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(1)

MEDICAID WASTE, FRAUD, AND ABUSE:
THREATENING THE HEALTH

CARE SAFETY NET

TUESDAY, JUNE 28, 2005

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:05 a.m., in

room SH–216, Hart Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

Also present: Senators Hatch, Baucus, Bingaman, Lincoln, and
Wyden.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. I am going to call the hearing to order on the
issue of Medicaid waste, fraud, and abuse, a point that is threat-
ening the health care safety net.

I thank all of you who will be joining us today as we take a close
look at an issue that threatens both the financial sustainability
and the quality of care provided by Medicaid.

Over 2 days, we will be looking at the fraud, waste, and abuse
problems that plague Medicaid. We will also hear some proposed
solutions to reign in problems. I take great pride in exposing prob-
lems, fleshing them out, and then working to find solutions.

Two days of hearings present a historic opportunity to address
the problems that threaten the long-term sustainability of a very
important program, Medicaid, a program that is a safety net for
nearly 53 million beneficiaries.

We have a duty to sustain Medicaid for low-income Americans,
including children, pregnant women, individuals with disabilities,
and the elderly. Coupled with this duty, then, is a duty to all tax-
payers to ensure that monies spent on Medicaid are actually spent
on patient care, not lost to fraud, waste, and abuse. This hearing
is about finding solutions just as much as it is about exposing prob-
lems. We have serious work to do, and I hope that everyone will
really dig in and do that work.

Medicaid is at risk. In 2003, the Government Accountability Of-
fice designated Medicaid a high-risk program because of growing
concerns about the quality of Federal oversight and its sheer size:
Medicaid spending was nearly $274 billion in fiscal year 2003.

To put that into perspective, that is nearly enough money to
cover the entire budget of my State of Iowa for the rest of this cen-
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tury. Making matters more difficult is that spending in Medicaid
is expected to double over the next decade.

Based on these numbers alone, if we save even 1 percent of the
annual budget of Medicaid, billions in taxpayers’ dollars will be
saved. Funds then can be reinvested to provide more care to more
people.

Fraud, waste, and abuse are not new to government programs,
especially health care programs. Because the Medicare and Med-
icaid programs are so big, even a small amount of fraud, waste,
and abuse is a big deal.

In fact, I have been informed that it is virtually impossible to put
a number on exactly how much fraud, waste, and abuse occurs in
Medicaid. This is an unacceptable condition to be in when we are
worried about spending money wisely.

Just as we receive an improper payment rate for Medicare, then
I believe we must have an improper payment rate for Medicaid.
Some members may not be aware of the volume and size of settle-
ments in cases involving Medicaid scams.

Settlements involving tens, or even hundreds, of millions of dol-
lars are not uncommon. Some companies billing Medicaid are noth-
ing more than phantom stores delivering phantom services and
goods, all paid for by Medicaid dollars.

At the end of the day, we are incapable of putting a solid number
on how much is actually lost. Given what we do know, the amount
lost to fraud, waste, and abuse is staggering. Today, we will begin
to assess what we do know, and then call for immediate action.
That call should be loud and clear.

Over the next 2 days, we will hear from a number of individuals
who have worked hard to document the problems plaguing Med-
icaid programs. Today, we have two panels. The first will outline
the many different players who audit, detect, investigate, prevent,
and prosecute fraud, waste, and mismanagement and abuse in
Medicaid.

The second panel will start our discussion into areas where
abuse occurs, particularly State governments’ efforts to maximize
the Federal share of Medicaid dollars.

Tomorrow’s panel will focus on problems with drug pricing, as
well as the issue of shifting assets in order to qualify for Medicaid.
Each one of these topics represents real problems, and problems
that need to be fixed.

Our first panel includes a new Inspector General for the Depart-
ment of Health and Human Services; a representative of the Gov-
ernment Accountability Office; a nonprofit organization, Taxpayers
Against Fraud; the President of the National Association of Med-
icaid Fraud Control Units; and a professor at Georgetown who
served as Medicaid Director of CMS during the previous adminis-
tration.

Our second panel today will address various mechanisms that
are available to States to increase their Federal share of Medicaid
dollars; intergovernmental transfers and Medicaid-maximizing
models are going to be discussed.

While States’ efforts to provide more services is a noble goal, the
Government Accountability Office will note that, in some cases,
State consultants may use questionable methods to increase Fed-
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eral funding and profit from contingency fee arrangements with
States. Some of these methods are troubling and threaten long-
term sustainability of the Medicaid programs.

I thank these witnesses for their testimony in advance. Hopefully
this hearing will kick-start some necessary and healthy changes to
the Medicaid program. The status quo threatens the quality of care
offered under Medicaid, as well as its long-term financial stability
and viability.

Until Senator Baucus gets here, there will be a recess. I would
ask everybody to just stay where they are. There is a vote on. Sen-
ator Baucus has probably voted by now, and I will meet him on my
way over there to vote.

I previously said that I will be necessarily absent for about 20,
25 minutes from this hearing because I have a meeting of the Agri-
culture Committee simultaneously, with an issue that I have to
deal with there. I will be right back, though, and participate. So,
there is a temporary recess. Senator Baucus will call the meeting
to order.

[Whereupon, at 10:12 a.m., the hearing was recessed.]

After Recess [10:15 a.m.]

OPENING STATEMENT OF HON. MAX BAUCUS,
A U.S. SENATOR FROM MONTANA

Senator BAUCUS. The hearing will come back to order.
As the Chairman has mentioned, we have a far-reaching set of

hearings on Medicaid, and I deeply appreciate the Chairman call-
ing these hearings with all the focus on Medicaid, and frankly all
the effort that this Congress must undertake to exercise its over-
sight responsibilities, to try to help the administration and States
ferret out some of the problems, inefficiencies, especially with re-
spect to the rising cost under the Medicare program. I hope that
these hearings are sufficiently constructive and help accomplish
that objective.

Clearly, Medicaid is a critical part of our health care safety net.
More than 53 million Americans depend on Medicaid. Medicaid
covers 2 in 5 births, 1 in 4 children, 40 percent of all long-term care
services, and protects the most vulnerable among us. Clearly, we
must ensure that Medicaid is there for those who need it, and that
means ensuring Medicaid’s dollars are spent appropriately.

Over the next 2 days, witnesses will tell us that sometimes Med-
icaid’s dollars are not spent appropriately. Whether through in-
flated pharmacy payments and improper asset transfers or ques-
tionable State financing methods, Medicaid money is sometimes
misspent.

As rising health care costs strain Federal and State budgets, we
cannot afford to waste these precious resources. When Medicaid
funds are misspent, Congress should act.

Congress has done so in the past by running into excessive DSH
payments in the 1990s, and in recent years by cracking down on
upper payment limit schemes. I am not suggesting that our work
is done. We should not over-pay for prescription drugs under Med-
icaid and we should not encourage the creation of cottage indus-
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tries where consultants are hired by States to maximize Federal
Medicaid dollars.

Let us not assume that all growth in Medicaid spending is a re-
sult of fraudulent activity. Let us remember that Medicaid spend-
ing is growing for many legitimate reasons.

First, increased enrollment. During the last recession, 7.5 million
Americans had to turn to Medicaid for their health care. That is
7.5 million people who would probably be uninsured without Med-
icaid. When times are tough, Medicaid meets the need. That is
what it is supposed to do.

Second, Medicaid is growing due to rising costs of long-term care.
As America ages, the need for long-term care will grow.

Third, Medicaid is subject to plain, old health care inflation, just
like every other insurance plan in this country. To be fair, Med-
icaid growth is actually lower on a per-person basis than many
other forms of insurance. Between 2000 and 2003, a 3-year period,
private insurance costs grew over 12 percent per person. For Med-
icaid during that same period, the growth was much less, not 12
percent, but 6.9.

But Medicaid has room for improvement, just like other forms of
health insurance. We need to reward high-quality care, move away
from the idea that more care is necessarily better care, and pro-
mote evidence-based medicine.

This week, Senator Grassley and I plan to introduce a bill to im-
prove quality and reward high performance in Medicare, and I look
forward to working with the Chairman to extend those principles
to Medicaid.

We also need more transparency. We need more consistency in
Medicaid. This transparency and consistency should extend to
State financing arrangements, as well as to the administration’s
use of Section 1115 waiver authority.

States need to know the rules of financing arrangements up
front, and they must have confidence that CMS will judge these ar-
rangements by the same consistent standards. States lack that con-
fidence now.

For example, in 2001, CMS made an effort to close upper pay-
ment limit loopholes. But according to the GAO, while CMS was
closing loopholes in some States, the agency was allowing other
States to engage in the very schemes it was trying to shut down,
and at a substantial cost to taxpayers.

In 2003, CMS implemented a new policy on intergovernmental
transfers. CMS required States submitting changes to their Med-
icaid programs to answer a list of questions. Based on their an-
swers, States were told whether or not they were violating the law,
but States had no way of knowing whether CMS was applying dif-
ferent rules to different States.

That brings me to waiver authority. I have said it before and I
will say it again: CMS has waiver authority for experimentation in
Medicaid, not wholesale change. Waiver authority was not designed
to create a closed-door process in which stakeholders find out about
a waiver only after the ink is dry.

I welcome the opportunity to ensure that Medicaid dollars are
spent wisely, and I applaud this committee’s longstanding commit-
ment to that end.
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But the administration must do its part as well. It must work
cooperatively with States to improve Medicaid, it must play a more
active role in ensuring that Medicaid is a prudent purchaser of
health care, and it must enforce the law consistently, fairly, and
uniformly.

I thank our witnesses here for taking their time and effort to join
in common effort to find answers to these questions to help get bet-
ter care under Medicaid, more consistency, more transparency, and
not waste taxpayers’ dollars.

I would like to now turn to Senator Wyden for any statement he
might make.

OPENING STATEMENT OF HON. RON WYDEN,
A U.S. SENATOR FROM OREGON

Senator WYDEN. Thank you very much, Mr. Chairman. I will be
brief, because I think you have summed it up very well. I think the
Federal Government, particularly CMS, the Centers for Medicare
and Medicaid Services, has been slow to get at this issue of fraud
and abuse.

I was struck by an article in the paper this morning. Dr. Mark
McClellan, the administrator of the agency, said that they did not
have the authority to do required disclosure of the contingent-fee
consultants.

What it seems to me the position of the Centers for Medicare and
Medicaid Services should have been is, you bet, we have to have
this authority. We have to have more tools to go after the kinds
of abuses that have been documented.

As far as I can tell, the Federal Government is putting forth a
much more substantial effort to root out fraud in Medicare than it
is in Medicaid, and it seems to me the Federal Government ought
to be both more aggressive and more strategic when it comes to
fraud and abuse.

Essentially, the position of the Federal Government, with respect
to fraud, is to react after the horses have left the barn, and I do
not think that is good enough.

I also intend, Mr. Chairman, over the course of the 2 days, to ask
the witnesses their thoughts about Medicaid for the longer term.
It seems to me that we are getting a lot of recommendations now
in terms of the short term, but under a law that was authored by
Senator Hatch and myself, the Health Care that Works for All
Americans Act, there is a 14-person citizens working group that is
looking at approaches to try to make sure that all Americans have
decent and affordable health care.

That means looking beyond, essentially, the next 6 months to
what the government ought to be saying in terms of what health
care for the poor ought to look like 10, 15 years down the road.

I happen to think that there will be some technological innova-
tions that will make it possible for us to reach more low-income
folks with less cost, and I look forward to the hearings.

We have an excellent group of witnesses, many of whom I have
worked with, almost since my days as co-director of the Gray Pan-
thers. I think we will get very valuable testimony.

I would urge that we take a longer view to make sure that, as
health care evolves over the next 10, 15 years, there is, for the first
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time, a working group to actually walk the country through the
health care choices that are ahead of us, and that we make the
best possible choices as it relates to care for the poor.

Starting in October, this country is going to do something it has
never done before. For the first time this fall, Americans are actu-
ally going to see where the health care dollar goes. It will be print-
ed online. It will be available to the people of this country.

Then there will be an opportunity to walk through the choices
that are going to be necessary to get health care for all Americans,
and certainly for purposes of today, do a better job of advocating
for the needs of low-income folks who, very often, simply fall be-
tween the cracks in the system and suffer needlessly.

Thank you, Mr. Chairman. I look forward to it.
Senator BAUCUS. All right. Great.
Now, let us get to the panel, which I will now introduce.
First is Hon. Daniel Levinson, who is appearing before us today.

Mr. Levinson is the Inspector General of the Department of Health
and Human Services, which obviously is the department that over-
sees Medicare and Medicaid, and will provide testimony regarding
the challenges inherent in overseeing the program.

Next to Mr. Levinson is Leslie Aronovitz. She is Director of
Health Care at the Government Accountability Office. Ms. Arono-
vitz will testify regarding the resources expended on Medicaid
fraud, waste, and abuse at the Centers for Medicare and Medicaid
Services, otherwise known as CMS.

Next to her is James Moorman. Mr. Moorman is the President
and CEO of Taxpayers Against Fraud, which is a nonprofit public
interest organization dedicated to combatting fraud against the
Federal Government. He will compare fraud and abuse in the Med-
icaid program with the Medicare program, in addition to providing
some statistics on Medicaid fraud recoveries.

Next to Mr. Moorman is Mr. Messuri. He is the President of the
National Association of Medicaid Fraud Control Units, and an As-
sistant Attorney General for Massachusetts. Mr. Messuri is here to
discuss Medicaid fraud and abuse from a State perspective, specifi-
cally concentrating on the role States play in detecting and pre-
venting fraud.

Next to him is Mr. Westmoreland. Mr. Westmoreland is a re-
search professor at Georgetown University. Mr. Westmoreland is a
former Director of Medicaid and State Services at CMS, and is here
today to provide testimony regarding the Medicaid program.

So, I will begin with you, Mr. Levinson. You are on.

STATEMENT OF HON. DANIEL LEVINSON, INSPECTOR GEN-
ERAL, OFFICE OF THE INSPECTOR GENERAL, U.S. DEPART-
MENT OF HEALTH AND HUMAN SERVICES, WASHINGTON, DC

Mr. LEVINSON. Thank you, Senator Baucus. Good morning to you
and to Senator Wyden.

On behalf of the Office of Inspector General, we are pleased that
the committee has devoted these 2 days to address important
issues associated with the Medicaid program. We appreciate the
opportunity to provide three witnesses during this hearing to dis-
cuss these issues.
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My testimony describes the roles of our office, the Centers for
Medicare and Medicaid Services, the States, and other law enforce-
ment agencies in meeting the challenges of overseeing the Medicaid
program.

I will discuss issues associated with identifying and resolving im-
proper payments and fraud. Finally, I will discuss specific vulner-
abilities that our work has identified that merit attention and cor-
rective action.

The size of Medicaid, in terms of outlays, has steadily grown over
the years to the point where Medicaid now exceeds Medicare in
public expenditures. In fiscal year 2004, the Federal share alone of
Medicaid exceeded $176 billion. Thus, it is imperative that the pro-
gram operates effectively, efficiently, and in a manner consistent
with Federal and State laws.

Oversight for Medicaid is shared between the Federal and State
governments. To ensure that fraudulent payments are identified
and resolved, our office maximizes the impact of its resources by
proactively coordinating our activities with other Federal and State
agencies.

At the Federal level, our office collaborates with the Centers for
Medicare and Medicaid Services, the Department of Justice, includ-
ing the U.S. Attorney’s offices, and the FBI, other Federal law en-
forcement agencies, and certainly the Congress.

At the State level, in addition to our contacts with the State
Medicaid agencies, we partner with State auditors on joint projects,
and we actively support and oversee the State Medicaid Fraud
Control Units.

Almost all of the Medicaid Fraud Control Units receive 75 per-
cent of their funding from a Federal grant that is managed by our
office. During fiscal year 2005, our office will administer over $149
million in grant funds to these units.

As the chief investigative agency for HHS programs, including
Medicare and Medicaid, our office relies heavily on these State
units, which usually report to their States’ attorneys general to
take the lead on Medicaid provider fraud and patient abuse cases.

While most cases are pursued in the criminal context, we also ex-
pect the Medicaid Fraud Control Units to consider whether cases
may be pursued under State false claims statutes or the Federal
False Claims Act.

In fiscal year 2004, our office conducted joint investigations with
the units on 314 criminal cases, 91 civil cases, and achieved 64 con-
victions. Many of these civil cases, worked in conjunction with the
Department of Justice under the Civil False Claims Act, have re-
sulted in significant settlements with pharmaceutical companies.
These cases have focused on the pricing and marketing of prescrip-
tion drugs, practices that have had a substantial impact on Med-
icaid expenditures in this area.

In addition to identifying fraud and abuse, our office’s audits and
evaluations are designed to improve program management and in-
crease the accuracy and reasonableness of reimbursement pay-
ments.

For example, over the years we have conducted both audits and
evaluations pertaining to third party liability. We have found in
these reviews that Medicaid inappropriately pays claims and is
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generally not reimbursed for beneficiaries who have other sources
of payment, such as private insurance.

Briefly, I would like to mention two very important issues that
will be described in more detail by our office’s other witnesses on
subsequent panels.

First, we found that States manipulate their ability to make
intergovernmental transfers, or IGTs, to inflate the Federal share
of Medicaid, contrary to Federal and State sharing principles. This
practice often is prevalent with regard to certain enhanced pay-
ments to public hospitals and to nursing facilities.

Although regulatory improvements have been made in accord-
ance with our earlier work, additional changes are needed. Our As-
sistant Inspector General for CMS Audits, George Reeb, will de-
scribe the problems that continue to exist and will recommend
some ways to correct them.

The second issue I want to mention is Medicaid reimbursements
for prescription drugs. Over the past decade, our work has dem-
onstrated that Medicaid pays too much for prescription drugs.

While the Congress’ recent action in the MMA changed Medi-
care’s reimbursement to a price based on actual sales, Medicaid’s
reimbursement continues to be based largely on the same inflated
basis that once plagued Medicare.

Tomorrow, our regional Inspector General from Philadelphia,
Robert Vito, will describe our extensive body of work on Medicaid
drug reimbursements and present the results from three of our
most recent reviews. The work provides further evidence that Med-
icaid pays too much for drugs and that we must find some way to
correct this problem.

In short, our office’s audits, evaluations, investigations, and
intergovernmental collaborations strive to ensure that Medicaid is
managed properly. Our goals are for Medicaid to pay a fair price
in the marketplace and be protected from those who would abuse
and defraud the program.

This concludes my testimony, and I welcome your questions.
Good morning, Mr. Hatch.
Senator HATCH. Thank you so much. Nice to have you here.
[The prepared statement of Mr. Levinson appears in the appen-

dix.]
Senator HATCH. Ms. Aronovitz, we will turn to you.

STATEMENT OF LESLIE ARONOVITZ, DIRECTOR, HEALTH
CARE, GOVERNMENT ACCOUNTABILITY OFFICE, WASH-
INGTON, DC

Ms. ARONOVITZ. Good morning, Senator Hatch and Senator
Wyden. We are pleased also to be here today as you discuss fraud
and abuse control in the Medicaid program.

I would like to start out by defining what we mean by fraud and
abuse control activities in Medicaid. We consider fraud and abuse
control to be a component of Medicaid program integrity activities,
with a particular focus on the propriety of claims made by health
care providers.

Another component of program integrity involves financial man-
agement oversight, which focuses on the propriety of claims made
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by States for Federal reimbursement. My colleague, Kathy Allen,
will be discussing those issues before you later today.

The fraud and abuse control activities performed by the States
constitute the program’s front line of defense. Federal statute or
regulations require States to check on the legitimacy of providers
seeking to enroll in the program, review claims for services billed,
recover any over-payments made, and refer cases of suspected
fraudulent billing. At the Federal level, CMS is responsible for sup-
porting these State activities and ensuring their compliance with
Federal requirements.

In discussing our findings with CMS, officials insist that we are
looking at the issue of program integrity too narrowly. We acknowl-
edge that CMS has focused on financial management in recent
years and that there are many other Federal players, including the
HHS OIG and the Department of Justice, that are involved in pur-
suing fraud and abuse control activities in Medicaid. However, we
continue to believe that there is an important role for CMS, in its
partnership with States, to protect the program.

Last year, we reported that the resources CMS allocated to over-
see States’ programs suggested that CMS’s level of effort was dis-
proportionately small relative to the risk of financial loss.

This year, the situation remains the same. We found that the
total staff in headquarters and the 10 regional offices devoted to
supporting States’ fraud and abuse control activities for fiscal year
2005 was about 8.

In addition to limited staffing, CMS’s financial support for fraud
and abuse control initiatives is uncertain and depends on the prior-
ities set by the agency each year. For example, in fiscal year 2005,
CMS funds allocated for Medicaid fraud and abuse were less than
half the funds allocated in fiscal year 2004. Given the limited re-
sources for fraud and abuse control, the agency’s oversight, infor-
mation sharing, and technical assistance activities are not thriving.

For example, the frequency of on-site compliance reviews of
States’ activities remains at about seven or eight States a year. At
that rate, for the 50 State programs alone, excluding the territories
and the District of Columbia, a State will be visited only about
once every 7 years.

One agency initiative that has shown positive results, but ap-
pears to be in jeopardy, is one in which CMS has helped nine
States coordinate their Medicaid claims data with Medicare claims.

This data match project, called Medi-Medi, enhances efforts to
spot fraud schemes and other billing improprieties that often cross
program boundaries. CMS posts potential savings of $194 million
since the inception of this program, but this program will have to
be scaled back or terminated depending on budget priorities set by
the agency.

We did note, in Mr. Smith’s testimony in the second panel, he
did say that he very much supports this activity and would like to
continue it. We were very glad to see that, and we hope he can.

Similarly, CMS’s other Medicaid fraud and abuse support activi-
ties, such as conducting national conferences, regional workshops,
and training has been at a standstill for the last 2 years.

Finally, we did not see an organizational commitment or struc-
tural arrangement conducive to helping States. In our view, fos-
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tering States’ use of new and proven techniques to curb provider
fraud and abuse is critical. As these techniques help States im-
prove their prevention and detection of billing schemes, a sentinel
effect is created so that providers know that they are being
watched.

In addition, any costs avoided or monies recovered translate into
funds that can be used for health care services. Given the impor-
tance of CMS’s support for States’ anti-fraud and abuse activities,
we believe that an increased commitment to helping States fight
fraud and abuse is warranted.

This concludes my prepared remarks, and I will be happy to an-
swer any questions.

Senator HATCH. Thank you so much, Ms. Aronovitz.
[The prepared statement of Ms. Aronovitz appears in the appen-

dix.]
Senator HATCH. We will turn to you, Mr. Moorman.

STATEMENT OF JAMES MOORMAN, PRESIDENT AND CEO,
TAXPAYERS AGAINST FRAUD, WASHINGTON, DC

Mr. MOORMAN. Thank you, Senator Hatch and Senator Wyden.
Taxpayers Against Fraud very much appreciates the opportunity

to testify at this very important hearing on fraud against Medicaid.
The chairman of the committee, Chairman Grassley, was instru-

mental in the enactment of the 1986 amendments to the False
Claims Act. Thanks to Chairman Grassley’s efforts, and also the ef-
forts of a number of courageous whistle-blowers, the United States
now has the False Claims Act as an effective weapon against fraud.
Indeed, I would say the False Claims Act is our most effective
weapon against fraud.

Since the enactment of the 1986 amendments, judgments and
settlements under the Act have totaled over $14 billion, the major-
ity of which have involved health care fraud.

In the health care area, most of the money returned so far has
involved Medicare fraud. However, in the past several years, real
progress has been made in going after those that cheat Medicaid.
About $1.2 billion has been retrieved for Federal and State Med-
icaid programs over the past 5 years.

The whistle-blower suits have uncovered Medicaid fraud in a va-
riety of sectors, such as hospitals, nursing homes, drug stores, and
clinical labs. However, by far the largest share of recoveries, 80
percent or so, have involved pharmaceutical manufacturers.

TAF has published two reports by Andy Schneider regarding
pharmaceutical manufacturer fraud cases. These reports describe
10 settlements involving Medicaid and Medicare in the prior 5
years that returned $2.4 billion.

Recently, the Department of Justice has revealed that it has over
150 additional cases involving pharmaceutical fraud. There is rea-
son to believe that these cases involve many billions of dollars of
fraud against Medicaid.

However, these cases are moving very slowly. So far, in fiscal
year 2005, Justice has been unable to resolve a single drug maker
case. In 2004, Justice resolved only three. There is serious question
whether, at the current level of investment, the Department of Jus-

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00020 Fmt 6633 Sfmt 6633 29575.000 SFIN1 PsN: SFIN1



11

tice can actually recover the billions of taxpayer dollars stolen by
drug manufacturers from Medicaid.

In an April, 2005 report for Taxpayers Against Fraud, economist
Jack Meyer revealed that the Federal Government is getting back
$13 for every single dollar spent pursuing health care fraud under
the False Claims Act. What the report also reveals is that, despite
the obvious success of the False Claims Act, the Justice Depart-
ment team that pursues the cases is seriously under-funded.

The Civil Division of Justice, which houses the Department’s cen-
tral anti-fraud team, was only given $18 million for civil health
care enforcement in 2003, and the number is the same in 2004 and
2005.

In the same year, the Office of Inspector General at the Depart-
ment of Health and Human Services was spending only about
$10 million to support DOJ’s health care litigation. The U.S. Attor-
neys do help out with the False Claims Act cases, but it appears
that only a very few offices have pitched in in a serious way. The
FBI seems to be AWOL.

In light of the $13 to $1 return, it is very hard to explain why
a bigger effort is not being made. You should know that there were
only about 60 False Claims Act health care fraud settlements, big
and small, settled in 2004, which is par for the course.

This committee can do something to change this situation. The
committee has jurisdiction over the Health Care Fraud and Abuse
Control, or HCFAC program, that Justice and HHS use to support
their health care fraud efforts.

Several hundred million dollars go to Justice, the FBI, and HHS,
but very little of that money is being used to fund the crucial False
Claims Act cases. This should be changed.

There are two other things the committee could do to encourage
suppression of Medicaid fraud. As Chairman Grassley has sug-
gested to the CEOs of a number of drug manufacturers, all compa-
nies that receive Medicaid or Medicare funds in excess of a certain
number, say a million dollars, should be required to specifically in-
form all of their employees about the details of the False Claims
Act.

At Taxpayers Against Fraud, we believe this reform would focus
health care providers on the serious nature of fraud against Med-
icaid and similar programs and would be a powerful deterrent to
future fraudulent behavior.

Last, every State should have its own False Claims Act. A few
States already do, and some are using their statutes to attack Med-
icaid fraud. We believe it should be required that every State that
accepts Federal Medicaid money enact a False Claims Act with
whistle-blower incentives as strong as those in the Federal False
Claims Act.

In conclusion, I believe that with the reforms I have suggested,
focused on the Federal Government, State governments, and health
care providers, the efforts to curb Medicaid fraud will be signifi-
cantly enhanced. Thank you, sir.

Senator HATCH. Thank you, Mr. Moorman.
[The prepared statement of Mr. Moorman appears in the appen-

dix.]
Senator HATCH. Mr. Messuri?

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00021 Fmt 6633 Sfmt 6633 29575.000 SFIN1 PsN: SFIN1



12

STATEMENT OF NICHOLAS MESSURI, PRESIDENT, NATIONAL
ASSOCIATION OF MEDICAID FRAUD CONTROL UNITS, AND
ASSISTANT ATTORNEY GENERAL, MASSACHUSETTS ATTOR-
NEY GENERAL’S OFFICE, BOSTON, MA

Mr. MESSURI. Thank you, and good morning, Senator Hatch and
Senator Wyden. Thank you for the opportunity to appear before
you today to discuss the role of the States in investigating and
prosecuting Medicaid fraud.

I am very glad to speak to you today as a representative of the
National Association of Medicaid Fraud Control Units, which I cur-
rently serve as President.

I know these cases firsthand, Senators. I have been Director of
the Massachusetts MFCU for 9 years. I have gone into the court-
room and tried health care fraud cases, the likes of which are in-
cluded in the written testimony that you have received.

As an 18-year career prosecutor, I can tell you firsthand that
bringing a paper case against a white collar professional is more
difficult than the robbery, rape, and murder cases I tried in the
first 8 years of my career.

In my written testimony, I have included successful prosecutions
and settlements from MFCUs across the country in 2004. The few
sentences attributed to each of those cases do not do justice to the
resources it takes, nor the risks involved, for an attorney general
to bring these cases into the courtroom.

In 1997, I tried and convicted by jury Dr. Lorin Mimless, a psy-
chiatrist convicted of 260 counts of Medicaid billing fraud and lar-
ceny. In 1999, I tried and convicted by jury Dr. Albert Pike, who
prescribed unnecessary, addictive drugs to his patients. In 2000, I
tried and convicted by jury Dr. Harold Goodman, an orthopedic
surgeon, on 29 counts of providing medically unnecessary X-rays
and injections. In 2002, I tried and convicted by jury Dr. Kennard
Kobrin of ordering unnecessary psychological testing, a conspiracy
that he was involved in with several psychologists in his office that
he had hired.

These are just examples of the type of prosecutions that are oc-
curring nationwide by State Medicaid Fraud Control Units. In each
of these prosecutions, physicians had set in motion or caused mil-
lions of dollars in bogus Medicaid payments.

However, the prosecution itself involved only a snapshot inside
that courtroom, a sample of their practice; the only way to really
keep a trial within a 4- to 6-week period of time.

Each of the defendants was sentenced to jail. The restitution,
though, was small compared to the savings going forward by put-
ting these bad doctors out of business.

As much as we attempt to track successes, counting convictions
of a law enforcement division, whose job it is to deter future con-
duct, is an inexact science. However, last year MFCUs obtained
1,160 convictions and recovered $572 million.

Although recoveries are an important mission of the MFCUs,
they are asked to do more, and they do do more. The MFCUs were
established 28 years ago to protect the Medicaid program, as you
know, which administers the provision of health care services to in-
digent and disabled recipients.

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00022 Fmt 6633 Sfmt 6633 29575.000 SFIN1 PsN: SFIN1



13

In addition, though, to prosecuting corporate and individual
health care providers who commit crimes against the Medicaid pro-
gram, the MFCUs are responsible for prosecuting companies and
individuals who abuse, neglect, or mistreat elderly and disabled
residents of long-term care facilities, most of which have been fund-
ed extensively, if not exclusively, by the Medicaid program. That is
really the basis of the MFCU’s jurisdiction.

Congress created these units in 1977, as a result of nursing home
abuses that occurred in New York City. Protecting nursing home
residents from abuse and/or neglect is an important function for
the MFCUs. Determining that link between substandard care and
financial fraud is a challenging and often difficult way to inves-
tigate health care provider fraud.

In 1999, I tried and convicted Stacy Aruda, a certified nurse’s
aide, for committing despicable acts of abuse against five Alz-
heimer’s patients. She received a 5-year committed sentence. And
as important as that case was, that prosecution did not do any-
thing for my Medicaid recovery column, for those wishing to judge
the overall success of the Massachusetts MFCU.

Most Medicaid Fraud Control Units are a division of the Office
of the Attorney General. The staff is comprised of Assistant Attor-
neys General, financial auditors and criminal investigators. More
and more Units are employing nurses to assist with the investiga-
tions.

The Medicaid Fraud Control Units have State-wide criminal and
civil jurisdiction over the investigation of Medicaid health care pro-
viders and nursing home patient abuse and neglect. The Medicaid
Fraud Control Units act in collaboration with, and as an advisory
resource for, the fraud control managers at the Medicaid program,
the agency that administers the Medicaid program.

The Medicaid Fraud Control Units establish investigative prior-
ities. They try to identify recurrent fraudulent schemes, trends in
unlawful conduct, causes of waste, and abuse, and prevention
methods for the protection of health care funds destined for the
care of Medicaid recipients.

Members of the Medicaid Fraud Control Units engage in coopera-
tive investigative efforts with a variety of public, State, and Fed-
eral entities, including the Board of Registration in medicine, their
allied health licensing boards, the State Inspector General’s office,
the Department of State auditor, the State police and local law en-
forcement.

The Units have fostered close working relationships with the
Federal Department of Justice, the U.S. Attorney’s Offices, and the
Health and Human Services Office of Inspector General. Through
these partnerships, the Units promote coordinated investigations in
multi-State actions to safeguard the Medicaid program.

As Mr. Moorman stated, 15 States have their own False Claims
Act, complete with discovery provisions. Consistent with its mission
to protect the Medicaid program on a State-wide basis, most
MFCUs make extensive use of the Grand Jury, as well as statutory
and regulatory discovery provisions.

Within the last few years, a great deal of the MFCU’s attention
has been focused on prescription drug pricing from two very impor-
tant perspectives: manufacturer price inflation and diversion of

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00023 Fmt 6633 Sfmt 6633 29575.000 SFIN1 PsN: SFIN1



14

prescription drugs for non-medical use by physicians and other pro-
viders.

Much of the work is being undertaken with various MFCUs in
other States, the U.S. Attorney’s Office, the Department of Justice,
and the Health and Human Services Office of Inspector General.

The National Association of Medicaid Fraud Control Units does
its best to coordinate those multi-State efforts, when all State Med-
icaid programs are affected by the wrongdoing.

MFCUs do more. They try to work with their single State agen-
cies. They try to talk to program managers. They try to identify
problems that are occurring within Medicaid agencies.

None of these IG-type of suggestions or procedures, really aimed
at trying to draft regulations in a way to hold providers account-
able, are reflected when we look at the MFCUs’ recovery list. All
of these efforts are efforts that must continue. We can do more. We
can work better with our single-State agencies.

A Medicaid Fraud Control Unit that is working with its State
agency offers expertise in evaluating the legal viability of potential
claims. It offers enforcement resources for prosecuting claims. It of-
fers assistance in creating an effective regulatory framework to
prevent fraud, waste, and abuse.

If I were to mention one single thing that I have heard from
other MFCU Directors before my testimony here today, they would
say that the Medicaid regulations, which prohibit the Units from
detecting fraud, the drafting that may have occurred 20, 30, 40
years ago, severely hampers fraud prosecutions that are dependent
on data and documentation in order to prove willful intent.

In closing, I want to emphasize that the Medicaid Fraud Control
Units continue to play a national leadership role in detecting and
prosecuting health care fraud and resident abuse. The Units have
been successful in serving as a deterrent to health care fraud and
identifying program savings. I thank you very much for the oppor-
tunity to appear before you today.

Senator HATCH. Well, thank you, Mr. Messuri.
[The prepared statement of Mr. Messuri appears in the appen-

dix.]
Senator HATCH. We are grateful to have Mr. Tim Westmoreland,

who has long served up here on Capitol Hill, and is a friend of my
office, and I think the offices of many on this committee, and very
much respected by us here on Capitol Hill.

So, we are glad to welcome you back and look forward to hearing
your testimony.

STATEMENT OF TIM WESTMORELAND, VISITING PROFESSOR
OF LAW AND RESEARCH PROFESSOR OF PUBLIC POLICY,
GEORGETOWN UNIVERSITY, WASHINGTON, DC

Professor WESTMORELAND. Senator Hatch and Senator Wyden,
thank you for the invitation to testify today. Preparing for this
hearing, I realized that it has been 5 years since I was here last,
and it is good to be back.

Senator HATCH. Seems like just yesterday to me.
Professor WESTMORELAND. It seems like just yesterday.
Medicaid is doing the catch-up work for the whole broken health

care system in the U.S., making up for many shortcomings in
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Medicare, private insurance, and a weak economy. Given all of the
work that we have asked this program to do, it is performing flexi-
bly and well, and I would note, efficiently.

But I am certain that the program includes waste and fraud, as
other witnesses today have certainly shown. I am against those
abuses, and I take a back seat to no one in my work against them.

We should fix them as we find them, both to ensure that the pub-
lic continues to trust the program as efficient and responsive, and
to reinvest the money that is saved back into the good work of
Medicaid.

Such a prudent course of finding abuse and plowing the savings
back into Medicaid is especially needed now because the program
is seriously under-financed.

While Medicaid is doing hard work credibly, it is an extremely
strained system, especially from a State perspective. The Federal
Government should, therefore, be careful about making big changes
or fast moves. So much is at stake, the safety net under the rest
of American health care, that none of us will be unaffected if the
system is pressed too hard.

This is why I find the way that the current administration is
now dealing with State financing systems so troubling. Let me pro-
vide a little background.

As I mentioned, I was before the committee 5 years ago. I was
testifying as the Federal Director of the Medicaid program. I had
found out about a State financing system that I believed was inap-
propriate, aggregated upper payment limits, or the so-called UPL.
I was trying to issue a regulation to close abusive UPL schemes
down.

UPL was complicated and it was big. The Congressional Budget
Office had informally estimated that, if left unchanged, UPL alone
would raise Federal costs by more than $100 billion.

But we dealt with it correctly and transparently. We made our
views about UPL clear in advance. We met with the OIG and with
the GAO and briefed them about the problems we had found and
about our proposed solutions. We asked them for their help, and we
worked together.

We met with the Governors, with the State legislatures, with
hospitals, and with advocates. We met repeatedly with Congres-
sional staff and kept them apprised of our work.

We published a proposed regulation, solicited comments on it,
and made the regulation final as a clear and enforceable statement
of law. We gave States notice of the new regulation and we gave
them a transition period to change their systems. We effectively
closed down the major abuses of UPL.

Some estimates show that UPL spending is down 90 percent
from its high point, and I am happy to see that the recent OIG re-
port estimates that our actions resulted in $5 billion in Federal
savings in this year alone, 5 years after we finished our work.

In dealing with State financing of Medicaid, this administration
has done none of that. CMS is making ad hoc and variable deci-
sions about financing rules and waiver conditions.

Waivers, and even State plan amendments, are being held hos-
tage until States give up options that the statute says are State
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prerogatives. States are being asked to agree to terms and condi-
tions that people do not even understand.

In informal discussions, I found that even Federal auditors do
not understand the new terms and what they do or do not include.
As Senator Baucus noted, this committee has expressed serious
concern that CMS is running Medicaid through waivers that are
not transparent in their content or process.

In passing, I would say that your concern about waivers is even
more pressing now. The administration is taking over what should
be Congress’ job, and special terms and conditions are trumping
Title 19. The statute and some of its most fundamental promises
are being waived away outside of the public view.

But my main point today is that the manner in which CMS is
administering State financing rules is directly parallel to treatment
of waivers, and it should raise serious and similar concern in this
committee.

Decisions worth billions to States, providers, and beneficiaries
are being made in private, often as part of large, complex, and
unreviewed deals. CMS’s methods and policies in this highly tech-
nical area are opaque, not transparent. This is not the way to run
a program as complex and important as Medicaid.

Let me also remind the committee that running the program this
way creates a high risk of increased Federal costs. If a State were
to file and win a suit against CMS for acting in an arbitrary and
capricious manner by failing to make the formal changes in the
regulations, the State would be entitled to claim back payments all
the way back to the beginning of the fiscal quarter in which it first
filed its State plan amendment. There are billions of dollars at
stake.

Going through transparent and formal processes to clear up fi-
nancial integrity issues is hard work, but it is necessary if the Fed-
eral Government is to be a reasonable partner with States, and if
the Federal Government is to protect Medicaid and the FSC from
abuse.

Finally, I would ask that this committee not approach these
issues as a means of cutting the Medicaid budget. Find all the
waste, fraud, and abuse that you can, but then plow those savings
back into Medicaid. Give the States some dollar-for-dollar relief of
the estimated billion dollars of new costs of Medicare Part D, and
thus make both the programs as successful as possible; stop the
drop in FMAP in the 29 States that are about to be cut; enact the
Family Opportunity Act; reduce or eliminate the Medicare waiting
period; reduce or eliminate the clawback. These are important
measures to protect Medicaid as the safety net under all the rest
of American health care, and Medicaid needs all the help it can get.

Thank you.
[The prepared statement of Mr. Westmoreland appears in the ap-

pendix.]
Senator HATCH. Thank you, Mr. Westmoreland.
Let me start with you, Ms. Aronovitz. We will have a 5-minute

round here, then we will move to our second panel, unless the
Chairman comes back and wants to do it otherwise.

In your summary statement on the GAO Medicaid fraud study
you state, ‘‘The GAO believes that an increased commitment to
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helping the States combat fraud and abuse in the Medicaid pro-
gram is warranted.’’ Now, I assume that you believe that CMS
needs to increase its commitment in this area.

So, when you were discussing this matter with CMS officials, did
your staff ask CMS what type of activities were being conducted
agency-wide to combat fraud and abuse in the Medicaid program?

Your statement says that the ‘‘dollar and staff resources allo-
cated to compliance reviews suggested that CMS’s level of effort
was disproportionately small relative to the risk of serious financial
loss.’’ I am not sure that is capturing all of the work that CMS has
done in this area. So would you mind spending a few minutes on
that?

Ms. ARONOVITZ. I am happy to do that. Yes. I think CMS officials
feel very strongly that they are doing a tremendous amount of
work on looking at financial management issues that have come
before this committee in recent years.

Senator HATCH. In listening to you, I was not convinced that
your statement, as it was stated, was a fair assessment of CMS’s
work in the area. According to CMS’s staff, there are several de-
partments within the agency that are engaged in that specific area.

Ms. ARONOVITZ. Right.
Senator HATCH. I just want you to answer that.
Ms. ARONOVITZ. Sure. The first line of defense is the States, and

the States are doing many, many types of activities in fraud and
abuse control. In addition, CMS has a partnership with the HHS
OIG and works with the Department of Justice. It also looks at the
State surveillance and utilization subsystems.

CMS has as its mission to work with States directly to assure
that they are getting the information they need to do the best job
they can. This is what we are talking about. It is a narrow piece
of a bigger activity that includes checking what the States are
doing in terms of collecting Federal reimbursement. CMS does not
adequately support what States are doing in terms of provider
fraud and abuse control. The States need the Federal Government’s
help, they need CMS’s help, and we think CMS needs to make a
bigger commitment to that activity.

Senator HATCH. All right. Now, I notice that you made a distinc-
tion between financial oversight activities and activities to help
support State anti-fraud efforts. You are making that point. But
are they not both part of the same mosaic, and do they not both
contribute to the same overall health and integrity of the Medicaid
program?

Ms. ARONOVITZ. Absolutely. What we are talking about is apples
and oranges, and both apples and oranges are extremely important.
We think that CMS needs to do both types of activities. We see it
putting a lot of effort into one type of activity, and we would like
to encourage it to focus a little bit on the other.

Senator HATCH. But it seems to me that the real issue is a mat-
ter of resources. Perhaps this is where Congress could actually be
more helpful here, and it is something we need to do.

I understand that your colleague from the GAO will testify that
CMS, despite its competing demands and limited resources, is get-
ting a handle on many of the program integrity concerns it has pre-
viously raised.
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Now, given finite resources, does it not make a lot of sense to
focus on the States which really are on the front lines when it
comes to identifying fraudulent behavior? After all, do the States
not have a stake in this as well? I was very interested in Mr.
Messuri’s suggestions and comments.

Ms. ARONOVITZ. Right. It does come down to resources. There are
certain activities financed from the health care fraud and abuse ac-
count, where CMS gets money called ‘‘wedge’’ funds. It has to do
a lot of activities with that money. One is to do a measurement of
the Medicaid payment error rate.

Another one is this Medi-Medi project, which CMS has been in-
volved in helping States develop. It is a very successful program.
But we heard it is in jeopardy because the wedge funds to do this
in future years might not be there. They might have to be used for
other activities. We hope that CMS will reconsider and try to put
resources into that program to sustain it. CMS says it has quite
a big return on this investment.

Senator HATCH. Thank you.
Mr. Messuri, my time is just about up, but I want to ask one

question of you. I also found your statement about elder abuse
quite interesting. Senator Breaux, when he was on this committee,
and I introduced the Elder Justice Act in the last two Congresses,
and the Senate Finance Committee reported our Elder Justice Act
out of the committee last year.

Senator Lincoln and I intend to introduce this legislation in the
near future. We hope that we can work with your organization on
this bill and that you will give us some help here.

I agree with you, more needs to be done to educate the public
and health care professionals about the prevalence of elder abuse.
In addition, we included in the Medicare Modernization Act a pro-
vision which created a pilot project on background checks of pro-
spective employees of long-term care facilities.

We hope to have this legislation marked up by the Finance Com-
mittee in the near future. So, I appreciated your testimony and ap-
preciate the work you do to try to resolve some of the problems.

Mr. MESSURI. Thank you, Senator.
The CHAIRMAN. Thank you, both of you, for watching while I was

gone to keep the committee functioning.
Senator Wyden?
Senator WYDEN. Thank you, Mr. Chairman.
I want to begin with you, Ms. Aronovitz. My sense is, on these

fraud issues, the Centers for Medicare and Medicaid Services es-
sentially moves when the horse is out of the barn.

Essentially, after you have had yet another example of the pro-
gram getting ripped off, you all put out one of your terrific blue
books, then the agency reacts. So what I want to see is a much
more strategic approach to rooting out this fraud rather than just
a reactive approach.

Is there any sense that the Centers for Medicare and Medicaid
Services is changing its approach to take a more strategic orienta-
tion to this rather than just kind of reacting when we are seeing
the program fleeced?

Ms. ARONOVITZ. On the financial management side, the side that
you will be talking about in much more detail after this panel,
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CMS would say that it has hired a lot of new resources to try to
look up front at what is going on.

Senator WYDEN. I want to know what you think. Do you think
that they are showing that they are going to get out in front of
these rip-offs?

Ms. ARONOVITZ. In the area of fraud and abuse control, States
would benefit from help from CMS. States need information about
what is going on in other States. States should know that CMS will
have a continued and major commitment to helping them do their
anti-fraud activities. We do not think that that commitment to
fraud and abuse control, in terms of helping States, is there.

Senator WYDEN. That still does not really answer my question.
I want to make sure that we are looking beyond essentially the
next month. What I see is, essentially, a reactive kind of policy.

Did you pick up any evidence that they are thinking longer-term,
more strategically? Because if you do not do that, people are con-
stantly just going to game the system. They are always going to
find another way to take advantage of taxpayer funds.

Ms. ARONOVITZ. On the side of looking at fraud and abuse con-
trol, no, we do not see that, but we do know that it is encouraging
States with very little resources.

Senator WYDEN. Thank you.
Let me ask you now about the new policy on intergovernmental

transfers. I think it is our view that it is, at best, confusing and
inconsistent. States are concerned about discriminatory treatment.
There has been bipartisan concern about this on this committee. Do
you think the Centers for Medicare and Medicaid Services is con-
sistently applying the requirements with respect to intergovern-
mental transfers?

Ms. ARONOVITZ. In all due respect, we focused in our statement
on the fraud and abuse control, but my colleague, Kathy Allen, who
will be on the second panel, will be able to answer that fully for
you.

Senator WYDEN. Well, we will be interested in hearing from her
on that, because we are certainly concerned about whether it is
being consistently applied.

Mr. Westmoreland, has there been anything recently put in place
along the lines of what you all did with the upper payment limit
abuses? I mean, it seemed to me that you have sort of provided a
model for how you could crack down on abuses in an effective kind
of way. Are there any recent examples of CMS taking an approach
like this?

Professor WESTMORELAND. As I think I say in my full statement,
my impression is that it is an ad hoc and a variable approach, that
the administration has phrases that they are opposed to.

They are opposed to intergovernmental transfers in favor of cer-
tified public expenditures, but no one knows what the administra-
tion thinks is wrong with the former, or right with the latter. On
several occasions, I found people absolutely unable to explain to me
what the terms mean. So, no, sir, I do not think that it is clear or
transparent.

Senator WYDEN. I think that is an example of what I mean in
terms of thinking strategically. If you see something that has
worked, you kind of get up the next morning and say, let us see
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how we can apply it other areas. I do not see any evidence that
that has been done.

I will just note for the record that Ms. Aronovitz shook her head
affirmatively on that.

The last question, if I could get it in. Mr. Messuri, you all have
talked about your efforts to root out fraud. Of course, the False
Claims Act has been effective in prosecuting Medicaid fraud, but
only 15 States have their own False Claims statutes.

Let me make sure I understand where you all are at this point.
Would you now support the idea of requiring the States to have
these False Claims Acts with whistle-blower provisions, and that
that be done as something to provide another approach, another
foundation for watch-dogging the use of these dollars?

Mr. MESSURI. Yes, Senator Wyden. The Federal Government has
made great use of the 1986 Amendments to the Federal False
Claims Act in returning health care dollars. No doubt, another tool,
a State False Claims Act encouraging whistle-blowers to come for-
ward and report fraud, would be a valuable tool.

Senator WYDEN. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, Senator Wyden.
I will just follow up where he left off, because I was going to ask

the question both of Mr. Messuri, as well as Mr. Moorman.
So would you answer the question that he just asked, Mr.

Moorman, about the impact that it would make if every State had
a False Claims Act?

Mr. MOORMAN. Thank you, Senator. Yes. It will have several ef-
fects. It closes a loophole, because the Federal False Claims Act
does not really reach the State share. They would increase the in-
centives of whistle-blowers to bring more cases. It gives them pro-
cedural flexibility. It brings more resources in.

Some of the States, such as Texas, have made tremendous use
of their State False Claims Acts to pursue Medicaid fraud. A False
Claims Act will increase the deterrence effect against those who
would cheat. So, I think it would be a significant reform and reach
about 65 or 70 percent of the State payments that are now not cov-
ered by State False Claims Acts.

The CHAIRMAN. All right.
Mr. Levinson, the GAO just testified regarding efforts to detect

improper payments back in July of 2004, and noted, ‘‘CMS is en-
gaged in several initiatives designed to support States’ program in-
tegrity efforts. However, CMS’s oversight of these State efforts is
limited.’’

So I would like to have you elaborate as to whether CMS’s over-
sight of integrity efforts has increased or decreased since 2004. Ad-
ditionally, do you have any recommendations of actions that Con-
gress could take that could help CMS overcome the various prob-
lems it faces in preventing improper payment?

Mr. LEVINSON. Mr. Chairman, our office has not done a macro or
larger look at CMS operations the way GAO has done recently, so
I cannot specifically note exactly how the resource allocation would
have occurred on a timeline.

But I do think that the CMS initiative to tackle error rates at
the State level is a very important one, the so-called Payment
Error Rate Measurement or PERM effort, which I think we are all
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hopeful would be very beneficial over both the short and the long
term.

There are other issues that we have referenced in the course of
our testimony, both this morning and what will occur tomorrow.
With respect to actually being able to follow the dollars in IGT,
these intergovernmental transfers, the fundamental problem is
that there is a lack of an audit trail, and we just do not know.

If you ask me if that $176 billion is actually getting to the insti-
tutions that are supposed to get the money, and they in turn will
be able to deliver the services for our beneficiaries around the
country, and I ask that question to our auditors, our auditors can-
not say, yes, we know where the money actually was used. It was
used in the right place.

So the effort to anchor, to ground, the IGT problem so that we
can actually account for the dollars is an important initiative which
we think will also be very useful short- and long-term.

On drug pricing, the importance of being able to come up with
a formula that is a real-world transaction-based one rather than
based on a price list is one that I think holds great promise in
terms of savings.

The CHAIRMAN. All right.
My last question, and then I will go to Senator Bingaman, is to

Mr. Messuri. We have heard that the Medicaid program is a part-
nership program between States and the Federal Government,
which it obviously has been for 40 years. Could you please tell us
what help CMS has been to States in detecting and preventing
fraud, waste, and abuse in the Medicaid program?

Mr. MESSURI. Senator, from my chair and my interactions with
State Medicaid programs, it seems to be a resource problem. The
people that are in the Massachusetts Medicaid program that I deal
with on a regular basis are committed to detecting and preventing
fraud and abuse.

The problem is, there is just not enough of them. We are talking
about a $6 billion program, and you cannot have two or three peo-
ple that are thinking about these ideas. So, it is a resource prob-
lem. Where that direction and leadership comes from, I leave to
this committee.

The CHAIRMAN. Thank you.
Senator Bingaman?
Senator BINGAMAN. Thank you very much, Mr. Chairman. I

apologize to the witnesses for not being here for your testimony. I
was delayed. But I did want to ask, one of the drum beats we hear
around here is that the States are sort of gaming the system and
loading costs on Medicaid that they should not be, and I under-
stand that argument.

It has been my impression that we do some of that ourselves in
the Federal Government. One example is this 2-year waiting period
that we have in Medicare for people who are disabled.

I guess I would ask Mr. Westmoreland—I gather you commented
on this in your testimony, and I did not get to hear your com-
ments—it would seem that we could save Medicaid some money by
dealing with that issue. We could also help a lot of people. I would
be interested in any comments you have as to the appropriateness
of trying to address that as part of whatever we do.
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Professor WESTMORELAND. Well, Senator, one of the things I said
was that Medicaid is playing catch-up for a lot of broken places in
the national health care system. One of the things I identified as
broken is the omissions in the Federal Medicare program, both the
cost of duals, which people regularly talk about, but also the cost
of what I refer to as duals-in-waiting, those people who want to be
duals and are covered only by Medicaid in the meanwhile.

It is estimated that those people cost $10 billion a year. Neither
the States, nor those beneficiaries, are as well-served as they could
be if Medicare would take up some of that.

And the waiting period, as best I can understand it, is a simple
rationing device, in some way delaying expenses to the Federal
Government, and in some way, heartlessly, waiting for those people
to die in the meanwhile.

Senator BINGAMAN. Now, you say there are 10——
Professor WESTMORELAND. Billion.
Senator BINGAMAN. Ten billion dollars involved here. That is

strictly connected with this 2-year disability waiting period.
Professor WESTMORELAND. With the 2-year waiting period. Yes,

sir. That is my understanding. I think it is the Commonwealth
Foundation estimate.

Senator BINGAMAN. And that is an annual figure?
Professor WESTMORELAND. Yes, sir.
Senator BINGAMAN. All right.
We also had a bill in the last Congress to eliminate the Medicare

HMO over-payments to reduce Medicare premiums, and also re-
duce the deficit, or offset the cost of fixing this waiting period prob-
lem. This is something that I believe has been strongly supported
by others.

I guess I would ask Ms. Aronovitz to just comment on that legis-
lation. We have not yet re-introduced the bill in this Congress, but
we are considering doing so. You are familiar with that.

Ms. ARONOVITZ. I would like to hold off and get back to you. We
would like to look at what we have done and what our comments
have been so I could give you a complete answer.

Senator BINGAMAN. All right. That is fine.
I will stop with that, Mr. Chairman.
The CHAIRMAN. Thank you very much.
I think it has probably been announced that members who could

not be here, or even members who are here, may submit some
questions for answer in writing. So, I hope you will respond to that.
So, I thank this panel.

I am going to call the second panel.
We have Ms. Kathy Allen, Director of Health Care, the Govern-

ment Accountability Office. Ms. Allen is here to provide testimony
regarding use of Medicaid consultants by States as a means to in-
crease Federal reimbursement for Medicaid. In addition to that tes-
timony, she is going to release a blue-cover report on these contin-
gency fee consultants. I thank Ms. Allen and her staff for preparing
this report in time for this hearing, because she had to speed up
the time to make it available.

The second witness is Mr. Dennis Smith, Director of the Center
for Medicaid and State Operations, Centers for Medicare and Med-
icaid Services. Mr. Smith’s testimony regards CMS and the re-
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sources dedicated to identifying fraud and preventing it. Mr. Smith
will also discuss his agency’s effort to monitor intergovernmental
transfers.

The third witness is Ms. Barbara Edwards, Deputy Director, Of-
fice of Ohio Health Plans. In this capacity, Ms. Edwards is director
of the Ohio Medicaid program. Ms. Edwards will testify about Med-
icaid consultants from the State perspective and her experience
with consultants as a State Medicaid director.

George Reeb, Assistant Inspector General for the Centers for
Medicare and Medicaid Audits, within the Office of Inspector Gen-
eral of HHS, will testify regarding the various types of mechanisms
States have used in order to maximize their Federal funding for
Medicaid. Mr. Reeb will also discuss the impact that these mecha-
nisms have on the quality of care for Medicaid beneficiaries resid-
ing in nursing homes.

Chuck Milligan, our final witness, is executive director of the
Center for Health Program Development and Management at the
University of Maryland Baltimore County. Mr. Milligan is here to
provide testimony discussing the reasons and necessities for these
various revenue maximization strategies.

So, we will go in the order that you were introduced. That is
from my left to my right. So, Ms. Allen, would you please start?

STATEMENT OF KATHRYN ALLEN, DIRECTOR, HEALTH CARE,
GOVERNMENT ACCOUNTABILITY OFFICE, WASHINGTON, DC

Ms. ALLEN. Thank you. Mr. Chairman and members of the com-
mittee, I thank you for the opportunity to be here today as you ad-
dress this important issue of State efforts to maximize Federal
Medicaid reimbursements and the associated effects on the Federal
share of the program.

As you know, GAO has completed a considerable body of work
over several years on Medicaid financing issues. In prior work, we
have reported on questionable methods that some States have used
to inappropriately increase the Federal share of the Medicaid pro-
gram.

Some States, for example, have made large payments to certain
providers, such as nursing homes that are operated by local govern-
ments, which have greatly exceeded the established Medicaid pay-
ment rate. These transactions, these payments, create the illusion
of a valid payment for provider services. In reality, the payments
are often only temporary because States require that all or most
of the money be returned through intergovernmental transfers, or
IGTs.

We believe that such schemes violate the fiscal integrity of the
Federal/State Medicaid partnership in at least three ways. First,
these practices effectively increase the Federal matching rate be-
yond that which is established in law by increasing Federal spend-
ing, while State spending remains unchanged, or at times even de-
creases.

Second, there is no assurance that these increased Federal funds
are used for Medicaid purposes, since States can, and do, use the
funds returned to them at their own discretion.

Third, these practices enable States to pay a few public providers
amounts that far exceed the cost of services provided, which is in-
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consistent with the statutory requirement that Medicaid payment
be consistent with economy and efficiency.

Today, we are issuing a report that was conducted at the request
of the Chairman which deals with States’ use of contingency fee
consultants to help them maximize Federal Medicaid reimburse-
ment.

I need to preface our findings, however, with a very important
context. Contracting with consultants to carry out governmental ac-
tivities is common at Federal, State, and local levels of government.

With regard to Medicaid, States often hire consultants to help
them perform a number of valid programmatic functions, such as
identifying and implementing ways to obtain allowable Federal
matching funds.

States may choose to pay consultants on a contingency fee basis,
that is, a percentage of the additional Federal funds that are gen-
erated for the State. Generally, however, the contingency fees can-
not be claimed for Federal matching funds. States must pay these
fees from their own resources.

I need to be clear on one point: any State’s use of consultants or
any associated growth in Federal reimbursements is not problem-
atic in and of itself, as long as States administer their programs
within the framework of Federal law, regulation, and policy.

Now, in our most recent work we found that, according to CMS’s
own internal survey, States are making increased use of contin-
gency fee consultants in their Medicaid programs: 34 States in
2004, an increase from 10 States just 2 years ago. In the two States
that we reviewed, consultants helped to generate more than $2 bil-
lion in additional Federal funds over their last 5 years.

In reviewing individual consultant-led projects and associated
claims in five specific areas of Medicaid services, we identified
claims that were problematic in two key respects.

First, some were inconsistent with Federal law, appeared to be
inconsistent with current CMS policy, or otherwise compromised
the financial integrity of the Medicaid program.

Second, some involved claims for Federal matching funds for
services that were provided by other State or local government
agencies, thus facilitating State efforts to shift their share of costs
to the Federal Government.

We found that problematic claims tended to be in areas where
Federal requirements were inconsistently applied, evolving, or were
not specific. The lack of clear Federal guidance has allowed States
to develop new arrangements, or to continue existing ones, that
take advantage of ambiguity and that result in considerable addi-
tional cost to the Federal Government.

I would also note, however, that although the focus of our work
was on contingency fee consultants, we concluded that problematic
claims are not confined to situations involving consultants. We
found that other States have undertaken similar projects on their
own without consultants.

In conclusion, I would like to acknowledge that Congress and
CMS have taken many important steps over the years to help curb
inappropriate Medicaid financing schemes as they have come to
light.
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CMS has recently stepped up its efforts in this regard, working
with States to eliminate certain unacceptable practices. In our
view, however, CMS has the opportunity, if not the obligation, to
do more to clarify, communicate, and consistently apply its policies
regarding certain areas that both they, and we, have identified as
high risk to the program.

In this vein, our report being issued today includes recommenda-
tions to CMS intended to help the agency’s oversight of States’ use
of consultants.

Our report also notes an earlier recommendation that we made
to Congress that deals with prohibiting Federal Medicaid funds for
payments to government providers that exceed their costs.

This concludes my statement.
Senator HATCH. Well, thank you, Ms. Allen.
[The prepared statement of Ms. Allen appears in the appendix.]
Senator HATCH. Mr. Smith, we will turn to you.

STATEMENT OF DENNIS SMITH, DIRECTOR, CENTER FOR MED-
ICAID AND STATE OPERATIONS, CENTERS FOR MEDICARE
AND MEDICAID SERVICES, WASHINGTON, DC

Mr. SMITH. Thank you, Senator. It is a great honor and pleasure
to be with you today in the committee, and with Senator Binga-
man. Thank you for inviting me.

At the outset, I would like to say that perhaps the title of the
previous GAO study about CMS’s commitment might be somewhat
of concern to the committee, and I want to assure you that our
commitment to safeguarding the integrity of the Medicaid program
is strong. We also believe it should be measured by results.

I think, as the previous panel conceded, they looked at it in a
very narrow way. We believe we have many partners in the fight
against fraud and abuse in the Medicaid program, starting with
the States, that are our partners, and including the Office of In-
spector General, the MFCUs, the Department of Justice, et cetera.
We do have many partners in all of this.

We are pleased to report that our efforts have yielded results,
and increasing results, and we believe they will continue to do so.

In regard to the issue of financing, my colleague, Kathy Allen,
from GAO, spoke about the State financing of the Medicaid pro-
gram going back a number of years. I believe GAO issued a report
as early as 1994 on State financing issues.

So, in many respects, what we have been doing over these past
years is in areas that have been identified by the GAO and by the
Office of Inspector General, and we have been putting measures in
place and our practices in place to review the State plan amend-
ments against those standards to understand what these financing
arrangements are.

In many respects, people have portrayed these as very com-
plicated and complex. Medicaid financing certainly is complicated
and complex, but to a large extent, it is simply asking the ques-
tions of how dollars flow, how payments are made, and whether or
not the payments that the Federal Government makes actually
stay with the providers that have provided the services.

I believe that tomorrow’s panel—at least one witness—will talk
about a nursing home that had quality of care issues over the past
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few years, and in fact was returning substantial supplemental pay-
ments that had been paid through the Medicaid program back to
the State.

So, in Medicaid, the program works through, and speaks
through, State plan amendments. We believe very strongly that it
is appropriate for us to ask the funding questions of the States,
such as: how does your State plan amendment work; what is the
source of the State’s share of the funding; and does the money stay
with the provider?

It is our goal—and we share your goal, Mr. Chairman—that
Medicaid expenditures should actually stay with the provider that
provided the service. That is our policy, and we have been working
with the States to assure that that is what, indeed, happens.

I am pleased to report to you, Mr. Chairman, that in April of
2004, the Administrator, Dr. Mark McClellan, wrote you a letter
saying that we had identified potential recycling situations in 30
States, and that 23 States had worked with us to remove these re-
cycling amendments. Oftentimes these are identified through sup-
plemental payments, that is, additional payments above the rates
that were paid for the service.

I am pleased to tell you that that number has now increased to
26 States that have worked with us to end those types of financing
arrangements, leaving the number of States now with questionable
recycling at a total of 7 States.

In other areas, it is important to look at the entire picture of our
efforts on financial management and program integrity, because we
believe very strongly that they go together.

The State collections of over-payments as a result of fraud and
abuse efforts in 2004 were $190 million, of which the Federal share
was $111 million. In 1997, CMS issued 11 disallowance statements
to the States, totaling $13 million: the disallowance being that the
States had made an improper payment, in our estimation, and we
were asking for that money back.

In 1998, HCFA issued three such disallowance letters, totaling
$40 million. In 1999, HCFA issued three such disallowance letters,
totaling $1.7 million.

In 2004, we issued 40 letters, totaling $218 million; in 2002, 13
letters, totaling $272 million. So, I want to assure you, our commit-
ment to program integrity is strong.

With regard to third party liability collections and cost avoid-
ance, the previous panel spoke of the SUR system, the Surveillance
and Utilization Review subsystem, which is part of the claims proc-
essing computer systems. We have spent $1.5 billion building those
systems.

I am very pleased to tell you that the third party liability collec-
tions and cost avoidances made possible through those systems are
at an all-time high. Together, those collections and cost avoidances
now total over $34 billion.

The three particular issues that the GAO has focused on in the
most recent report being released today are targeted case manage-
ment, rehabilitation services, and school-based claims. I want to as-
sure you that CMS has taken action on each of these areas over
the past several years. We have also made it part of the President’s
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budget by making recommendations to further tighten up the defi-
nitions of these services.

I believe we are in agreement, GAO and CMS, that this is an
area that does need to be paid attention to and given greater focus,
to avoid inappropriate payments. On that, we are in agreement.
We have already taken action against States in each of these areas.

We have also developed an internal tool that we call TIIPPS,
Transactions Information Inquiry and Program Performance Sys-
tem, that we have built, using $3 million, to integrate the different
information and data systems that we have.

The State plan amendments, the MMIS systems, information on
the budget that comes through the CMS 37s and 64s, the informa-
tion that comes through Medicaid’s statistical information system,
we link them together so our managers can look at the entire sys-
tem at the same time and identify areas that need attention.

Finally, let me also mention the concern of whether or not we
have applied our policies consistently across the States. One of the
most important things that we see, and having served in a State
previously, I understand this, is a concern that the Federal Govern-
ment was not dealing fairly with States and was giving incon-
sistent guidance.

To avoid that, one of our most important developments has been
to form one team that reviews all of our State financing plan
amendments. This team, now called the Division of Reimbursement
and State Activities, has reviewed over 800 State plan amend-
ments, and we welcome GAO’s review of our procedures and how
we have dealt with all of those 800 State plan amendments.

I feel very confident that they will validate that our policies are
being applied fairly and consistently. This is an area where the
consistency is there. Instead of having each region review those,
now one team reviews them and is in a position to make uniform
decisions.

Second, the previous panel also talked about, I believe, Senator
Wyden’s concern about the future. What is going to come up next?
We have hired 97 FTEs as part of this one unit to identify prospec-
tively what new ideas are being generated out there, often by con-
sultants who are asking, how can you bill the Medicaid system for
this, et cetera?

So, those FTEs, a large part of their responsibility is to under-
stand what is going on in the State and help prevent problems be-
fore they get traction in the Medicaid program.

Thank you again for inviting me. I look forward to your ques-
tions. Again, I do want to assure you, Mr. Chairman, of our com-
mitment to program integrity and financial management in the
Medicaid program.

The CHAIRMAN. Thank you very much.
[The prepared statement of Mr. Smith appears in the appendix.]
The CHAIRMAN. Now we go to Ms. Edwards.

STATEMENT OF BARBARA EDWARDS, MEDICAID DIRECTOR,
OFFICE OF OHIO HEALTH PLANS, COLUMBUS, OH

Ms. EDWARDS. Chairman Grassley, members of the committee,
thank you for the opportunity to testify today. I have served as
Ohio’s Medicaid Director for the last 8 years, and have, in fact,
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seen many iterations of the issues that are being discussed by the
panel today.

Ohio, like many States, uses intergovernmental transfers as a
mechanism to facilitate a small portion of Medicaid financing in-
volving public providers of Medicaid services. I am pleased to tell
you that CMS has not identified Ohio as a State that may be mak-
ing improper use of intergovernmental transfers under Medicaid.

All of the dollars spent in the Ohio program are used to provide
or support allowable health care services or programs to real Med-
icaid enrollees. States generally use IGTs or other revenue strate-
gies with Federal approval or under the guidance of explicit Fed-
eral regulations. These financing strategies are often appropriate
ways for States to accomplish the goals of the Medicaid health
plan.

My plea to this committee is to keep the issue of financing strate-
gies at the State level in the proper context. State efforts to maxi-
mize Federal matching dollars are not a problem in and of them-
selves. They are, in most cases, a symptom of much more funda-
mental program challenges that State Medicaid directors, State
Governors, and our legislators are facing every day. We are strug-
gling with financing the health care costs of the sickest, poorest,
and most disabled populations in our States.

It is important to keep in mind that 75 percent of all of the dol-
lars spent in Medicaid are for populations that are aged, blind, or
disabled, even though they only make up about 25 percent of the
enrolled population. Over 40 percent of State spending, total Med-
icaid spending, is for people that are insured by Medicare.

The Medicaid program is spending almost half of the program
dollars on people that are already insured through Medicare, and
that is a population that is growing and those costs are growing.

I think, as a former panelist said, the Part D program, the new
pharmacy program under Part D for Medicare, is going to, for
many States, including Ohio, cost the States more money to sup-
port the cost of pharmacy for the dually eligible population. We
have to find those revenues someplace to support those obligations.

States have been aggressive in pursuing cost containment in
Medicaid, saving both State and Federal taxpayers billions of dol-
lars in our efforts. In spite of our success with keeping the rate of
growth in Medicaid spending below the rate of health care cost
growth in the private sector, the rate of spending for Medicaid con-
tinues to grow at more than twice the rate that State revenues are
growing, so we have a terrible challenge in finding ways to con-
tinue to fund these programs without simply beginning to take
them apart.

Little wonder then, when consultants come to town and offer
that there are solutions because there are untapped Federal re-
sources still available to States if we would simply think about our
programs differently, that legislators, that OBM directors, that
Governors, and even Medicaid directors sit up and take notice and
are at least willing to sit down and have a conversation.

It is true. A couple of years ago, we probably had at least five
different consulting companies making the rounds in Ohio to all of
our leadership, offering hundreds of millions of dollars in potential
revenue that would help offset what otherwise might be cuts to
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Medicaid, or if the State funded the Medicaid dollars, cuts to the
rest of the State services, including primary and secondary edu-
cation.

Ohio is not a State that has chosen to hire these contractors on
a blank basis under a contingency fee, but most of them, in fact,
have offered to do this work under contingency, taking their fund-
ing out of the revenue that is generated.

When CMS clarified a few years ago that they would not approve
Federal reimbursement on a contingency basis for this kind of a
contract, the consultants, in fact, fairly quickly said to States, just
pay us out of the State dollars; it will be worth it because the rev-
enue growth from the Federal side will offset the cost at the State
level.

Ohio has not done this, for a couple of reasons. One, in many
cases, the ideas that the consultants were discussing were strate-
gies we already have used appropriately within our program. Maxi-
mizing the Federal matching dollar is fiscally prudent for States,
it is not criminal. Other strategies that consultants were pursuing,
we thought, did not pass the ‘‘smell’’ test.

What we are looking for is reliable, predictable revenue streams
into the future. If we are going to, in fact, build a fundamental pro-
gram like this health plan at the State level, we need to know the
financing is really going to be there.

I would also point out that the consultants that have been most
engaged in this issue in the State of Ohio have not been folks that
have been working for the State Medicaid agency, they have been
folks that have been hired by the local schools, by the local health
department, by the mental health boards at the community level,
by the Department of Youth Services.

Other agencies have hired consultants as well to help them cre-
ate strategies to approach Medicaid and request program redesign
in order to better attain Federal matching dollars for what is ar-
gued to be legitimate funding.

I want to be clear: I firmly believe that States are obliged to be
fiscally responsible in our relationship with the Federal Medicaid
program. In order to accomplish the goal, State Medicaid directors
ask that we have clear standards, formally promulgated rules that
spell out the parameters of our fiscal responsibilities, and con-
sistent application of the rules.

Changes to rules should not be applied retroactively, and, if for-
merly allowable models must be replaced, it is important to recog-
nize that States must have time to transition to alternative funding
strategies.

The reality is that, for most States, any reduction in Federal
Medicaid revenue will leave States no choice but to cut programs
and services to the vulnerable citizens that Medicaid is intended to
serve.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Ms. Edwards.
[The prepared statement of Ms. Edwards appears in the appen-

dix.]
The CHAIRMAN. Now, Mr. Reeb?
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STATEMENT OF GEORGE M. REEB, ASSISTANT INSPECTOR
GENERAL FOR THE CENTERS FOR MEDICARE AND MED-
ICAID AUDITS, OFFICE OF THE INSPECTOR GENERAL, U.S.
DEPARTMENT OF HEALTH AND HUMAN SERVICES, WASH-
INGTON, DC
Mr. REEB. Good morning, Mr. Chairman and members of the

committee. I am here today to discuss the States’ use of financing
mechanisms that serve to shift the costs of the Medicaid program
to the Federal Government, contrary to statutory Federal and State
sharing formulas.

We have noted practices whereby, once the Federal share is re-
ceived, States sometimes use intergovernmental transfers, referred
to as IGTs, to divert funds away from their intended Medicaid pur-
pose.

In fact, when States divert funds in a manner I will describe, a
State’s share of the Medicaid program inappropriately declines and
the Federal share increases. Frequently, the funds derived from
these financing mechanisms become commingled in general rev-
enue accounts within the State, where they can be used for any
purpose, possibly non-Medicaid-related.

In particular, I will describe the negative implications such prac-
tices may have for the quality of care for Medicaid beneficiaries re-
siding in local public nursing facilities.

The most conspicuous use of the IGT mechanism in recent years
has centered on the enhanced payments available under the upper
payment limit rules, as has been discussed several times this
morning.

The upper payment limit is an estimate of the maximum amount
that will be paid to a category of Medicaid providers under Medi-
care payment principles. Some of our recent audits have explored
States’ use of IGTs, with some or all of the UPL-enhanced funds
that were directed to local public nursing facilities returned to the
States instead of being retained at the facilities for the care of the
Medicaid patients.

One such example involves Medicaid’s combined per diem and
UPL payments that were made to Albany County Nursing Home
in New York. These payments, made over a 3-year period that we
reviewed, were more than adequate to cover the nursing facility’s
operating costs.

However, after the nursing home returned 90 percent of the
upper payment limit-enhanced funds to the county and the State,
the net Medicaid payment that was retained by the facility was $22
million less than the facility’s total Medicaid operating cost for the
same 3-year period.

This diversion of funds took place despite the fact that the nurs-
ing home was understaffed and had received an ‘‘immediate jeop-
ardy’’ rating from the State Department of Health, which is the
most unfavorable rating that could be issued.

We made recommendations based on our past audits of UPL-en-
hanced payments, which, if implemented, we believe would help
curb the inappropriate use of the IGT transactions. For example,
we believe there should be a facility-specific limit, based on the ac-
tual cost reports of each targeted facility, to cap the amount of the
enhanced payments that could be sent to a single facility.
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States should be required to allow public providers to retain their
upper payment limit funds to provide health care services to Med-
icaid beneficiaries. Any Medicaid funds which are returned to the
State by these public providers shall be declared refunds, with the
Federal share of the refund returned to the Federal Government.

These State manipulations of the UPL-enhanced payment trans-
actions are but a continuation of creative financing mechanisms
that States started with provider tax and donation programs more
than 15 years ago.

These earlier programs and the present process of using UPL-en-
hanced payments to inflate the Federal share, are little more than
carefully crafted financing techniques. Although these financing
techniques differ in some respects, the constant is that the Federal
Government always loses and the States always profit.

Currently, we are seeing similar cost-shifting techniques at work
in other Medicaid benefit areas as well, and I mentioned some of
those within my written testimony.

We foresee the possibility that all types of public Medicaid pro-
viders could be used by the States to maximize Federal revenues,
thereby circumventing the statutory Federal/State sharing for-
mulas and weakening program accountability.

Our studies raised serious concerns that States’ accountability
for the Medicaid programs needs improvement. Policymakers need
assurance that the Medicaid funds are actually used for the in-
tended purposes, and there should be a clear trail of responsibility
within the State as to who is accountable for the proper expendi-
ture of the Medicaid funds.

This concludes my testimony. I welcome any questions you may
have.

The CHAIRMAN. Thank you, Mr. Reeb.
[The prepared statement of Mr. Reeb appears in the appendix.]
The CHAIRMAN. Now, Mr. Milligan?

STATEMENT OF CHUCK MILLIGAN, EXECUTIVE DIRECTOR,
CENTER FOR HEALTH PROGRAM DEVELOPMENT AND MAN-
AGEMENT, UNIVERSITY OF MARYLAND BALTIMORE COUN-
TY, BALTIMORE, MD

Mr. MILLIGAN. Thank you very much. I would like to just say at
the outset that I am a recovering State Medicaid Director from
New Mexico. It is good to see Senator Bingaman again. I appre-
ciate the opportunity to fulfill my ongoing community service obli-
gations. [Laughter.]

In my remarks, I am going to focus on IGT and UPL. I am happy
to answer questions about school-based services or other areas.
But, first, I would like to just focus on four points.

The first is that the vast majority of current intergovernmental
arrangements do comply with Federal laws and regulations, and
also comply with State Medicaid plans approved by CMS. So, I do
want to acknowledge, and I think the point has been made by sev-
eral others, that most of the arrangements, the vast majority, do
comply with current Federal law, Federal regulations, and ap-
proved State plans.

Second, I think it is fair to acknowledge that these arrangements
give rise to the risk of fraud and abuse, and it is very appropriate
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for Congress and for the administration to focus resources and at-
tention on this. Because, unlike a lot of other arrangements, when
State and local governmental entities act as both payor and pro-
vider, the normal arm’s-length relationships that exist between an
insurer and a provider are not present in some of those arrange-
ments. However, the scale of the potential problem is not known
at this point, and I would strongly caution Congress and the ad-
ministration not to extrapolate too much from anecdotes to settle
too early on an arbitrary budget figure.

The third point I would like to make is that, as I have noted in
my written testimony, it is going to be exceptionally difficult for the
Federal Government to enforce certain reforms that have been de-
scribed on this panel to crack down on potential IGT and UPL
abuse.

For example, to prevent IGT abuse, which is sometimes known
as the recycling of funds, the Federal Government is going to need
to trace the flow of funds from a public provider, like a county hos-
pital, back to a county government, for example, or a State hospital
to a State government.

The traffic of dollars that operates between county hospitals and
county governments or State hospitals and a State public health
agency is numerous, relating to capital expenditures, public em-
ployee expenditures, and other areas, and I think it is going to be
very difficult to isolate potential Medicaid recycling.

For example, if Medicaid recycling, in fact, was prohibited and
barred and it was possible to enforce that, I am not sure how coun-
ty-level providers and governments could not work around that by
returning commercial insurance payments which are legitimately
billed by county hospitals.

In short, I think this would be the first time that the enforce-
ment mechanism would seek to trace the dollars after receipt by
a provider, and I think that that is very difficult, administratively,
to enforce.

With respect to the UPL test, this is also going to be very dif-
ficult to enforce if it is premised on a cost-based reimbursement
model, much like the Boren amendment that was repealed in the
1997 Balanced Budget Act.

What that would do is recreate, in a lot of ways, an audited cost
reporting mechanism which is administratively burdensome, ad-
ministratively expensive, and, in fact, often rewards inefficiency by
incentivizing providers to drive up their cost structure to generate
additional reimbursement.

The other point I would like to make with respect to UPL is that,
because Medicare can pay above a provider’s costs, it is not clear
to me why Medicaid cannot pay at that same Medicare level.

In other words, if cost-based reimbursement is considered to be
the appropriate governmental reimbursement structure, Medicare
ought to be part of that discussion. I do not personally understand
the logic behind Medicaid and Medicare payments not being linked
in that mechanism.

But, fourth, I would like to suggest a potentially better version
that would both protect the integrity of Federal funds and try to
address some of the underlying dynamics in this situation. It has
two parts.

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00042 Fmt 6633 Sfmt 6633 29575.000 SFIN1 PsN: SFIN1



33

The first is, the incentive that exists for States and local govern-
ment to create some of these IGT and UPL arrangements is driven
largely by the rapid growth in Medicaid enrollment and the unin-
sured, and programs like the disproportionate share hospital pay-
ment, or DSH, have not been indexed to keep up with those levels.

If DSH and programs like that were indexed more closely to
Medicaid enrollment and the rate of uninsured, some of the incen-
tives underneath these structures would go away. That would be
an increased cost to the Federal Government.

I would like to suggest an alternative to decrease costs. Right
now, States and local governments operate essentially with two-tier
payment structures, one payment rate structure for private pro-
viders like private hospitals, and a second structure for public pro-
viders like public hospitals.

I think that those rate structures could be brought more in line,
and, if DSH was indexed—and programs like DSH—to protect safe-
ty net providers that serve this high Medicaid enrollment and high
rate of uninsured, if those programs were properly indexed to those
levels, the incentives would go away, and I think States would be
more likely to accept claims-level, payment-level, reforms.

I will conclude my comments there, and I look forward to any
questions you might have.

The CHAIRMAN. Thank you very much.
[The prepared statement of Mr. Milligan appears in the appen-

dix.]
The CHAIRMAN. What I would like to do here is have Senator

Hatch, Senator Bingaman, and Senator Lincoln, assuming that you
only need one round, to ask your questions first, then I would fin-
ish up. Is one round all you need?

Senator HATCH. It is all I need.
The CHAIRMAN. All right.
Then Senator Hatch, then Senator Bingaman, and then Senator

Lincoln.
Senator HATCH. Well, thank you, Senator Grassley.
Let me just talk to you for a minute, Mr. Smith. How do you re-

spond to GAO’s finding presented in the previous panel’s testimony
that CMS has a ‘‘limited institutional commitment to Medicaid
fraud and abuse control activities,’’ and that ‘‘CMS lacks a strategic
plan to drive its Medicaid anti-fraud and abuse operations.’’ I want
to give you an opportunity to answer that.

Mr. SMITH. Thank you, Senator. With all due respect to our col-
leagues at GAO, we just substantially disagree with that assess-
ment. As I said, I think that they have taken a very narrow look
at the program, a very narrow look at a singular part of resources,
and have not looked at everything that is going on in the Medicaid
program to ensure program integrity and to assure that Federal
funds are being spent correctly.

Senator HATCH. As I understand it, in almost all cases, CMS has
been concerned with whether the provider has a specific agreement
in writing with the State that requires the provider to return the
funds to the State or no payment is made to the provider. Am I
right about that?

Mr. SMITH. You are correct, Senator. Again, our concern is that
Medicaid dollars that are claimed should go to the provider who
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provided the service. As I said, with due respect to my colleague
on the end, some of these things are not all that difficult to find,
assuming that CMS is doing its job to ask the appropriate ques-
tions about State plan amendments, to say, ‘‘Where do the dollars
go?’’ As I said, in these arrangements, these are supplemental pay-
ments. These were specifically put there in place and they are rel-
atively easy to identify.

Senator HATCH. Well, I understand that in many cases the
States simply transfer the funds to an account in the name of the
provider, and then immediately transfer back the specified amount
to the State. That is what the provider does.

Mr. SMITH. You are correct, Senator, that has been a practice.
Senator HATCH. Well, the provider has no control over the funds.

Is that right?
Mr. SMITH. I think a question we have asked is: where is the au-

thority to require a provider to return that money in the program?
With regard to our work in identifying those arrangements, in the
States in which those arrangements had sort of increased over
time, we have been successful in bringing those arrangements to
an end.

Senator HATCH. Would it be fair to say that such payments are
really illusory, in the sense that they do not go toward providing
allowable services for Medicaid eligibles?

Mr. SMITH. I would agree with you, Senator.
Senator HATCH. All right.
Now, I understand from GAO’s testimony that they have repeat-

edly recommended action by Congress to close down States’ oppor-
tunities to inappropriately maximize Federal dollars. I believe CMS
has already made great progress to limit financing abuses.

Now, are there any changes in the statute which would help
CMS in its efforts to ensure proper financing and payments under
the Medicaid program?

Mr. SMITH. Senator, we believe what we are doing is appropriate
and within our authority to do. We would, at the same time, urge
Congress to act, as well, to make certain that these enforcement ef-
forts are permanent, by doing that through the statute so that they
survive into the future.

Senator HATCH. Now, I have heard a lot about bad IGTs. First,
can you tell me what a bad IGT is?

Mr. SMITH. Thank you, Senator. We do distinguish between per-
missible and impermissible intergovernmental transfers. The Med-
icaid statute allows the State to share its share of the Medicaid
program with local government entities, so an appropriation might
have been to a different agency, such as a mental health agency,
or a county has transferred tax dollars to the State to share in the
cost of the program. We do not quarrel with that.

Senator HATCH. But, second, what is the impact on the Federal
Treasury of these arrangements?

Mr. SMITH. The impact for an impermissible arrangement is, you
have raised the Federal match rate, which we do not believe is con-
sistent with the statute.

Senator HATCH. Can you outline for me exactly what steps you
have taken to ensure that Federal Medicaid payments reflect an
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appropriate match for the States’ Medicaid expenditures for Med-
icaid services?

Mr. SMITH. Through our State plan amendment review, Senator,
we are assuring an appropriate match by questioning how these fi-
nancing arrangements work, and to the extent to which they exist,
requiring the States to bring them to an end.

Senator HATCH. My time is up, Mr. Chairman. I am sorry I did
not have more time.

The CHAIRMAN. Yes. Senator Bingaman?
Senator BINGAMAN. Thank you, Mr. Chairman.
Let me also ask Mr. Smith a few questions here. As I understand

it, in the budget that the President submitted this year, the admin-
istration’s budget, there are proposed spending cuts of $20 billion
in Medicaid. That is over 5 years.

The explanation is that two-thirds of those would come from
what is called program integrity initiatives, and you have seven of
those, as I understand it, program integrity initiative proposals.

My impression is, we do not have a lot of specifics about what
it is you are recommending Congress enact in order to accomplish
any of those, or how much of that savings is achieved by each of
the various proposals, and also data, State by State, as to what the
impact might be on States if we went ahead and took your rec-
ommendations. Is that something that you can provide us? Is that
information that is available, State-by-State data?

Mr. SMITH. Senator, we would be delighted to work with you on
those legislative proposals. Part of them, obviously, have changed
even since the introduction of the President’s budget, in that we
are now down to seven States with these arrangements. But in
terms of the other program integrity issues, we would be happy to
work with you.

Senator BINGAMAN. All right. That would be useful, and particu-
larly, as I say, the State-by-State impact data for the various pro-
posals so we know what we are talking about. That would be use-
ful.

Mr. SMITH. Certainly, Senator. Those initiatives simply result in
the States being restored to the appropriate match rate, and ensure
that we are paying for things that are appropriate to the Medicaid
program, and we are not duplicating payments that have been
made somewhere else, et cetera.

As I recall, BBA 1997 was an amendment from Senator Bob
Graham from Florida, an amendment on program integrity that
prohibited the Federal Government from matching expenditures
that are outside the Medicaid program or not for things that are
not covered by the State plan. So, we see our work as being con-
sistent with that provision.

Senator BINGAMAN. All right.
Let me ask Ms. Allen, your report cites the inconsistent applica-

tion of CMS enforcement policy as playing a role in increasing the
risk of some of these troublesome State financing claims. Do you
think that something could be addressed by a CMS rule?

I mean, instead of having just to go State by State to figure out
and respond to each, could we have a rule issued by CMS that
would provide States with clear notice of what is abusive practice
and what is not?
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Ms. ALLEN. Yes. We do believe that that is a possibility. Actually,
that is what we recommend is needed. We tried, in our report, to
provide several examples of where there is inconsistent policy now,
and we are recommending that they try to focus and develop cri-
teria that are clear, and that they communicate and they apply
those criteria on a consistent basis.

Senator BINGAMAN. All right.
Let me ask Mr. Milligan—and thank you for being here; I am

sorry you are still not in New Mexico—you expressed some skep-
ticism about how much savings could be achieved, how much these
problems could be corralled, the extent to which they could be cor-
ralled.

Do you have thoughts as to whether there are legislative pro-
posals that we ought to be enacting here, or do you see this as
something that CMS can do by rule, or exactly where do we come
in on this? One thing that is obvious is, we do not have a consensus
here in the Congress as to the extent of the problem.

I noticed the House recently struck $80 million out of the Labor
HHS appropriation bill for fraud and abuse efforts. The Statement
of Administration Policy points out that this is a major problem, as
they see it, the decision by the House Appropriations Committee.

What do you think Congress needs to be doing? I would assume
you would think that the administration is right, that we at least
ought to be providing the funds the administration requests to deal
with the problem, but what else?

Mr. MILLIGAN. Thank you, Senator Bingaman. I do want to agree
with Mr. Smith, that I think that the recycling of funds can distort
the Federal matching rate in a way that is inappropriate.

I am not by any means trying to suggest that that is acceptable,
I just am trying to caution folks that the nature of the relationship
between the governmental provider and the entity that provides
the intergovernmental transfer, whether it is a State health de-
partment or county health department, I think that there are so
many financial transactions that go back and forth, it is going to
be difficult to isolate, in terms of that wire transfer, is it Medicaid
funds, is it not Medicaid funds.

So my main suggestion to the Congress and CMS, both, is to do
what they think is appropriate to address the recycling issue, and
then in a more systematic way, identify what the scale of the prob-
lem is nationally. I have not seen the assumptions underlying the
President’s expected savings in that area, but I think that it is
quite likely that it is overstated because of the enforcement dif-
ficulty. So, I just think that that merits a little bit more review,
first.

Senator BINGAMAN. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Bingaman.
Now, Senator Lincoln?
Senator LINCOLN. Thank you, Mr. Chairman.
I do think this is such a critically important issue. Medicaid has

been called the ‘‘workhorse of the American health care system,’’
and that is exactly what it is, if you look at States like mine, where
it is used tremendously in providing the kind of adequate health
care that needs to be provided to those who could not get it any-
where else. That is very important.
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We also know that fraud and abuse do exist in the Medicaid pro-
gram. We do not want to shy away from that, but my hope had
been that we would not spend all of our time on just Medicaid
fraud and abuse, but recognize that there are other areas in health
care that weigh into that, maybe a broader conversation about the
uninsured and the long-term care, and certainly the growing num-
ber of individuals that depend on Medicaid for their health care.

I do not think we can solve this problem without looking at those
problems as well, because they are all a part of the overall concern
that we have in terms of the cost of health care and the need for
it that exists for all of our constituents. So, I hope that we will look
at a broader conversation at some point to really bring all of these
into perspective.

A couple of questions. Mr. Smith, we have talked about the
President’s budget and some of the proposals to change that Fed-
eral oversight of State financing mechanisms.

The one that is of particular concern to me is the States that uti-
lize the provider tax, which is very much legal and was passed by
Congress to help the States raise those Federal dollars. We in Ar-
kansas do use the provider tax on nursing homes. To say that the
States already have a tough time funding long-term care is just an
understatement, to begin with.

We use those provider taxes for direct patient care. We would
lose about $25 million if the President’s plan was implemented.
What is your justification for eliminating such an important rev-
enue stream, and where do you look to replace that? What are your
suggestions to these States of where they can come up with that
loss of dollars?

Mr. SMITH. Thank you, Senator. There are two provisions on pro-
vider taxes in the President’s budget. One we believe is just a loop-
hole that no one intended, and to close that would be appropriate.
That is the way managed care organizations are subject to the tax.

What we were seeing is simply a clear cost shift to the Medicaid
program. Provider taxes have a long history to them. They are to
be uniform, broad-based, and have no hold-harmless provision.

I would say this is an area of growing interest that we see from
consultants trying to find ways around those limitations, and we
are very concerned. But the upper amount, the 6 percent threshold,
is simply an area that we want to bring to the Congress’ attention.

We believe that this is an important question, whether Congress
wants to determine whether or not the Federal Government wants
to match taxes that are made on providers to where, really, there
is no State share involved. The provider is paying the tax, the Fed-
eral Government is making the match. There is no provision for the
State.

Senator LINCOLN. I would just say that Arkansas does not use
consultants, so every nickel that we are getting there is going to
provide care to people. I would say, I think we have to look seri-
ously at where you are going to make up this difference, because
without the consultants, ours is going straight to patient care and
it is going to be a tremendous shortfall.

Mr. SMITH. Again, a tax that meets all three parts of the test,
we have approved, and we continue to recognize those.

Senator LINCOLN. Right.
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Just a follow-up to some of what has already been talked about,
Ms. Edwards and Ms. Allen.

Ms. Edwards, in your testimony it states that you have trouble
understanding CMS’s State financing requirements and whether
they are in violation. Your testimony is not the first time I have
heard it. We have certainly heard it much.

I have trouble understanding how States can possibly comply
with the CMS policies if they do not understand the policies and
the requirements. They do not know they are complying with the
policies, they are not notified when changes are made to policies
that might impact them.

And I guess the concern comes from, also, some of the statistics
that come out of your organization’s report, Ms. Allen, and that is,
if CMS has eight employees assigned to fraud and abuse control ac-
tivities compared to what we are doing in fraud and abuse in Medi-
care, it found that CMS’s commitment to helping States is enor-
mously limited. They are not investing in oversight. They spend
$14 million on Medicaid oversight, and more than $700 million on
Medicare oversight.

I mean, is there a problem here in terms of priorities? We know
there is a problem that exists and we want to be helpful, but there
has to be, I would think, some in-house priorities in terms of how
you are going to direct those resources and those priorities of look-
ing for that fraud and abuse, and making some kind of conversa-
tion and connection and ability to communicate with these States
in order to be able to rectify those problems.

I am gathering that both from your testimony and your report.
Are we consistent there?

Ms. EDWARDS. Mr. Chairman, Senator, I would certainly encour-
age that CMS promulgate rules around the financial requirements.
Where they have done that, we have found it very helpful.

It is extremely difficult to plan the program, especially when you
are making commitments of billions of dollars a year on into the
future if you do not know for sure that the financial arrangements
that you are counting on are going to be financial arrangements
that hold up. Otherwise, States are making commitments that we
may not be able to meet if, in fact, that financing changes mid-
stream.

We have urged promulgation of rules so that there is full public
debate and ability for people to provide input, everybody knows the
rules, and we can try to plan our programs accordingly. I think
that would help all of us.

Frankly, it would also help us deal with the problem of folks who
show up and say, we are experts, we know how to do this. It has
been done other places, therefore it will be all right. Just do this,
it will be great.

Because if we, as State program managers, protest or suggest
that perhaps that is not going to be a reasonable way to run the
program into the future, we are roundly criticized from many
fronts for not doing our best to bring the revenue to the State to
support those public programs. So, I really do think we would all
benefit from more clarity, in a way that has been done through for-
mal promulgation.

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00048 Fmt 6633 Sfmt 6633 29575.000 SFIN1 PsN: SFIN1



39

Senator LINCOLN. Mr. Smith, do you have a response to any of
those concerns, particularly in terms of priorities and resources
being directed towards the fraud and abuse in Medicaid?

Mr. SMITH. Senator, in my opening statement and in some of my
responses, I have said that the GAO was looking very narrowly at
our performance, and I urge the committee to look at the results
of the progress we have made, with the understanding that there
are many different partners in this area.

Senator LINCOLN. So do you think there is no problem at CMS?
I mean, are there any improvements that you would recommend?

Mr. SMITH. This is an area in which we have made great
progress. Certainly, we can always do better, and we are committed
to doing that.

Senator LINCOLN. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much.
A question just came to my mind that is not part of the efforts

that we have put together to think of questions in advance. That
is, for those of you now testifying who had anything to do with con-
sultants, this thought came to my mind.

They give you advice, the State advice, or local government ad-
vice on how to tap into the Federal treasury for more Medicaid
funds. Are they around if you run into problems with the Federal
Government and their plan for you getting money is not appro-
priate? Are they around to help you argue your point when you get
into trouble with the Federal Government and they try to recap-
ture money?

And, more importantly, if you get penalized, do they give up any
part of their contingency fee for giving you the wrong advice? Am
I asking something that you never thought about? If you have not,
then that is all right, too. We will move on.

Ms. EDWARDS. Mr. Chairman, Ohio has not had this kind of a
contingency arrangement, but I have certainly talked with some
other States and I think, in many cases, the contracts have an end.

Unless provisions were made in that up-front contract for there
to be some liability on the part of the consultant giving the advice,
then there would be, in most cases, I would think, no payback,
though I think a State might also build that into an arrangement
if it really wanted to.

I want to be clear, consultants are enormously helpful in very le-
gitimate ways. I think, as Ms. Allen said, we all use them and find
them, in many cases, extremely helpful to provide legal advice, con-
centrated analytical capacity, information about other States and
how programs are running.

I do think that there sometimes certainly can be a pretty strong
profit motive around some of these arrangements, and I think CMS
has been appropriate in discouraging some of those.

The CHAIRMAN. I do not know whether there is any com-
parability or not, but when we have been having hearings in this
committee on tax shelters for corporations, some of us that have
been working on that resent the major accounting firms, major law
firms, and major investment bankers that think these up, selling
them, sometimes, on a contingency basis of the tax that is saved.

Then when an individual corporation has gotten in trouble—and
we have had these corporations testify, mostly smaller corpora-
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tions, but still with a lot of money that can be lost through paying
additional taxes, and more importantly, paying the penalties—the
people who sell the tax shelters are not around, and you have to
defend yourself before the IRS.

It is one thing to have that situation in place to avoid taxes,
quite another for a corporation to think up their own interpretation
of the Tax Code and decide they only have to pay this amount of
taxes, and if they are right, they are right, we do not expect to col-
lect more than the dollars they owe, but if they are wrong, at least
they are defending their own decision rather than somebody else
thinking up something that turned out to be wrong, and somebody
suffering.

It could be somewhat comparable in the sense of these consult-
ants giving advice and the States accepting it and then being
wrong, and they are not around any more to help the States
through the process, and they have still profitted from it.

In either case, it seems to me that what we need to do is have
the States who read the Federal law decide what is appropriate for
them, and then make use of the Federal law. I guess I do not have
as much sympathy for consultants as you just expressed.

I do not find fault with your having that position, but it seems
to me that we have a better relationship on the Federal/State part-
nership when we have elected or appointed State officials dealing
with those Federal officials on a more transparent basis.

I am going to start with Mr. Reeb. Is it possible that if all en-
hanced payments made to public providers as part of the upper
payment limit rules were required to be retained by those pro-
viders, the providers would, in effect, have more funds available to
spend on patient care? Do you believe that some transfers have ac-
tually jeopardized patient care?

Mr. REEB. Yes, Senator. Our work has shown that, should all the
money be retained by the particular facility, the profit that they
would make would be 100 percent greater than their total costs.

The present rules allow for upper payment limits to be calculated
within a funding pool, and then all the payments can be made to
one facility. So the one facility is the State clearinghouse, in effect,
for that one day’s transaction. All you need in Medicaid is to make
an expenditure, and you can bill for Federal participation. The re-
quirement that it stay at the location is where we bring in the cost
element that says, at least do not pay them more than that facili-
ty’s total cost.

We did find, in our four nursing homes that we looked at in three
different States, there were over $400 million in upper payment
limits made, enhanced payments, and only about 10 percent of that
was retained by those four facilities. So, over $350 million was
transferred back to the county and State governments.

The CHAIRMAN. So then only just a very small amount would be
potentially used for greater patient care.

Mr. REEB. Many times what we find is nothing is retained, some-
times maybe 10 percent.

The CHAIRMAN. Mr. Smith, after listening to all the testimony
today, it is pretty clear that the oversight of intergovernmental
transfers remains a problem. Dr. McClellan discussed IGTs at his
confirmation hearing in April of last year.
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He said, ‘‘As you point out, the issue of governmental transfers
is complicated. Much confusion has been created in recent years,
due, in part,’’ and this is my emphasis, ‘‘to a decrease in Federal
oversight of the program.’’

What effort have you made to improve the oversight of the Med-
icaid program?

Mr. SMITH. Mr. Chairman, a couple of different things, and they
are all key. One, this single team that reviews all the State plan
amendments dealing with reimbursement, is a well-trained team
that is now in place and doing great work.

Second, we have not gotten to quite all the 100 FTEs that we
had set out to. I believe we are up to 97 FTEs. We have recruited
some very talented staff to participate in these reviews. These are
highly qualified people, in many respects, auditors from the States
that have joined the Federal team to provide this oversight.

So I very strongly believe, Mr. Chairman, that since the Adminis-
trator’s confirmation, we have made great strides to strengthen the
oversight of the program.

The CHAIRMAN. Could I ask you to react to Leslie Aronovitz’s tes-
timony indicating that staff have not been deployed to address
IGTs and have not been adequately trained?

Mr. SMITH. I do not know at what point in time she took her
snapshot of the program. But certainly we have staffed up over
time, we have done training over time, and we believe such train-
ing needs to be done continuously.

But part of what we do is to integrate these individuals with the
full team. We have made great improvements, and I would hope
that when they look at us again, they will see that improvement
as well.

The CHAIRMAN. Ms. Allen, your testimony has pointed out signifi-
cant problems with the States’ uses of intergovernmental transfers
and contingency fee consultants contributing to increased financial
risk to the Federal Government. What solutions do you think
should be considered to overcome that?

Ms. ALLEN. There are several that we would recommend, some
to the Congress and some to CMS directly. In terms of the supple-
mental payments, the recycling of funds, we and CMS are of like
mind that probably the thing that could best respond to that issue
is to legislate that the Federal share of payments should not exceed
that of governmental providers’ actual costs.

Beyond that action for Congress, we also have made several rec-
ommendations for CMS. Part of that is to try to promulgate its
rules on a consistent basis. Again, our report and testimony pro-
vide examples of where there is some inconsistency, and Ms. Ed-
wards also has pointed out some of those today. So, we would sug-
gest that CMS take that action as well.

The CHAIRMAN. Mr. Reeb, you have reported that problems exist
with payment of therapy services delivered in a school setting.
What do you see as the root cause of the problems, and what do
you suggest as the solution?

Mr. REEB. What we have seen is that the school districts are not
being overseen adequately by the State governments. We pay the
funds to the State government or the Medicaid agency, and they
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have different arrangements with the school districts as to the
funding and as to oversight activities that go on.

I think with the State agencies that we reviewed, and we have
been in 18 States, it appears as if they do not have a systematic
process of reviewing the claims for accuracy.

We have reviewed school services and subsequent claims that are
being delivered by the educational units, where there is no guar-
antee that the service was delivered, nor that the service was deliv-
ered by the right person.

And then documentation is the biggest problem. Most States can-
not prove to you very well that the services were rendered on the
days for which they billed Federal participation.

The CHAIRMAN. Well, this ends our first day of hearings. Obvi-
ously, I want to thank you, as witnesses. There are a couple of you
that went out of your way that I want to say thank you to. Mr.
Reeb, you rescheduled a longstanding vacation to be with us today.
I thank you for going that extra mile.

And, Ms. Allen, I have referred to this before, but you and your
team at GAO delivered to us a report 1 month earlier than sched-
uled, and I thank you for that.

Today, we heard about the complexity of the Medicaid program
and the paltry resources devoted to overseeing it. Oversight of the
Medicaid program is critical to ensure that Medicaid funds are
spent on behalf of intended beneficiaries. What we know about
fraud, waste, and abuse in the Medicaid program is likely only the
tip of an iceberg. I think we can conclude that after today’s hear-
ing.

Tomorrow, we will consider more ways that the Medicaid pro-
gram is short-changed, including efforts to manipulate drug prices
and hide assets to qualify for Medicare.

At the conclusion of this hearing, I am going to propose new
steps to strengthen oversight of the Medicaid program. We need an
improper payment rate for Medicaid, or something similar, to cre-
ate more accountability in the program.

I am also going to send a letter to the Governors of our 50 States
to better understand how States use consultants to maximize Med-
icaid revenues and to recover third-party liability. We obviously
need to get a handle on the impact of consultants on Medicaid.

Thank you all very much. Hearing is recessed.
[Whereupon, at 12:28 p.m., the hearing was recessed, to recon-

vene at 10 a.m. on Wednesday, June 29, 2005.]
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MEDICAID WASTE, FRAUD, AND ABUSE:
THREATENING THE HEALTH

CARE SAFETY NET

WEDNESDAY, JUNE 29, 2005

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to recess, at 10:08 a.m., in

room SH–216, Hart Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

Present: Senators Hatch, Snowe, Thomas, Baucus, Bingaman,
Kerry, Lincoln, Wyden, and Schumer.

Also present: Emilia DiSanto, Special Counsel to the Chairman,
Chief Investigative Counsel.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Good morning, everybody. I thank you for joining
us today for Day 2 of a very important hearing. We have witnesses
who have flown in from far away, and I thank everybody who had
to make a long trip.

Yesterday, we learned about some significant problems with the
Medicaid program. At the conclusion of yesterday’s hearing, we dis-
cussed efforts to correct them and efforts to help reduce the impact
that fraud, waste, and abuse are having on the sustainability of a
very important health program.

Today, we have two panels again to discuss more problems with
fraud, waste, and abuse in Medicaid. Our first panel is here to dis-
cuss prescription drug pricing, an issue that has been central to
health care policy concerns that has gone on now over the past sev-
eral years.

Medicaid paid $30 billion for prescription drugs in fiscal year
2004, and the costs of both health care and drugs, as you know,
continue to rise.

Prescription drug pricing is a very complex area generally, but
even more complex as it affects Medicaid. The various formulas
and acronyms alone are enough to confuse anyone.

As recent lawsuits and settlements have shown, drug pricing is
an area of Medicaid with significant levels of waste, fraud, and
abuse. For example, between 2001 and 2004, the Department of
Justice and the States’ Attorneys General recovered nearly $2.5 bil-
lion from various pharmaceutical companies. This amount includes
both Medicare and Medicaid. However, these settlements are evi-
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dence of systemic, industry-wide problems that we should be ad-
dressing.

The cases and settlements often speak for themselves: Pfizer,
$430 million; Schering-Plough, $345 million; TAP Pharmaceutical,
$875 million, and you can go on with the list. Most of these settle-
ments resulted from cases filed under the False Claims Act of the
Federal Government.

As the principal author of the 1986 amendments to the False
Claims Act, I have worked to ensure that its provisions are faith-
fully enforced. Whistle-blowers frequently risk everything when
bringing false claim cases. I am pleased that our first witness of
the day is a brave woman who will discuss her experiences as a
whistle-blower.

Our whistle-blower will be followed by testimony from the De-
partment of Justice and Office of Inspector General. We will hear
testimony on Federal oversight of the Medicaid drug pricing pro-
gram, including drug pricing fraud and drug company settlements.
The OIG will present its recent work, which will show potential for
significant savings in the Medicaid program.

The drug pricing panel will also include a representative from
the Texas Attorney General’s Office, who will provide a State per-
spective on problems with the prescription drug pricing.

Finally, we have a representative from the Pharmaceutical Re-
search and Manufacturers of America, PhRMA, for short, who is
here to discuss the industry’s perspective on drug pricing.

Our second panel will address another troubling trend in Med-
icaid, transferring assets to quality for Title 19, particularly nurs-
ing homes. Six witnesses today will discuss these asset transfers,
including testimony from a long-term care facility representative,
and residents of that facility.

In addition, we have CRS providing background research on
asset transfers and Medicaid estate planning and recovery; a rep-
resentative from the Oregon Department of Human Services testi-
fying about estate recovery efforts in Oregon; and we will also hear
from the long-term industry, specifically a representative from
MetLife being here, a member of the American Council of Life In-
surers. Finally, we will hear from the dean of the Public Policy In-
stitute at Georgetown University.

Senator Baucus?

OPENING STATEMENT OF HON. MAX BAUCUS,
A U.S. SENATOR FROM MONTANA

Senator BAUCUS. Thank you, Mr. Chairman. I appreciate you
holding this hearing. Clearly, we have to get a better handle on
Medicaid. Medicaid drug spending is growing fast, for several rea-
sons. One, partly because Medicaid covers more people than it used
to, and partly because, as the OIG will describe in his testimony,
Medicaid pays too much for drugs. It also makes some other mis-
takes.

Medicaid uses a system called Federal Upper Limit to encourage
the use of lower-cost generic drugs. But for this system to work,
CMS must add drugs to the Upper Payment List in a timely man-
ner, and CMS has not done that.

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00054 Fmt 6601 Sfmt 6601 29575.000 SFIN1 PsN: SFIN1



45

The OIG report says that if CMS had added just 55 of 90 eligible
drugs to the list, Medicaid could have saved over $120 million in
2001. As of 2004, CMS has only added 25 of 109 eligible drugs.
Clearly, CMS is not doing its job.

The second half of this hearing focuses on long-term care. We
will hear how clever estate planners help some wealthy people
transfer their assets to qualify for Medicaid and the long-term care
that Medicaid covers. That contravenes the intent of Medicaid and,
clearly, must be changed.

A third of the elderly are likely to transfer their assets. It is true
that the average amount may be only as high as $5,000. Neverthe-
less, it is wrong. It is up to us, it is our obligation, Mr. Chairman,
to make those changes.

I might add, just to keep this in perspective, that the Kaiser
Family Foundation, today, released a new survey that dem-
onstrated that Americans overwhelmingly support the Medicaid
program and oppose budget cuts.

Three out of four Americans think that Medicaid is very impor-
tant, and rank it the third most important program after Social Se-
curity and Medicare. Half of Americans support putting more Fed-
eral money into Medicaid—not a lot of surprise there—and 44 per-
cent support maintaining current spending.

Six in ten Americans think Medicaid is in financial crisis. Al-
though they think that, there is no majority of support for any of
the key proposals being considered for reform. I think those are re-
ferring primarily to the Governors’ proposals and not to some of the
suggestions that we will hear today.

This all says to me that we had better be careful here. We should
look before we leap, and take all this testimony with a couple
grains of salt, but then fulfill our obligation of plowing ahead and
just doing what is right. Clearly, there are a lot of things we need
to do to make Medicaid work a lot better.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much.
I will now introduce our panel. Beatrice Manning will testify

about her extensive inside knowledge of organization and operation
of a major scam against Medicaid perpetrated by the company she
worked for, IGT, Inc., a subsidiary of Schering-Plough.

Ms. Manning is here today to provide testimony regarding fraud
she uncovered, and the subsequent losses the scam caused the
Medicaid program. So, I thank you for testifying.

Then we will go from her to Timothy Coleman, Senior Counsel
to the Deputy Attorney General, U.S. Department of Justice. Mr.
Coleman will testify about litigation filed by the Department of
Justice against the pharmaceutical industry as a result of prescrip-
tion drug pricing violations. Mr. Coleman will provide insight into
the scope of the problem and the settlements that have been en-
tered into.

Our third witness, Robert Vito, is the Regional Inspector General
for Evaluations and Inspections for the Office of Inspector General,
Department of Health and Human Services, and is testifying to
some of the fraudulent practices found regarding prescription drug
pricing in Medicaid. In addition, Mr. Vito will provide three new
reports showing that Medicaid, in fact, pays too much for prescrip-
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tion drugs and that a change in pricing structure would result in
significant savings to the program. You worked extra long to make
those available to us, Mr. Vito, so we thank you for the extra time
you and your staff put in on that point.

Our fourth witness on this panel, Patrick O’Connell, Assistant
Attorney General in the Attorney General’s Office in the State of
Texas, is testifying about prescription drug fraud in the Medicaid
program from the perspective of States, his, primarily. Mr.
O’Connell will discuss lawsuits that have been filed by his office,
in addition to settlements that they have obtained from suits
against the industry. He will also discuss up and coming areas of
fraud, including third-party liability.

Our last witness, Marjorie E. Powell, is Senior Assistant General
Counsel with the Pharmaceutical Research Manufacturers of Amer-
ica. Ms. Powell is here today representing the pharmaceutical in-
dustry.

I would thank all of you. I am going to start out with Ms. Man-
ning.

STATEMENT OF BEATRICE MANNING, QUI TAM RELATOR

Ms. MANNING. Good morning, Senators. I am Beatrice Manning,
one of the whistle-blowers in the recent government settlement
with Schering-Plough resulting in a $50-million criminal fine and
a $292-million civil penalty.

I worked at Schering-Plough for slightly over 5 years. During the
final 4 years of my employment, I was an active whistle-blower.

I came to Schering-Plough after having been in academia and
having had a 10-year career in public health. While at Schering-
Plough, I was the manager of Opportunity Identification at a whol-
ly owned subsidiary, Integrated Therapeutics Group, or ITG. Now
I am a student at Andover-Newton Theological School.

Schering-Plough used an intricate scheme to cheat Medicaid out
of hundreds of millions of dollars. It evaded its responsibility to
charge the U.S. Government and its beneficiaries the lowest price
it charged the private sector, that is, the best price as required by
Federal law.

Most of the scheme was carried out using the subsidiary, ITG,
which in retrospect, I believe, was created specifically to commit
fraud. The scheme, which centered on Schering’s blockbuster drug
Claritin, had three major prongs that served as what I will call
kickbacks in disguise.

These kickbacks resulted in Claritin actually costing many insur-
ers and HMOs an equal amount, or less, compared to Allegra, its
major competitor. This lower amount, however, was not reflected in
Schering’s calculation of best price.

The first prong. The subsidiary provided free or well-below-cost
health management services to HMOs that put Claritin on for-
mulary. These services were not provided to Medicaid clients, and
I would add, including Medicaid clients enrolled in those same
HMOs.

The value of these services was not included in the best-price cal-
culation. ITG would sign a contract with the HMO, and this con-
tract would be totally separate from the cash rebate contracts Sche-
ring-Plough itself would sign with insurers.
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Medicaid auditors would review the rebate contracts with Sche-
ring-Plough, not the subsidiary ITG, and thus would never see the
additional kickbacks. I invite your attention to Exhibit A of my tes-
timony, which is a draft memo from Linda Zhou, who was then
head of Schering’s Contract and Pricing Division.

On page 3, under I, she states, ‘‘ITG’s services complement and
enhance Schering’s pharmaceutical products and meaningfully dif-
ferentiate them from the competition. Thus, they provide our pri-
mary means of implementing the strategy to compete on a basis
other than price.’’

On the next page of that same exhibit under the section, ‘‘In-
creased Profitability,’’ she indicates that this has allowed Schering
to decrease its discounts, by which the best price is determined,
from 23 percent to 17 percent, and right above we see that Sche-
ring, as early as 1998, was increasing its sales, net of rebates, by
over $50 million per year as a result of these health management
contracts.

Also note that, throughout this memo, there is no indication that
health plans are paying anything for these health management
services. The return on investment is calculated in Table 2 by di-
viding the increased sales of Schering drugs by ITG’s operating ex-
penses, showing a nearly 4:1 return on investment for Schering.

In essence, ITG’s health management services to for-profit HMOs
and other health insurers was being financed by the higher prices
Medicaid was paying for Claritin.

I invite your attention to Exhibit B, showing the relationship be-
tween ITG and Schering-Plough. Note that Roch Doliveux is both
the CEO of ITG and the senior vice-president of Managed Care
within the Schering organization. He reports directly to Raul
Cesan, who was then the CEO of Schering Laboratories. The sub-
sidiary, ITG, was tied to Schering as the highest levels.

Beyond the health management services, ITG also used what it
called ‘‘partnership fees’’ in its relationships with pharmaceutical
benefit managers, or PBMs, which are often used by HMOs and
other insurers to manage the pharmacy benefits part of coverage
packages.

ITG would engage PBMs to conduct analyses for developing
pharmacy metrics to be used in treating respiratory patients. There
would be analyses that Schering already knew the outcome of. For
example, better treatment of allergies leads to fewer office visits for
upper respiratory infections.

I want to be specific here. These analyses were real and the re-
sults were real, and I believe that they indicated appropriate treat-
ment for patients. However, partnership fees to do such studies
were well above their actual costs.

As the fees increased over time above cost compared to what I
would pay a consulting firm, I and others were asked by manage-
ment to indicate that the fees were appropriately reflected effort
and value to ITG. When I and others refused, we were counseled
by our bosses and questioned concerning our loyalty to the com-
pany.

I invite you to examine Exhibit C, which is an internal document
showing Schering-Plough’s flow of pharmaceuticals and cash. Two
points are important if you look at the bottom of this chart: ‘‘Sche-
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ring-Plough provides the HMO with free or underpriced services,’’
i.e., health management, and flowing from that same box, up and
to the right, you see ‘‘Rebate check and partnership fees to PBMs.’’

ITG was used for both of these activities, and these rebates in
disguise would not show up on the books that Medicaid audited in
Schering itself.

Finally, Schering used a law designed to allow pharmaceutical
companies to give drugs free or at nominal costs to entities such
as public hospitals or inner city and rural health clinics serving
low-income populations, without these gifts entering into best-price
calculation.

Schering, however, used this provision to give nominally priced
drugs which were off patent, and therefore less profitable to Sche-
ring-Plough, to equalize the difference in price between Claritin
and Allegra.

The last page of Exhibit D shows an exact example of this cal-
culation where these nominally priced drugs are used to make up
the difference in price, which I think was almost $10 million.

This scheme, and others like it, continued so long without detec-
tion because work was organized to make it quite difficult for any
one person to put together the entire scheme, unless one was work-
ing at the very top levels of the company.

The Medicaid Pricing Unit was located in an entirely different lo-
cation, had no contact with ITG, and would not have seen ITG con-
tracts. Even within ITG itself, work was intentionally siloed so you
were not sure what your colleagues were doing.

Second, I want to stress that this scheme did not result from
public corruption or inadequate Medicaid auditing. In essence,
Schering was keeping two sets of books.

Third, HMOs were not innocent participants in this scheme.
Some of the best-rated HMOs, such as Harvard, Tufts, and Kaiser
would not accept health management services as a trade for put-
ting Claritin on formulary. Those honest HMOs were disadvan-
taged by this scheme, having to either develop their own or pur-
chase health management programs.

Fourth, when the investigation got hot, there were serious inter-
nal attempts within Schering to force blame down. Two or 3 years
into the investigation, we started getting ‘‘compliance’’ training and
surveys and tests.

Interestingly, none of the training or questionnaires addressed
best price, the major violation. The corporate culture was designed
to encourage individuals not to question actions.

Examples for myself include ‘‘counseling’’ sessions with my boss,
where I would be told things like, your job is not to point out the
problem. Your job is to come up with solutions.

Finally, I believe there is still a considerable lack of information
regarding qui tam and how to file qui tam complaints. We heard
about this mechanism when we consulted our lawyer, Neil Mullin,
whom we had engaged because we were being retaliated against for
signing with a secretary who had reported being sexually harassed.
Had it not been for Neil’s knowledge of qui tam and his willingness
to take on this case, it probably would not have ever been filed.

Despite the successful outcome of our case, I do have some re-
grets which I think have policy implications. No one was ever held
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criminally responsible in a personal way for their actions. No ex-
ecutives were pursued.

While our settlement was one of the largest Medicaid settlements
ever, to some extent the $350 million plus legal expenses was the
cost of doing business for Schering-Plough.

While Claritin was still on patent, there were several years when
Schering collected revenue over $2 billion per year from Claritin
sales. To be a more serious deterrent, qui tam must result in high-
er settlements and executives themselves must be held personally
responsible.

Finally, I want to stress the important of qui tam in decreasing
fraud. The intricate bookkeeping, siloed work environment, and use
of subsidiaries have made it virtually impossible to catch fraud by
auditing alone.

I also think that government needs to consider more extreme ad-
ministrative controls in dealing with drug companies, such as fee
schedules similar to those used in relation to doctors and hospitals.
This industry has become arrogant and amoral in regard to its
dealings with government, and patients, for that matter.

Thank you for inviting me to share my experience with you.
The CHAIRMAN. Just speaking generally about whistle-blowers, I

have said we could not do our Congressional job of oversight with-
out patriotic people like you.

Ms. MANNING. Thank you.
The CHAIRMAN. We thank you for your work, because we need

every encouragement we can to make sure that people live by the
rules, and you give us that encouragement.

[The prepared statement of Ms. Manning appears in the appen-
dix.]

Mr. Coleman?

STATEMENT OF TIMOTHY COLEMAN, ASSOCIATE DEPUTY AT-
TORNEY GENERAL, U.S. DEPARTMENT OF JUSTICE, WASH-
INGTON, DC

Mr. COLEMAN. Thank you, Mr. Chairman. Good morning, Mr.
Chairman and members of the committee. Thank you for the oppor-
tunity to be here to represent the Department of Justice in this im-
portant hearing.

Mr. Chairman, the Department of Justice is fighting a multi-
front war against health care fraud. We have investigated and
taken action against a large number of individuals and organiza-
tions for a wide range of health care fraud schemes, and we have
done that with help from our Federal and State partners, like the
Office of the Inspector General, like the State Attorney General’s
Offices, and we have done that with help from people like Ms.
Manning, who play the role of private attorneys general, to use the
parlance of the False Claims Act.

Of all the misconduct that we at the Department of Justice have
seen in our investigation, the activity that has perhaps caused the
greatest harm to the Medicaid program involves fraud, waste, and
abuse in connection with the sale of prescription drugs and other
pharmaceutical products that are paid for by Medicaid.

Now, let me emphasize at the outset that most pharmaceutical
companies and the people that work for them are honest and hard-
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working people. In fact, the pharmaceutical industry has made his-
toric strides in treating diseases and saving lives. But a few bad
apples have threatened to tarnish the reputation of the entire in-
dustry.

In the course of our investigations, we have uncovered several
types of schemes that have been used to defraud Medicaid by ma-
nipulating the prices of pharmaceutical products, and I will briefly
summarize three of them.

One common scheme is known as ‘‘marketing the spread,’’ and it
is just as nefarious as it sounds. In this scheme, the manufacturer
inflates its reported price for the pharmaceutical product, which is
used by the States to set the amount that Medicaid will reimburse.
Then the manufacturer sells that same product to the customer at
a price far below what was reported, creating a ‘‘spread’’ between
the price the customer pays and the amount that the customer can
bill Medicaid. The seller then touts that spread, which is pure prof-
it for the customer, in order to induce sales and increase its market
share.

In a second type of scheme, the manufacturer misrepresents the
best price that it charges for a product, which determines the
amount the manufacturer is required to repay to the States under
the Medicaid rebate statute. This type of scheme can involve fraud-
ulent private labeling of products to avoid the best-price reporting
obligations. It can involve kickbacks, which also violate the anti-
kickback statute, and it can involve other types of discounted ar-
rangements that affect the best-price determination.

A third type of scheme involves illegal marketing of pharma-
ceutical products for uses that are not approved by the Food and
Drug Administration. Once the FDA approves a drug, a doctor can
prescribe it for any medical use that he deems appropriate in the
exercise of his medical judgment. But so-called off-label promotion
by the manufacturer can cause Medicaid to pay for drugs that are
not eligible for reimbursement.

Now, what has the Department of Justice done about these
schemes? We have conducted a series of major, long-term investiga-
tions of pharmaceutical manufacturers over the past few years, and
I see that some of them are listed on the video monitors that the
audience and the panel can see. Mr. Chairman, you mentioned a
number of the major cases in your opening remarks.

Now, some of these cases have been settled, like the ones rep-
resented here, and others are still ongoing. Some other examples
of cases that we have done in the past few years are included in
my written remarks, which I will respectfully refer you to.

In the cases that have been resolved in the past 6 years, we have
recovered more than $2 billion in losses to Federal and State pro-
grams, including Medicaid. In several cases, we have brought
criminal charges and obtained substantial fines against the defend-
ants. In appropriate cases, criminal prosecution helps to ensure
that those involved in misconduct will not regard law enforcement
responses to Medicaid as simply a cost of doing business.

We regard these cases as a major success. The Department’s at-
torneys, FBI agents, and other professionals around the country
have worked tirelessly to protect the integrity of the Medicaid and
Medicare programs.
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We could not have achieved that success alone. Many of these
cases have been initiated by qui tam relators like Ms. Manning
under the False Claims Act. As you know, Mr. Chairman, as one
of the principal sponsors, as the principal author, the False Claims
Act has been an essential tool for detecting fraud, waste, and abuse
in the health care field, and in so many other fields.

We have worked closely with the State Attorney General’s offices,
the Medicaid Fraud Control Units, and other State authorities to
recover substantial amounts for State Medicaid programs.

As in other areas of health care fraud enforcement, we have in-
vestigated pharmaceutical schemes in very close partnership with
the Office of Inspector General for the Department of Health and
Human Services. We also coordinate regularly with the Centers for
Medicare and Medicaid Services.

What should Congress do about Medicaid fraud, and particularly
about fraudulent schemes involving Medicaid reimbursement for
pharmaceuticals? Our investigations, as I have tried to summarize
today, have shown that the prices used to determine Medicaid re-
imbursements and rebates are subject to manipulation.

We urge Congress to adopt the proposals set forth in the Presi-
dent’s budget to reform the pricing system related to Medicaid.
Specifically, the President has proposed to require that State Med-
icaid programs use the average sales price, which is defined by
statute, to determine reimbursements to pharmacies. The Presi-
dent has also proposed replacing best price in the Medicaid drug
rebate formula with a flat rebate.

We are prosecutors, Mr. Chairman, and I will defer to our regu-
latory partners on the details of other legislation and other regu-
latory measures that would best help reduce fraud, waste, and
abuse. Thank you again. We applaud this committee for its leader-
ship on this important issue.

The CHAIRMAN. Thank you very much.
[The prepared statement of Mr. Coleman appears in the appen-

dix.]
The CHAIRMAN. Now, Mr. Vito?

STATEMENT OF ROBERT VITO, REGIONAL INSPECTOR GEN-
ERAL FOR EVALUATIONS AND INSPECTIONS, OFFICE OF
THE INSPECTOR GENERAL, U.S. DEPARTMENT OF HEALTH
AND HUMAN SERVICES, PHILADELPHIA, PA

Mr. VITO. Good morning, Mr. Chairman and members of the
committee. I am Robert Vito, Regional Inspector General for the
Office of Evaluation and Inspection within the Department of
Health and Human Services’ Office of Inspector General.

I am pleased to appear before you today regarding Medicare/
Medicaid drug pricing issues. My testimony will present the results
of three new OIG reports, which we will release today. I will also
briefly discuss problems Medicaid faces in recovering pharmacy
payments from third parties.

My written testimony contains additional information about the
OIG’s body of work related to Medicaid drug pricing. It also high-
lights the efforts by the OIG and its partners to identify and pur-
sue fraud and abuse in Medicaid.
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Years of work can be summarized in one sentence: Medicaid pays
too much for prescription drugs because the program relies on pub-
lished prices that do not accurately reflect pharmacy acquisition
costs.

While States must reasonably reimburse pharmacies for prescrip-
tion drugs, they often lack access to accurate pricing data nec-
essary to do so. Because of this, States rely on published prices,
like average wholesale price, AWP, and wholesale acquisition costs,
WAC, when determining Medicaid reimbursement.

Unlike States, CMS has access to accurate pricing data. CMS col-
lects average manufacturer prices, AMP, for Medicaid-covered
drugs, and average sales prices, ASP, for Medicare-covered drugs.
Both are statutorily defined prices based on actual sales.

The two companion reports we will release today compare these
statutorily defined prices, AMP and ASP, to prices published in na-
tional compendium, AWP and WAC. Overall, we found that the
statutorily defined prices based on actual sales are substantially
lower than the published prices.

The sales-based prices are also considerably lower than the
States’ estimates of pharmacy acquisition costs based on AWP and
WAC. We found, overall, AMP is 59 percent lower than AWP at the
median. In contrast, the median State estimated acquisition cost
formula is AWP minus 12 percent.

The difference between AMP and AWP is greatest for generic
drugs. Among generics, AMP is 70 percent lower than AWP at the
median. In contrast, AMP is 23 percent lower than AWP for single-
source brands, and 28 percent lower than AWP for multiple-source
brands at the median.

Comparing ASP to AWP reveals a similar pattern: for generic
drugs, ASP is 68 percent lower than AWP at the median. In con-
trast, ASP is 26 percent lower than AWP for single-source brands,
and 30 percent lower than AWP for multiple-source brands.

The disparities between sales-based and published prices for ge-
neric drugs have an especially large effect on the Medicaid Federal
Upper Limit program. Congress created the Federal Upper Limit
program to help Medicaid benefit from lower market prices for ge-
neric drugs. Regulations set the Federal Upper Limit amounts at
150 percent of the lowest published price, which is AWP, WAC, or
direct price.

To be effective, the Federal Upper Limit must meet two condi-
tions: qualified drugs must be added in a timely manner, and the
prices used to determine the Federal Upper Limits must accurately
approximate pharmacy acquisition costs.

Previous OIG work focused on the first condition, identifying
hundreds of millions of dollars in missed savings. Today, we are re-
leasing a report that addresses the second condition by comparing
the Federal Upper Limit amounts to the average manufacturer
price.

Overall, we found that the Federal Upper Limit amounts were 5
times higher than the average AMP for generic drugs on the Fed-
eral Upper Limit. Compared to the minimum generic AMP, Federal
Upper Limit amounts were, on the average, 22 times higher.

We estimate that Medicaid could have saved $161 million in the
third quarter of 2004 if reimbursement was based on 150 percent
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of the average AMP rather than 150 percent of the lowest pub-
lished price. If reimbursement was set at 150 percent of the min-
imum reported AMP, Medicaid could have saved $300 million dur-
ing the same period.

I will touch, briefly, on another area of concern, Medicaid’s dif-
ficulty in recovering pharmacy payments for liable third parties.
Millions of Medicaid beneficiaries have additional health insurance
through third-party sources, such as Medicare and private health
plans.

Because Medicaid is, by law, the payor of last resort, these third
parties are often liable for prescription drug claims submitted to
Medicaid. Previous OIG work revealed that hundreds of millions of
dollars are at risk when Medicaid is unable to recoup owed money
from these third parties.

In conclusion, nearly a decade of OIG work on Medicaid drug
pricing leads to one conclusion: Medicaid pays too much for pre-
scription drugs. Simply put, the prices States use to estimate ac-
quisition costs are substantially higher than the prices retail phar-
macies pay for drugs.

Not long ago, Medicare faced similar issues. OIG consistently rec-
ommended that providers be reimbursed fairly and accurately for
both prescription drugs and any associated services. Recently, Con-
gress changed the basis of Medicare drug reimbursement from
AWP to ASP. Similar pricing reforms could significantly reduce
Medicaid drug expenditures.

Mr. Chairman, this concludes my testimony, and I welcome any
questions you may have.

The CHAIRMAN. Thank you very much.
[The prepared statement of Mr. Vito appears in the appendix.]
Senator KERRY. Mr. Chairman?
The CHAIRMAN. Yes?
Senator KERRY. I wanted to thank Ms. Manning very much, a

resident of Massachusetts. I want to thank you for your courage.
The Chairman already has done that, but we are very appreciative
to you.

It is not easy being a whistle-blower and living in that atmos-
phere, but it is a patriotic act, and you have helped save a lot of
money, and helped point the way for us to be able to do a better
job.

Ms. MANNING. Thank you.
Senator KERRY. So, we thank you very, very much.
We thank all the witnesses for some very thoughtful ideas about

how we can be more effective in this program. I thought, particu-
larly important, however, was your comment—I walked in as you
were saying it—that it was not a matter of public corruption, it
was a matter of management.

There are many ways in which private sector entities are taking
great lengths to be able to defraud, so I think how we approach
this is really important, and I thank you, Mr. Chairman, for under-
taking it.

The CHAIRMAN. Mr. O’Connell?
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STATEMENT OF PATRICK O’CONNELL, ASSISTANT ATTORNEY
GENERAL, OFFICE OF THE ATTORNEY GENERAL, STATE OF
TEXAS, AUSTIN, TX
Mr. O’CONNELL. Mr. Chairman and members of the committee,

good morning. My name is Patrick O’Connell. I am an Assistant
Attorney General and Chief of the Civil Medicaid Fraud Section of
the Texas Attorney General’s Office.

You are obviously familiar with the Federal False Claims Act,
which has been providing redress for the United States for fraud
since the Civil War. Texas adopted its own version of the False
Claims Act in 1995. It is limited to recovery for fraud against the
Texas Medicaid program.

In 1999, in response to concerns about growing claims of fraud
and abuse, then-Texas Attorney General, now your colleague Sen-
ator John Cornyn, created a special civil Medicaid Fraud Section
within the AG’s office. I have had the privilege of heading up that
section since its inception.

When the section was formed, our plan was to aggressively pur-
sue all types of fraud against the Medicaid program. We have in-
vestigated and pursued claims against doctors, hospitals, and other
providers, which involved typical claims of false billing, false cost
reporting, and over-billing.

However, the overwhelming majority of our time and efforts have
been concentrated on drug manufacturers. Did we target or place
special emphasis on drug manufacturers on purpose? No.

The fact is, whistle-blowers like Ms. Manning brought us cases
which showed significant fraud in amounts which dwarfed the
cases against our other providers. Because of the limited number
of staff and resources we can bring to any one case, we have chosen
to pursue those cases which provide the greatest return to the
Medicaid program.

To date, we have sued six drug manufacturers in pricing cases
brought to us by a relator, Ven-A-Care of the Florida Keys, Inc.,
a small pharmacy in Key West, Florida.

As you know, State Medicaid programs are required by Federal
law to pay pharmacists for prescriptions filled for Medicaid bene-
ficiaries an amount equal to the program’s best estimate of the
pharmacist’s acquisition costs, plus a reasonable dispensing fee.

Ven-A-Care brought us information showing that certain drug
manufacturers violated Texas law by intentionally reporting prices
to the Texas Medicaid program that did not bear a reasonable rela-
tionship to the prices for their products that were generally and
currently available in the marketplace.

Unlike most other States which drive pricing information from
third party pricing reporting services like First Data Bank, since
the 1980s, Texas has required manufacturers who want their prod-
ucts to be eligible for Medicaid reimbursement to fill out a ques-
tionnaire for each drug they wish placed on the Medicaid for-
mulary.

For each drug, the manufacturer must report its prices to various
classes of trade: its AWP, the price it sells to wholesalers and/or
distributors, its direct prices to pharmacies if it so chooses to sell
directly, its prices to chain warehouses. Much more information
than just the average manufacturer’s price.
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A drug company representative is required to sign the form and
certify that the information in it is accurate and updated within 15
days of any price change.

When Texas relies upon an inflated price report in calculating a
provider’s estimated acquisition cost, the resulting reimbursement
to providers is well above the providers’ actual acquisition cost,
thus, as Mr. Coleman said, providing pharmacies with windfall
profits.

Under the Texas statute, we have broad powers to compel docu-
ment production and testimony of potential witnesses. In 1999 and
2000, we used these civil investigative demand powers to require
manufacturers to produce documents. We also took the examina-
tions, under oath, of several industry representatives.

Based on the information that we received from Ven-A-Care, as
well as the information we received pursuant to the CID process,
Attorney General Cornyn authorized us to intervene against three
defendants in September of 2000: Warrick Pharmaceutical, a sub-
sidiary of Schering-Plough; Dey Laboratories, a subsidiary of
Merck; and Roxane Laboratories, a subsidiary of Beringer Engle-
heim.

The Texas lawsuit was the first State intervention in a qui tam
case involving pharmaceutical manufacturer pricing fraud. These
three manufacturers competed with one another in the market for
certain generic inhalant medicines that are typically prescribed for
diseases like asthma.

The defendant drug companies are all very ably defended by
first-rate, nationally prominent counsel. They spared no expense or
effort to defend themselves against our allegations.

In the 5 years from the State’s intervention, the litigants have
taken approximately 120 videotaped depositions and have ex-
changed literally hundreds of thousands of pages of documents.

Over the same time period, the State and the Relator devoted
tens of thousands of man-hours to the litigation, incurring millions
of dollars of costs and attorneys’ fees.

In June, 2003, we settled our case with Dey for $18.5 million. In
that settlement, we recovered 2.5 times the actual damages to the
Medicaid program, as well as all of our costs and attorneys’ fees.

In May, 2004, our case against Warrick and Schering settled for
$27 million. Again, Texas recovered more than 2 times the actual
damages to the Medicaid program.

It is important to remember that these were Texas State settle-
ments only. They did recover the Federal share, as well as the
Texas share, but Texas is only 7 to 8 percent of the national Med-
icaid budget. We continue to provide assistance to authorities in
other jurisdictions who are pursuing these, and other, companies.

My time is about up. Mr. Chairman, let me say that new cases
are being filed in our office virtually every week. We currently are
investigating allegations of the kinds of fraud that Mr. Coleman in-
dicated to you were out there, and we now have cases amounting
to more than 125 in our office.

I would like to make clear, in closing, that while Texas is pleased
to have recovered these significant sums of money in these qui tam
cases, litigation is not the most effective way to run this system.
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Our Medicaid program and our Attorney General’s Office have
been required to spend thousands of man-hours responding to dis-
covery requests, preparing for and attending depositions in our liti-
gation.

The program could have used our hard-earned tax dollars to pro-
vide more and better services if our personnel were not tied up in
litigation caused by manufacturers who gamed the system.

Our current Texas Attorney General, Greg Abbott, has com-
mitted the resources of the agency to our efforts to fight Medicaid
fraud in Texas. Through this leadership and vision, we have ob-
tained the funding to increase our staffing to eight lawyers—just
eight lawyers—plus support staff.

Even with the additional staffing we have obtained, we simply
cannot pursue every participant in the system that we find to have
engaged in fraudulent activity. We simply do not have the man-
power.

For this reason, we are hopeful that Congress will continue to
support the efforts of our partners at the Department of Justice. In
our opinion, it is also vitally important that Congress maintain the
strength and integrity of the Federal False Claims Act. We would
not have been able to obtain the successes that we have had with-
out strong law and without the participation of the relators who
had the courage to come forward.

Thank you for attention, and I am happy to answer any ques-
tions.

The CHAIRMAN. Thank you, Mr. O’Connell.
[The prepared statement of Mr. O’Connell appears in the appen-

dix.]
The CHAIRMAN. Now, Ms. Powell?

STATEMENT OF MARJORIE E. POWELL, SENIOR ASSISTANT
GENERAL COUNSEL, PHARMACEUTICAL RESEARCH MANU-
FACTURERS OF AMERICA (PhRMA), WASHINGTON, DC

Ms. POWELL. Thank you, Mr. Chairman and members of the com-
mittee. My name is Marjorie Powell. I am the Senior Assistant
General Counsel of the Pharmaceutical Research and Manufactur-
ers of America, or PhRMA.

We are the trade association for the industry that is developing,
getting FDA approval for, and bringing to market the new and in-
novative medicines that are improving the lives of Medicaid and
Medicare patients, as well as many of the rest of us.

I would like to note, for example, that the industry, both bio and
the pharmaceutical industry, have over 146 new medicines in de-
velopment for heart disease and stroke, which are two of the major
conditions that affect Medicaid patients. Yet, the payments within
Medicaid for the innovative prescription drugs amount to less than
7 cents out of every dollar.

We do appreciate the committee’s work, both in the Medicaid
fraud and abuse area, and Medicare, and throughout the variety of
issues that you address, and we appreciate the contributions of this
2-day hearing and the opportunity to testify.

We have been asked to comment, particularly, on the OIG draft
guidance and final guidance and the process by which they devel-
oped that guidance, and on a number of related issues.
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Let me note that PhRMA, as a trade association, does focus on
advocacy and public policy issues. Our comments to the OIG’s draft
guidance focused on a number of policy issues. Because of antitrust
issues, we tend not to focus on our members’ marketing activities
or their pricing decisions unless those issues come up in a public
policy context, such as the draft guidance that the OIG proposed,
and now the final guidance.

During the comments on the draft guidance, we focused on the
need for clarity in the kinds of things that manufacturers would be
expected to do in documenting and reporting prices and other ex-
penditures within the Medicaid program.

We continue to believe that it is most effective if manufacturers
know ahead of time what it is they are expected to maintain as
records, what kinds of things they would report, and how they
should report those.

As part of our focus on policy issues, we have also developed a
code of interactions with health care professionals. That code was
developed initially back, I believe, in the 1980s, was revised in the
1990s, and revised again in 2002.

It attempts to provide some guidance to manufacturers on ways
that they should interact with, most typically, physicians and other
prescribers, but they are obviously interacting now with HMOs and
pharmacy benefit managers, and a variety of other entities within
the health care provision system.

We were pleased to note that the OIG, in their final guidance,
recognized the value of the PhRMA code on interactions with
health care providers. We have not taken a position on the final
guidance, except to note to our members that it is available and
that they will, of course, be considering that as well as the PhRMA
code, and a variety of other things as they put together their own
programs.

But we look forward to working with the committee as you move
forward after this hearing, and any particular things that you
would propose.

Let me stop, because I see that my time is about to run out, and
say that I will be happy to answer any questions as well. Thank
you.

[The prepared statement of Ms. Powell appears in the appendix.]
The CHAIRMAN. Yes. I have been requested to have two rounds

of questioning, and I will be glad to do that. I would ask, then, that
members keep within the 5 minutes, and I will try to set a good
example, so we can go those two rounds that people requested.

I am going to start with Mr. Vito. Under Federal law, AMPs are
required to be kept confidential. If Congress changed the law so
AMPs are provided to the States to use for Medicare drug pay-
ments, would this price transparency reduce the abuse of the sys-
tem that we see with the AWP today?

Mr. VITO. Yes. I believe that the AWP system has numerous
flaws, because it is not statutorily or regulatorily defined as to the
definition of it, and the way it is calculated. AWP is not averaged.
It is not a wholesale price. It is not able to be audited or verified.

If you move to prices that are based in statute and regulation,
defined by law, then you will be able to audit them and verify
them. Both ASP and AMP have those characteristics.
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In addition to that, there are characteristics that, if the informa-
tion is falsely reported, then the government can take action
against that. So, any time that you have prices that more accu-
rately reflect what the pharmacies are paying for the drugs and are
defined in the statute in regulation and law, it is likely to be better
than the AWP system.

The CHAIRMAN. And as a follow-up to that, I wanted to ask Ms.
Powell, what is PhRMA’s view on replacing AWP with something
that is less subject to abuse?

Ms. POWELL. Well, AWP, as Mr. Vito said, is a mechanism that
States have chosen to use. In fact, not all States use AWP for all
of their reimbursement to pharmacies. A number of States are at
least considering moving to other options for reimbursing phar-
macies.

But PhRMA has not actually taken a position yet on what might
be the most appropriate process. Our focus has been on a variety
of other issues. We would be happy to work with the committee as
you work through those kinds of issues, but we do not yet have a
policy position on what would be the best option.

The CHAIRMAN. All right. And we would welcome your response
to our staff if they contact you on that point.

Mr. Vito, it is my understanding that the State of Texas is one
of the lead litigants in a case that just came out of seal from Fed-
eral Court in San Antonio. The case alleges fraud to a Medicaid
program resulting from third-party liability.

Now, I fully understand that you cannot speak regarding specific,
ongoing matters in litigation. So I was wondering if, at the least,
you could, based on this case, tell us whether you believe there is
a change in Federal law that would help prevent the losses to Med-
icaid that exist because of third-party payors.

Mr. VITO. The OIG had issued two reports involving third-party
liability payments. We found that 32 States were at risk of losing
over $367 million because they tried to recover from third parties
using pay-and-chase.

We also found that almost three-quarters of the State’s reported
third parties refused to process or pay Medicaid pharmacy claims,
and that more States had problems with pharmacy benefit man-
agers, PBMs, than with any other third party.

We had made recommendations, in the reports, that CMS deter-
mine whether legislation was necessary to explicitly include PBMs
in the definition of third party, as well as to require third parties
to match eligibility files with Medicaid, and to allow up to 3 years
to recover payments from liable third parties. So, we had made
those recommendations. I believe the Texas Attorney General has
a case involving that now.

The CHAIRMAN. All right.
Ms. Powell, PhRMA is on record saying that the deck is

stacked—and I presume those are the words that somebody in your
organization used—against drug companies in the False Claims Act
litigation. Today, some organizations are actively seeking reforms
that would weaken the False Claims Act.

Could you assure me that PhRMA, on its own or on behalf of its
member drug companies, is not funding, supporting, or in any way
involved in a campaign to reform or change the False Claims Act?
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If you could not answer specifically today, I would request PhRMA
to respond for the record, in writing.

Ms. POWELL. Yes, Mr. Chairman. I would be happy to go back
and confirm and respond in writing. But let me give you just a lit-
tle bit of statement. I do not know whether the ‘‘deck is stacked’’
quote was one from me or from somebody else at PhRMA, but the
concern with the False Claims Act exclusion provision is that if a
manufacturer, who perhaps has 20 drugs on the market, is found
to have violated the False Claims Act and is excluded from Med-
icaid and all health care programs that have Federal Government
funding, that imposes an enormous burden on patients who are
taking those medications who then are suddenly not able to get all
of those medications of that manufacturer.

It seems that, in that sense, the penalty, imposing a burden not
only on the company but on the patients who are taking that com-
pany’s drugs, may be inappropriate for the offense. I am unaware
of whether PhRMA is doing anything related to the False Claims
Act. I do not believe we are, but I would be happy to go back and
confirm that.

The CHAIRMAN. Please do that. The reason I ask that is, over the
20 years of the False Claims Act, originally we got it passed be-
cause we needed a tool against the defense industry. The defense
industry tried to gut it. Then, pretty soon, they could not succeed,
so then they got the American Hospital Association to go out front
and cover for them.

Just make sure that you are not used by some other organiza-
tion, or make sure that you do not use some other organization for
cover to get the job done, because we do not want to weaken this
legislation.

Ms. POWELL. In the interests of full disclosure, let me say that
we have proposed, in our comments on the OIG’s proposal back in,
I believe, 1997, to exclude indirect providers, we did point out that
that imposes an enormous burden on patients.

We did, this year in the State of Texas, urge that, as they
amended their False Claims Act, they provide an option for the
commissioner of their Health Department to provide an exception
when an exclusion would risk patients’ health.

The CHAIRMAN. Just in case my colleagues saw that the red light
was on, I had started to ask my question before it went off.

Ms. POWELL. And I delayed him by taking long in answering
this.

The CHAIRMAN. Thank you.
I think it is Senator Wyden. Yes. Senator Wyden, then Senator

Lincoln, then Senator Hatch.
Senator WYDEN. Thank you very much, Mr. Chairman. Thank

you for the hearings. It seems to me that the witnesses, both yes-
terday and today, have delivered a powerful indictment against a
number of management practices in the way Medicaid has oper-
ated.

I will tell you, I think if you look cumulatively at what has been
said yesterday and today, Medicaid is not a smart shopper, nor is
it a careful guardian of the taxpayers’ wallet.

Yesterday, Ms. Aronovitz, for example, said, in response to a
question I made, that the government basically responds to the
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fraud of the day. When there is a rip-off, the government reacts,
but that the government is not thinking strategically.

I think I would like to start with Ms. Powell. You make the point
that a lot of the pharmaceutical companies are confused with re-
spect to various guidelines of the Centers for Medicare and Med-
icaid Services, and essentially that is part of the problem and con-
tributing to the fraud.

I wonder if we might begin by getting on the record, has the
Pharmaceutical Association made a formal anti-fraud proposal to
the Centers for Medicare and Medicaid Services? If so, if you could
just tell us a little bit about what that is.

Ms. POWELL. Senator, I do not believe that we have recently
made a formal proposal focused specifically on fraud to the Centers
for Medicare and Medicaid Services.We have made comments on
the proposed regulations that were issued back in, I believe, 1995
for a number of the aspects of the Medicaid rebate statute.

Those proposed regulations were never finalized, so CMS, in fact,
has no regulations that govern any of the Medicaid reporting re-
quirements, the calculation of best price. They have issued a series
of notices, sometimes to manufacturers, sometimes to States.

Those notices have been inconsistent at best, and in some cases
directly contradictory, so in 1 year they would say do this, and 2
years later they would say, no, under no circumstances do this. So,
the manufacturers have difficulty working their way through what
it is that is expected of them.

We have urged CMS to go back and issue regulations. At this
point, they would need to start with a new proposed rule, and we
would be happy to work with CMS in the process of doing that.

Senator WYDEN. I would just hope—and this is going to be part
of my focus in fighting fraud—that all of us would be proactive.
When you said that pharmaceutical manufacturers did not care for
the government’s current approach, I was just curious whether you
all had offered your own. I appreciate your response.

The second issue I would like to explore with you is the Gov-
ernors’ proposal with respect to deepening the rebates that the
Medicaid program would receive.

We are in a very difficult climate, obviously, financially, so every-
body is going to have to put something on the table. I looked at
what the government was doing now for the pharmaceutical sector.
There is protection in trade agreements. There are research grants
that are offered. There are tax deductions for research and develop-
ment, tax deductions for advertising. The list just goes on and on.

In the spirit of sort of sharing the sacrifices, what would be the
problem with the part of the Governors’ recommendations to deep-
en the discount, deepen the rebate that would be made available
during this time when we are all going to have to try to put some-
thing on the table to help Medicaid through difficult times?

Ms. POWELL. Well, first, Senator, let me note that Medicaid is
going to see a different budgetary structure come January 1, 2006,
because many of the patients within Medicaid on whom the largest
amount of drug spending is spent, will be covered through Medi-
care.

So, in some ways, looking at the Medicaid budget now is a little
bit premature until we all see what the direct effects will be of the
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new Medicare structure. Then, as I noted, prescription drugs actu-
ally are approximately 7 percent of Medicaid spending.

I think that, as you look at saving money within the entire Med-
icaid budget, there are a variety of ways that that can be done. Ob-
viously, each part of the Medicaid budget will at some point make
a contribution.

One of the things we have found at the State level, though, is
that in a number of States the Medicaid rebate goes back to the
State’s general fund and does not get back into the State’s health
care budget, let alone back into the Medicaid budget, so in many
cases the Medicaid people do not even get the benefit of having
that rebate.

Senator WYDEN. I know my light is on. I will look forward to the
second round that the Chairman has graciously agreed to do.

The CHAIRMAN. Thank you very much.
Now, Senator Lincoln?
Senator LINCOLN. Thank you, Mr. Chairman.
Mr. Vito, I would kind of like to follow up on the first question

that the Chairman asked about the concerns in the transparency
of drug pricing, and particularly drug pricing data. We know there
are so many of these acronyms being thrown around, AWPs, ASPs.

What exactly are these labels based on, if not the actual cost of
producing the drugs? I guess that is one of the questions. I have
heard that the AWP does not even stand for average wholesale
price. I have heard it jokingly referred to as ‘‘ain’t what’s paid’’ in
many instances.

So, if we do not even have the complete information, how are we
expected to really address drug pricing policies? I guess, how much
can you further extrapolate on what the Chairman asked about
transparency?

And I guess to follow that up, if we had more accurate pricing
information, can you predict that the States would see savings?
Any idea of what level of savings they would see if there was great-
er transparency or accurate pricing information, and is it signifi-
cant at all?

Mr. VITO. I would like to try to address your questions. The first
thing is, the AWP reimbursement. I think we went through what
the problems are with that. So what would be a better price? I
think that is what you are asking.

It would be prices that would reflect pharmacies’ acquisition cost,
prices that can be verified and audited, prices that are defined in
statute and regulation, and prices that have a penalty for false re-
porting. Those would be the tenets that you would start with.

Senator LINCOLN. What about the actual cost of producing the
drug? I mean, is that not important here? That is what most people
do when they have a product.

Mr. VITO. I think what we are talking about is the acquisition
cost that pharmacies pay for the drugs. I think you are talking
about something different. The work that we have done points out
what that pharmacies are able to purchase the drugs for is sub-
stantially less than the AWPs that are used to set those prices. So,
that is what we are looking at.
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Right now, the government has two sets of prices, ASP and AMP.
They are both statutorily defined. They are based on actual sales
data. So, this information is actual, true sales data.

Senator LINCOLN. But that is based on sales and not what it
costs to produce it.

Mr. VITO. I think, again, the question we are looking at as far
as the Medicaid side of the issue is, what is the appropriate pay-
ment that pharmacies need to get? We are looking at what phar-
macies are actually paying for the drugs and making that compari-
son. You are asking a somewhat different question that I do not
have the answer for.

Senator LINCOLN. Just based on all of these acronyms we are
using and all of these different ways to get at what we are trying
to get at, it seems to me that there should be a little bit of focus
in terms of what it is costing in terms of producing these drugs.
I do not see that anywhere in the equation that we are using here.
So, I do not know if that makes any sense or not, but it does to
me.

Mr. Coleman, just recently the Government Accountability Office
released a report about CMS’s oversight of the Medicaid drug re-
bate program. As my colleague from Oregon mentioned, there is so
much here that really centers around management issues and how
we prioritize how we are going to manage these issues, whether or
not the taxpayers’ money is important enough to us that we require
decent management of those dollars and how they come out.

In that report, GAO found that CMS conducts only limited
checks for reporting errors in manufacturer-reported drug prices,
and only reviews price determination methods when manufacturers
request recalculations of prior rebates.

It certainly sounds very responsive to the drug manufacturers. It
seems to me, though, that CMS is kind of shirking its responsi-
bility to the taxpayers. I guess my question would be, does the Jus-
tice Department step in here, or why does it not?

Mr. COLEMAN. Well, the example that you mentioned, Senator, I
think illustrates very well the problems with the pricing mecha-
nisms that are used today in the Medicaid program. The average
wholesale price, acquisition cost, some of these other figures are
difficult to understand, they are difficult to audit.

For example, average wholesale price is not reported directly to
CMS, it is reported in a very decentralized market-based system,
which works in the following way. The manufacturers report their
prices to a variety of private reporting services, which the States
then look to to provide that information.

So, it is not like Medicare Part B, in which pricing information
is reported directly to CMS. One of the virtues of the President’s
proposal on using average sales price instead of average wholesale
price, is that that information would be defined by statute and, as
in the case of Medicare Part B, would be reported directly to CMS
so that CMS would have better institutional capacity to audit that
information and make sure it is accurate.

Senator LINCOLN. Well, when we see the report that GAO pro-
vided and the estimates of the administration, CMS is not invest-
ing in oversight. I mean, they spend $14 million on Medicaid over-
sight and more than $700 million on Medicare oversight.

VerDate 11-MAY-2000 14:38 Aug 31, 2006 Jkt 095484 PO 00000 Frm 00072 Fmt 6601 Sfmt 6601 29575.000 SFIN1 PsN: SFIN1



63

I mean, clearly, this is not a priority for CMS to provide the re-
sources for the oversight. I mean, you have got eight employees as-
signed to fraud and abuse control activities at CMS. That is obvi-
ously not a priority.

I guess my question is, and what your answer is telling me is,
that you do not feel like you all at DOJ have a responsibility then
to investigate whether or not these practices are appropriate for
the taxpayer.

The CHAIRMAN. Give a short answer, please.
Senator LINCOLN. Sorry, Mr. Chairman.
Mr. COLEMAN. The short answer is, we have not seen any basis

to investigate CMS for any matter within the Justice Department’s
jurisdiction.

Senator LINCOLN. Thank you.
The CHAIRMAN. Senator Hatch?
Senator HATCH. Thank you, Mr. Chairman.
Welcome, all of you, to the committee.
Let me start with you, Mr. Coleman, but I would like anybody

else who would care to answer these questions to speak up and feel
free to answer.

Mr. Coleman, your testimony was detailed about pricing schemes
connected to the pharmaceutical industry. I have sat through these
hearings for 2 days, and, while I believe it is important to hear
about these matters, I think it is maybe now the time to place the
emphasis more on solutions. What do we do to solve these prob-
lems?

I would like to know if any of the panel members have detailed
proposals on how to resolve the concerns that have been raised by
all of you. It is so easy to paint a picture one way or another and
to point fingers and tell Congress what the government is doing
wrong, but it is harder to find people who have solutions.

So, I would like to hear any solutions. I am committed to finding
solutions, but I would like to hear your thoughts on short-term and
long-term solutions so we can resolve these problems once and for
all.

Then, also, as you consider answering that, tell us what tools you
are going to need from Congress, or anywhere else, for that matter,
in order to resolve some of these problems.

Mr. COLEMAN. Thank you, Senator. The take-away from the work
we have done on a whole series of long-term investigations of the
pharmaceutical industry is that the pricing mechanisms that are
used in Medicaid are largely problematic and subject to manipula-
tion.

The Justice Department’s view is that the President’s proposals
on changing those pricing mechanisms would be an effective solu-
tion, at least in part, to the larger problem of Medicaid and would
also provide us with more effective tools for investigating these
cases.

Senator HATCH. What would you suggest they change these pric-
ing mechanisms to?

Mr. COLEMAN. Two points, Senator. First of all, the President
has proposed to require that State Medicaid programs use average
sales price to determine reimbursements to pharmacies for Med-
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icaid payments. Average sales price, as Mr. Vito can speak about
more effectively than I can, is defined by statute.

The information in Medicare Part B is reported directly to CMS.
It is auditable. There could be penalties for failure to report it ac-
curately. It is not a decentralized system that relies on private re-
porting services, like average wholesale price. So, that is one pro-
posal.

The second proposal is replacing the concept of ‘‘best price’’ to be
used in the determination of the amount of rebate that is owed
under the drug rebate statute, to replace that with a flat rebate.

So, those are two of the President’s proposals that, in our view,
would go a long way toward preventing manipulation of drug pric-
ing and would also give us tools to help investigate cases where
manipulation occurs.

Senator HATCH. Mr. Vito, what is wrong with that? Are those
two suggestions good suggestions?

Mr. VITO. Oh, yes. We have some suggestions. The first one
would relate to the Federal Upper Limits. We suggest that CMS
work with Congress to get a better estimate of what to base the
Federal Upper Limit drugs on.

Our work today demonstrated, if we used sales-based pricing
that is defined in statute and regulation, and we multiplied the av-
erage AMP by 150 percent, that there would be significant savings
that the government can achieve just in one quarter. So, that is
one of the answers.

The other answer is, it comes back again to, what is a better
price? I want to again point out that CMS currently receives two
types of pricing information that are statutorily defined based on
actual sales data and can be audited and can be verified, and there
is a penalty for false reporting. Both the AMP and the ASP have
that information.

In addition to that, the Medicare Modernization Act has provided
more responsibilities to the Federal Government, in the Office of
Inspector General, to monitor the average sales price.

The Inspector General, as part of the Medicare Modernization
Act, is required to go out and determine widely available market
prices to ensure that ASP prices are prices that prudent physicians
are purchasing the drugs for.

They have given the authority to the Inspector General, if we
identify situations where the prices are less, then we can report
that to the Secretary, and the Secretary can take action to lower
that price.

But the point that I am trying to make, in addition to that, is
that if manufacturers and wholesalers refuse to give pricing infor-
mation, then they can be fined.

So the bottom line is, the two pricing systems that CMS cur-
rently has are much better than the pricing system that it has cur-
rently used, which is AWP, for the number of reasons that I ex-
plained.

Senator HATCH. Ms. Powell, can you live with those suggestions?
Ms. POWELL. Those are clearly interesting suggestions. On the

elimination of the best price, I would just note that the best price
provision does not apply to generic drugs, but there has been testi-
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mony that there have been problems with generic drug products as
well.

Senator HATCH. If the pharmaceutical industry had its choice,
what would you suggest we use for solutions here?

Ms. POWELL. Well, we have consistently said that the first solu-
tion should be clear and consistent regulations from CMS. We
know that CMS has been incredibly active in issuing regulations
and guidances for the implementation of the Medicare drug benefit,
and other aspects of the MMA.

So, we think that in the Medicaid context, they are moving in the
right direction. The first thing they need is to provide in advance
clear direction to the manufacturers and to everybody else within
the system.

Senator HATCH. And you do not think the directions are clear
now?

Ms. POWELL. We do not think the directions are clear now for
any aspect of the Medicaid drug rebate. There are, in fact, no exist-
ing regulations. There are guidances that are inconsistent.

Senator HATCH. Ms. Manning?
Ms. MANNING. I would like to comment on that a bit from my ex-

perience inside a drug company. I would like to comment in terms
of all of the pricing mechanisms that I see before me.

In reality, none of these pricing mechanisms would address the
types of problems that occurred within Schering-Plough, where
there were massive rebates in disguise going to major insurers and
major HMOs that would bring the prices well below any of the
prices there.

I also think the concept of best price to the government makes
some business sense to me. For most drug companies, the major
purchaser—30 percent was the case at Schering-Plough—is the
government.

The justification that drug companies use for giving discounts to
big for-profit insurers is that that is a big volume. I think the gov-
ernment has an even stronger case to make on that point than any
of the big private insurers.

Senator HATCH. Mr. O’Connell?
Mr. O’CONNELL. I have been restraining myself to jump up and

wave my hands. Texas, for over 20 years, has had a set of rules
and regulations that required drug manufacturers to report real
pricing. It was a very plain regulation: tell me what you sell your
drugs for to wholesalers and distributors; tell me what you sell
your drugs for to chain warehouses.

So, Texas has done, over the last 20 years, what I think the Con-
gress needs to do for all the other things. However, we still got
cheated. The problem is—and I want to make sure you understand,
this is not every manufacturer, and I do not think it is a majority
of the manufacturers—I think what Ms. Manning says: when you
have a corporate culture that says, I am going to figure out a way
to get around this regulation, the more defined the numbers are,
the more they can be audited, the better off we are.

But in fact, in our case, the defendants have said, I did not know
what you meant by ‘‘price to wholesaler.’’ I did not know what that
meant. What was the definition of that? It is an absurd response,
because the answer is, what did you sell it for?
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Senator HATCH. Well, so far, I am not sure what the solution is
here. There seems to be some element of disagreement here.

But you are saying, Ms. Powell, that it needs to be something
that the drug companies understand and that is simple enough for
them to understand. We would like you to give us your best advice
in writing, if you would, because we want to get this right.

It is a huge expense. Forty-five percent of our population uses a
prescription drug, according to what I have heard. It seems to me,
we ought to come up with some system that really will work and
that gives due notice to the pharmaceutical industry so that they
do not get caught in the web of contradictory approaches where
they could be indicted or could have difficulties, and where they
know, if they do not abide by it, they are going to get clocked. It
is just that simple. I would like to see you come up with the very
best recommendations you can for us.

The CHAIRMAN. Senator Schumer?
Senator SCHUMER. Thank you, Mr. Chairman.
I want to thank the witnesses.
My question is about authorized generics. Almost everyone in

this room would agree that the Medicaid program pays too much
for prescription drugs, and we can debate why.

Some is because of fraud, some deceptive practices by some of the
drug companies, and some is due to policies that we have set that
favor pharmaceuticals and keep drug prices high. There are defi-
nitely steps that Congress can take to reduce spending in Medicaid,
but there are also steps that CMS should be taking now.

So, both Mr. Vito and Mr. Coleman, in their testimony, discussed
two settlements totaling $350 million, one against Bayer, one
against GlaxoSmithKline, based on the companies’ use of a private
labeling scheme to evade the best price.

In these cases, the companies put a new label on the drug, sold
them at a lower price, and under a different new drug code than
other versions of their brand drug, and they did not report this to
Medicaid.

This is exactly the model that brand-name drug companies are
using to market so-called ‘‘authorized generics,’’ generic label pack-
ages of their brand drugs. They are putting a new label on the
drug, getting a different new drug code, selling it at a lower price,
and not reporting this price to Medicaid.

Just because this practice is being conducted in the open does
not make it any less of an abuse or fraudulent manipulation of the
system. In fact, it makes it more outrageous. Brand company tac-
tics, exactly like those which led to the Bayer and Glaxo settle-
ments, are cheating Medicaid out of its rightful rebates.

Perhaps the most shocking aspect of this abuse is that it is one
which could be ended by a simple stroke of the pen, a change in
policy by CMS or on behalf of CMS. I have urged Secretary Leavitt
and Administrator McClellan to make the policy change, but to my
knowledge CMS has taken no action to stop this abuse and achieve
these savings for Medicaid.

So, I would like to ask Mr. Coleman, Mr. Vito, and Mr.
O’Connell, could you tell me, please, what steps the Department of
Justice, the Office of Inspector General, and the State Attorneys
General, respectively, are taking to investigate this practice and
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take action against companies who have cheated Medicaid out of
rebates by using authorized generics.

We will start with Mr. Coleman.
Mr. COLEMAN. I cannot take a position or comment on that issue

on behalf of the Department of Justice. We are prosecutors, we are
civil litigators. We enforce the law and the policy as it is and we
just do not have the institutional capacity.

Senator SCHUMER. You could look at cases, the way you did with
Glaxo, Kline, and Bayer. Why have you not done that?

Mr. COLEMAN. Certainly, if cases are brought to our attention by
relators or others——

Senator SCHUMER. I am bringing it to your attention right now.
What are you going to do?

Mr. COLEMAN. We would certainly be happy to look at the infor-
mation. If there is a predicate for initiating a criminal investiga-
tion, we will do that.

Senator SCHUMER. I just want to ask you, as a lawyer, why is
the predicate any different with authorized generics than it is with
what you did in the Bayer, Glaxo, and SmithKline cases?

Mr. COLEMAN. As you pointed out, Senator, the policy that has
been adopted by CMS, presumably, allows for this conduct and the
conduct was conducted out in the open, as you characterized it. So
it is not the kind of case that we——

Senator SCHUMER. Do you see any difference in the fact pattern,
forgetting whether it is open or not?

Mr. COLEMAN. I do not know enough about the facts to comment
on that.

Senator SCHUMER. Thank you.
Mr. Vito?
Mr. VITO. I think that is an excellent question, Senator Schumer,

and I will be glad, if you would like for us to check, to see what
CMS has done on this issue. If you are interested in us getting in-
volved in any work, we would be glad to meet with you and work
with you to get that done.

Senator SCHUMER. All right. I am glad you said you would do
that. I think I have written you on this and you said you are going
to start.

Do you have any idea, has such an investigation started, or an
examination, if you want to call it that?

Mr. VITO. At this time, I do not.
Senator SCHUMER. And you would want the Office of Inspector

General to undertake such an examination?
Mr. VITO. I will work with the Office. I will bring your point to

the Inspector General’s Office and we will have a discussion, and
we will get back to you with the results of that discussion.

Senator SCHUMER. Do you see any difference, just off the top of
your head, other than, one is open, one is not, one is generics, one
is not, between the Bayer, Glaxo, SmithKline situations and the
authorized generic situation?

Mr. VITO. I am sorry, Senator, I really do not know enough to
talk about that in detail.

Senator SCHUMER. All right. I would ask if I could, Mr. Chair-
man, in writing, get an answer on that issue from Mr. Vito.

The CHAIRMAN. Yes.
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Senator SCHUMER. Now, just Mr. O’Connell?
Mr. O’CONNELL. Senator Schumer, like Mr. Coleman, I am a liti-

gator. I have to follow the Texas law. The Texas law, the Medicaid
Fraud Prevention Act, says I can only pursue people for something
that is a violation of Federal or State law.

Our investigation, for example, in the Schering case, clearly
shows that they created their own generic, marketed. As long as
they report accurately to us what they are selling it for and accu-
rately report and pay their rebate that they are required to by law,
I do not think it is a violation of the Medicaid Fraud Prevention
Act. However, we would be happy to look at it again and work with
you.

Senator SCHUMER. What do you think of it, from a policy basis?
Here we are, everyone says we have to save money for Medicaid.
Here is a classic example where we could, with no harm to any-
body, except maybe profit margins of the pharmaceutical industry,
and we are not getting any results.

The only reason I could see for that is, somebody wants to be
nice to the pharmaceutical industries as opposed to being nice to
the Medicaid program, the taxpayers, and the consumers.

Mr. O’CONNELL. Like Mr. Vito, I am not sure I can speak to the
policy.

Senator SCHUMER. All right.
Let me just ask, what do you think, Ms. Manning?
Ms. MANNING. I am not going to speak directly to that. But I can

say it was our experience, over the length of our case, that the
actor that was the least interested in pursuing the case was CMS,
and sometimes would have preferred that the U.S. Attorney was
not pursuing the case as aggressively as they were. I think, had it
not been for our U.S. Attorney’s being persistent, this could well
have not come to——

Senator SCHUMER. I am going to do my best to see that CMS is
a little more interested this time, maybe with the OIG’s help, let
us hope.

Thank you, Mr. Chairman.
The CHAIRMAN. I have a second round of questions, and Senator

Wyden did, too.
I left off with Mr. Vito. I wanted Mr. O’Connell to speak to the

point. I am going to go back through the whole question.
It is my understanding that the State of Texas is one of the lead

litigants in a case that just came out of seal from Federal Court,
San Antonio. The case alleges fraud of the Medicaid program re-
sulting from third-party liability.

Now, you cannot speak on specific, ongoing litigation cases, but
I was wondering if, based on the case, you believe there is a change
in Federal law that would help to prevent the losses of Medicaid
that exist because of third-party payors.

Mr. O’CONNELL. Yes, Senator. In that case, a relator brought to
us allegations that one of the major pharmacy benefit managers,
Caremark, was purposely not paying Medicaid for requests for re-
imbursement for people who were eligible under both plans covered
by Caremark, as well as Medicaid.

We obtained in our discovery with that PBM, basically, their
computer run of every person who was covered by their plans.
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When we did that, we found that there were over half a million
claims that Medicaid could have requested reimbursement for, but
we had no knowledge of the fact that those individuals were cov-
ered by plans managed by Caremark.

There is no law requiring pharmacy benefit managers, or any in-
surance company, or companies who provide insurance coverage for
their employees, to report which individuals they cover.

We think that it would be appropriate, it may be very efficient
and effective, for reporting of those covered lives to go to one cen-
tral place—I assume CMS—where the State Medicaid programs
could then match up the individuals on their Medicaid programs
and see if they are missing claims for reimbursement. For example,
an average pharmacy reimbursement claim, I believe, is about $30.
So if you miss a half a million, it adds up.

The CHAIRMAN. All right.
Now, to Mr. Vito on another point. The prescription drug bill

that we passed in 2003 changed the basis of Medicare’s drug reim-
bursement formula from AWP to a statutory figure based on actual
sales. Would a similar change help fix the problems of Medicaid re-
imbursement?

Mr. VITO. We believe that the current system, based on AWP,
does not represent the actual acquisition cost for pharmacies. We
believe that if you change to a system that is statutorily defined
based on actual sales data, and can be audited and verified, and
there are penalties for falsely reporting, then I think there would
be great opportunity for the program to save money.

The CHAIRMAN. Thank you.
Now, Ms. Manning, we have heard a lot about the False Claims

Act and its use to help deter the type of conduct that you have so
well described to us today.

When did you first learn about the False Claims Act and what
do you think the deterrent effect would be if corporate executives
knew that all corporate employees were fully aware of the False
Claims Act?

Ms. MANNING. I first heard about it from my lawyer, whom I had
consulted on an employment matter after siding with a secretary
who reported being sexually harassed. So, I think there is not very
broad knowledge out there at all, and I would say, still.

I think it has the potential of having a noticeably chilling effect
on executive management if they were sure all of their employees
knew how to report fraud.

The CHAIRMAN. All right. Thank you.
Mr. Coleman, we have heard testimony that there is somewhere

in the ballpark of 100 lawsuits currently under seal in the courts
across our country. I understand that these cases are under seal
and that you cannot speak specifically on any of them.

But could you describe the types of problems that these cases
present? Are they new types of fraud that we have not seen, or are
they more of the same types that we have seen and are currently
dealing with?

Mr. COLEMAN. Two points, Mr. Chairman. We do expect to see
more of the same. Of course, I cannot get into any specific cases,
but we do have under active investigation a substantial number of
cases that deal with issues like the issues we have been discussing
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today. The second point is, we expect to see a significant volume
of off-label marketing cases like the case that I mentioned earlier.

The CHAIRMAN. Senator Wyden?
Senator WYDEN. Thank you. Thank you very much, Mr. Chair-

man.
Mr. Coleman, I ran a legal aid office for the elderly, and when

we would see rip-offs of seniors or taxpayers and see a pattern, we
would essentially call up the relevant agency and give them a
heads up, and say, this is what is going on.

Do you do that with CMS? I mean, do you regularly get on the
phone with CMS and say, look, we are seeing these kinds of cases?

Mr. COLEMAN. We do. We coordinate regularly with CMS. We
have a quarterly meeting, not just with Justice and CMS, but with
representatives from OIG and other agencies that we work with.

We do have a continuing dialogue. We have career people in the
Department who have been working on these issues for years who
coordinate with their colleagues at CMS. So, there is a lot of com-
munication, there is a lot of coordination that goes on. Perhaps
part of the challenge of that coordination is that we, again, are
prosecutors, we are civil litigators. We enforce the law that is on
the books.

Senator WYDEN. A question for you, Ms. Powell, about the direct-
to-consumer advertising issue. I know your association is putting
together a code. I would like to get for the record whether you
agree that a purpose of advertising is to increase the number of
people who take the drug.

Ms. POWELL. The purpose of advertising is to ensure that pa-
tients, who may have a condition for which the drug would be ap-
propriate, are aware that the drug is available, but to also make
sure that patients are aware that there are both benefits and risks.

The purpose is clearly not solely to increase the market of a
drug, because prescription drugs are for specific purposes. A pa-
tient who does not have a given condition should not be taking that
medication.

Senator WYDEN. Well, you have said the purpose is not solely in-
creased utilization, but a purpose is to increase utilization. That,
of course, can drive up the prices for Medicaid, and that gets me
to the question I would like to ask.

Nexium is a blockbuster seller, and Medicaid is paying for the
advertising costs for Nexium. Now, I would not do anything to cen-
sor those ads. I would not take away the tax breaks for pharma-
ceutical companies’ advertising. But what is Medicaid’s interest in
paying for those Nexium ads?

Ms. POWELL. Actually, my understanding, Senator, is that in
many instances the costs of drugs that are advertised does not in-
crease because of the advertising, but Medicaid’s interest in paying
for those drugs is to provide a health benefit to patients.

I cannot talk about the specifics of any individual drug, but I do
know that there are instances where a patient who has a medica-
tion that they will actually take consistently and on a schedule, pa-
tients will get better.

One of the issues that occurs with a variety of drugs is, patients
either stop taking them or take them only once a day when, in fact,
they should be taking them multiple times a day. There have been
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studies that have shown that when drugs are advertised, it re-
minds patients who have a prescription and should be taking the
drug, to take that drug.

Now, clearly, advertising is not the most effective way to teach
a patient how to take their medicine consistently, but that is one
of the side effects of advertising.

But we consistently say that we believe that Medicaid should be
paying for the appropriate drug for any given patient, and that is
a decision that needs to be made between the patient and the phy-
sician or the prescriber.

Senator WYDEN. What troubles me about the position that you
have announced, that Medicaid should pay for appropriate drugs—
which of course is something that I strongly agree with—it is not
responsive to the question, which is, what is Medicaid’s interest in
paying for the ads?

The ads are already going on the television sets all across the
country. We see the ads every few minutes, those purple pills danc-
ing across our TV sets. So, the ads are already going across the
country. There is a tax break for running the ads.

But Senator Sununu and I have said, on a bipartisan basis, we
do not see what the taxpayers’ interest, Medicaid’s interest, is in
paying for those ads. They are already being paid for once with the
tax breaks. Then Medicaid is being soaked again, which does not
seem to me to be in the public interest. I want to let you have the
last word.

Ms. POWELL. I am not aware of your legislation, so I cannot com-
ment directly on that. But if a physician believes that, whatever
the medication, Nexium or any other drug that is advertised or not
advertised, is the appropriate drug for that patient and the patient
is a Medicaid or Medicare patient, then Medicare or Medicaid
would be paying for that medication.

Senator WYDEN. Mr. Chairman, you were very thoughtful to give
us two rounds, and I thank you.

The CHAIRMAN. Yes.
Senator Hatch? Then when Senator Hatch is done, I will call the

next panel.
Senator HATCH. Ms. Powell, how many prescription drugs are in

the marketplace?
Ms. POWELL. My understanding is that there are something like

10,000 medications that are on the market.
Senator HATCH. Sometimes people would have no idea that there

might be a possible remedy to some of their problems without at
least somebody telling them that there might be a remedy through
advertising.

Ms. POWELL. Well, that is, in fact, one of the reasons that manu-
facturers make a decision to advertise for individual prescriptions.

Senator HATCH. I hope you can talk about this. You can make
the manufacturers look like terrible people, or you can say, well,
they are in business and they want people to understand, they
have a drug that might work.

Ms. POWELL. Well, in fact, some of the disease advocacy organi-
zations report that when there is advertising for a new product for
a particular disease, they see an increase in the number of people
calling, asking for information about that disease.
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Senator HATCH. That stands to reason.
From what I have heard today, though, it seems that any prob-

lems in the Medicaid drug rebate formula stem largely from the
lack of government guidance to drug manufacturers, not in any
sort of problem with the basic rebate formula contained in current
law. Am I wrong on that? Or what are your thoughts on that?

Ms. POWELL. Our position has consistently been that, once the
statute was established, there should have been regulations. Now
that the law has been in effect for approximately 15 years and
there are still no regulations, and the perception by both govern-
ment agencies and the people within the health care system, the
PBMs, the pharmacies, the State government Medicaid agencies,
that behavior that was acceptable 10 or 15 years ago is now no
longer acceptable, is creating a situation that puts manufacturers
in a difficult position, and that clear guidance, consistent guidance,
would go a long way to allowing manufacturers to make a good-
faith effort to try to be compliant with the law.

Senator HATCH. I would be interested in your suggestions to us,
as people who have to resolve the Medicaid problem, as to how we
might give clear guidance, maybe statutorily if you are not getting
it from a regulatory standpoint.

But let me ask you this. What has the pharmaceutical industry
done to foster better operations of drug reimbursements under
Medicaid? If you have done something, what more can be done?

Ms. POWELL. Well, we have worked with a variety of State agen-
cies and with State legislatures on the issues that they face in
structuring their process for reimbursement.

For example, the State of California is in the middle of devel-
oping regulations for ASP reporting, which the State of California
is going to be moving toward for its Medicaid program.

We have submitted a series of comments and agreed to work
with the agency as it tries to develop its regulations for how manu-
facturers will calculate ASP and how the State will then work from
that ASP to provide reimbursement, not only to pharmacies, but to
clinics that may be administering medications, to hospitals that are
administering medications that are covered by Medicaid.

Senator HATCH. Now, some have said that drug manufacturers
determine average wholesale price. Could you talk about this to the
committee? I would be interested in your industry’s perspective on
AWPs.

Ms. POWELL. Well, my understanding—and I have not ever
worked within an individual company, and I do not have informa-
tion about individual companies’ pricing because of the antitrust
laws—is that average wholesale price is reported by Redbook and
other commercial entities, and that they, in fact, either take aver-
age wholesale prices reported to them by manufacturers or they
take a manufacturer’s price list and increase that by some un-
known percentage, and then report an average wholesale price.

Senator HATCH. One last thing. I think there are cases where the
pharmaceutical industry over-advertises, but I also think there is
another side to that coin, too. For instance, not only do you have—
to use your figure—10,000 prescription drugs out there that may
or may not be perfect for various individuals and their maladies,
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but you have hundreds of thousands of doctors who may or may
not understand what pharmaceuticals are there.

I used to be a medical liability defense lawyer in my practice. I
have to say, there were doctors who really were pharmacological
experts and there were some who basically just listened to what-
ever the scuttlebutt was on various pharmaceuticals.

So, is it not true that sometimes the pharmaceutical companies
advertise so even doctors can see those ads and say, well, that
might be something that would help Rosie over here?

Ms. POWELL. Well, I think there are a variety of sources that doc-
tors get information about drugs and about other kinds of new
treatments. One of them is advertising.

Senator HATCH. That is not just television, it is print advertising
and a lot of other things.

Ms. POWELL. In fact, the large majority of physician education
about drugs comes not from the television or broadcast advertising,
but from individual information that is provided directly to not
only physicians, but to everybody within the health care system,
because there are other prescribers and there are other people in
physicians’ offices who may be giving patients advice about how to
be taking their medications.

Senator HATCH. Mr. Chairman, this has been an interesting
hearing. I want to commend you for conducting it and going
through this. We have to find some ways of cutting down prices,
but also make sure we do not kill one of the best industries in
America that has a positive balance of trade set of payments as
well.

The CHAIRMAN. Yes. I agree with you.
Senator HATCH. I appreciate all of you for your testimony here

today.
The CHAIRMAN. Yes. I agree with you. You can tell by the ques-

tions that were asked, and the attendance at this hearing, the im-
portance of your testimony. It comes at a time when we are work-
ing with a bipartisan group of Governors to see what we can do to
save some money in Medicaid, but also to continue to serve people
that need to be served, with the idea that we will not be taking
classes of people off the Medicaid rolls. So, we thank you very
much.

Now, will the other witnesses come while I introduce you? Our
first witness is actually two witnesses: Daniel O’Brien, rep-
resenting Erickson Retirement Communities as senior vice presi-
dent. Mr. O’Brien is here to testify about Erickson Retirement
Communities’ efforts to contractually require residents to spend
down personal assets and qualify for Title 19.

Then we also have Ruth Pundt from Erickson, a resident of one
of the Erickson facilities in Maryland. She joins us to provide testi-
mony about her experience with other residents of the facilities
that have utilized various mechanisms to transfer assets and use
Medicaid for long-term care. I am glad that she could join us, and
I appreciate her testimony.

Then we have Julie Stone-Axelrad, Specialist in Social Legisla-
tion at the Congressional Research Service. Ms. Stone-Axelrad is
here to provide testimony regarding the various mechanisms that
exist allowing an individual to transfer assets to qualify for Med-
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icaid. She will also provide some background on Congressional ef-
forts to curb the transfers, and a brief introduction to a video of
a company that promotes asset transfers as a tool for long-term
planning. That video is actually very long, but we are just going
to have a short snippet of it, as far as I can tell.

Our next witness will be Paul Pickerell, manager, Financial Re-
coveries Division, Oregon Department of Human Services. Mr.
Pickerell is testifying regarding the law of estate recovery and the
success of Oregon in enforcing this important provision.

Joyce Ruddock represents the long-term care insurance industry.
She is vice president of Long-Term Care Division at MetLife. She
is also representing the American Council of Life Insurers. Ms.
Ruddock will testify about the long-term care industry and the op-
portunities that exist for the Federal Government to partner with
the private sector to enroll individuals in long-term care insurance.

And Judy Feder is dean at the Public Policy Institute, George-
town University, and is here to provide testimony regarding asset
transfers, estate recovery, and long-term care.

I thank all of you. We will go in the order that you were intro-
duced.

So, Mr. O’Brien and Ms. Pundt?

STATEMENT OF DANIEL K. O’BRIEN, SENIOR VICE PRESIDENT,
ERICKSON RETIREMENT COMMUNITIES, PARKVILLE, MD;
ACCOMPANIED BY RUTH PUNDT, RESIDENT FROM ERICK-
SON RETIREMENT COMMUNITIES, PARKVILLE, MD

Mr. O’BRIEN. Thank you, Mr. Chairman. It is a privilege to have
the opportunity to appear before you and the members of the com-
mittee.

Erickson Retirement Communities serves middle-income seniors
by providing a continuum of care—independent living, assisted liv-
ing, nursing care—all on an integrated campus and purchased
under a single contract. A typical Erickson community serves about
2,300 residents in one location.

When residents move in, they pay an entrance fee. It is a size-
able amount of money, ranging from $100,000 to $400,000. They
also pledge their other assets that would be available to fund their
long-term care needs.

That way, as people age in place, if they go to the nursing home,
under our contract they have obligated themselves to spend their
outside assets first, then spend down the entrance deposit that
would be otherwise refundable if they did not spend it down, and
then access Medicaid as a payor of last resort, which is, I guess,
becoming a novel concept.

That system worked well for over 20 years. Over the last few
years, however, some fairly astute Medicaid planning attorneys
have worked with a few of our residents to allow them to gain ac-
cess to Medicaid prior to having spent down their entrance depos-
its.

So, while we were holding hundreds of thousands of dollars of
these residents’ money that they had contractually made available
to fund their long-term care needs, these people were accessing
Medicaid with the assistance of these attorneys.
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When we went to the State of Maryland where this first oc-
curred, the State of Maryland said that they viewed that this en-
trance deposit should be an excluded asset for the purposes of cal-
culating Medicaid eligibility, which we thought was sort of a ridicu-
lous finding, and ended up pressing the matter with CMS.

Before doing that, though, we went to our residents and we
asked them their perspective. In fact, we even had estate planning
attorneys calling us to ask if they could increase the size of the en-
trance deposits that we were holding on behalf of our residents as
a Medicaid avoidance prospect.

We went to our residents and actually presented the issue before
our residents. Mrs. Pundt will give you the residents’ perspective
on that, and then I will finish up with a couple of policy rec-
ommendations.

The CHAIRMAN. Ms. Pundt?
Ms. PUNDT. Thank you very much, Mr. Chairman and committee,

for allowing me to come here today and give my testimony.
I understand Congress has decided to take up the issue of wheth-

er or not they will, once and for all, close the loophole that has al-
lowed continuing-care retirement community residents to access
Medicaid without first spending down their entrance deposits.

The residents at Oak Crest Village signed a contract to do this,
and I intend to fulfill my contract. Other residents should be re-
quired to fulfill their contracts also. As a taxpayer, I believe people
with assets should not be able to use loopholes to preserve those
assets and shift the burden of paying for their care to others.

America is certainly feeling a budget crunch right now, and the
consequences could be severe. With Federal dollars dwindling,
there is pressure to cut Medicaid budgets and other critical pro-
grams, actions that could devastate our most vulnerable citizens,
particularly the poor and seniors.

If the Federal Government allows people who have hundreds of
thousands of dollars in CCRC entrance deposits to access Medicaid,
it will hurt Oak Crest Village and take money away from the truly
needy of our country and the State of Maryland.

I moved to Oak Crest because of the outstanding quality of care
there. Allowing undeserving residents to access Medicaid will ad-
versely impact that quality of care, and Medicaid should not be
used to preserve inheritances at the cost of providing high-quality
care to seniors and our needy citizens.

Most of the residents support closing this loophole with me, so
please support closing it, and thank you very much.

The CHAIRMAN. Thank you very much for your practical testi-
mony.

Go ahead.
Mr. O’BRIEN. One example of this. We had a couple move to Oak

Crest. They reported over $500,000 in assets. Within 4 months of
the couple moving in, the husband was in the nursing facility and
was on Medicaid, despite the fact that they had a half a million
dollars. They did that in violation of our contract. We took them
to court over this.

The Maryland Court of Appeals said that our contract was illegal
because they had engaged in legal Medicaid planning, and the fact
that we were participating in the Medicaid program sort of obfus-
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cated our ability to enter into a contract that would encourage peo-
ple to privately fund their long-term care.

It seems to me that it would be in the government’s best inter-
ests to encourage people to privately fund their long-term care
rather than encourage people to subvert the system and divest
themselves of their assets and become Medicaid-eligible.

So, in conclusion, I would like to propose a couple of rec-
ommendations. Number one, that we would encourage seniors, as
I said, to privately fund long-term care needs by clarifying that
CCRC contracts that require residents to spend disclosed assets
prior to qualifying for Medicaid, that those contracts would be en-
forceable.

Second, to clarify the statute that CCRC entrance deposits that
are available to pay for long-term care must be spent, again, prior
to accessing Medicaid rolls. On a more general basis, we ought to
clarify the policy intent of Congress that Medicaid is the payor of
last resort.

The courts are increasingly finding that that is not the case and
that these rules exist in order to help people shelter their assets,
and that is the purpose of the rules instead of the rules existing
to make sure that everyone receives care.

We ought to close loopholes that treat income and assets dif-
ferently, allowing the use of annuities to shelter assets and signifi-
cant sums of money. We ought to lengthen the 3-year look-back pe-
riod, and we ought to increase the penalties for inappropriately
gifting assets.

Last year, Maryland cut the Medicaid budget $74 million because
of budget issues. So what they were in essence saying is they cared
more about the inheritance rights of 50-year-olds than they did
providing adequate care to the truly needy. It seems to me that
this is incredibly wrong-headed.

If Congress wanted to debate whether we ought to pay for
everybody’s health care, we could have that debate. But right now,
under the current rules, the government pays for the poor and it
pays for those who are wealthy and sophisticated enough to hire
an attorney and shelter their assets so middle-income people and
people who are willing to play by the rules are the only ones who
pay their own way. That seems to me to be patently unfair, and
I would encourage Congress to act to change that.

[The prepared statement of Mr. O’Brien appears in the appen-
dix.]

The CHAIRMAN. All right.
Before Ms. Stone-Axelrad goes ahead, I want to introduce this

video, which will be very short. I have already referred to it.
The video is designed as an educational tool to help individuals

learn how to transfer assets to family members to qualify for Med-
icaid. The Medicaid Asset Protection Plan is a prime example of
the type of legal shenanigans that individuals can play and still
qualify for Medicaid to pay for long-term care. The portion that we
will watch discusses what the company calls Medicaid Miss, and
outlines how to shift assets.

[Whereupon, a video was played.]
The CHAIRMAN. Ms. Stone-Axelrad, please proceed.
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STATEMENT OF JULIE STONE-AXELRAD, SPECIALIST IN SO-
CIAL LEGISLATION, CONGRESSIONAL RESEARCH SERVICE
(CRS), WASHINGTON, DC
Ms. STONE-AXELRAD. Good afternoon, Senator Grassley. My

name is Julie Stone-Axelrad, and I am a Health Policy Analyst at
the Congressional Research Service.

The Medicaid program is means-tested and covers about 54 mil-
lion people across the Nation, including children and families, peo-
ple with disabilities, pregnant women, and the elderly. Although
the program is targeted at low-income individuals, not all of the
poor are eligible and not all of those covered are poor.

Today’s discussion about Medicaid estate planning focuses on a
subset of Medicaid beneficiaries aged 65 and over who need long-
term care and have income greater than SSI’s cash benefit of $579
a month.

Medicaid law allows States to cover people whose income
reaches, or is sometimes greater than, about 218 percent of the
Federal poverty level, but only if they require the level of care that
is offered in a nursing home.

States may also extend coverage to people who have medical ex-
penses that deplete their income to specified levels. To qualify, in-
dividuals must also meet States’ asset standards, which usually fol-
low SSI program rules.

These standards generally allow individuals to retain $2,000 in
countable assets, as well as certain types of non-countable or ex-
empt assets, such as an applicant’s home, a car, and certain types
of annuities. Other rules apply to married couples in which one
person seeks Medicaid’s long-term care services and the other does
not.

Some people meet Medicaid’s eligibility standards by having in-
come and assets that are equal to or below a State’s specified
thresholds. Others deplete their income and assets on the cost of
their care, and still others may choose to divest their assets to
qualify sooner than they otherwise would.

Despite Congress’ efforts to discourage Medicaid estate planning
through the design of eligibility asset transfer and estate recovery
provisions, current law does not preclude all available means peo-
ple may use to protect assets.

At the request of the committee, I have included some examples
of methods people may use to avoid estate recovery or obtain Med-
icaid coverage while using personal resources for other purposes,
such as giving gifts to children or maintaining a certain living
standard.

First, transferring some assets to minimize the length of the pen-
alty period. Medicaid law specifics that penalties for improper
transfers begin on the first day of the month in which assets are
transferred. These penalties are periods of ineligibility, in months,
for certain long-term care services.

One option would be to transfer part of one’s assets while using
the remainder to pay for one’s care until the penalty period expires.

Second, avoiding the look-back period. Any transfers made within
36 months of application to Medicaid, and 60 months for certain
trusts, are subject to penalties. Any transfers made prior to these
look-back periods are not subject to penalties.
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Third, converting countable assets into non-countable assets,
such as purchasing an annuity for fair market value.

Finally, current law does not restrict how assets above Medicaid
thresholds may be used. For example, if individuals have $8,000
above the asset threshold of $2,000, they are free to apply these ex-
cess funds toward the cost of their care, or use them for other pur-
poses such as home improvements.

Some methods appear to be unintended consequences of Medicaid
law, designed to target people who are poor or have high medical
expenses. However, not all methods of transferring assets are nec-
essarily in conflict with the spirit of Medicaid law.

Some observers refer to Medicaid law as having loopholes. Others
suggest that there is a lack of consensus about the amount of as-
sets that should be held by people who face high long-term care
costs before qualifying for Medicaid.

The law also likely reflects the difficulty in writing legislative
language to discourage all methods of transferring assets without
inadvertently restricting access to Medicaid safety nets, particu-
larly for people who transfer assets with no intention of ever seek-
ing Medicaid’s assistance.

Critics of Medicaid estate planning explain that it diverts public
resources away from the most needy to pay for care for those who
are less needy. Some critics also assert that people should assume
financial responsibility for their own long-term care services before
relying on tax dollars to pay for care they could otherwise afford.

Others indicate that people engage in Medicaid estate planning
because a nationwide social insurance program covering long-term
services for the elderly does not exist. In addition, they explain that
Medicaid’s countable asset limit leaves people who have long-term
care needs without the resources they need to remain at home.

There are insufficient data available to accurately estimate the
prevalence of asset transfers today, and none that can reasonably
predict whether, or how much, this practice might grow in the fu-
ture. What we do know is that a significant amount of anecdotal
evidence exists about persons engaging in Medicaid estate plan-
ning.

We also know that an industry of elder lawyers, specializing in
Medicaid estate planning, has developed across the Nation. Court
cases at Federal and State levels also point to the prevalence of
transfers. In addition, we know that States have expressed a strong
interest in curbing Medicaid estate planning and have taken a
number of measures to try to do so.

Although data are not available to accurately estimate the quan-
tity of assets that have been protected, it is clear that any protec-
tion of assets that results in Medicaid paying for care that would
otherwise have been paid with private funds increases Medicaid
program costs.

Given what we know, there is no indication that completely pro-
hibiting asset transfers would result in savings that would amount
to a large percentage of Medicaid program outlays.

Nonetheless, Medicaid spent $86.3 billion on long-term care serv-
ices in 2003. Even if only a fraction of spending were saved, this
could still help contain overall program costs.
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Congress may want to evaluate the various trade-offs between
using public dollars to cover people with long-term care needs of
various financial means and ensuring that assistance is targeted to
those least able to pay for their care.

To better help inform this policy debate, my written testimony
discusses all of these issues in much greater detail. Thank you.

[The prepared statement of Ms. Stone-Axelrad appears in the ap-
pendix.]

The CHAIRMAN. Before you start out, Mr. Pickerell, I have just
been notified that there are two votes. I will have an opportunity
to hear you and Ms. Ruddock, but not Dr. Feder, because there are
two votes in a row.

So what I am going to do is, I think I will have her give her testi-
mony in my absence, and then I think we will either submit the
questions for answer in writing or my chief counsel can ask the
questions of the staff, because I will not be able to come back dur-
ing that period of time.

So, would you go ahead, Mr. Pickerell?

STATEMENT OF PAUL PICKERELL, MANAGER, FINANCIAL RE-
COVERIES DIVISION, OREGON DEPARTMENT OF HUMAN
SERVICES, EUGENE, OR

Mr. PICKERELL. Yes. Good afternoon, Chairman Grassley. I
would like to thank you for the opportunity to provide testimony
on Oregon’s estate recovery program. Our mission is to recover
from the estates of Medicaid recipients the cost of benefits pro-
vided.

Our process first identifies assets, then tracks them, and finally
recovers them when they become available. We believe that Or-
egon’s estate recovery program has been successful within the ex-
isting legal parameters because it has developed a number of busi-
ness practices that have addressed some of the problems inherent
in pursuing estate recovery.

Our statistics show that we have recovered nearly 1.5 percent of
our Medicaid expenditures. And 1.5 percent may not seem substan-
tial, but it did amount to nearly $19 million in recoveries in Fed-
eral fiscal year 2004.

The relative success of our program is predicated, first and fore-
most, on the skills of the employees that implement the program.
They are a dedicated staff who believe in their job.

They represent a diverse mix of experience, background, and
education, with legal, paralegal, and property title experience, as
well as experience in Medicaid eligibility collections and delivering
services directly to clients.

This varied staff background complements and balances our pro-
gram and ensures that there is sensitivity to families, while at the
same time we recover resources that can be utilized to help other
low-income senior and disabled clients.

Some of the practices that Oregon recommends are: utilizing the
expanded definition of estate, which allows for the pursuit of assets
that many existing State probate definitions preclude.

Two, implementing a State-wide electronic notification process
that alerts the Estate Recovery Unit of the Medicaid client’s death
and allows for a review of the electronic narrative of the case his-
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tory. Such a review can reveal critical facts or information on es-
tate assets sometimes not included on the office notification docu-
ment.

Three, securing authority to require a request for notice with the
county clerk to notify the State whenever client real property is
transferred or encumbered.

Four, utilizing an asset change specialist position within estate
recovery. This position researches electronic narratives when assets
have dropped off during redeterminations of eligibility and assures
proper accounting of assets.

Five, utilizing a probate specialist whose primary responsibility
is matching new probates filed in the county courts with the data-
base of deceased Medicaid recipients or surviving spouses to ensure
that the State is afforded an opportunity to submit its claim in a
timely manner.

Six, developing an estate recovery brochure to be included with
all Medicaid applications, as well as making it available at all local
Medicaid offices that clearly and concisely outlines the estate recov-
ery process. This brochure should also identify a toll-free number
that individuals may call to receive additional information on the
estate recovery program.

These are just a few of the best practices. I have included several
more in my written testimony.

In looking to the future, there is potential to increase estate re-
coveries by making changes to current law. I would like to touch
on a few that we have found in Oregon to be barriers to recovery
of Medicaid costs.

Interspousal transfers, which allow the transfer of assets from
the spouse which is receiving, or will receive, Medicaid to the
spouse that will not receive Medicaid. Under current law, Medicaid
recipients can transfer an unlimited amount of assets to the
spouse. Estate recovery consists of sending a claim to the estate of
a deceased Medicaid recipient.

If the Medicaid recipient is survived by a spouse, no payment is
submitted until the surviving spouse passes away. However, the
only assets in the surviving spouse’s estate available to satisfy the
claim are assets that passed from the Medicaid recipient at death
to the surviving spouse.

Therefore, assets that went from the Medicaid recipient during
his or her lifetime, such as interspousal transfers, are not available
in the surviving spouse’s estate to pay an estate recovery claim.

Recoveries would be enhanced if we could eliminate the Federal
restriction that prevents recovery of assistance provided before the
age of 55 for non-institutionalized individuals.

We could also enhance recoveries if we could eliminate the Fed-
eral restriction that prevents recovery of assistance from a Med-
icaid recipient’s estate when a surviving disabled child has been
disinherited.

To summarize, estate recovery and Medicaid eligibility are two
sides of the same coin. Whatever criteria is allowable in estab-
lishing eligibility under Medicaid has a direct and measurable con-
sequence on the availability of resources upon which to present a
claim when the Medicaid recipient passes away. The two are close-
ly tied together.
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Assets may be sheltered, transferred, or in some other manner
removed from eligibility consideration. Therefore, what is exempted
from resource consideration during the eligibility process has a sig-
nificant impact on the estate recovery process.

Thank you again for the opportunity to testify.
[The prepared statement of Mr. Pickerell appears in the appen-

dix.]
The CHAIRMAN. I have been told that I cannot keep the hearing

going with my counsel, so I am going to just stop it right now. You
will have to stay where you are. I will get over there at the end
of the first vote, and if they immediately have the second vote, I
can vote and run right back. So, pardon me. I am sorry. We usually
have other members here whom we can take turns with.

We will just recess for a little while.
[Whereupon, at 12:24 p.m., the hearing was recessed.]

After Recess [12:50 p.m.]

Ms. DISANTO. Good afternoon. We would like to restart the hear-
ing.

Let me just say that Senator Grassley just called and asked that
we go on ahead and adjourn the hearing.

Testimony that has not been completed will be placed into the
record.

[The prepared statements of Ms. Ruddock and Dr. Feder appear
in the appendix.]

Ms. DISANTO. Before the hearing adjourns, we also want to take
care of just a few quick housekeeping matters.

First, the record in this hearing will remain open for 10 days,
and that will be until July 11. Also, a number of documents were
discussed today, and we also saw a portion of a tape regarding
asset transfers.

Without objection, those will be submitted into the hearing
record, and the exhibit volumes that were also prepared for today’s
hearing and that portion of the tape that was viewed today.

I guess, hearing no objection at this point, they would be sub-
mitted into the record.

[The documents and exhibits appear in the appendix.]
Ms. DISANTO. I want to thank everybody for coming. I apologize

to the two witnesses who were not able to provide their testimony
today. There are several stacked votes that have just occurred that
were not anticipated today.

I thank you very much. The hearing is hereby adjourned.
[Whereupon, at 12:52 p.m., the hearing was concluded.]
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