagency Sys. Of Care for
87 | OCWI Pregnant Women Anfants ISED | Emotion. Disturbed Children
88 | OCWI Partners For Healthy Children CHPC | CLTC Children's Personal Care Aide
91 | Ribicoff Children MCPC | Integrated Personal Care Services
COSY | Cosy Project Beaufort Co. .
WAHS | Waiver Healthy Start
| PCAT | PAYMENT CATEGORY of a Federally recognized tribe
10 MAO (Nursing Home) : — :
14 | MAO (General Hospital) . CHOICE ONLY (MHN/FFS)
33 ABD Nursing Home PCAT | PAYMENT CATEGORY
48 Qualifying Individuals (Ql) MAQO (Waivers - Home &
50 _ | Qualified Disabled Working Individual 15 | Community)
52 SLMB RSP DESCRIPTION
54 | SSI Nursing Home AUTW _| Autism Waiver
55 Family Planning CLTC | Elderly Disabled Waiver
70 Refuge Entrant CSWE | Community Supports Waiver — Est.
90 Qualified Medicare Beneficiary CSWN | Community Supports Waiver — New
a2 GAPS (Medicare Part D Plan) DMRE | DMR Waiver/Established
Limited Benefit Indicators: E, I, G, D, J, P, A DMRN | DMR Waiver/New
NHTR | Nursing Home Transition HSCE | Head & Spinal Cord Waiver Est.
MCSC | Palmetto Senior Care .A_U>0mv HSCN .ImNQ & Spinal Cord Waiver New
HOAD | Healthy Opportunity Account MCHS | Hospice
HOAP | Healthy Opportunity Account VENT | CLTC Ventilator Dependent Waiver
MFPG_| Money Follows the Person Grart Peychiatric Residential Treatment
- - ; - PRTF | Facility
MCFC | Med Fragile Children's Waiver WMCC | Medically Complex Children -
Med Fragile Children's Waiver — Non € _om._<. omp mx. Lelichy m. <<.m_<m_.
MCNF | Foster Care - Dual Eligibles (Medicare/Medicaid)
B Beneficiaries who have private = Age 65 and Over
managed care insurance (HMO)

Source: DHHS
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June 15, 2012

Mr. Perry K. Simpson, Director
Legislative Audit Council

1331 Elmwood Avenue, Suite 315
Columbia, South Carolina 29201

Dear Mr. Simpson:

Thank you for the opportunity to review the Legislative Audit Council’s (LAC) draft report, 4 Review of
Managed Care Rates and Expenditures and Other Administrative Issues af the Department of Health and
Human Services.

Leveraging the care coordination and cost savings available in Medicaid managed care is a core
component of the South Carolina Department of Health and Human Services’ (SCDHHS) commitment to
purchasing the most health for the least amount of money for South Carolina. Increasingly, data related
to the transition to medical homes within managed care supports our state’s (and most states®) decision to
invest in care coordination. The latest legislatively-required managed care cost and quality report finds 6-
7% monthly savings for each Medicaid member enrolled in managed care. Additionally, care guality is
enhanced by managed care, as the same cost and quality report states “managed care plans performed
well overall compared to ... fee-for-service.”

The Medicaid managed care and pharmacy pricing and management programs are complex. We believe
it would benefit the auditors to have further conversations with the Department, as the LAC report does
not fully reflect the operations of these programs. This would assist the LAC in developing an
appropriate assessment, and meaningful recommendations.

The Department’s actuary’s comments to the findings and recommendations related to managed care are
attached.

Regarding sole source and emergency procurements, attached is the Department’s response, and
supporting documents.

We look forward to working with you further on this report.

Sincerely,

Anthony m Keck

AEK:jp
Attachments

Office of the Director
P.0. Box 8208 « Columbia, South Caroling 29202-8206
(803) 8982580 » Fax (803} 255-8235






Sole Source and Emergency Procurements

SC Code Section 11-35-1570, Emergency Procurement, states “Notwithstanding any other
provision of this code, the chief procurement officer, the head of a purchasing agency, or a
designee of either officer may make or authorize others to make emergency procurements only
when there exists an immediate threat to public health, welfare, critical economy and efficiency,
or safety under emergency conditions as defined in regulations promulgated by the board; and
provided, that such emergency procurements shall be made with as much competition as is
practicable under the circumstances. A written determination of the basis for the emergency and
for the selection of the particular contractor shall be included in the contract file.” Asthe SC
Code permits, SCDHHS’ Director determined that emergency conditions existed in each case
where an emergency procurement was authorized and the written determination of the basis for
the emergency and for the selection of the particular contractor was included in the contract file.
We believe the requirements of the Code were met.

Note: The audit asserts that the emergency justification for the procurement for the medical
utilization reviews was not signed by an agency official. Please see the attached Justification for
Emergency Procurement Form (MMO #103) dated August 1, 2011 and signed by the
Department’s Director, Anthony E. Keck.
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milliman.com

June 14, 2012

Mr. Anthony Keck

Medicaid Director

State of South Carolina

Department of Health and Human Services
1801 Main Street

Columbia, SC 29202-8206

RE: RESPONSE TO LEGISLATIVE AUDIT COUNCIL MAY 2012 REPORT

Dear Director Keck:

Milliman, Inc. (Milliman) has been retained the State of South Carolina, Department of Health and
Human Services (DHHS) to provide actuarial and consulting services related to the Medicaid program.
We have been requested to provide comments related to the South Carolina General Assembly,
Legislative Audit Council, May 2012 report entitled, 4 Review of Medicaid Managed Care Rates and
Expenditures and Other Administrative Issues at the S. C. Department of Health and Human Services
(LAC Report). The version of the LAC Report shared with Milliman was still in draft form. Further, the
LAC Report has been shared with Milliman under strict confidentiality rules. Due to the confidentiality
requirements of the LAC Report, this letter should be held confidential to only those with access to the
LAC Report.

LIMITATIONS

The information contained in this letter has been prepared for DHHS, The letter may not be distributed to
any other party without the prior consent of Milliman. Any distribution of the information should be in
its entirety. Any user of the letter must possess a certain level of expertise In actuarial science and
healthcare modeling so as not to misinterpret the data presented. The terms of Milliman’s contract with
DHHS effective July 1, 2011 apply to this letter and its use.

To the extent that Milliman consents to the distribution of this letter, we make no representations or
warranties regarding the contents of this letter to third parties. Likewise, third parties are instructed that
they are to place no reliance upon this letter prepared for DHHS by Milliman that would result in the
creation of any duty or liability under any theory of law by Milliman or its employees to third parties.

TA20I20SCMV.047-5CM4A9NLAC May 2012 Repost - Comments « Final.doc
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In the development of the data and information presented in this letter, Milliman has relied upon certain
data from the State of South Carolina and their vendors. To the extent that the data was ot complete or
accurate, the values presented in the letter will need to be reviewed for consistency and revised to meet
any revised data,

SUMMARY COMMENTS

The LAC Report focused on the following items:

*  “The number of clients enrolled in Medicaid from 2006 through 2011.

* How DHHS enrolls clients in Medicaid health plans and identify potential cost savings.

* How DHHS manages the administrative costs for managed care organizations and identify
potential cost savings.

» If DHHS could achieve additional cost savings in other Medicaid programs.”

Based on their review, the LAC Report outlines ten different recommendations. I have been requested to
provide comment on several of these issues. The following provides the individual recommendations and
my comments,

LAC Report Comment: (Medicaid Enrollment — page 3) “The number of people enrolled in
Medicaid has increased from FY 04-05 through FY 10-11 and a greater percentage of those
enrolled are receiving services.”

Comment: During this time period, the Medicaid program has modified different eligibility
programs. These modifications resulted in a decrease in enrollment between SFY 05-06 and SFY
07-08 time periods. There were observable decreases in the Elderly and Disabled categories
during the SFY 05-06 and SFY 06-07 fiscal periods due to changes and elimination of certain
eligibility categories. Specifically, the Silver Card program was eliminated on January 1, 2006
with the implementation of Medicare Part D. Further, the analysis associated with the number of
recipients receiving services needs to be analyzed with caution. The number of Tecipients
receiving services increases with managed care enrollment. This is a result of the fact that
beneficiaries enrolling in a managed care program will generate a monthly claim for either the
capitation payment to the managed care plan or the administration fee paid to the medical home
network. These payments are made based on eligibility and enroliment in a managed care plan
and do not directly coincide with receipt of an encounter with a health care professional or
provider.

LAC Report Recommendation #1. “The South Carolina Department of Health and Human
Services should develop a formal process for regularly reviewing Medical Home Network rates
for adequacy and appropriateness.”
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Comment: The Medical Home Network rates are currently comprised of two different
components: (1) the monthly administration fee of $10 per member and (2) the shared savings
component of the contract. The monthly administration fee is used by the Medical Home
Network provider to contract with physicians to serve as the primary care providers for the
enrolled members. The Medical Home Network pays a monthly management fee to the primary
care provider,

The residual amount of the monthly administration fee is used to perform the administrative
functions of the Medical Home Network, including care management and care coordination
functions. Many of these functions are consistent with the risk-based managed care
organizations; however, the Medical Home Network is not responsible for certain finctions
including claims processing. The DHHS processes the claims for Medical Home Network
enrollees on a fee-for-service basis. Given the limited scope of administration functions, it would
be expected that the Medical Home Network administration fee would be less than the
administration component of the risk-based managed care capitation rate. The administration
component of the capitation rate is projected to be $26 per member per month for the current
contract period beginning April 2012. A more refined comparison of the Medical Home Network
administration fee and the capitation rate administration fee could be performed as part of the
contract renewal process for the Medical Home Networks.

The Medical Home Networks also receive shared savings through the current contract with
DHHS. The shared savings are required to be shared with the primary care providers with the
primary care provider receiving 60% of the shared savings and the MHN receiving 40% of the
shared savings amounts. It is anticipated that the shared savings methodology will be reviewed
during the next contract renewal with the MHNSs.

LAC Report Recommendation #3. “The South Carolina Department of Health and Human
Services should partner with the South Carolina Department of Insurance to better ensure that the
rates set for Medicaid Managed Care Organizations are adequate and appropriate.”

Comment: As specified in federal regulation 42 CFR 432.6(c), the capitation rates must meet the
following requirements.

* have been developed in accordance with generally accepted actuarial principles and
practices;

* are appropriate for the populations to be covered and the services to be furnished under
the contract; and

* have been certified as meeting the requirements of the regulation by actuaries who meet
the qualification standards established by the American Academy of Actuaries and
follow the practice standards established by the Actuarial Standards Board.
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The Department currently contracts with an independent actuarial consulting firm, Milliman, Inc.,
to perform the actuarial certification of the capitation rates. The capitation rates have been
developed from either fee-for-service experience or managed care encounter data. The historical
data is adjusted for many factors including, but not limited to: contracted service differences,
provider reimbursement, population variances and expected health care management. The rates
are then certified as actuarially sound by a qualified actuary. The actuaries that provide these
services for the Department have an extensive amount of experience in multiple states in setting
capitation rates,

In addition to meeting the federal regulation, the capitation rate setting process in the Medicaid
managed care environment is different than the commercial health insurance market. The
Medicaid managed care contracted rates are established as actuarially sound for the populations
to be covered and the benefits to be furnished. The Medicaid capitation rates are certified as
meeting this requirement. However, the certification does not guarantee adequacy for all
contracted health plans. The following provides the definition of actuarially sound rates as
specified in the American Academy of Actuaries Health Practice Council Practice Note,
“Actuarial Certification of Rates for Medicaid Managed Care Programs”, August 2005.

Actuarial Soundness—Medicaid benefit plan premium rates are “actuarially sound” if,
for business in the state for which the certification is being prepared and for the period
covered by the certification, projected premiums, including expected reinsurance and
governmental stoploss cash flows, governmental risk adjustment cash flows, and
investment income, provide for all reasonable, appropriate and attainable costs, including
health benefits, health benefit settlement expenses, marketing and administrative
expenses, any state-mandated assessments and taxes, and the cost of capital.

The Practice Note further clarifies that: “the words “reasonable, appropriate, and attainable”
clarify that the costs of the Medicaid benefit plan do not normally encompass the level of all
possible costs that any MCO might incur, but only such costs as are reasonable, appropriate, and
attainable for the Medicaid program.”

This methodology of establishing capitation rates varies from the methods of the development of
premium rates in the commercial health insurance market. The actuaries for a commercial health
insurance carrier are specifying that the premium rates are appropriate for the specific health
insurance carrier or managed care plan. Due to the different certification methodologies of the
two programs, the role of the Department of Insurance would also be different.

LAC Report Recommendation #4. The South Carolina Department of Health and Human
Services should track MCO administrative costs annually on a per enroliee basis in order to
determine the rate at which administrative costs are rising.
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Comment: The LAC Report on page 16 indicated the following: “When comparing the rate of
growth of MCO administrative expenses to the rate of growth of MCO enrollment from FY 06-07
to FY 10-11, the rate of growth of administrative expense exceeded that of enrollment by 144
percentage points, over 40%.” (Table 2.14) To clarify, the administrative expenditures grew from
$31.0 million in FY 06-07 to $183.6 million in FY 10-11 or a growth of 492%. The average
monthly MCO enrollment grew from 89,007 in FY 06-07 to 398,279 in FY 10-11 or a growth
rate of 347%. While I agree with the illustrated calculations, there are several issues that account
for the growth in the average annual administrative expense per enrollee.

* Development of Administrative Expenditures: The application of the administrative
percentages in Table 2.13 to the Total Expenditures in Table 2.14 is not be appropriate.
The administrative percentages shown in Table 2.13 are not applied to the total
expenditure. The total expenditure value includes supplemental teaching payments.
Starting in 2009, the administration percentage does not apply to supplemental teaching
payments. Supplemental teaching payments will account for approximately $50 million
in FY 2012.

* Additional Capitation Payment in FY 10-11: In FY 10-11, DHHS paid thirteen capitation
payments to the MCOs. This was a result of changes in the capitation payment timing to
the MCOs. The additional capitation payment resulted in approximately an additional
$95 million of total expenditures in FY 10-11. Using the 11.63% administration
estimate, the administrative expenditures would be reduced by approximately $11.0
million and the annual per enrollee expense would decrease from $461 to $433. Using
the 12.0% from FY 09-10, the FY 09-10 administrative expenses per enrollee would
increase from the $382.55 to $415.36. The rate of change would be 9.2% from FY 08-09
to FY 09-10 and 4.2% from FY 09-10 to FY 10-11.

* Higher Morbidity of Population Enrolled in MCOs: During the analysis period illustrated
in Table 2.14, the relative morbidity of the population enrolled in the health plans has
increased. In FY 2006 ~ 2007, managed care enrollment was voluntary. Therefore, the
healthier lives were enrolled in the managed care plans, which result in a lower medical
expenditure and a lower administration expenditure. As mandatory enrollment has been
implemented, the relative morbidity of the population enrolled in managed care plans has
increased dramatically with the enrollment of more SSI/Disabled beneficiaries, as well as
the decrease in selection of the higher morbidity population being enrolled in the health
plans rather than choosing fee-for-service. We have introduced a selection factor
adjustment to reflect the change in the morbidity of the population enrolled in the MCOs.
With the increase in relative morbidity, the administration costs have increased, as well.

e Change in Covered Benefits and Populations: During the analysis period, there have been
several modifications to the populations and benefits covered. For example, DHHS
previously provided stop-loss insurance benefit for high cost newbom population. This
would have lowered the relative morbidity within the population. The health plans are
now fully at risk for all newborn expenditures.
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Finally, to compare with the FY 06-07 administrative value, I have reviewed the most recent
actuarial certification of capitation rates for the contract year beginning April 1, 2012. Table 2.14
indicates that the average administrative expense per enrollee was estimated at $348.73 per year
or $29.06 per month. The actuarial certification for the current contract year capitation rates
indicates an average administrative expense load of $24.04 per month. This equates to a decrease
of 17% without regard to enrollment changes, as compared to a 40% increase as developed by
LAC. While I am unable to directly validate the historical value from FY 06-07, the current
value was developed from the actuarial certification of the capitation rates.

LAC Report Recommendation #5: The South Carolina Department of Health and Human
Services should review, or have reviewed, Medicaid MCO administrative costs, when its analysis
of the administrative cost trend reveals MCO administrative costs are not in an acceptable range
as determined by its analysis and standards.

Comment: As indicated in the prior comments to LAC Report Recommendation #4, it is our
belief that the administrative load has not fallen outside of an acceptable range. The
administrative expense load for the current contract years is $24.04 per eligible enrollee per
month. The Milliman Research Report, “Medicaid risk-based managed care: Analysis of
financial results for 2010” by Jeremy D. Palmer, FSA, MAAA analyzed the statutory annual
statements of more than 140 Medicaid managed care plans. Based on results in that report, the
national average administration rate is approximately $29.55 per eligible member per month,
although the value varies from a 9.1% administrative expense ratio at the 25 percentile to a
14.2% administrative expense ratio at the 75% percentile. The 50™ percentile administrative
expense ratio was 12.1%. Note, these values do not include any margin for profit or contingency,
where the administrative load in the capitation rates does include the profit and contingency
margin.

LAC Report Recommendation #6: The South Carolina Department of Health and Human
Services should include in its contracts with the MCOs the authority to make mid-contract period
adjustments to the administrative allowance of the capitation rate to prevent administrative costs
from increasing faster than the rate of enroliment.

Comment: The administrative portion of the capitation rates paid to the MCOs only increases in
relation to the population enrolled and the relative morbidity of the population enrolled. For
example, if the population grows by 10%, then the administrative expenditures paid to the health
plans will grow by 10%. However, if a higher morbidity population enrolls in the health plan
(e.g, more SSI Disabled lives as compared to the Low Income Family lives), then the
administrative expenditures paid to the health plans will also grow in relation to the relative
morbidity,
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The other recommendations outlined in the LAC report will be addressed by DHHS or other contracted
vendors. These comments have been provided to DHHS to support discussions with the Legislative
Audit Council.

Guidelines issued by the American Academy of Actuaries require actuaries to include their professional
qualifications in all actuarial communications. I am a member of the American Academy of Actuaries,
and I meet the qualification standards for performing the analyses in this report.

If you have any questions regarding the enclosed information, please contact me at (317) 524-3512.
Sincerely,

F b Do b,

Robert M. Damler, FSA, MAAA
Principal and Consulting Actuary

RMD/Irb
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Sole Source and Emergency Procurements

SC Code Section 11-35-1570, Emergency Procurement, states “Notwithstanding any other
provision of this code, the chief procurement officer, the head of a purchasing agency, or a
designee of either officer may make or authorize others to make emergency procurements only
when there exists an immediate threat to public health, welfare, critical economy and efficiency,
or safety under emergency conditions as defined in regulations promulgated by the board; and
provided, that such emergency procurements shall be made with as much competition as is
practicable under the circumstances. A written determination of the basis for the emergency and
for the selection of the particular contractor shall be included in the contract file.” As the SC
Code permits, SCDHHS’ Director determined that emergency conditions existed in each case
where an emergency procurement was authorized and the written determination of the basis for
the emergency and for the selection of the particular contractor was included in the contract file.
We believe the requirements of the Code were met,

Note: The audit asserts that the emergency justification for the procurement for the medical
utilization reviews was not signed by an agency official. Please see the attached Justification for
Emergency Procurement Form (MMO #103) dated August 1, 2011 and signed by the
Department’s Director, Anthony E. Keck.






JUSTIFICATION FOR

EMERGENCY PROCUREMENT Q -
_\u :
‘7
Based upon the following determination, the proposed procurement action described !
below is being procured pursuant to the authority of Section 11-35-1570 of the @9‘
South Carolina Procurement Code and 10-445.2110 of the Rules and Regulations,
1976 South Carolina Gode of Laws. .

This governmental body proposes to procure

services as required for state utilization requirements.

as an emergency procurement from: Alliant ASO.
(2)

The basis for this emergency determination and the reason no other vendor is suitable is:

contract is awarded.

August 1, 2011 SC Dept. of Health & Human Services

DATE GOVERNMENTAL BODY
;

E,._,._._wx_mmc SIGNATURE

DIRECTO!

NOTES: (1) Enter description of goods or services to be procured.
(2) Enter name of emergency contractor,
(3) Enter the determination and basis for emergency
procurement.

THE DRUG FREE WORK PLACE ACT APPLIES TO ALL EMERGENCY PROCUREMENTS OF
$50,000 OR GREATER.

<Form>mmo#103 05/24/00






Emergency Procurement Justification
for QIO Services for
SC Department of Health and Human Services

The South Carolina Department of Health and Human Services (SCDHHS) re-
solicited the services of a Quality Improvement Organization (QI0), thru the
Materials Management Office (MMO). Contract award date was to be April 5,
2011 for a maximum five (5) year contract. Implementation of this contract was
anticipated fo be up to three (3) months prior fo operations.

The award issued by MMO was protested by vendors responding fo the
solicitation. A protest hearing was held by MMO with a decision by Voight
Shealy, Chief Procurement Officer, upholding the protest issues, and cancelling
the award. This decision was protested by several potential vendors to the
Procurement Review Panel. The hearing before the panel is scheduled for
September 8-9, 2011. Upon the decision of the Procurement Review Panel,
SCDHHS will either begin implementation with the contractor or re-issue the
solicitation.

These services are required to assist SCDHHS in meeting the requirements for a
statewide utilization control program for Medicaid services, in acocordance with 42
CFR Part 456--Utilization Control. This includes providing utiization reviews for
inpatient hospital services, mental hospitals, intermediate care facilities, and
inpatlent psychiatric care services for individuals under age 21, as outlined in the
South Carolina State Plan for Medical Assistance. In addition, SCOHHS seeks
additional pre-authorization reviews, pre-payment review and quality review
functions as outlined in this Request for Proposal (RFP). These pre authorization
review services will assist SCDHHS as a cost cutting measure in response fo
budgetary restraints.

SCDHHS could be subjected to recoupment of federal funds if found by CMS not
to have established an effective and current utilization review program as
outlined in 42 CFR 456 Utilization Control Federal Regulations. Recoupment
of federal funds would force SCDHHS to reduce benefits to beneficiaries and/or
face significant reduction in agency staff.

After the protest of the original solicitation, the SCDHHS Procurement Division
issued a solicitation to the four (4) vendors responding to the original solicitation
with services to begin August 1, 2010 and continue unil the contract is awarded
with a minimum commitment of six (8) months and continuing month fo month
thereafter. The award for the Emergency Procurement was made to Alliant
Health Solutions. SCDHHS will continue with this Emergency Procurement
because the amount being paid is significantly less than the amount bid in the
responses received from the most recent solicitation.






