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States may be facing increased pressure in the coming months as
current systems reach their capacity and new fiscal challenges loom.
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ABSTRACT: The past five years have given states new opportunities in health policy for
low-income people, with many changes increasing states’ flexibility. However, new pres-
sures on state policy also have arisen from a variety of factors, most recently from the eco-
nomic downturn that has reduced revenues and increased demand for spending. This pa-
per analyzes recent changes in health policy in the thirteen states that are the core of the
Urban Institute’s Assessing the New Federalism project, focusing on state fiscal conditions,
health care coverage, acute care, and long-term care. Implications for the future are discussed.

A
lthough the past f ive years have given states new opportunities in
health policy for low-income people, they have also put new pressures on
policy formulation. Many developments have increased states’ flexibility,

including welfare reform and the delinking of Medicaid from cash assistance, new
funding for children’s health insurance coverage under the State Children’s Health
Insurance Program (SCHIP), repeal of federal minimum standards for nursing
home and hospital reimbursement that constrained states’ control over Medicaid
payments, and increased federal willingness to grant waivers under Medicaid (and
now under SCHIP as well). Fiscal capacity also rose—from booming revenues
during the long economic expansion of the 1990s and from new tobacco settle-
ment funds.

However, new pressures on revenues and state policy have resulted from recent
federal economizing under Medicaid and Medicare, including cuts in safety-net
support programs that some states were thought to be abusing; political pressures
for state tax cuts; and, starting in 2000, an economic slowdown followed by reces-
sion. New pressures also arose from the Supreme Court’s Olmstead v. L.C. decision,
which established a limited right to home and community-based services under
the Americans with Disabilities Act; rapid growth in pharmaceutical spending;
and the difficulties faced by Medicaid managed care. Political demands for public
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action resulted from developments such as the increase in the number of unin-
sured persons, growth in private and public managed care, rising drug costs, and
hospitals’ fiscal woes, as well as events specific to each state.

To examine how states have responded to both federal constraints and state
flexibility over the past few years, the Assessing the New Federalism (ANF) proj-
ect at the Urban Institute examined state priority setting and program operations
in health policy affecting the low-income population in thirteen states: Alabama,
California, Colorado, Florida, Massachusetts, Michigan, Minnesota, Mississippi,
New Jersey, New York, Texas, Washington, and Wisconsin. These states represent
a wide range of policy approaches, fiscal capacities, and attitudes toward govern-
ment and support for services for low-income populations. A description of the
overall project, including the rationale for the states selected, is available else-
where.1 Building on earlier baseline studies in the same states, the study team pre-
pared reports on health policy for the low-income populations in each state.2 In
addition, short summaries of each state case study can be found in the report,
Health Policy for Low-Income People: Profiles of Thirteen States.3

Information for the case studies was obtained from publicly available docu-
ments, newspapers, Web sites, and interviews with state officials, provider orga-
nizations, consumer advocates, and other stakeholders. In-person interviews
were conducted in state capitals from February through June 2001. Questions
were asked using an open-ended interview protocol, and state officials were given
the opportunity to comment on the draft reports. Additional information was ob-
tained to update the status of each state through roughly the end of 2001.

This paper uses the information in the thirteen case studies to address four ma-
jor sets of state health policy issues. First, how have the fiscal circumstances of the
states changed over the past several years, and how have those changes affected
health programs? Second, have the states expanded public or private health insur-
ance coverage through Medicaid, SCHIP, Medicaid research and demonstration
waivers, or state-funded programs? Third, how have Medicaid managed care and
other acute care issues changed? For example, has access been affected by man-
aged care plans’ withdrawals from Medicaid or backlash against health plans by
providers or beneficiaries? Fourth, how are state systems of long-term care chang-
ing? For example, how are states responding to pressures to expand home and
community-based services for disabled persons, their new freedom to set nursing
home reimbursement rates, and the labor shortage?

Overview Of The Major Findings
� State fiscal conditions and health policy. From 1995 to 2000 state econo-

mies were expanding, inflation and unemployment were low, and state revenues in-
creased rapidly. As a result, states were able to increase spending, cut taxes, and in-
crease the size of their “rainy day funds.” Medicaid spending from state general
revenues increased at only about 5 percent a year as a result of low rates of medical
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care inflation, falling enrollment because of welfare reform and a strong economy,
cost savings from the expansion of managed care, and, arguably, repeal of federal
minimum standards on Medicaid nursing home reimbursement. Many states used
their good fiscal status to expand health programs, among other activities.

The national economy started to slow in 2000; by March 2001 the country was
in a recession that reduced state revenues and caused state spending to climb. As
states reexamine their already enacted fiscal year 2002 budgets and begin to plan
their FY 2003 budgets, the ANF states generally did not appear to be planning ma-
jor Medicaid cutbacks. While growth in Medicaid and SCHIP spending was re-
garded as a major contributor to their fiscal problems, states did not appear to
view large cuts in these programs as a way to balance their budgets, although they
are likely to trim optional benefits and cut (or freeze) provider reimbursement
rates. The loss of federal matching funds was often cited as a constraint on
Medicaid cuts. If the recession deepens or is prolonged, this stance could change.
But so far, the primary effect of the economic slowdown is likely to be the failure
to take advantage of new coverage expansion opportunities, such as parental cov-
erage under Section 1931(b) of the Social Security Act or SCHIP waivers.

� Health care coverage. Medicaid rolls fell between 1995 and 1998 because of
the improved economy and welfare reform. Welfare reform allowed states to expand
eligibility in new ways, but because of confusion on the part of beneficiaries and
caseworkers, Medicaid enrollment fell, although not as much as enrollment in Tem-
porary Assistance for Needy Families (TANF) fell. States responded to the declines
in Medicaid enrollment by reforming state outreach and enrollment practices, and
Medicaid rolls rebounded to some extent over the next few years. States are now an-
ticipating further increases in enrollment as a result of the recession.

Welfare reform created a new category under Section 1931(b) of the Social Secu-
rity Act that enabled states to expand Medicaid eligibility to families with much
higher incomes than was previously allowed. Of our thirteen states, only New Jer-
sey and California elected to use Section 1931(b) to expand coverage. Massachu-
setts, Minnesota, Wisconsin, and New York had substantial Medicaid coverage
expansions under Section 1115 waivers during the same period.

SCHIP was enacted in 1997 and began to be implemented in 1998. There was a
strong response on the part of states, even those with historically very restrictive
Medicaid eligibility levels, to expand coverage for children in families at relatively
high income levels. Most states adopted programs separate from Medicaid in an
attempt to establish programs that were not open-ended entitlements and that
did not have a welfare stigma. States embarked on ambitious outreach campaigns,
and many developed innovative strategies to streamline the eligibility determina-
tion process. By December 2000 SCHIP had enrolled 2.7 million children; the
number who were previously uninsured is not known.4

In 2000, three ANF states—New Jersey, Minnesota, and Wisconsin—received
Section 1115 waivers under SCHIP to expand coverage to parents. California was
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granted a waiver in early 2002. States argue that expanding coverage for parents
increases participation by children. There has been less interest in premium assis-
tance programs that use Medicaid or SCHIP funds to subsidize employer-
sponsored insurance because of the administrative complexity and the limited
benefits of many employer plans compared with Medicaid or SCHIP.

� Acute care. Medicaid managed care remains strong in most states; the excep-
tions are Alabama and Mississippi, where it was tried but quickly abandoned. But
expectations of Medicaid managed care’s ability to control costs have diminished.
Most states have experienced plan withdrawals, usually over issues of rate ade-
quacy, administrative burdens, and the difficulty of maintaining provider networks.
Capitation rates have often been increased in response. As a result, Medicaid pro-
grams are not finding the same levels of new savings from managed care that they
had in previous years.

Disproportionate-share hospital (DSH) payments and upper payment limit
(UPL) programs remain an important part of Medicaid financing. States have ex-
pended considerable energy and creativity in developing arrangements that bring
in ample federal funds with few or no new state expenditures. Providers benefit
from these initiatives to varying degrees. States are expanding these programs
when they can but are deeply concerned about the fiscal consequences of federal
cutbacks in DSH payments and new restrictions on the use of UPL programs.

With recent Medicaid spending for prescription drugs increasing 14–18 per-
cent per year, prescription drug outlays are a major issue for all states. Federal
rules limit states’ ability to restrain drug prices and utilization. However, some
states (Florida and Michigan) are developing innovative approaches that offer the
potential to obtain greater discounts from manufacturers.

Several ANF states have adopted new programs to subsidize prescription drug
coverage for the low-income elderly and disabled populations. These programs
vary in the income groups that are covered and the structure of the subsidies.

� Long-term care. The long-term care sector, including nursing homes and
community-based services, faces severe workforce shortages. Several states have re-
sponded with rate increases that require that the increased funds be used to raise
workers’ wages. The labor shortage has serious short- and long-term implications
for quality of care and program spending. Several states have responded to concerns
about the quality of care in nursing homes by raising reimbursement rates, tighten-
ing regulatory oversight, increasing staffing requirements, and providing consumers
with more information.

States continue to expand home and community-based services. These expan-
sions include home care through the Medicaid personal care option, but they in-
creasingly depend on extensive use of Medicaid and home and community-based
services waivers. Efforts to expand home and community-based services are
driven in part by the Supreme Court’s 1999 Olmstead v. L.C. decision, which ruled
that inappropriate institutionalization was discrimination against people with
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disabilities. However, some states have not yet responded to Olmstead because they
believe that their extensive range of home and community-based services makes
further actions unnecessary.

State Fiscal Conditions And Health Policy
From 1995 to 2000 all fifty states enjoyed very favorable fiscal conditions,

which allowed them to cut taxes and increase spending at the same time. But in
2000 the economy began to slow, and by spring 2001 the country was in a reces-
sion. The terrorist attacks of 11 September 2001 added to the slowdown. Most
states are now facing deficits for state FY 2002 and are considering how to cope
with what are expected to be substantial shortfalls for FY 2003. Medicaid and
SCHIP account for a large portion of total state spending, making them a potential
target for budget cuts.

� A strong economy: 1995–2000. From 1995 to 2000 the overall economy was
expanding, inflation and unemployment were low, and state revenues increased
rapidly. Fiscally, times were good for all fifty states. At the national level, total state
spending (federal and state) increased at an average rate of 6 percent a year during
this period, while states’ general fund spending increased by an average rate of 5 per-
cent per year.5 The average annual rate of increase in states’ general revenue spend-
ing for the ANF states was about 5 percent.

For all fifty states Medicaid accounted for an average of about 15 percent of gen-
eral revenue spending (19.5 percent of total state spending when federal funds are
included), and these percentages remained stable between 1995 and 2001.6 Be-
tween 1995 and 2000 states’ general revenue spending on Medicaid increased at a
rate of only about 5 percent a year, much lower than Medicaid’s historical growth
rate. Medicaid spending slowed during this period because of low rates of medical
care inflation, falling enrollment as a result of welfare reform and a strong econ-
omy, cost savings from the expansion of managed care, and cuts in Medicaid reim-
bursement for nursing homes after the repeal of federal minimum standards on
payment levels. States expanded coverage, enacted new programs to provide pre-
scription drug coverage for older persons and persons with disabilities, and added
home and community-based long-term care services. In contrast, state spending
for Aid to Families with Dependent Children (AFDC) and its replacement, TANF,
fell by 9 percent per year during this period.7

While overall expenditures were rising at a moderate rate, states were also cut-
ting taxes and building up their reserves or “rainy day funds.” Almost all of the
ANF states cut taxes or provided tax rebates repeatedly during this period. In-

L o w - I n c o m e P e o p l e

H E A L T H A F F A I R S ~ W e b E x c l u s i v e W 1 9 1

“Medicaid and SCHIP account for a large portion of total state
spending, making them a potential target for budget cuts.”



deed, cutting taxes was a major priority for most governors between 1995 and
2000, not only in the states with relatively high taxes. Adding to the pressure for
tax cuts were state constitutional limits on spending and revenues or state refer-
endums reducing taxes in Colorado, Massachusetts, Michigan, and Washington.
States also increased their reserves while cutting taxes, so that average state
year-end balances as a percentage of total revenues increased from 5.8 percent in
1995 to a historic high of 10.1 percent in 2000.8

� The fiscal situation turns bleak: 2001–2002. The national economy started
to slow in 2000 and was in recession by March 2001.9 During state FY 2001, spend-
ing grew fairly quickly, partly driven by a 14 percent increase in Medicaid spend-
ing—an increase of more than twice the level that was budgeted.10 Taxes continued
to be cut, although by smaller amounts than before. While some of the ANF states
faced fiscal problems, most continued to expand their health programs. For exam-
ple, several states, including Michigan, Wisconsin, New York, and Massachusetts,
started or expanded pharmaceutical assistance programs for older people. Because
of the slowing economy, however, to bring spending and revenues into balance, six-
teen states nationwide enacted midyear cuts totaling $1 billion during FY 2001 in a
wide range of health and nonhealth programs.11

As states debated and passed their FY 2002 budgets in spring 2001 (almost all
states have fiscal years starting July 1), the full fiscal consequences of the recession
were not yet clear, and the terrorist attacks of September 11 had not yet occurred.
While many states projected shortfalls for FY 2002 during their initial budgeting
process, these fiscal problems seemed manageable through a combination of the
use of financial reserves; tobacco settlement revenues; expanded Medicaid UPL
programs, which increased federal revenues at little or no state cost (discussed in
greater detail below); borrowing from other state accounts (such as pension
funds); and selected tax increases. Many states enacted initiatives to curtail
growth in Medicaid prescription drug costs. Enacted increases in states’ general
fund spending for FY 2002 were only 2.8 percent above FY 2001 levels, the small-
est increase since 1983.12 For the first time in seven years, enacted net tax and fee
changes increased rather than decreased aggregate revenues, although by a very
modest $356 million.13

Many of the ANF states continued to expand their health programs, even
though revenues were constrained. For example, in Texas the 2002–2003 bien-
nium budget passed by the legislature in spring 2001 included Medicaid eligibility
simplification for children as a way to increase enrollment, increased funding for
SCHIP, higher reimbursement for nursing homes, the establishment of a new sys-
tem of expanded health insurance coverage for public school teachers, and a phar-
maceutical assistance program for older persons and persons with disabilities (al-
though funding was not provided for the drug program).

In Wisconsin, despite financial pressures, Medicaid and other health programs
were cut only very slightly, and funds were found to create a major new prescrip-

W 1 9 2 2 2 M a y 2 0 0 2

S t a t e H e a l t h P o l i c y



tion drug assistance program for senior citizens. To balance its books, Wisconsin
greatly expanded its UPL program and raised cigarette taxes. It also maximized
its current tobacco settlement revenues by selling off the stream of revenues as
bonds, allowing the state to get most of the funds now rather than in the future.

Although Washington’s governor initially proposed health care cuts to balance
the budget, the state legislature rejected these cuts; funds to stave off budget cuts
were ultimately found by revising the state’s Medicaid UPL program. Although
the final budget included some small cuts in the state-funded Basic Health Plan,
which provides health care to the uninsured, the state expanded Medicaid cover-
age for the working disabled and for women with breast and cervical cancer.

Throughout FY 2002 the economy, especially after September 11, has deterio-
rated, with revenues falling short of projections and spending increasing faster
than expected. By January 2002 a few states, including Florida and Massachu-
setts, had already had legislative sessions to deal with fiscal imbalances. All states
except Vermont (and the District of Columbia) have constitutional requirements
that prohibit them from running a deficit.

In November 2001 the National Conference of State Legislatures (NCSL) con-
ducted a survey of FY 2002 conditions. Forty-three states and the District of Co-
lumbia reported that revenues were below forecasted levels; twenty-one states
and the District of Columbia reported that spending was above budgeted levels.14

Of the thirteen ANF states, five (Massachusetts, Michigan, Mississippi, New Jer-
sey, and Washington) had spending overruns and lower-than-expected revenues;
seven (Alabama, California, Colorado, Florida, Minnesota, New York, and Wis-
consin) had spending that was on target but lower-than-expected revenues; and
only Texas was on target for both spending and revenues. By December 2001 the
National Association of State Budget Officers reported that thirty-nine states had
an aggregate projected shortfall of $38 billion for FY 2002.15 After adjusting for tax
law changes and inflation, real state tax revenues declined by 5 percent in July–
September 2001 compared with July–September 2000.16

Medicaid was a major contributor to increased state spending. At the beginning
of FY 2002, states were forecasting that Medicaid spending would increase by an
average of 8.8 percent nationally, faster than overall state spending and revenue
rates. As a result, Medicaid as a percentage of state spending seems likely to in-
crease. In the November 2001 NCSL survey, four ANF states (Colorado, Massa-
chusetts, Mississippi, and Washington) identified spending levels for Medicaid as
an issue. Nationally, overspending by Medicaid is exacerbated by the program’s
projected initial underfinancing in the states’ original FY 2002 budgets.17

Pressures for state Medicaid spending increases include medical inflation faced
by the entire health system, increased costs for prescription drugs, demands for
higher provider payment rates, expansion of community-based long-term care,
and increased enrollment.18 Of particular note is Medicaid spending for outpa-
tient prescription drugs nationwide, which increased an average of 18.1 percent
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per year from 1997 to 2000, compared with 7.7 percent for all Medicaid spending.19

In a survey of state Medicaid programs, forty-eight states identified prescription
drugs as a major cause of Medicaid spending growth in 2001.

Medicaid enrollment has grown for several reasons. Contributing factors in-
clude coverage expansions, deliberate efforts to reverse the enrollment slide
caused by welfare reform, and the spillover from outreach for SCHIP. Enrollment
is also increasing as a consequence of the recession. An increase in the unemploy-
ment rate from 4.5 percent to 6.5 percent could result in a growth in Medicaid en-
rollment of about three million persons.20

To balance their FY 2002 budgets, states are beginning to cut spending and
consider some tax increases, although there is strong resistance to raising income
and sales taxes.21 While some health programs have been cut, Medicaid has been
somewhat spared so far, except for some cutting or freezing of reimbursement lev-
els (especially for prescription drugs) and cuts in optional benefits (such as adult
dental services). Medicaid eligibility levels generally have not been reduced. Mas-
sachusetts, which did not finalize its budget until December 2001, cut several
hundred million dollars in spending but left Medicaid relatively untouched, with
the exception of reducing Medicaid reimbursement of Medicare cost-sharing re-
quirements for the dually eligible (Medicare and Medicaid), increasing restric-
tions on the use of brand-name drugs, and temporarily postponing provider reim-
bursement rate increases. After September 11 Massachusetts expanded its
Medicaid section 1115 waiver to increase the share of Consolidated Omnibus Bud-
get Reconciliation Act (COBRA) continuation payments that the state will con-
tribute to help the unemployed retain insurance coverage. Mental health and pub-
lic health programs, however, sustained larger cuts.

One ANF state that has reduced Medicaid eligibility in response to budget
problems is Florida, which ended its medically needy program for adults, reduced
eligibility standards for older persons and disabled beneficiaries from 90 percent
to 88 percent of the federal poverty level, and eliminated planned coverage of cer-
tain persons with disabilities who are working. In addition, Florida ended
Medicaid coverage of dental, vision, and hearing services for adults, as well as
counseling to help beneficiaries choose managed care plans. It also limited enroll-
ment in the state-funded pharmaceutical assistance program for older persons.
These cuts, however, will not go into effect until FY 2003, which starts July 2002.

Not all state actions have been reductions in spending, however. In January
2002 New York enacted a major piece of health legislation designed to greatly in-
crease wages for health care workers through Medicaid, expand Medicaid eligibil-
ity for disabled workers, and further streamline the Medicaid and SCHIP eligibil-
ity determination processes. The initiative will largely be funded through the
one-time revenues obtained from the conversion of the state’s nonprofit Blue
Cross Blue Shield organization to for-profit status, an assumed increase in the
state’s Medicaid federal matching rate, and an increase in the tax on cigarettes.22
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Health Care Coverage
Over the past five years a number of developments led states to expand public

coverage for the low-income population. There were new funding opportunities
for children’s health insurance coverage under SCHIP, additional possibilities cre-
ated as part of welfare reform (Section 1931[b] of the Social Security Act), and
demonstration waivers under Medicaid and SCHIP. At the same time, states had
greater fiscal capacity from booming revenues and new tobacco settlement funds.
Under SCHIP, the largest expansion in children’s health coverage since Medicaid
was enacted more than thirty years ago, all thirteen ANF states expanded chil-
dren’s coverage and were making major efforts to reach and enroll eligible persons.
A number of states, such as New York and Massachusetts, continued their tradi-
tion of ambitious health care reform and implemented more comprehensive cover-
age expansions for low-income families and childless adults that use a combina-
tion of SCHIP, Medicaid, and state-only funding. Other states, such as New Jersey
and Wisconsin, with less comprehensive records of reform, made large strides in
expanding health coverage to low-income populations.

� Medicaid coverage. Rebounds in Medicaid enrollment. Although SCHIP has re-
ceived a great deal of recent attention, Medicaid is still by far the dominant public fi-
nancing program for acute and long-term care services for low-income populations.
From the mid-1990s onward, Medicaid enrollment generally declined in response to
an improved economy and welfare reform. The welfare reform law, the Personal Re-
sponsibility and Work Opportunity Reconciliation Act (PRWORA) of 1996, al-
lowed states to expand eligibility, but it also had an immediate chilling effect on
Medicaid participation because it created administrative barriers to enrollment. By
delinking eligibility for Medicaid from the receipt of cash assistance, PRWORA al-
tered the way most low-income families gained access to Medicaid. The net result
was a nationwide reduction in average monthly Medicaid enrollment of approxi-
mately 6.8 percent between 1995 and 1998, mostly resulting from a drop in the adult
cash-assistance population. The ANF states generally reflected the national trend,
with a few notable exceptions. In Wisconsin, Medicaid enrollment among non-
elderly and nondisabled adults and children dropped by about 27.4 percent between
1995 and 1998, four times the national rate; enrollment for this population fell 15.4
percent in Texas, 17.7 percent in Florida, and 20 percent in Mississippi. Conversely,
over this same time period, Medicaid enrollment in Massachusetts grew by 20.9
percent as a result of the implementation of the state’s Section 1115 Medicaid demon-
stration project.

Medicaid enrollment rebounded in the late 1990s, partly in response to several
Centers for Medicare and Medicaid Services (CMS) directives urging states to
spread awareness that beneficiaries could retain Medicaid eligibility after their
cash assistance terminated, and partly as a result of new state coverage expan-
sions to low-income populations. In addition, some states simplified the Medicaid
application and redetermination process. This simplification (discussed below)
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largely occurred for children’s Medicaid coverage and was a result of political
pressure on SCHIP to increase enrollment and retention rates. However, some
states reformed Medicaid enrollment processes more broadly, including imple-
menting disregards for income under Section 1931, eliminating asset tests, short-
ening application and renewal forms, and simplifying verification requirements.
These efforts contributed to increased enrollment; the total number of Medicaid
participants rose by 3.6 percent between December 1998 and December 1999 and
another 5 percent between December 1999 and December 2000.23

Section 1931(b). When Congress severed the link between cash benefits and
Medicaid as part of welfare reform, it also created a new Medicaid eligibility cate-
gory under the Social Security Act. Under Section 1931(b), families that would
have qualified for Medicaid under a state’s AFDC program are generally eligible
for Medicaid, whether or not they receive TANF cash assistance. States must
maintain Medicaid eligibility at least at pre–welfare reform levels. Section 1931(b)
also allows states to expand Medicaid to cover more low-income families.24

Only two ANF states (California and New Jersey) elected to expand Medicaid
coverage under Section 1931(b). In 2000 California increased the income limit for
parents up to 100 percent of the federal poverty level, and New Jersey expanded
coverage for parents up to 133 percent of poverty. More recently, New Jersey re-
ceived federal approval to cover all parents of Medicaid- and SCHIP-eligible chil-
dren under an SCHIP Section 1115 demonstration waiver, which entitled the state
to receive a higher federal match.

Medicaid expansions for seniors and persons with disabilities. In recent years several of
the study states expanded eligibility for the aged, blind, and disabled populations.
Mississippi used increased income disregards under Section 1902(r)(2) of the So-
cial Security Act to raise the eligibility level for these populations to 135 percent of
poverty—the highest in the nation. Minnesota expanded its income eligibility for
this population to 100 percent of poverty under Medicaid and covered those earn-
ing up to 175 percent of poverty under the state-funded portion of MinnesotaCare.
California and Massachusetts expanded Medicaid eligibility levels for these pop-
ulations to 133 percent of poverty. Massachusetts, under its Medicaid 1115 demon-
stration program, also offered comprehensive Medicaid benefits to disabled per-
sons who were ineligible for its traditional Medicaid program, with cost sharing
for persons above 200 percent of poverty.25 Several ANF states also moved to pro-
vide Medicaid coverage to working persons with disabilities under the federal
Ticket to Work and Work Incentives Improvement Act (TWWIIA) of 1999. Un-
der TWWIIA states may create a Medicaid buy-in program that allows working
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persons with disabilities to pay premiums for access to Medicaid.
Medicaid Section 1115 demonstration projects. States have also used Section 1115 re-

search and demonstration waivers to expand coverage to additional low-income
populations. Several ANF states, including Massachusetts, Minnesota, Wiscon-
sin, and New York, have expanded their traditional Medicaid programs or imple-
mented new coverage programs under Medicaid 1115 authority.

Probably the most extensive Medicaid Section 1115 demonstration waiver is
Massachusetts’s MassHealth program, which offers very broad coverage to all
low-income persons and increased Medicaid enrollment by approximately one-
third between 1997 and 2000. The waiver expanded eligibility up to 133 percent of
poverty for parents, disabled adults, and long-term unemployed adults and up to
200 percent of poverty for parents, some childless adults, children, pregnant
women, and newborns. The MassHealth expansions have been credited as a major
factor in reducing the state’s uninsurance rate by almost ten percentage points.26

Wisconsin developed a new program under a Section 1115 waiver, BadgerCare,
that uses Medicaid and SCHIP funds to cover parents and children up to 185 per-
cent of poverty. Wisconsin believed that covering parents would make it easier to
enroll children in the new program because parents could make insurance deci-
sions for the whole family and would directly benefit from the program.

In March 2001 New York was granted a federal waiver to expand adult coverage
as an amendment to the state’s Medicaid Section 1115 waiver program, the Partner-
ship Plan, which is phasing in mandatory Medicaid managed care. Family Health
Plus (FHPlus), implemented in October 2001, provides coverage to parents with
incomes up to 150 percent of poverty and to single adults and childless couples
with incomes up to 100 percent of poverty.27 Designed to build on Child Health
Plus (CHPlus), New York’s SCHIP program, FHPlus enables participants to re-
ceive comprehensive acute care benefits delivered through managed care plans, as
in the state’s CHPlus and Medicaid programs.

Eligibility for Medicaid in Minnesota has historically been extensive, and the
state has continued to expand eligibility around the margins. Under its Section
1115 waiver, the state obtained Medicaid funding for parents and caretakers of
children enrolled in MinnesotaCare with incomes up to 175 percent of poverty in
1999 and up to 275 percent in 2001. In addition, beginning in July 2002 the income
limit for children under Medicaid will be raised to 170 percent of poverty, and the
income limit for parents will be raised to 100 percent of poverty.

� The State Children’s Health Insurance Program. SCHIP, enacted in 1997,
provided states with $40 billion in federal funding over a ten-year period to expand
health insurance coverage for children. States were given the option of expanding
coverage through Medicaid, creating a new program or expanding an existing pro-
gram, or a combination of the two. Only two ANF states (Minnesota and Wiscon-
sin) elected to pursue a Medicaid expansion as their sole strategy, and only two
(Colorado and Washington) chose a totally separate approach; the remaining states
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chose a combined strategy to expand coverage.28 For most of the states that chose
the combined approach, the major emphasis was on creating separate programs, and
the Medicaid expansion was a relatively small component.29 States created separate
programs for a variety of reasons, including political resistance to expanding a
Medicaid entitlement program, the perception that access problems in Medicaid
would spill over into SCHIP, and the desire to test an alternative to Medicaid that
might be more innovative and efficient and “more like private insurance.”30

In response to SCHIP, states raised income eligibility thresholds for children;
between June 1997 and June 2000 the average state raised its eligibility threshold
from 121 percent to 206 percent of poverty.31 Across the thirteen ANF states, the
increased eligibility threshold under SCHIP ranged from 185 percent of poverty in
Colorado and Wisconsin to 350 percent in New Jersey.32 Whether measured by in-
come eligibility threshold or increase in eligibility threshold after SCHIP, New Jer-
sey’s expansion is the most generous in the nation.

States that created separate programs were given the flexibility to offer a more
limited scope of benefits than Medicaid requires and to impose cost sharing. Al-
though consumer advocates feared otherwise, all ANF states with separate pro-
grams provide optional benefits such as vision, hearing, and dental services. Most
services are delivered through managed care organizations. States generally im-
plemented modest cost-sharing levels, with monthly premiums (based on income
level and family size) that typically ranged from $5 to $25 and copayments gener-
ally around $5 for nonpreventive services.

Initial spending under SCHIP was much lower than the funds that were avail-
able; on average, states spent only 24 percent of the federal SCHIP dollars avail-
able to them between FY 1998 and FY 2000.33 New York was an exception, spend-
ing 93 percent of its federal SCHIP 1998–2000 allotment.34

In an effort to increase enrollment in SCHIP, states embarked on extensive out-
reach campaigns and initiated a number of strategies to streamline the eligibility
determination process, such as minimizing documentation requirements and al-
lowing families to submit applications by mail. The requirement to screen and en-
roll children simultaneously for Medicaid and SCHIP led states to adopt joint ap-
plication forms that simplified eligibility requirements for both programs. To
improve the process, a number of states engaged community-based organizations
to perform eligibility screening.

SCHIP enrollment has increased with the program’s maturation. As of Decem-
ber 2000 national SCHIP enrollment had reached 2.7 million.35 Many states noted
a Medicaid spillover effect that they believed was related to SCHIP outreach and
enrollment efforts; that is, outreach aimed at increasing SCHIP enrollment
brought in children who were eligible for Medicaid. In Washington, 70–75 per-
cent of those applying for SCHIP were determined to be eligible for Medicaid. In
New Jersey, spillover from SCHIP added about 22,000 children to the Medicaid
rolls by September 1999.36 Despite recent enrollment successes, though, many
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children still remain uninsured—8.9 million nationally, three-quarters of whom
are eligible for Medicaid or SCHIP.37 Some states have looked beyond outreach
and enrollment efforts to reach uninsured children by shifting their focus to cover-
ing parents as a means of covering all uninsured persons in the family.38

Covering parents. During the initial implementation of SCHIP, the CMS discour-
aged states from providing parental coverage under SCHIP because it believed
that states should focus their early efforts on covering uninsured children and that
covering parents would leave coverage for children underfunded. In January 2001,
however, the CMS reversed this position and approved SCHIP Section 1115 waiver
demonstration projects in Wisconsin, New Jersey, and Rhode Island that ex-
panded SCHIP coverage to parents. By that time, the CMS had decided that cover-
ing parents was an effective strategy for increasing the enrollment of children.
Wisconsin initially began providing coverage for parents of SCHIP- and
Medicaid-eligible children in January 1999 under its BadgerCare Medicaid 1115
demonstration project. After gaining federal approval, Wisconsin received the en-
hanced SCHIP match to cover parents in BadgerCare who had incomes of 100–185
percent of poverty. New Jersey also received approval at this time to cover parents
and pregnant women with incomes up to 200 percent of poverty through
FamilyCare, the state’s Medicaid- and SCHIP-funded health insurance program
for both children and adults.39

With the incentive of a higher matching rate under SCHIP, and states such as
Wisconsin and New Jersey experiencing considerable enrollment increases after
providing family coverage, other states followed suit. Minnesota received ap-
proval in June 2001 to cover parents with incomes at 100–200 percent of poverty.
In January 2002 California received approval to expand its SCHIP program,
Healthy Families, to parents with incomes up to 200 percent of poverty.40 Wash-
ington is in the process of seeking a waiver to use SCHIP matching funds to cover
parents in its Basic Health Plan.

Premium assistance. Under SCHIP, states can subsidize employer-sponsored in-
surance. Very few states have pursued this option because of the administrative
difficulties of meeting stringent federal requirements and the complexity of coor-
dinating with the employer coverage market. Wisconsin’s premium assistance
program subsidizes coverage for families that have qualifying insurance coverage
and earn up to 185 percent of poverty. The Massachusetts program provides assis-
tance to children whose families earn up to 200 percent of poverty.41 Although
both programs have several years of experience, enrollment remains low—primar-
ily because many employer health plans do not meet SCHIP’s benefit require-
ments and because employers must contribute a substantial portion of the pre-
mium to qualify. As of fall 2001 Wisconsin’s program included only forty-seven
families, and Massachusetts’s SCHIP-funded program covered about 700 chil-
dren.42 Although Mississippi and New Jersey received approval to provide pre-
mium assistance under SCHIP, these programs have not yet been implemented.
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Acute Care Issues In The States
State policymakers face a number of acute care issues, including Medicaid man-

aged care, DSH payments and UPL programs, provider payment policy, and pre-
scription drugs.

� Medicaid managed care. Medicaid managed care has struggled in all of the
states but is surviving, and in some states it is expanding in terms of enrollment of
TANF and TANF-related beneficiaries, disabled enrollees, and rural populations. In
most states, health plans have left the Medicaid program, and capitation rates have
been increased to maintain the participation of others. Quality issues and marketing
abuses have led to increased pressure to regulate health plans more strictly. This ad-
ditional regulation imposes administrative burdens on managed care plans, which
has reportedly affected plans’ willingness to participate in Medicaid. Some states
prefer having fewer plans because it reduces their administrative burden, but they
acknowledge that it reduces their bargaining power with plans in negotiations over
payment rates and limits choice for beneficiaries. Plans have also faced increased
provider resistance to reduced payment rates for providers. The provider pushback
is causing financial problems for managed care plans, which have become more ag-
gressive in pushing for rate increases. The bottom line is that states are not receiving
the same savings from Medicaid managed care now that they did in earlier years.

Most of the ANF states have substantial capitated managed care programs. Ala-
bama and Mississippi attempted to implement capitated managed care systems
but were unsuccessful, largely because of the rural character of the states and the
lack of commercial health maintenance organizations (HMOs) on which to build.
The two states now operate primary care case management (PCCM) programs.
All of the other ANF states have large numbers of Medicaid enrollees in capitated
managed care programs. Some states, such as New Jersey, Wisconsin, Washing-
ton, and Michigan, rely mainly on HMOs. Others, such as Florida, Colorado,
Texas, and Massachusetts, have a mix of HMOs and PCCM programs.

States have not enrolled the Supplemental Security Income (SSI) population in
managed care in a broad-based manner. The SSI population is enrolled in HMOs
in Michigan and in some counties in California; is enrolled in PCCM in Florida
and Massachusetts; and may choose between PCCM and HMOs in Colorado. En-
rollment of the SSI population is voluntary in New York, Texas, and Wisconsin.
The SSI population is not in managed care at all in Minnesota and Washington.
Because of administrative complexity, dually eligible beneficiaries, which includes
almost all older enrollees and about a quarter of younger disabled beneficiaries,
are usually excluded from Medicaid managed care.

PCCM programs, essentially fee-for-service plans with gatekeepers, remain im-
portant in several states. Florida relies heavily on MediPass, its PCCM program,
as well as on HMOs. A proposal by the governor to greatly scale back MediPass
and substitute less expensive capitated managed care was defeated, but the state
is now assigning beneficiaries to capitated arrangements if they fail to choose a
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plan. To reduce reliance on PCCM, in 1997 Colorado began to require that the
Medicaid beneficiaries in the Primary Care Physician program—the state’s PCCM
program—enroll in an HMO if their physician was in an HMO. Massachusetts, on
the other hand, has seen little change in HMO enrollment. The state operates
what it calls an enhanced PCCM model in which it contracts for HMO-like ad-
ministrative services, such as provider profiling and rate negotiations. The state is
content to see no growth in HMOs, regarding them as more expensive than
PCCM.

Rate adequacy and plan withdrawals remain the major barriers to Medicaid
managed care stability. Payment rates were cited as a major issue in almost all of
the ANF states that had sizable managed care programs. In New York most com-
mercial plans left Medicaid between 1997 and 1999 because of a combination of
dissatisfaction with payment rates, administrative burdens, and difficulty in es-
tablishing networks. The state is now left with Medicaid-dominated plans orga-
nized around safety-net providers. The dominance by Medicaid-oriented plans
and their ties to safety-net providers dependent on public revenues means that the
state has less freedom to maneuver in setting rates. Payment levels have increased
considerably since the late 1990s.

In Florida, because of the combination of low rates (among the lowest in the na-
tion) and tight regulations in response to marketing and quality problems, some
plans have left the managed care market entirely, and others have ceased partici-
pating in Medicaid. The number of plans participating in Medicaid fell from
twenty-six in 1995 to fourteen in 2001. The state does not see this as a problem, be-
cause it eases administrative tasks. Rates have been increased substantially since
1998, although a round of payment cuts is scheduled for 2001–2002 in response to
budget pressures.

In Massachusetts only four capitated plans now serve MassHealth, down from
thirteen in 1992, as a result of both plan consolidations and withdrawals from
Medicaid. Plans cite reimbursement as an issue, despite the fact that Massachu-
setts has among the highest payment rates in the United States, as well as the fa-
vored treatment of safety-net plans. Washington also has had a history of rela-
tively generous rates. However, a new round of competitive bidding in 2001 led to
only a 3 percent Medicaid rate increase. Two major plans withdrew, forcing the
state to increase rates by 8 percent in 2002 to retain the rest.

Plan withdrawal was not an issue in California. In response to complaints
about payment levels, in 2000 California increased rates by 9.2 percent as part of a
broader package of provider reimbursement increases. Despite rates that are low
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compared with those in other states, plans in California do not report financial
problems, seemingly because of a combination of low utilization; low hospital,
physician, and other provider payment rates; deterrence of emergency room use;
and carve-outs of high-cost services to mental health patients and children with
special needs.43

� DSH payments and UPL programs. Since the late 1980s states have devel-
oped an increasingly complex set of financing arrangements that have the effect of
bringing in new federal funds with little or no new state financial effort. In addition
to being a state expenditure, Medicaid has become a revenue source through DSH
payments and UPL programs.

Federal law requires that Medicaid payment rates for inpatient hospital care
take into account the situation of hospitals that serve a disproportionate number
of low-income patients with special needs. This requirement is known as the
Medicaid DSH payment adjustment. DSH payments are lump-sum payments
made to hospitals or higher reimbursement rates. States have used provider taxes
and donations, intergovernmental transfers, and certified public expenditures to
finance the state share and bring in federal dollars. In response to the growth in
DSH payments, in 1991 and 1993 Congress passed legislation that limited states’
ability to increase DSH spending or to make large payments to specific hospitals.

In the late 1990s states developed UPL programs that are similar in design to
DSH but not subject to the federal legislative restrictions enacted in 1991 and 1993.
Under Medicaid law, states cannot pay providers more than what Medicare would
have paid—thus the term “upper payment limit.” In UPL programs, states pay
Medicaid rates that are usually much higher than the regular payment levels to
largely nonstate public facilities, which supply the state share through intergov-
ernmental transfers. The facilities then return some (if not all) of the extra pay-
ments to the state. Participating providers include hospitals as well as nursing
homes, school clinics, and mental health centers. States receive federal matching
funds on the enhanced payments, thus obtaining additional federal money while
contributing few or no state funds. These programs grew rapidly in the late 1990s.

Both DSH payments and UPL programs may add to providers’ revenues, al-
though the extent to which providers benefit varies among states and by individ-
ual program. In many cases, however, the DSH payments and UPL programs are
clearly intended to add to state revenues. Under the typical arrangement, a local-
ity or its hospitals or nursing homes transfer an amount to the state—say, $100
million. The state makes a payment back to the hospital or nursing home—say,
$200 million—collecting $100 million in federal funds in states with a 50 percent
federal match. The facility keeps $100 million or more depending on the arrange-
ment and returns the rest to the state. The facility has not lost money and perhaps
has gained (depending on how much of the federal funds it retains), while the fed-
eral government has spent more. The largest financial beneficiary is often the
state. In this example, the state has $100 million more (if it retains all of the federal
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funds) in revenue but has not spent any state general revenues. DSH and UPL ar-
rangements give the appearance of adding more to health spending than they ac-
tually do.

Legislative changes. In the Balanced Budget Act (BBA) of 1997, Congress reduced
federal DSH allotments to states each year until 2002; afterward, allotments are
permitted to grow with inflation as long as a state’s DSH expenditures are less
than 12 percent of its Medicaid expenditures. States whose actual DSH spending
was less than their allotments were allowed to increase their spending. The
Medicare, Medicaid, and SCHIP Benefits Improvement and Protection Act (BIPA)
of 2000 provided states some temporary relief from the BBA cutbacks by freezing
DSH allotments in 2000 and 2001. However, in FY 2003 the DSH provisions of
BBA will again prevail, and some states—New York, California, and Massachu-
setts among them—will face fairly substantial reductions in their federal DSH al-
lotment. But states with relatively small DSH programs—less than 12 percent of
Medicaid spending—will be able to increase DSH payments in FY 2003 by the
percentage rise in the Consumer Price Index.

While easing limitations on DSH, BIPA placed limits on UPL payments to gov-
ernment facilities that are not owned or operated by the state, such as county hos-
pitals and nursing homes. At the same time, however, it allowed states temporarily
to increase Medicaid payment to public nonstate hospitals from 100 percent to 150
percent of the Medicare limit. Thus, while BIPA placed some restraints on the use
of UPL programs, the exceptions allowed by the law mean that UPL programs are
still alive and well. However, the Bush administration has raised concerns over the
financing of these programs; in January 2002 the administration issued regula-
tions that limit UPL payments to public hospitals to 100 percent of the Medicare
payment level.

Thus, DSH payments in many states were reduced between FY 1998 and FY
2000 because of the BBA, relaxed in FY 2001 and 2002 because of BIPA, and will
begin to decline again in FY 2003. Similarly, new restraints on the use of UPL pro-
grams are being phased in, but there is still plenty of room for additional state use
of these mechanisms. Alabama, California, Colorado, Massachusetts, Michigan,
Mississippi, New Jersey, New York, and Texas have large DSH programs, and they
faced cuts in their allotments in the late 1990s. Because they were spending below
their allotments, DSH expenditures actually increased in Michigan and New York
in the late 1990s and were essentially unchanged in Mississippi, Colorado, New
Jersey, and Washington. Certain BIPA provisions meant that DSH programs in
these four states were not subject to further cuts in 2001 and 2002, but their allot-
ments will decline again in 2003. Alabama, California, Michigan, New York,
Washington, and Wisconsin have large UPL programs. While smaller and newer,
the UPL programs in Florida, Mississippi, and Texas are growing rapidly. These
states will be affected by recent legislative developments and by the new federal
regulations.
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Alabama. Alabama has relied heavily on DSH and UPL programs, and among the
ANF states it is perhaps the most threatened by recent federal efforts to curtail
them. Alabama has folded DSH payments ($356.5 million in 2000) into managed
care capitation rates that are paid to hospitals, which allows the state to avoid
hospital-specific payment caps. The state share is financed through intergovern-
mental transfers. Alabama also has developed a large UPL program, which is fi-
nanced with intergovernmental revenues. Most of the federal funds from both
programs are returned to the state. The Office of Inspector General of the U.S. De-
partment of Health and Human Services (HHS) has raised concerns over the lack
of a real state financial contribution to these programs and has further questioned
whether Alabama’s DSH payments should be exempt from the hospital-specific
caps. Furthermore, Alabama may have to reimburse the federal government for
much of the federal share of its UPL payments to hospitals, including retroactive
payments.

Wisconsin and Washington. Although Wisconsin has a small DSH program, it has a
large UPL program. Wisconsin funds the state share with intergovernmental
transfers. Under its UPL program, Wisconsin makes payments to county nursing
facilities and claims federal matching payments that will bring in $604 million
during the 2001–2003 biennium. Most of these funds are used to raise payments to
nursing homes without increasing state spending. Some funds are retained by the
state and used as the state share for other Medicaid expenditures. In a similar ini-
tiative, Washington expanded its UPL program by using intergovernmental trans-
fers from public nursing homes to claim $450 million in additional federal funds,
temporarily solving its budget problems for FY 2002 and 2003.

� Provider payment policy. Despite the growth of Medicaid managed care, sub-
stantial amounts of Medicaid services are still provided on a fee-for-service basis.
Thus, states still face decisions over payment rates to hospitals, physicians, dentists,
and other providers. Hospitals in general, and those that serve low-income popula-
tions, in particular, have been affected by the BBA (which cut Medicaid DSH pay-
ments and Medicare payments to teaching hospitals), as well as by the growth of
commercial managed care. Both factors have put major pressures on hospital reve-
nues. At the same time, rising labor costs and increased costs for prescription drugs
add to hospitals’ financial pressures.

States are under pressure from hospitals to increase rates, but they are also un-
der budget pressures to hold down hospital payments. Some states, such as
Florida, Texas, and California, appear to have used DSH and UPL programs in lieu
of rate increases. Other states, including Minnesota, Massachusetts, Wisconsin,
and Washington, have increased or are considering increasing rates in response to
pressures from hospitals. Through the end of 2002 only Colorado reported a major
rate cut, eliminating the facility fee when physicians provide outpatient services.

Many states have long held physician fees well below Medicare and private
market rates. A number of the ANF states, including Alabama, California, Missis-
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sippi, New Jersey, and Washington, raised rates in the past two years as a way to
increase provider participation. Physicians also should benefit from the increases
in managed care rates. Two states (Alabama and Mississippi) report raising dental
fees in an effort to increase participation rates by dentists.

� Prescription drugs. Expenditures on prescription drugs, while only 10 per-
cent of Medicaid outlays, are a major issue for all states. In virtually all states, drug
costs are the leading cause of rising Medicaid spending. States estimate that pre-
scription drug spending is increasing by 14–18 percent per year, and these rates of
growth are expected to continue, affecting both fee-for-service and managed care
spending. This increased spending reflects greater utilization and increases in
prices, combined with the fact that the aged and disabled populations, who are
heavy users of prescription drugs, are growing as a share of Medicaid beneficiaries.

There have been two broad responses by states: (1) controls of prices and use of
drugs within Medicaid, and (2) programs to help older persons and persons with
disabilities with incomes above Medicaid levels purchase prescription drugs.

Controlling Medicaid spending. States’ ability to control Medicaid drug spending is
limited. The federal Medicaid drug rebate program created by the Omnibus Bud-
get Reconciliation Act (OBRA) of 1990 requires pharmaceutical manufacturers
participating in Medicaid to provide rebates to the states for outpatient prescrip-
tion drugs paid for by the program.44 The key restriction is that the federal drug
rebate program restricts states’ use of formularies. States may create formularies
that limit the coverage of certain drugs that do not have important therapeutic ad-
vantages over alternatives that are included in the formulary, but any drug ex-
cluded from the formulary must be covered if the prescribing physician receives
prior authorization from Medicaid.

States have more control over the amounts they pay for drugs. Medicaid regula-
tions limit reimbursement for brand-name drugs, as well as other multiple-source
drugs, to the drug’s estimated acquisition cost, which is generally based on the av-
erage wholesale price (AWP). Because pharmacists can generally buy drugs for
less than the AWP, states pay some percentage of the AWP. A common cost con-
tainment strategy is to reduce this percentage.

To control utilization, states often require physicians to obtain prior authoriza-
tion before prescribing specific drugs, and many mandate the use of generic or
lower-cost substitutes. They can also limit the number of prescriptions a benefi-
ciary can have, the amount of a drug dispensed per prescription, and the number
of refills within a specified period. States must also employ drug utilization re-
view programs.
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In general, states use some variant of these approaches to control drug spend-
ing. For example, New Jersey and Wisconsin reduced the percentage of the AWP
they will pay. In 2002 Colorado reduced pharmacists’ dispensing fees and the
amount it reimburses pharmacists for ingredient costs. Massachusetts requires
Medicaid beneficiaries to receive generic medications except when physicians
demonstrate that a brand-name drug is medically necessary. To substitute a
brand-name drug, physicians must obtain prior approval from the state. (New Jer-
sey has a similar policy.) Massachusetts is now proposing to lower the number of
days’ worth of drugs that can be dispensed and to limit the number of refills.

The most ambitious programs for controlling drug spending have been enacted
in Florida and Michigan. Florida adopted a new drug formulary that gives prefer-
ence to drugs from manufacturers that have negotiated rebates with the state be-
yond the federally mandated levels. Because states are required to provide access
to drugs from manufacturers participating in the federal rebate program, Florida
now requires prior authorization for drugs not on its preferred list. Florida has al-
lowed drug manufacturers to provide services that offer savings to the program in
lieu of further rebates. For example, Pfizer has developed a disease management
program that is required to show a specified level of cost savings. Pharmaceutical
Research and Manufacturers of America (PhRMA) sued Florida, claiming that the
new formulary violates the federal rebate law, but a federal court ruled in favor of
the state. In September 2001 the CMS approved the new formulary initiatives.

In November 2001 Michigan announced a new formulary program that ex-
tended its preferred drug list beyond Medicaid to all state-funded prescription
drug programs. The state will select a set of approved drugs within each of forty
therapeutic categories. Physicians must receive prior authorization for any drug
not on the preferred list. To avoid prior authorization requirements, manufactur-
ers whose drugs are not on the preferred list must offer additional rebates.
PhRMA has also brought suit against Michigan, and several large drug makers
have refused to participate in the program, despite risking a loss of market share.

Florida and Michigan have been particularly aggressive in attempting to con-
trol prescription drug costs; several other states have not gone quite as far. New
Jersey reports frustration with the relatively minor provisions the state has en-
acted, but it feels constrained by the importance of the drug industry in the state.
New York is exploring the use of more-extensive drug formularies but has not yet
acted. In the past year Washington attempted to enact broad controls over drug
spending, which were defeated in the legislature.

New programs for the elderly and disabled. Several of the ANF states have adopted
programs to subsidize drug costs for the low-income elderly (and sometimes the
disabled as well). The most extensive program is in Massachusetts. Beginning in
April 2001 the state’s Prescription Advantage program offered unlimited benefits
for older persons (with no income ceilings) and for persons with disabilities who
earn up to 188 percent of poverty. Enrollees are required to pay premiums up to
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$82 per month depending on income, and they are responsible for copayments up
to an annual ceiling of $2,000 or 10 percent of their income, whichever is less.

Other states subsidize the costs of prescription drugs up to different income
levels and with varying amounts of cost sharing. In 2000 New York extended sub-
sidies to single persons with incomes up to $35,000 and to couples earning up to
$50,000. Enrollees are assessed a premium, and higher-income enrollees pay an
annual deductible. As part of its 2001–2003 budget, Wisconsin extended subsi-
dies to seniors with incomes below 240 percent of poverty; participants earning
above 160 percent of poverty have a $500 deductible, but there is no deductible for
lower-income enrollees. In 2001 Michigan adopted a drug subsidy program for se-
niors below 200 percent of poverty, with premiums based on incomes. Florida,
Minnesota, New Jersey, and Texas have also recently established subsidy pro-
grams for prescription drugs (although Texas has not funded its program).

Long-Term Care
Long-term care for persons with disabilities is a large component of state health

policy and states’ funding for health care. In 1998 long-term care represented 42
percent of Medicaid expenditures (excluding administration and DSH payments)
and 14 percent of all state and local health care spending.45 About half of these
Medicaid expenditures are for the elderly population. Because of the high cost of
long-term care (a year in a nursing home cost an average of $49,000 in 2000),
Medicaid coverage for long-term care provides a safety net for the middle class as
well as for the poor.46 States are addressing issues that affect long-term care gener-
ally, as well as those specifically involving nursing homes and home and commu-
nity-based services.

� Issues cutting across service providers. Two issues that cut across nursing
homes and home and community-based services were the problems of the long-term
care workforce and the fragmentation of the financing and delivery system of ser-
vices for people with disabilities.

Long-term care workforce. In almost all states the recruitment and retention of
high-quality workers is a major problem. Long-term care providers report many
vacancies and high turnover rates for both registered nurses and paraprofessional
workers, such as certified nurse assistants, home health aides, and personal care
attendants. Recruitment and retention problems are reported to be the conse-
quence of low wages (usually around the minimum wage), few fringe benefits
such as health insurance, lack of opportunities for career advancement, the de-
manding and unpleasant nature of much of the work, and the organizational cul-
ture of nursing homes and home care agencies. The tight labor markets of the late
1990s exacerbated these problems by giving low-wage workers other opportuni-
ties for employment. The economic downturn may lessen the recruitment and re-
tention problems over the short run. However, the long-run demographic imbal-
ance between the sharply increasing projected demand for long-term care due to the
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aging of the population and the very slow expected increase in the size of the
working-age population will exacerbate the problem. These staff shortages are
likely to have a major impact on Medicaid spending and on quality of and access to
care.

State policymakers are just beginning to acknowledge the labor-shortage crisis
and to craft responses to it. Several states have raised Medicaid and other public
program reimbursement rates, earmarking the money for wage increases for
workers. In 2001 Massachusetts enacted a comprehensive initiative, including a
wage passthrough for certified nurse assistants in nursing homes, a supervisory
training program, scholarships for entry-level aide certification training, the es-
tablishment of career ladders for certified nurse assistants in nursing homes, and
the establishment of two advisory commissions. Minnesota has enacted a similar
set of initiatives, although the state also has sought to relax training requirements
as a way of increasing the number of long-term care workers available. California
and Washington have established public authorities that will recruit and train in-
dependent providers and will establish and maintain a referral registry to help
consumers find workers. These public authorities facilitate unionization and col-
lective bargaining over wages and benefits.

Managed care and capitation. To address the fragmented financing and delivery sys-
tem of services to persons with disabilities, several states are exploring the use of
managed care and capitation in long-term care. To date, the number of beneficia-
ries involved is usually small. States hope that managed care will create a less frag-
mented and more flexible delivery system, provide incentives to reduce
institutionalization, make state spending more predictable, and save money in the
long run. The longest-running initiatives in this area have been the social health
maintenance organizations (SHMOs) and the Program of All-Inclusive Care for
the Elderly (PACE), which integrate acute and long-term care services in a
capitated managed care system. In New York and Michigan more recent initiatives
in applying managed care principles are limited to integrating long-term care ser-
vices; in Florida, Minnesota, Texas, and Massachusetts new initiatives seek to in-
tegrate both acute and long-term care services. Wisconsin has initiatives that
both integrate acute and long-term care services (PACE and the Wisconsin Part-
nership Plan) and integrate long-term care only (Family Care). The latter is nota-
ble because it integrates all Medicaid and state-funded long-term care on a
capitated basis on a relatively large scale.

� Nursing homes. In 2000 and 2001 nursing homes were under stress in most
states and in some (including Wisconsin, Texas, and Florida) were in a state of crisis
because of the interrelated problems of Medicaid reimbursement, poor quality of
care, workforce shortages, reduced occupancy rates, and sharply increased premi-
ums for liability insurance. Changes in the Medicare reimbursement system for
skilled nursing facilities (SNFs) also adversely affected many nursing homes. Many
facilities were in bankruptcy proceedings, and some nursing homes actually closed,
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something previously unheard of in long-term care.
Reduced utilization. Although overall demand for long-term care has been increas-

ing, use of nursing homes has slackened; waiting lists have been eliminated and
occupancy rates are down in most ANF states. In some states, such as California,
Washington, Minnesota, and Wisconsin, there has been an actual decline in the
number of nursing home beds and residents in spite of an aging population. Occu-
pancy rates have fallen despite limits on supply by certificate-of-need (CON) pro-
grams or moratoriums on new construction or participation in Medicaid in all the
ANF states except California. In part, the lessening demand may reflect the
growth in noninstitutional services, such as home care and assisted-living facili-
ties, and possibly reduced disability rates among the elderly population. Aside
from expanding home and community-based services, some states (such as Wash-
ington and Minnesota) have sought to reduce nursing home use by providing in-
centives for nursing homes to convert beds to the assisted living facility–level to
take them out of service and by actively trying to move residents out of nursing
homes (in Washington and New Jersey and, for younger persons with disabilities,
in Minnesota).

Medicaid reimbursement. Because nursing homes account for a substantial portion
of Medicaid expenditures, cutting payment rates has been a common cost con-
tainment mechanism when states have needed to balance their budgets. The in-
dustry has consistently complained that Medicaid rates are too low. From 1980 to
1997 federal law—the Boren amendment—limited states’ ability to cut nursing
home reimbursement rates. The Boren amendment required that states pay
enough to cover the costs of an “economically and efficiently” operated facility
that met quality and safety standards. These minimum standards led to a number
of lawsuits that forced states to pay higher rates, which many states thought were
unjustified. In response to calls by the states for greater flexibility to manage their
Medicaid programs, the BBA repealed these federal rules, leaving only minor pro-
cedural requirements. Without federal standards, the nursing home industry and
some consumer advocates feared that rates would be cut so deeply that they
would erode quality of care and access by Medicaid beneficiaries.

In the period immediately following the repeal of the Boren amendment, some
states, including Wisconsin, Texas, New Jersey, and Washington, took advantage
of their new flexibility to trim Medicaid nursing home reimbursement rates, most
commonly by reducing inflation updates and lowering cost-center ceilings. Some
states, such as New Jersey, strongly contended that they could have done this even
if the Boren amendment had not been repealed. In New York and other states, gov-
ernors proposed major cuts in nursing reimbursement, but legislatures rejected
the cuts. The lack of large across-the-board cuts in nursing home rates was attrib-
utable in part to the excellent financial condition of the states in the late 1990s,
which lessened the need to cut Medicaid reimbursement as a way to achieve sav-
ings. Additionally, the nursing home industry is powerful at the state level and
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usually does better than home and community-based services providers do in ob-
taining reimbursement increases.

In 2000 and 2001, however, several states, including California, Florida, Texas,
Wisconsin, Minnesota, and Massachusetts, increased Medicaid reimbursement
rates in response to a perceived deterioration in nursing homes’ financial status
and to concerns about inadequate quality of care and the difficulty of attracting
workers. Rather than being across-the-board increases, these rate increases were
often targeted to raising wages of nursing home workers or increasing staffing. As
a practical matter, however, tracking the funds to make sure they result in wage
increases has proved difficult in some states, such as California. Moreover, some of
the wage pass-through requirements have been complicated, as in Minnesota, and
providers have argued that they have not been fully reimbursed for their increased
costs. Although workers have received some wage increases, few increases were
large enough to greatly change the pay scale in the industry.

Beyond the level of payment, several states, including Minnesota, Colorado,
Michigan, and Florida, made major changes to their nursing home reimbursement
methodology by moving away from facility-specific prospective payment rates to
case-mix-adjusted, often flat-rate systems. These case-mix systems are designed
to improve access to services by heavy-care nursing home residents and to give
states more control over the payment level by separating the reimbursement from
individual facility costs. In theory, these systems should also address the higher
average disability of nursing home residents that has occurred as lighter-care resi-
dents are diverted to assisted-living facilities and other home-based alternatives.
Of the thirteen ANF states, only Alabama and California did not use any case-mix
adjustments for their nursing home reimbursement system, a dramatic change
from the early 1990s, when only a few states used case-mix adjustments. In a novel
initiative, Minnesota is attempting to develop a “performance-based contracting
system” for nursing homes that would include incentives for quality.

Quality of care. Almost all of the ANF states are engaged in efforts to improve the
quality of care in nursing homes. Following the CMS’s lead, these initiatives
largely involve increased regulatory oversight—hiring more surveyors, conduct-
ing more frequent surveys, increasing fines, establishing complaint hotlines, tight-
ening standards for nursing home administrators, and requiring criminal back-
ground checks for employees. In addition, Florida and California have raised
staffing requirements for nursing homes, even though filling existing positions is
difficult, and more staff will mean higher Medicaid costs. Colorado established
the Quality Care Incentives Program to give financial rewards to facilities that
provide high-quality care, but the program has been criticized for the inadequacy
of its quality measures and the small size of the financial incentives. Other strate-
gies include increasing consumer information by posting facility survey results on
Web sites, providing consulting services to problem facilities, establishing total
quality management systems in facilities, increasing training requirements, and
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promoting best practices.
Liability insurance. Liability insurance for nursing homes was a major issue in

Florida and Texas. In both states a substantial number of civil lawsuits alleging
poor quality of care resulted in large financial judgments against nursing homes.
As a result, liability insurance premiums rose dramatically, and insurers left the
market. Reportedly, large numbers of facilities decided to forgo liability insurance
coverage. Consumer advocates and trial lawyers blamed chronically poor quality
of care in nursing homes for these problems, while the nursing home industry
blamed “greedy” trial lawyers. After a major political battle in 2001, Florida passed
major tort reform, limiting awards on punitive and compensatory damages as well
as initiating a number of mechanisms to improve quality of care. Texas has made
far less sweeping changes, addressing only insurance availability by allowing
nursing homes into a special state-sponsored high-risk pool for medical malprac-
tice coverage.

� Home and community-based services. In all states a major policy goal is to
expand home and community-based services, to create a more balanced delivery
system. Nationally, however, in 1998 only about 13 percent of Medicaid long-term
care expenditures for the older population were for noninstitutional services. Al-
though New York, California, and Michigan provide a great deal of home care
through the Medicaid personal care option, almost all states are relying on Medicaid
home and community-based services waivers for their expansion initiatives. Unlike
the personal care option, which must operate as an open-ended entitlement with no
fiscal limit, waiver programs give states much greater control over spending by al-
lowing them to limit the number of beneficiaries, target eligibility to severely dis-
abled persons who need nursing home–level care, and require that the average cost
per person be below the average Medicaid cost of nursing home care. In some states,
including California, Minnesota, Massachusetts, Michigan, and Wisconsin, state-
funded programs play an important role in providing services that are not covered
under Medicaid or in covering persons who are not eligible for Medicaid.

The Olmstead decision. A factor that may push states toward expanding home
and community-based services is the 1999 U.S. Supreme Court’s Olmstead v. L.C. de-
cision, which ruled that inappropriate institutionalization was a violation of the
Americans with Disabilities Act (ADA) and that there was a limited right to
noninstitutional services. A few states, such as Texas, have engaged in extensive
planning in response to the decision. But most states do not appear to have fo-
cused on it, at least for the elderly population, in part because they believe that
their existing programs for home and community-based services already meet the
Court’s standards. However, “Olmstead-like” cases now working their way through
New York state courts allege that the geographic variation in the coverage of home
and community-based services is illegal. Massachusetts, too, has had a number of
lawsuits alleging inadequate supply of home and community-based services.

Innovative services: consumer-directed care and nonmedical residential settings. Within
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home and community-based services, two major innovations are the use of con-
sumer-directed home care and nonmedical residential settings, such as assisted-
living facilities. In some states, including California, Michigan, Washington, and
Wisconsin, individual consumers rather than agencies are responsible for hiring,
directing, scheduling, monitoring, and firing home care workers. The goal is to
give consumers greater control over the services they receive. A major issue is the
quality of care provided by these workers, who receive little training or outside su-
pervision. As mentioned above, Washington and California have established pub-
lic authorities to try to improve the working conditions of these workers. State of-
ficials report that the majority of people chosen to be independent workers are
family members or people previously known by the client, rather than strangers
found in the marketplace.

Some states, including Mississippi, Texas, Washington, and Wisconsin, are re-
lying more on nonmedical residential settings as a service option under Medicaid
waivers. Other states, including California, Minnesota, and New Jersey, are ex-
ploring the idea. Ideally, group residential facilities, such as assisted-living facili-
ties and adult family homes, provide the economies of scale in service provision
available in a nursing home without its institutional, medicalized setting. Ser-
vices, but not room and board, in group residential settings may be covered
through Medicaid home and community-based waivers and the personal care op-
tion. In some states (such as Alabama), however, state regulations specifically pro-
hibit these facilities from providing services to persons who need nursing home–
level care, thus precluding waiver beneficiaries from being served there. In New
Jersey there has been a dramatic increase in the number of assisted-living facilities
over the past five years, but few facilities participate in Medicaid.

Challenges For The Future
From the latter part of the 1990s through 2000, state health policy benefited

from extremely good economic times. States had strong revenue growth, were ag-
gressively bringing in federal revenues through DSH and UPL arrangements, and
had new tobacco settlement money to help finance health programs. Medicaid
rolls rebounded from the lows experienced after the implementation of welfare re-
form. States responded positively to the new SCHIP and extended coverage for
children of families with much higher income levels than before. Some states used
new statutory authorities to extend coverage available through Section 1931(b) of
the Social Security Act to cover parents under Medicaid; other states applied for
Section 1115 Medicaid and SCHIP demonstration waivers. States benefited from
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the fact that health care inflation was relatively low (except for prescription
drugs), and they reaped savings from Medicaid managed care. In addition to ex-
panding coverage, states enacted new programs to provide prescription drug pro-
grams for older people and persons with disabilities, and they extended home and
community-based long-term care services.

The picture was not all positive in terms of expanding services to the low-
income population, however. Not all states expanded coverage for children of fam-
ilies earning even 200 percent of the federal poverty level, and relatively few ex-
panded coverage to include parents. An even smaller number of states developed
or expanded initiatives to provide health care for nondisabled childless adults.
Managed care initiatives in some states faced difficulty in obtaining sufficient pro-
viders. Funding for long-term care services remained very heavily tilted toward
institutional care.

Recently the fiscal situation has changed. The national economy began to slow
in 2000, and the country was in a recession by March 2001. The tax cuts that states
enacted in the late 1990s have resulted in lower state revenues, which exacerbated
the negative effect of the slower economy. States are now projecting Medicaid en-
rollment increases because of rising unemployment. Drug spending is rising at
double-digit rates; providers are pressing for increased payment rates; and
Medicaid managed care is no longer providing the cost savings that it once did. On
top of this, the Bush administration is restricting states’ use of UPL programs.

� Incentives to protect Medicaid and SCHIP funding. While Medicaid ex-
penditures are increasing faster than state revenues, states face powerful incentives
to protect Medicaid and SCHIP funding and services, incentives that do not exist
for other health programs or other parts of state budgets. These incentives include
the fact that Medicaid is jointly funded with the federal government, which reduces
net state costs; that the federal government establishes certain minimum standards
for the program; that substantial amounts of tobacco settlement revenue have been
earmarked for health programs, including Medicaid; that providers are organized to
lobby in support of the program; and that health care coverage seems to be a favored
area in the government decision-making process. Obviously, these incentives do not
provide total protection for Medicaid. At some point, if a state’s fiscal condition de-
teriorates far enough, incentives to maintain Medicaid spending will be overcome
by the need to reduce state spending, and cuts will be made. The questions for this
recession are, How will these incentives play out, and how will they vary by state?

Medicaid and SCHIP are jointly funded by the federal and state governments.
States have an incentive to maintain Medicaid spending because each $1 a state
spends on Medicaid is matched by $1–$3.18 in federal funds, depending on the
state’s matching rate.47 The federal matching rate is even higher for SCHIP; each $1
that a state spends brings in $1.86–$4.88 in federal funds. This means that state
spending on these two programs has a multiplier effect in terms of expenditures,
whether they are increased or decreased. Thus, for Alabama, which has a 70.45
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percent federal Medicaid match rate in 2002, a $1 cut in state expenditures means
a $2.38 cut in federal revenues.

Medicaid and SCHIP have also benefited from tobacco settlement payments,
which have reduced the requirements for general revenue financing. All of the
ANF states either participate in the Attorneys General Master Settlement Agree-
ment (MSA) of November 1998 or have made separate arrangements with the to-
bacco companies for payments. Virtually all of the ANF states devote at least a
portion of their tobacco money to Medicaid, SCHIP, or other health programs.48 At
one extreme, all of Mississippi’s tobacco settlement funds are targeted for health;
two-thirds of the funds have been allocated to Medicaid.

Some states are limited in their ability to cut their Medicaid programs because
all states must meet federal minimum standards, especially in regard to eligibility
and benefits. Thus, for example, even if they wanted to cut Medicaid (which they
do not), states such as Alabama, Colorado, and Mississippi are constrained in their
ability to do so because they are already close to these minimum requirements. A
substantial portion of total Medicaid expenditures nationwide are for optional
benefits and coverage groups and, in theory, could be cut. However, while cover-
age of prescription drugs, intermediate care facilities for the mentally retarded
(ICF-MR), and most nursing home residents is not mandatory, all states cover
these services and groups and essentially treat them as integral to the program.49

Finally, the state politics of Medicaid, SCHIP, and health care are different from
those for other services. First, although one should not overstate the distinction,
health care is widely thought of as a “special” service. Even in states where cash
welfare is held in low regard, there have been efforts to expand health insurance
coverage to the uninsured. Thus, funding for health care often receives special pro-
tection. Second, funding of Medicaid and SCHIP is of considerable concern to
health care providers, especially public hospitals and nursing homes. These pro-
viders lobby to protect the programs from budget cuts, a powerful political advo-
cacy that is lacking for cash welfare.

Thus, states have strong incentives and pressures to avoid major reductions in
their Medicaid and SCHIP spending. Nonetheless, smaller cuts, including trim-
ming optional benefits and cutting (or at least freezing) reimbursement rates, are
clearly likely in many states. States seem less inclined to reduce eligibility levels,
although Florida has done so. They are more likely to slow outreach efforts to en-
list new enrollees. While there are strong incentives to maintain Medicaid and
SCHIP, these programs present serious funding problems for states during eco-
nomic slowdowns. Although Medicaid and SCHIP are difficult to cut, states are
extremely reluctant to increase taxes, and they do have to live within balanced
budgets. States have rainy day funds that help ease the burden of recession or less
vigorous economies, but the size of these reserves varies by state, and most are
limited. Moreover, the pressure that Medicaid spending can place on state bud-
gets can result in retrenchment in other program areas that affect the same low-
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income populations.
� Longer-term structural problems for Medicaid and SCHIP. Although

Medicaid and SCHIP are likely to survive the recession largely intact, they face seri-
ous problems that will extend well into the future. The number of uninsured per-
sons has not increased much since the mid-1990s, primarily because of substantial
growth in employer coverage. The recession is likely to cause this source of insur-
ance coverage to decline, as unemployment rises. At the same time, there is growing
evidence of increases in health care costs and in the insurance premiums that em-
ployers pay. These increases could affect employers’ decisions to continue to pay the
same share of the premiums or even to offer coverage at all. Employees, particularly
those with lower incomes, could find that coverage is no longer offered or that they
can no longer afford it. Reductions in employer coverage would increase the demand
for public coverage.

In addition, states have found that Medicaid managed care no longer greatly re-
duces the rate of growth in acute care spending. Hospital costs are rising, and
states are limited in their ability to negotiate lower rates because Medicaid benefi-
ciaries often rely on safety-net hospitals, which in turn are highly dependent on
Medicaid revenues to help finance care for the uninsured. States also face rising
prescription drug costs under Medicaid and have a limited array of tools with
which to address the problem.

With the aging of the population, long-term care costs are projected to increase
as well. The labor-force shortages that affect nursing homes and community-
based care are almost certain to continue. These shortages may affect not only ac-
cess but also long-term care spending, by forcing increases in wages and benefits
for workers. Pressures to increase nursing home quality by increasing staffing will
also raise Medicaid costs. Finally, although the Supreme Court’s Olmstead decision
has yet to fully affect policy making in most states, it may force increased spending
for home and community-based services.

At the same time that Medicaid spending is likely to increase, DSH payments
and UPL programs seem destined to decline as a source of revenue. Federally de-
termined DSH allotments are scheduled to decline in FY 2003, and the Bush ad-
ministration has issued regulations limiting the use of UPL arrangements. The ad-
ministration has made it clear that it opposes states’ use of these mechanisms to
bring in additional federal revenues with few or no state matching contributions.

In the face of these pressures, states could have a hard time maintaining current
eligibility levels under Medicaid and SCHIP. States will have very limited ability
to respond to the new opportunities that are now present through Section 1931(b)
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or through SCHIP waivers because they require additional spending. The Bush ad-
ministration’s Health Insurance Flexibility and Accountability demonstration ini-
tiative, which permits states to expand coverage by using the savings from reduc-
tions in spending on existing beneficiaries or by using their SCHIP allotments,
may be of limited benefit. Cuts in optional acute care benefits are unlikely to yield
enough savings to allow any appreciable coverage expansions. Reductions in
spending on services to aged and disabled populations would yield more savings,
but these cuts would fall on a sicker and more vulnerable population. Use of
SCHIP allocations to provide health insurance coverage for parents may have to be
limited if SCHIP participation rates continue to increase, because states will need
to use more of the available funds for children. In addition, federal SCHIP funds
are scheduled to decline in 2002.

S
tate s will have to work hard just to maintain current coverage com-
mitments, and it seems unlikely that they will go much further in extending
coverage. Additional initiatives, perhaps at the federal level, may be required

to reduce the number of uninsured persons. These initiatives could include allow-
ing states to cover all adults below an established income threshold, increasing the
matching rate on current Medicaid beneficiaries, and permitting more flexibility
in benefit packages. Higher matching rates would give states some fiscal relief and
greater incentives to expand coverage. More flexibility could include providing
broad benefit packages to the most vulnerable populations but allowing more
flexibility in benefits and the use of cost sharing for higher income groups. The
current system may be reaching its limits, and there are good reasons to believe
that states will struggle greatly in the foreseeable future.
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