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TO: Each Supervisor -
FROM: Thomas L. Garthwaite, MD

Director and Chief Medical Officer
SUBJECT: HEALTH DEPARTMENT BUDGET COMMITTEE OF THE WHOLE
| am writing to provide an update on the fiscal outlook for the Department of Health
Services (DHS) and the status of efforts to implement Scenario lll of the DHS system

redesign proposal.

DHS Fiscal Outlook

Attachment | provides an update of the Department’s Fiscal Outlook since the last Health
Department Budget Committee of the Whole on April 1, 2003. The Department’s
anticipated budget surplus for Fiscal Year 2002-03 has increased from $81.7 million, as
presented to your Board on April 1, to the current amount of $185.0 million. The increase
of $103.3 million in the operating surplus for the just-ended fiscal year is the result of a
number of changes, which are detailed in Attachment Il. The number and variety of these
changes testify to the inherent difficultly in definitively forecasting the Department’s
financial status.

When the additional funding detailed in Attachment | is included, the cumulative year-end
budget surplus for Fiscal Year 2002-03 increases from the $332.7 million presented to
your Board on April 1 to $381.0 million in the July 9 fiscal outlook.

Despite the improved fiscal forecast for Fiscal Year 2002-03, as you can see from
Attachment |, the outlook for Fiscal Year 2007-08 has actually worsened. In Fiscal Year
2007-08, the cumulative budget shortfall grows from an estimated $649.4 million, as
presented in April, to $767.8 million.
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Accordingly, the Department’s Fiscal Outlook will continue to evolve over time. It is likely
that the forecast will change again in August as more definitive information is available
after the County completes its final “book-closing”.

Status of Strateqgic Plan Implementation

Although the Department has achieved much of what was set forth last June in its
system redesign proposal, there are a number of goals that have not yet been
achieved. Additionally, as you know, the court’s actions have prevented the closure
of Rancho Los Amigos National Rehabilitation Center and the 100 beds at LAC+USC
Medical Center. The fiscal impact of this action is noted in the Department’s fiscal
outlook, as discussed above.

Psychiatric Services

The Department’s strategic plan also recommended the restructuring of psychiatric
services at DHS facilities in order to eliminate the estimated $20 million shortfall that
exists between the variable cost associated with providing emergency and inpatient
psychiatric services and the amount of funding provided by the Department of Mental
Health (DMH) to support this care.

DHS has spent considerable time evaluating potential cost savings, efficiencies, and
revenue opportunities to address this budget shortfall. Based on this analysis, the
most that could be saved through decreasing denied days, increasing Medi-Cal
enroliments, and other efficiencies is $3 million per year; clearly far short of the $20
million shortfall that presently exists. The fact is, the problem that exists with regard
to the provision of emergency and inpatient psychiatric patients is the same that is
facing the entire Department — too little revenue for the number of patients seeking
services.

The Department and DMH collaborated to the transfer the operation of Augustus F.
Hawkins outpatient psychiatric program at King/Drew Medical Center to DMH, which
was effective in May. This shift resulted in an annual savings of $2.4 million to DHS.
The Department is in the initial stages of a similar transfer of responsibility for
outpatient psychiatric services at LAC+USC Medical Center.

Despite these efforts, the fact remains that the amount of reimbursement provided by
DMH falls short of the Department’s cost to provide services to indigent psychiatric
patients. It is DHS’ position that DMH should provide increased funding to support
the direct provision of care in DHS facilities or this responsibility should be shifted to
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DMH, either through the direct provision of services by DMH staff in DHS facilities or
through contracts with private hospitals. | will keep you apprised of the status of the
discussions with DMH.

Community Health Plan

The Department has been in extended negotiations with L.A. Care Health Plan
regarding the outsourcing of the CHP’s administrative functions. Much of these
negotiations have centered on the applicability and potential impact of language in
L.A. Care’s enabling legislation pertaining to the recognition of the County’s current
Memorandums of Understanding with its labor unions in relation to the contracting of
services to L.A. Care. While the parties have reached agreement on the other issues
associated with establishing this agreement, the L. A. Care Board of Governors has
indicated its strong preference to enter into a Joint Powers Agreement with the
County and create a separate entity that would assume the contract for the CHP
administrative functions, rather than have L.A. Care perform these activities directly.

As a result of this issue, the negotiations with L.A. Care have stalled. We have
negotiation discussions scheduled with LA Care over the next several days to reach a
final disposition to this matter and will report to your Board in three weeks with a final
recommendation on whether to proceed. Additionally, DHS is exploring other options
including putting the identified administrative functions out to competitive bid.

Despite the delay in coming to closure on this initiative, the Department has achieved
the $2.3 million in Fiscal Year 2002-03 savings for the Office of Managed Care as a
result of overall operational savings.

Related Issues

Finally, | would like to bring to your attention several other issues related to the
Department's efforts in Sacramento and Washington, DC, that impact its fiscal
outlook.

Managed Care Rate Increase

In November 2002, Governor Davis announced that the State would be seeking a rate
increase for public Medi-Cal managed care plans throughout the California. This could be
a significant source of on-going revenue for DHS through the CHP. However, these efforts
appear stalled as the Federal Center for Medicare and Medicaid Services (CMS) has not
approved the rate increase for San Mateo County, which was the first rate increase
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submitted by the State. CMS has voiced concerns over the funding mechanism for this
rate increase. The Department is working with the CAO, Legislative Strategist, and
Washington, DC, advocates to develop a strategy to continue pursuing this rate increase.

DSH Flexibility

The Department submitted its proposal for DSH flexibility to the State, which in turn
forwarded it to CMS in May. CMS posed a series of technical questions about the
proposal, to which DHS forwarded its responses to the State. It is important to note that
the direct financial benefit of this proposal has been substantially lowered as a result of the
Court's actions related to the inpatient reductions at Rancho Los Amigos National
Rehabilitation Center and LAC+USC Medical Center. The annual value of this proposal is
currently estimated to be approximately $9 million in Fiscal Year 2004-05. (Please note:
This $9 million figure assumes that Rancho Los Amigos is either closed or not part of DHS
in Fiscal Year 2004-05.) The Department continues to pursue this proposal for the
strategic importance rooted in its policy goal of removing the financial disincentive
associated with moving more procedures and services to the outpatient setting.

FQHC Application

The Department has submitted an application to the Federal Health Resources and
Services Administration (HRSA) for a grant under the Public Housing Primary Care
Program. HRSA has indicated that a decision on this round of grant applications will be
made in mid-August. If the County receives a Public Housing Grant, it also will be
conferred FQHC status. Under the 1115 Waiver, set to expire on June 30, 2005, the
Department presently receives cost-based reimbursement for services provided to Medi-
Cal patients in DHS outpatient settings. With FQHC status, the Department would
continue to receive this important source of revenue, which is worth an estimated $100
million annually. | will keep you updated on the status of the grant application.

Please let me know if you have any questions.
TLG:ak

Attachments

c: Chief Administrative Officer

County Counsel
Executive Officer, Board of Supervisors
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