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Context: States have long lobbied to be given more flexibility in designing their
Medicaid programs, the nation’s health insurance program for the low-income,
the elderly, and individuals with disabilities. The Bush administration and the
Deficit Reduction Act of 2005 have put in place policies to make it easier to
grant states this flexibility.

Methods: This article explores trends in states’ Medicaid flexibility and dis-
cusses some of the implications for the program and its beneficiaries. The article
uses government databases to identify the policy changes that have been imple-
mented through waivers and state plan amendments.

Findings: Since 2001, more than half the states have changed their Medicaid
programs, through either Medicaid waivers or provisions in the Deficit Re-
duction Act of 2005. These changes are in benefit flexibility, cost sharing,
enrollment expansions and caps, privatization, and program financing.

Conclusions: With a few important exceptions, these changes have been fairly
circumscribed, but despite their expressed interest, states have not yet fully
used this flexibility for their Medicaid programs. However, states may exercise
this newly available flexibility if, for example, the nation’s health care system
is not reformed or an economic downturn creates fiscal pressures on states that
must be addressed. If this happens, the policies implemented during the Bush
administration could lead to profound changes in Medicaid and could be carried
out relatively easily.
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M edicaid is the nation’s major public
financing system that provides health care coverage to
low-income families, the elderly, and individuals with dis-

abilities. Started in 1965, Medicaid is an open-ended funding program
in which the federal government and states share the cost of health
insurance for beneficiaries so long as the states meet specific eligibility
and benefit requirements. Within broad federal guidelines, states design
their own Medicaid programs. Each state, for example, determines who
will be eligible for coverage, what services will be covered, and how
much providers will be paid for rendering care to Medicaid beneficiaries.
In 2006, combined federal and state expenditures on the program
totaled more than $314 billion, and Medicaid accounted for 15 percent
of the nation’s total spending on health (CMS 2006). About 60 million
Americans received some Medicaid coverage during 2006 (Ellis et al.
2007).

Over the last several years, virtually every dimension of Medicaid has
been affected by changes that states have implemented. Among other
things, various states have reduced or eliminated Medicaid benefits,
capped program enrollment, and imposed premiums and other costs on
beneficiaries. At the same time, though, a few states have extended Med-
icaid to groups that had previously not been eligible for the program,
such as childless adults. Some states have also broadened the role of the
private marketplace in Medicaid by expanding managed care programs
and offering premium assistance programs. Moreover, beginning in the
early 1990s, many states maximized federal Medicaid funds while re-
ducing their share of matching contributions. But at the urging of the
federal government, some states are now financing Medicaid differently
and are now more likely to use actual state or local outlays to cover their
share of program expenditures.

Many of these recent changes were brought about not through leg-
islation but through waivers of federal requirements. Medicaid waivers
allow the federal government, as a long-standing statutory authority, to
permit states to alter their programs in ways not otherwise allowed under
federal Medicaid law. These recent state Medicaid waivers cover a wide
variety of initiatives, ranging from shifting beneficiaries to managed
care, to expanding eligibility, to changing how payments to hospitals
are made.

In addition, in February 2006, President George W. Bush went be-
yond using the traditional waiver process to reshape Medicaid when he
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signed the Deficit Reduction Act (DRA) of 2005, which included pro-
visions granting states additional freedom in designing their Medicaid
programs. The DRA also included provisions allowing states to make
changes in their programs more expeditiously than had previously been
allowed (Rosenbaum and Markus 2006; Rudowitz and Schneider 2006).

In this article, we explore some of the recent Medicaid policies that
states have adopted and discuss some of the implications that they have
had for the program and its beneficiaries. We consider changes in Med-
icaid related to benefit flexibility, cost sharing, enrollment expansions
and caps, privatization, and program financing. Given the multitude
and scope of the changes, our analysis is not exhaustive, but we have
highlighted some of the more important ways in which Medicaid has
been reshaped.

Background

Using waivers to change the Medicaid program has been a major state
health policy option under the Bush administration. Between 2001
and 2006, for example, the Centers for Medicare and Medicaid Ser-
vices (CMS), the federal agency charged with administering Medi-
caid, approved Section 1115 waivers from over two-thirds of the states
(Thompson and Burke 2007).1 Even though Medicaid waivers have been
used in the past, the Bush administration’s waiver policies represent a
departure in that they have not only simplified the federal approval pro-
cess that states must follow to secure a waiver but also have granted states
unprecedented program flexibility.

For several years, states have sought more freedom in the design of
their Medicaid programs. For example, they have argued that health care
is a local matter and that they, not federal policymakers, are better able
to understand their particular problems and thus are in a better position
to craft efficient, effective health care programs that will meet the needs
of their residents. States also maintain that allowing flexibility will
promote innovation and improvement in the Medicaid program, which
will lead other states to follow. And states reason that by letting them
experiment in testing new strategies, they will produce much needed
information about what does and does not work. Not only will this help
guide other states in their reform efforts, but it also will enhance national
discussions of health care.
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figure 1. State Medicaid Policy Changes Made through Medicaid Section
1115 Waivers and DRA, 2001–2008

Critics, however, charge that if granted more authority in setting Med-
icaid policy, states, rather than behaving as laboratories of innovation,
will pursue short-term goals (e.g., cost containment), which may end
up harming the welfare of the program’s beneficiaries. Another argu-
ment against allowing more state flexibility is that it will only worsen
the persistent inequities resulting from state-to-state variations in the
program’s benefits, eligibility standards, and spending (Holahan 2003).

Since 2001, thirty-five states have made changes in their Medicaid
programs through either the 1115 waivers or one of the new Medicaid
DRA provisions. Figure 1 summarizes these changes. While many are
modest, others represent fundamental and important alterations to the
Medicaid program. States have altered Medicaid by three main means:
comprehensive section 1115 waivers, the Health Insurance Flexibility
and Accountability (HIFA) waiver initiative, and the Deficit Reduction
Act (DRA) of 2005.

Section 1115 Waivers

Comprehensive Section 1115 Waivers. The Bush administration pro-
moted comprehensive waivers to allow states to reform their Medicaid
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programs. Accordingly, these section 1115 Medicaid waivers have en-
abled states to make a wide assortment of financing and delivery changes,
including revamping the financing of “safety-net” hospitals, shifting
away from guaranteeing beneficiaries specific benefits, and capping fed-
eral Medicaid spending. Florida, Iowa, Massachusetts, New York, and
Vermont have proposed some of the more prominent comprehensive
waivers that were recently approved.

Health Insurance Flexibility and Accountability. One of the Bush ad-
ministration’s early Medicaid initiatives was the Health Insurance Flex-
ibility and Accountability (HIFA) demonstration waiver policy, a type
of section 1115 waiver that was introduced in August 2001. With the
goal of making the waiver process quicker and easier, the HIFA initia-
tive gave states flexibility to change their Medicaid programs in ways
not previously allowed. Specifically, the HIFA permits states to exper-
iment with alternative coverage strategies and eligibility rules. Under
the HIFA, states can, for example, impose caps on enrollment, modify
benefit structures (e.g., provide different benefit packages to different
populations within Medicaid), and increase beneficiaries’ cost sharing.

In exchange for this new flexibility, states must expand their health
insurance coverage, especially for individuals with incomes less than
200 percent of the federal poverty line. When expanding this coverage,
states are expected to emphasize private-market approaches by means
of premium assistance programs, which use federal and state Medicaid
or State Children’s Health Insurance Program (SCHIP) funds to subsi-
dize the purchase of health insurance. As of March 2008, the CMS had
approved waivers for HIFA demonstrations in fourteen states.

Deficit Reduction Act of 2005

The Deficit Reduction Act (DRA) of 2005 contains several provisions
giving states new authority to make changes in their Medicaid programs.
Designed in large part to reduce federal Medicaid spending, the DRA
provides, among other things, new program flexibility.2 In particular,
the DRA gives states the ability to require certain beneficiaries to pay
premiums and to share costs. In lieu of the standard Medicaid benefit
package, the DRA also allows states to offer beneficiaries a “benchmark
benefit coverage” package. This package must offer services covered un-
der the standard Blue Cross/Blue Shield plan offered to federal employees,
a benefit plan for state employees, the largest commercial HMO in the
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state, or an option approved by the U.S. Department of Health and Hu-
man Services. The DRA also allows for up to ten states to open Health
Opportunity Accounts (HOAs), which are modeled on health savings
accounts. The HOAs permit states to establish accounts for beneficiaries
to pay for medical care services. Then if the beneficiaries exhaust their
HOA, states can impose cost sharing on them before they are permitted
to receive regular Medicaid benefits. As of 2008, ten states had amended
their Medicaid programs through DRA provisions (CMS 2008a).

Another important DRA provision allows states to make many of these
changes by simply amending their state Medicaid plans, whereas previ-
ously they would have required a waiver to make such modifications.3

Compared with obtaining a waiver, amending a state Medicaid plan is
more straightforward and quicker (Rudowitz and Schneider 2006) and
usually is subject to less review by federal officials.

Highlights of Recent Trends in Medicaid

Table 1 lists those states that have made changes in their Medicaid
program through section 1115 and HIFA waivers since 2001 and the
types of changes that they have introduced. In total, thirty-three new
waivers and amendments to existing waivers were approved by the Bush
administration between 2001 and 2008. Specifically, the states sought to
gain benefit flexibility (17 states), introduce premiums and cost sharing
(23 states), expand eligibility for coverage (24 states), cap enrollment
(11 states), integrate market principles into the program (23 states), and
revamp program financing (9 states). Next we discuss each of these types
of reforms in more detail and present examples of states that brought
them into their Medicaid programs.

Ten states have taken advantage of the DRA provisions allowing
for benefit flexibility regarding covered services. Four states—Idaho,
Kansas, Kentucky, and West Virginia—moved quickly and put in place
their state plan amendments in 2006. Besides incorporating greater ben-
efit flexibility, Kentucky’s DRA amendment offers premium assistance
to encourage beneficiaries to enroll in employer-sponsored health insur-
ance coverage. Those states that obtained approved DRA amendments
in 2007 and early 2008 are Maine, Missouri, South Carolina, Virginia,
Washington, and Wisconsin. To date, South Carolina is the only state
to use the Health Opportunity Account provision of the DRA. At least
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initially, South Carolina plans to offer the HOA option on a limited ba-
sis: up to one thousand beneficiaries in a single county will be eligible to
enroll in the initiative, which is scheduled to be implemented in spring
2008.

Benefit Flexibility

The basic Medicaid benefit package is broad, and states can also choose
from a range of optional benefits, thereby making the package not only
flexible but also highly variable across states (table 2). Until recently,
however, federal rules governing Medicaid mandated that all enrollees
be eligible for all the services (both mandatory and optional) a state
offered, a provision that many states viewed as unnecessarily restrictive
and costly. Through waivers and the DRA, several states have sought
the ability to vary the benefit package across the subgroups (e.g., the
disabled, adults, and children) within their Medicaid populations (NGA
2005).

Although the CMS has granted considerable benefit flexibility to
states through waivers during the Bush administration, it has been
largely limited to enrollees that states are not required to cover under
federal Medicaid law, for example, enrollees with high medical expenses
relative to their incomes or individuals who qualify for Medicaid as
an optional eligibility group. By and large, enrollees whom states are
required by federal law to cover if they participate in Medicaid (e.g., par-
ents and children receiving cash assistance, poor and near-poor children,
and pregnant women) will continue to receive the full Medicaid package
even with the new flexibility.

For certain subgroups of enrollees, however, some states have elim-
inated or limited coverage of optional services (e.g., dental care, chi-
ropractic care, and substance abuse services). Among the HIFA waiver
states, for example, New Jersey and Oregon have cut benefits for exist-
ing optional enrollees. Under a Section 1115 waiver, Utah also reduced
certain benefits (e.g., some dental services) for some mandatory enrollees
in order to generate enough savings to finance an expansion of coverage.

In its 1115 waiver, Florida did not directly reduce benefits but instead
gave Medicaid managed care plans a significant role in determining the
benefit package for adults. Although required to offer all mandatory
benefits, the plans may decide which optional benefits to provide, sub-
ject to state approval. Benefit packages, however, must be “actuarially
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TABLE 2
Mandatory and Optional Services and Populations in the Medicaid Program

Mandatory Services Commonly Covered
and Populations Optional Services

Generally Required and Populations

Services • Physician services • Prescription drugs
• Hospital services (inpatient • Clinic services

and outpatient) • Dental and vision services
• Laboratory and X-ray services • Physical therapy and rehab
• Early and periodic screening, services

diagnostic, and treatment • TB-related services
(EPSDT) services for • Primary care case
individuals under 21 management

• Medical and surgical dental • Nursing facility services for
services individuals under 21

• Rural and federally qualified • Intermediate care facilities for
health center services individuals with mental

• Family planning retardation (ICF/MR) services
• Pediatric and family nurse • Home- and community-based

practitioner services care services
• Nurse midwife services • Personal care services
• Nursing facility services for • Hospice services

individuals 21 and older
• Home health care for persons

eligible for nursing facility
services

Populations • Pregnant women with income • Parents, children, and
up to 133% of poverty pregnant women with income

• Children under 6 up to 133% above mandatory levels
of poverty • “Medically needy” individuals

• Children aged 6 to 18 up to who have high medical costs
100% poverty relative to their income

• Parents with income below • Elderly and persons with
states’ July 1996 welfare disabilities up to 100% of
eligibility levels poverty

• Elderly and persons with
disabilities receiving
Supplemental Security Income



220 T.A. Coughlin and S. Zuckerman

equivalent” to Florida’s pre-waiver Medicaid benefit package for the
average adult; that is, the estimated value of the new benefit package
must be comparable to that of the pre-waiver Medicaid package. In
addition, Florida beneficiaries can use their risk-adjusted premium to
purchase employer-sponsored or individual health coverage; the state
imposes no benefit requirements on this coverage.

Those states that have used the DRA provision allowing for more
flexible benefit packages are West Virginia, Kansas, Kentucky, and
Idaho. West Virginia, for example, offers to beneficiaries who receive
financial assistance under the Temporary Assistance for Needy Families
(TANF) program a basic benefit package that includes mandatory Med-
icaid services. Specifically, beneficiaries can sign an agreement under
which they will receive enhanced benefits focusing on age-appropriate
wellness, chemical dependency, and mental health services, but only if
they obtain screenings, keep appointments, and follow medical advice.

Also through DRA provisions, Idaho, Kentucky, and Kansas devel-
oped a variety of benefit packages for targeted populations. For example,
Idaho created its Basic Benchmark Benefit Package for children and
working-age adults, which excludes some services (e.g., certain mental
health benefits), and its Enhanced Benchmark Benefit Package for in-
dividuals with disabilities, which includes all Medicaid services offered
by the state before passage of the DRA. Kentucky requires most chil-
dren enrolled in Medicaid and SCHIP to select a Family Choices benefit
package based on, but not identical to, the state’s state employee health
benefit plan. Interestingly, Idaho’s and Kentucky’s plans include a provi-
sion allowing individuals who sign up for a limited package to be shifted
to a broader plan if they later need other services.

Some states used the DRA benefit flexibility for more targeted pur-
poses. For example, Kansas’s waiver offers services (e.g., personal care
services) tailored to the needs of workers with disabilities who are eligi-
ble to buy Medicaid coverage by paying a premium that covers a share
of the program’s costs. In addition, Washington and Virginia used the
DRA to apply the benchmark benefits option only to beneficiaries with
certain chronic conditions so that they could add disease management
services to Medicaid.

While states have generally limited using this flexibility for beneficia-
ries already covered under the program, they have been more willing to
use this benefit flexibility for coverage offered to expansion populations.
A few states (e.g., Iowa, Michigan, and Utah) have expanded coverage
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as part of their waivers. Utah, for instance, offers newly eligible adults a
limited package covering only primary and preventive care services and
not inpatient hospital care or specialty care. Michigan and Iowa waivers
also offer restricted benefits to expansion enrollees.

States have not aggressively used this benefit flexibility for several
reasons. They may realize that offering different benefit packages to
different populations would introduce administrative complexity into
an already complicated program and would present administrative chal-
lenges for health care providers to keep track of which patients receive
which benefits.

States may also recognize that using benefit flexibility to limit rarely
used services would not save much money. For example, if states used
their benefit flexibility to restrict long-term care services for nondisabled
children, the savings would be minimal. Instead, to realize substantial
program savings, states would need to reduce costly benefits (e.g., in-
patient hospital care or prescription drugs), not optional services (e.g.,
speech therapy or dental care), which are the ones that so far have been
cut. Eliminating more essential services, however, could have important
health care consequences, as research suggests that restricting benefits
can lower health status and end up increasing the use of more expensive
health care services (Soumerai 2004; Soumerai et al. 1987, 1991, 1994;
Tamblyn et al. 2001).

Reducing key benefits would also put greater pressure on safety-net
providers, as low-income individuals needing uncovered services would
likely still seek care. Thus, the net effect of reducing the scope of benefits
may simply be to shift the costs from Medicaid, which shares its costs
with the federal government and the states, and instead have the states,
local areas, and private insurers shoulder the entire burden. Also, if
benefits were cut sharply or the package offered was too restrictive,
individuals might be less likely to view Medicaid as essential and either
not enroll or allow their enrollment to lapse. This too would further
stress the health care safety net that serves the low-income population.

Cost Sharing

Beneficiaries can be asked to share costs through premiums, deductibles,
coinsurance, and copayments. Before passage of the DRA, however, un-
less a state obtained a waiver, Medicaid rules limited how much enrollees
could be required to contribute to their health coverage. For example,
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the states could not impose premiums on most enrollees, including dis-
abled beneficiaries, children, and pregnant women. Medicaid law also
prohibited other types of cost sharing for certain groups and services, and
when cost sharing was allowed, only nominal amounts were permitted
(e.g., $2 per prescription or per visit). Finally, providers generally were
required to provide a service even if an enrollee was not able to pay his
or her cost share.

Under the DRA, states can now simply submit state plan amendments
to impose premiums and cost sharing on those enrollees with incomes
above 150 percent of the federal poverty level (FPL), and cost sharing
on enrollees with incomes above 100 percent of the FPL. For neither
group, however, can the aggregate payments exceed 5 percent of family
income.

Cost sharing is intended to give consumers a financial stake in their
health care decisions in the hope that they will make wiser health choices,
use care more appropriately, and, in the process, reduce Medicaid costs.
Indeed, research suggests that health care use and costs decline when
cost sharing is imposed (Lohr et al. 1986; Newhouse 2004). As we later
discuss, there may be other effects as well.

As with benefit flexibility, on the whole states have not sought ex-
tensive cost-sharing flexibility. Of those states with HIFA waivers and
those with comprehensive 1115 waivers, most did not alter cost sharing
for their current enrollees. For example, even with the dramatic changes
under its waiver, Florida maintained cost sharing at pre-waiver levels.
As of this writing, states that made plan amendments through the DRA
have not sought to modify their cost-sharing policies.

One important exception to this general trend is Oregon, which
through its HIFA waiver opted to impose considerable cost sharing on
certain enrollees rather than scale back benefits (Coughlin et al. 2006).
In 2003, Oregon increased the premiums for adults based on income and
tightened its premium payment policies. It also increased copayments
for several services, some to fairly significant levels for low-income peo-
ple (e.g., surgical services [$20], ambulance services [$50], and inpatient
hospital services [$250]).4

A few states that broadened coverage under their waivers have used
cost sharing more extensively for their expansion enrollees, mirroring
the more limited benefit package offered to these newly covered groups.
States in this category are Arizona, New Mexico, and Michigan. New
Mexico, for example, made no changes to the cost-sharing structure of its



State Responses to New Flexibility in Medicaid 223

current Medicaid enrollees but is charging its expansion enrollees (who
are offered completely separate coverage) income-adjusted premiums and
copayments.

For their existing enrollees, therefore, states have generally not used
the new flexibility for cost sharing. But when states have turned to cost
sharing, they have applied it to higher-income enrollees who can more
easily afford to pay for some of their health care. States have avoided
imposing cost sharing on lower-income enrollees and those with chronic
illnesses. The reasons are that research evidence shows that even modest
amounts of cost sharing may have harmful health effects on these popula-
tions because they tend to reduce equally their use of both appropriate and
inappropriate care (Lohr et al. 1986; Newhouse 2004; Soumerai 2004;
Tamblyn et al. 2001). Similarly, charging only higher-income beneficia-
ries for premiums is consistent with research showing both that partici-
pation in public insurance programs declines as premiums increase as a
share of income and that higher premiums in public insurance programs
are associated with a higher probability of being uninsured (Artiga and
O’Malley 2005; Hadley et al. 2005; Ku and Coughlin 1999; Shenkman
et al. 2002; Wright et al. 2005).

Coverage Expansions and Enrollment Caps

Most recently approved 1115 waivers included some planned (but not
always implemented) coverage expansion, and as mentioned earlier, those
states with HIFA waivers were expected to expand their coverage. New
York’s 2001 amendment to its Partnership Plan, for example, broadened
the share of parents and childless adults who were eligible for public
coverage from about 13 percent to 35 percent of the state’s population
(Long, Graves, and Zuckerman 2007). This large expansion in eligibility
led to an increase in enrollment of almost 500,000 adults between 2001
and 2005. Iowa’s waiver allowed the state to cover low-income adults
as well as low-income children who are seriously emotionally disabled
and living in the community. Massachusetts’s 1115 waiver, which ulti-
mately became part of the state’s broader health care reform, expanded
its Medicaid (MassHealth) coverage by extending income eligibility to
some categories already eligible as well as adding some newly eligible
groups, such as childless adults (MMPI 2005).

Under HIFA, higher-income parents and childless adults have been
the two major expansion groups. The size of the planned coverage
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expansions under HIFA greatly varies among states. For example,
Illinois is authorized to extend coverage to more than 300,000 par-
ents with incomes up to 185 percent of FPL, and New Jersey’s
HIFA waiver covers a maximum of 12,000 parents with incomes less
than 200 percent of FPL. Under HIFA, individuals who were previ-
ously covered under a state-financed health program could be counted
as expansion enrollees. For example, before the demonstration was
implemented, the 60,000 individuals in Michigan’s HIFA expansion
population had received some health services through a state-only pro-
gram. Likewise, HIFA expansion populations in the Arizona, Illinois,
and Oregon demonstrations include individuals who had been previ-
ously enrolled in state-funded health programs. Furthermore, although
some HIFA waivers called for significant enrollment expansions many
have fallen well short of their projected coverage goals (Coughlin et al.
2006).

While some states expanded coverage, others cut eligibility under
recent waiver initiatives or plan amendments. For example, under a Sec-
tion 1115 waiver amendment, Tennessee was given authority to disenroll
up to 323,000 optional and expansion beneficiaries from TennCare, the
state’s long-running Section 1115 demonstration program. In August
2005, Tennessee began disenrolling about 200,000 of these persons.
Idaho also used its DRA plan amendments to limit the eligibility of
beneficiaries seeking coverage for Medicaid’s long-term care, by adopt-
ing stricter rules related to asset transfers.

Some states have resisted explicit cuts in eligibility standards and
instead have sought relief from the program’s entitlement, which guar-
antees that all persons eligible to enroll in Medicaid can do so. Mirroring
what is permitted under SCHIP, many of the recently approved Medi-
caid waivers enable states to cap enrollment as a way to curtail program
spending. To date, enrollment caps have been used primarily for waiver
expansion populations (e.g., in the Utah and Iowa waivers), but caps on
the current enrollees in optional eligibility categories have also been ap-
proved in at least two states (Massachusetts and Oregon). Under HIFA,
several states (Arizona, Colorado, Idaho, Michigan, Maine, and Oregon)
received waivers to cap the number of newly covered enrollees, and
many have used the cap. Oregon, for example, used its new enrollment
cap to reduce the number of expansion enrollees in the program, from
104,000 in January 2003 to about 24,000 by the end of 2004 (Oberlander
2007).
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Clearly, giving states the flexibility to expand coverage to new popula-
tions helps those who might otherwise be uninsured. Expanding coverage
also has positive spillover effects on the health care safety net; that is, by
having more people insured, the safety net’s burden diminishes. States’
coverage activity has been mixed on this dimension. A few states (e.g.,
Illinois and New York) have undertaken significant Medicaid expansions
but the vast majority have only undertaken modest expansions or reduced
coverage.

The consequences for those who lose Medicaid coverage are very real.
Except perhaps for some higher-income beneficiaries who might have
other insurance options, many Medicaid beneficiaries generally do not
(Kenney and Cook 2007; Long and Graves 2006). Thus they would
likely join the ranks of the uninsured. Studies evaluating the cost-sharing
changes introduced under Oregon’s HIFA waiver, for example, revealed
that of those persons who lost coverage following an increase in bene-
ficiary cost sharing, 72 percent became uninsured, and many reported
high levels of unmet need (Office for Oregon Health Policy and Research
2005; Wright et al. 2005).

Incorporating Market Principles into Medicaid

Besides those changes that make Medicaid look and feel more like private
health insurance (such as introducing premiums and copayments), several
states have tried to directly privatize parts of the program. Underlying
the states’ interest in this approach is a belief that private market forces
may do a better job than the government in managing costs and quality.
The extent to which states have attempted to privatize Medicaid varies
greatly, ranging from shifting more beneficiaries into private health
plans to establishing health savings accounts. States typically mix and
match the various strategies in their Medicaid reform efforts.

Increasing Reliance on Private Managed Care Plans. In the mid-1980s
many states shifted large segments of their Medicaid population, mainly
children and families, into managed care plans. Although the states
hoped to save money and improve access to care, the research evidence
regarding these effects is mixed (Hurley and Zuckerman 2003). In the
recent wave of waivers, reliance on private health plans has again surfaced,
but this time the focus is on moving disabled Medicaid beneficiaries into
managed care. Again, states hope to reduce the program’s costs while
improving disabled persons’ access to care. The disabled accounted for
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40 percent of total program spending in 2003, so the savings potential
is considerable (Urban Institute 2007).

States that plan to rely more heavily on managed care are Mas-
sachusetts, Florida, and Vermont. Florida’s 2005 waiver, for example,
calls for moving nearly all its Medicaid beneficiaries to capitated man-
aged care. Even though Florida has long had a managed care program,
nearly two-thirds of its Medicaid population was served through either
the traditional fee-for-service system or a primary care case manage-
ment program before the waiver was implemented. Florida hopes that
by moving more of its enrollees into managed care, it will make its pro-
gram costs grow more slowly (Agency for Health Care Administration
2005).

Furthermore, Florida pays the plans individually adjusted premiums
and expects that a variety of health plans will, as discussed earlier, hold
substantial leeway in tailoring benefits. The hope is that competition
among plans for Medicaid enrollees will save money. In addition, Florida
policymakers hope that beneficiaries who are offered a choice of health
plans and type of coverage will become better informed and more judi-
cious consumers of health care, which in the long run should cut costs.
This notion of consumer choice and program savings is a basic tenet
underlying many of the Medicaid privatization strategies.

In an interesting wrinkle, recent waivers in California and New York
included explicit federal incentives to shift more of their Medicaid ben-
eficiaries into managed care. Under New York’s 2006 1115 waiver, the
Federal-State Health Reform Partnership or F-SHRP, the federal gov-
ernment will provide up to $1.5 billion over the five-year demonstration
to help the state restructure its health care delivery system, with a par-
ticular focus on developing electronic medical records and expanding
primary care services. The availability of these funds, however, is subject
to New York producing particular program savings. One of the two ar-
eas of savings that the CMS will recognize is that the state is expanding
its Medicaid managed care program. Similarly, California’s 2005 waiver
made the release of $360 million in federal funds conditional on the
state’s achieving certain programmatic milestones in shifting its elderly
and disabled beneficiaries into managed care.

Promoting Public-Private Partnerships. Some states have recently pro-
moted Medicaid privatization through public-private partnerships. Al-
though these efforts come in various forms, states typically have looked
to the employer-based insurance market to create these partnerships.
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Premium Assistance. One of the main ways that states have pursued
public-private partnerships has been through premium assistance pro-
grams, in which states subsidize individuals’ employer-sponsored insur-
ance (ESI) premiums. In recent waivers, premium assistance programs
typically have been offered to beneficiaries as an alternative to direct
Medicaid coverage. A principal reason why states are interested in these
programs is the ability to use private dollars to help finance health in-
surance for low-income workers who are unable to afford the employees’
share of the premium and who would otherwise likely be uninsured.
Premium assistance is also viewed as a way to help insured low-income
workers maintain their health coverage, a growing need in the current
health insurance market, in which premiums have risen significantly
faster than wages and employers have been shifting the increases in
health care costs to their employees (Gabel et al. 2005).

Although premium assistance has been available for the past several
years under Medicaid and SCHIP, it has had fairly limited success, in
part because of the federal regulations governing the programs. SCHIP,
for example, has rules governing the share of the premium that must be
paid by the employer. In addition, benefits provided under the employer
plan must be comparable to what is provided under SCHIP. There is also
a requirement that enrollment in premium assistance be cost effective
compared with direct coverage under SCHIP. These and other rules have
complicated the administration of premium assistance programs (Lutzky
and Hill 2002). Similar types of rules and regulations apply to Medicaid
premium assistance programs.

To promote this strategy, the HIFA waiver authority required a pre-
mium assistance component but granted states considerable latitude in
its design. For example, HIFA relaxed the cost-effectiveness test and the
cost-sharing standards. It also eliminated the requirement that enrollees
receiving coverage through premium assistance must have access to the
full range of services covered under Medicaid or SCHIP.5

While a premium assistance component is required, the extent to
which HIFA states have relied on it in their demonstrations has varied
greatly. At one end of the spectrum, Arizona, California, and Colorado
were reluctant to implement a program, whereas Idaho, Illinois, New
Mexico, and Oregon made premium assistance a centerpiece of their
HIFA demonstrations. States’ design of premium assistance programs
also varies widely along several dimensions, such as the populations that
are allowed or required to enroll, the presence or absence of a requirement
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that an individual has to be uninsured at the time of enrollment, the scope
and breadth of the benefit package, the extent of cost sharing, and the
level of subsidy provided.

Although there has been substantial activity surrounding premium
assistance programs—one recent count reported that at least fifteen
states had such a program operating under Medicaid or SCHIP—
enrollment to date has been limited (Shirk and Ryan 2006). With about
33,000 enrollees, Massachusetts’s premium assistance program is the na-
tion’s largest, whereas the enrollment in most state programs is below
5,000.

Medicaid-Only Public-Private Insurance. In an extension of premium
assistance, two states, New Mexico and Arkansas, have developed wholly
new insurance products through their waiver programs, which rely on
a public-private partnership. As part of its HIFA waiver, New Mexico
designed a special managed care product that businesses can offer to their
low-income workers. Likewise, Arkansas’s 2006 HIFA waiver allows the
state to offer a specially designed limited benefit package to be sold
by one or more private insurance companies and marketed to employ-
ers that have not offered group insurance coverage in the past twelve
months.

Other Private-Public Partnerships. A leading goal of Massachusetts’s
2006 1115 waiver is achieving universal coverage. To reach this goal, the
state is relying to a very large extent on public-private partnerships, as
well as concessions made by all major health care stakeholders: providers,
the state, employers, and individuals. Although Massachusetts is using
many strategies to reach its goal, an important one is the Safety Net Care
Pool, whose formation was approved as part of the state’s 2005 1115
waiver. Among other things, expenditures from the safety net pool can
be used to help purchase health insurance for low-wage workers who
otherwise would be uninsured.

Health Savings Accounts. Taking privatization further, the DRA in-
cluded provisions that allow the U.S. Department of Health and Human
Services to authorize up to ten demonstration programs that would test
the combined use of a health opportunity account (HOA) and a high de-
ductible plan for individual Medicaid beneficiaries. The Medicaid pro-
grams can deposit into the HOA up to $2,500 per adult and $1,000 per
child, which the beneficiary can use to pay both health plan deductibles
and other health care costs, as determined by the state. These demon-
strations are not required to operate on a statewide basis but are limited
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to low-income children and parents. They can become part of a state’s
Medicaid program through the submission of a state plan amendment.
As of this writing, only South Carolina had moved forward with an HOA
demonstration. In addition, Indiana’s Section 1115 waiver (Healthy In-
diana Plan) will incorporate a high-deductible health plan with a health
savings account for expansion populations, with enrollees’ contributions
capped at no more than 5 percent of gross family income.

Impacts of Privatization Efforts on Medicaid. While there has been
considerable activity in trying to privatize Medicaid, most of the initia-
tives are small, with the important exception of managed care. Moreover,
little is known about their impacts on beneficiaries and the program.
Although market-oriented approaches are largely untested, there are sev-
eral reasons to find them attractive. Perhaps the most compelling is the
potential for program cost savings. To the extent that incorporating pri-
vate market principles into Medicaid makes the program more efficient
and reins in spending, these approaches have obvious appeal to both the
federal government and the states.

Another attractive feature of privatization strategies is that they offer
beneficiaries choices that can also generate program savings. Assum-
ing that full cost and quality information is available, having a choice
may make enrollees smarter consumers of health care services, eliminate
unnecessary care, and, in return, reduce program costs.

Offering a choice may also improve beneficiaries’ satisfaction with
care, since they would have to make more decisions about how they
use health care services. Another potentially positive spillover effect
is that relying more on the private market may help remove some of
the stigma sometimes associated with Medicaid, which could encourage
more eligible individuals to enroll. Finally, mainstreaming enrollees in
the private health market may improve their access to care.

While privatization holds much appeal, several drawbacks may be
associated with the approach. A major driving force behind these initia-
tives is the desire to save money or, at a minimum, to control Medicaid
costs. Recent research, however, indicates that in the early 2000s, Medi-
caid was not more expensive than private insurance (Hadley and Holahan
2003; Holahan and Ghosh 2005). Thus, reducing program costs may be
difficult. Another important consideration when moving to a market
model is that administrative costs will likely be high for both the state
and the health plans. A shift to a market-oriented Medicaid program
would certainly drive up administrative costs, as the states would need
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to manage a wide range of health plans, each providing a different set of
services, or to monitor personal health accounts or to track enrollees in
premium assistance. Besides administrative costs, private health plans
typically pay providers more than Medicaid does, which could limit the
plans’ ability to deliver lower-cost, quality care.

The success of privatizing Medicaid also hinges largely on the ability
to accurately adjust premiums for risk. While Maryland has success-
fully used risk-adjusted capitation payments in its Medicaid managed
care program (Chang et al. 2003) and many states have adopted risk-
adjusted payments as part of their Medicaid managed care programs
(Kronick 2005), risk adjustment methods are still being refined and
may not be sufficiently advanced to support a fully privatized Medicaid
program in all jurisdictions. If payments cannot be adequately adjusted,
privatization could potentially lead to having healthier enrollees in one
set of plans and those with chronic disabilities in another. Over the long
term, it may not make business sense for a plan to offer coverage that
meets the needs of patients with higher expected costs (Lee and Tollen
2002). Risk adjustment may be particularly challenging for the Medi-
caid population because of the inclusion of disabled enrollees, who may
have special and great health care needs. If payments were not reliably
and accurately set, the potential for financial losses for plans would be
great, which would make it difficult to secure and keep participants in
the health plans.

Finally, a basic tenet underlying market-based approaches is the as-
sumption that individuals would make informed health care choices.
However, all the information needed (such as consistent provider quality-
of-care data and accurate health plan performance measures) to ensure
sound decision making is not now available (Lee and Tollen 2002). Ac-
cordingly, poorly informed enrollees may buy less or lower-quality care
but pay more for it. Furthermore, making informed health care choices
presumes that individuals can successfully navigate a complex health care
system and make complicated decisions about how to best use health care
services. Research indicates that these are problems for the general popu-
lation, as nearly half of all American adults have difficulty understanding
and using health information (IOM 2004). Making wise health care de-
cisions may pose a particular problem for the Medicaid population, as
research indicates that advanced age, limited formal education, and poor
health status—characteristics common among program beneficiaries—
are predictors of poorer comprehension skills (Hibbard et al. 2001).
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Revamping Medicaid Financing
and Supplemental Payments

Aimed at improving the program’s fiscal integrity, several of the more
recent waivers have focused on restructuring state Medicaid financing
and supplemental provider payment policies, particularly hospital reim-
bursement. Waivers that fall into this category were granted to Califor-
nia, Iowa, Florida, and Massachusetts.

Beginning in the late 1980s, many states started to use various financ-
ing and payment arrangements that enabled them to receive increased
federal Medicaid revenues with a limited or no contribution from the
state (Coughlin and Zuckerman 2003; U.S. GAO 1994, 2000, 2005;
U.S. HHS 2001a, 2001b). To accomplish this, states used a variety of
revenue and payment strategies, including taxes on health care providers,
intergovernmental transfers (IGTs), and disproportionate share hospital
(DSH) and upper payment limit (UPL) payments. Readers are referred
elsewhere for a full treatment of these financing and payment arrange-
ments (see, e.g., Coughlin and Zuckerman 2003), but in brief, these
strategies created the illusion that a state had made a contribution,
thereby allowing it to collect its federal Medicaid match.

The net effect of these strategies was that the federal government paid
more for Medicaid than it was supposed to under the matching formula,
whereas the states paid less. Furthermore, there was no assurance that
the federal dollars paid through these mechanisms were used to finance
health care for Medicaid beneficiaries. Indeed, several studies suggest
that in some instances, states used the federal dollars they gained through
special financing mechanisms for nonhealth purposes (Coughlin, Bruen,
and King 2004; Ku 2000).

The Bush administration has attempted to control such financing
and payment mechanisms. Some recently approved 1115 waivers in-
clude conditions requiring states to phase out their use of Medicaid
special financing strategies.6 Some waivers maintain the level of federal
funds that had been generated through special financing and payment
arrangements but require states to abide by certain conditions to re-
tain them. Iowa’s 2005 1115 waiver, for instance, requires that the state
terminate several financing practices, as well as not impose any new
provider taxes to finance its share of Medicaid spending for the dura-
tion of the demonstration period. In exchange for meeting these and
other conditions, Iowa can continue to receive federal dollars through
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its special financing and payment arrangements but is now required to
use the funds to provide services to low-income, uninsured individuals,
among other things. Although the details differ, California’s, Florida’s,
and Massachusetts’s waivers entail similar provisions that allow them to
continue receiving federal funds obtained through special financing and
payment practices.

Another common feature is reducing or eliminating state use of IGTs
for the states’ shares of Medicaid expenditures. Virtually all the waivers
include such a condition. California, for example, agreed to limit (but
not completely eliminate) its use of IGTs for funding the state’s share of
DSH payments. Likewise, Florida’s waiver calls for the state to terminate
its use of IGT financing, which had funded $1 billion in hospital UPL
payments in 2005. The Massachusetts and Iowa waivers also require that
these states eliminate the use of IGT funding of hospital payments, as
well as other supplemental payments such as medical education, nursing
home, and managed care. In lieu of IGTs, some of the states are allowed
to use certified public expenditures, or CPEs, for their share of Medicaid
expenditures. CPEs are expenditures for Medicaid-covered services paid
for and provided by a public entity, for example, a university teaching
hospital or a county public hospital.

These waivers related to special financing and payment arrangements
also call for the use of safety net pools that states can draw on to support
health care for the uninsured. Again, the specifics vary, but the pools
have enabled California, Florida, and Massachusetts to finance health care
expenditures provided to uninsured individuals in a variety of settings
from clinics to hospitals. In addition to paying for health care services,
pool funds can also be used to purchase insurance. Allowing states to
develop these pools and to finance a broad array of health-related activ-
ities and providers is a significant departure from traditional Medicaid
policy, which in the past has limited spending on the uninsured largely
to care provided in hospitals.

The financing and payment-related provisions included in the recent
waivers have broad implications for the program, both positive and neg-
ative. On the positive side, by more directly spelling out program finan-
cing rules, these waivers set out to restore fiscal integrity to Medicaid.
Special financing and payment programs have generated considerable
controversy between the states and the federal government. These new
policies could ease that tension, which may help advance the Medicaid
policy debate beyond financing matters, which have dominated discus-
sions in recent years.
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Another potentially positive attribute of these financing and payment
changes is that they allow states to expand the ways in which they provide
care to the uninsured. As mentioned, to date the principal vehicle by
which Medicaid has financed care for the uninsured has been through
DSH payments. Enabling states to divert some of these and other funds to
pay for services rendered by other providers or to pay for health insurance
could have wide-ranging effects on how care is provided to the nation’s
uninsured.

A potential downside to the new financing and payment initiatives is
that eliminating the use of IGT or provider taxes may reduce some states’
ability to finance their Medicaid programs. Over time, many states have
relied on these tools, and as such, they have become an integral part
of the states’ Medicaid financing. A change in the policies governing
these strategies could leave many states with significant holes in their
Medicaid budgets.

Another potential problem is that a shift in how DSH dollars are
spent could have important consequences for safety net providers, in
particular hospitals. With more than $18 billion (federal and state) in
DSH payments made in 2006 (Urban Institute 2008), a loss of even a
portion of those dollars could have considerable financial implications
for safety-net hospitals, many of which operate with relatively narrow
margins (IOM 2000). The closure or downsizing of safety-net hospitals
could affect access to care for Medicaid beneficiaries, given their heavy
reliance on these facilities for services.

Conclusion

Broad Medicaid reform continues to elude federal policymakers, but
since 2001 many states have been allowed to adopt smaller, incremental
changes to the program through waivers and provisions in the DRA.
Many of these changes have been actively encouraged by the Bush ad-
ministration and reflect the administration’s strong belief in federalism,
fiscal prudence, state flexibility, and the introduction of private market
features. The administration, for example, exhibited its commitment to
fiscal prudence in the waiver process by negotiating changes in some
states’ special financing practices. Similarly, it has promoted program
flexibility by giving states new discretion related to eligibility, benefits,
cost sharing, and the delivery of care, among other things.

While there has been substantial activity, the changes that most states
have implemented have been fairly circumscribed. For example, for the
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most part states have not taken full advantage of the benefit or cost-
sharing flexibility that has been made available. Likewise, the use of
enrollment caps has been limited. States also have not made full use of
privatization strategies, such as managed care for the disabled or pre-
mium assistance programs.

This limited response may be attributed to the generally sound fiscal
situation that most states have enjoyed in the last few years, but that
could now be changing. It could also be attributed to policymakers recog-
nizing that some of the new flexibility may not buy them much. Benefit
flexibility, for instance, will not produce great savings if the newly re-
stricted services have so far been used only rarely. To generate substantial
program savings, expensive services such as inpatient hospital care would
need to be reduced. State policymakers may understand that this strat-
egy might not be prudent because most Medicaid beneficiaries do not
have alternative insurance options and thus the state would likely end
up paying for their health care—but without the benefit of the federal
share. A similar scenario applies to cost sharing: Medicaid beneficiaries
are, by definition, poor, and imposing cost sharing could prove harmful
to their health if they forgo or delay needed health care, a problem that
is particularly relevant to people with chronic conditions. Moreover, in
all likelihood, the patients would eventually seek the needed care, but it
would likely cost more to treat them.

There are, however, important exceptions to states’ relatively tepid
response to the new Medicaid flexibility. Oregon, for example, used vir-
tually all the flexibility provided under its HIFA waiver. It raised cost
sharing, reduced benefits, and capped enrollment, and the results have
been dramatic: within a few months, tens of thousands of beneficiaries
disenrolled, and the state’s uninsurance rate climbed to 17 percent—the
highest rate seen in more than a decade (Oberlander 2007). Similarly,
Tennessee has rolled back its long-standing commitment to covering all
its low-income residents. Florida is shifting almost its entire Medicaid
population to managed care and is changing its benefit package so ben-
eficiaries are no longer guaranteed a particular set of benefits. And a
few states, including Florida, Massachusetts, and California, are making
significant changes in both how they finance their share of Medicaid
expenditures and how they pay safety-net hospitals.

Although on the whole states did not jump on the flexibility and
privatization bandwagon, as some expected, much of the policy ground-
work to make substantial changes in short order has been laid. What this
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portends for the future of the program is not clear. As the economy takes
a downturn, states may more aggressively exercise the new flexibility.

At present, we know very little about the impacts of the changes that
have already been implemented. For example, do program beneficiaries
make informed choices about their health care? Are beneficiaries more
satisfied because they have more choices or because they have a greater
financial stake in the costs of care? How do beneficiaries, especially the
disabled, fare under the defined benefit approach that is being tested
in Florida’s waiver? With the changes in financing rules, how do states
cope with rising Medicaid spending and competing budget demands?
Have safety-net providers been adversely affected by the potential loss of
Medicaid revenues? Answering these and other questions will be critical
to understanding how increased flexibility, privatization efforts, and
revamped Medicaid financing affect all major Medicaid stakeholders:
beneficiaries, providers, states, and the federal government.

Endnotes

1. Section 1115 waivers, named after a section in the Social Security Act, are the broadest of the
federal waiver authorities. There are some narrowly defined section 1115 waivers, however, that
focus on specific services such as family planning or that have dealt with special circumstances,
such as the disruptions associated with Hurricane Katrina. Other important waiver authorities
are section 1915(b) and section 1915(c).

2. The DRA contains several other Medicaid provisions, including imposing new citizenship doc-
umentation requirements, tightening targeted care case management programs, changing pre-
scription drug payment policies, and limiting the circumstances under which individuals can
transfer financial assets to qualify for Medicaid nursing-home care. Some of the act’s provisions
call for increased spending on Medicaid, including providing health care relief related to Hurri-
cane Katrina and establishing a demonstration, “Money Follows the Person,” in which enhanced
federal funding may be given to states that shift elderly or disabled individuals out of institutions
and into the community. But in keeping with the theme of this article, we limit our discussion
to the DRA’s provisions pertaining to increasing Medicaid flexibility.

3. Under federal Medicaid law, a state is required to have an approved Medicaid plan, which, among
other things, sets out program eligibility standards, benefits, and reimbursement before federal
Medicaid matching funds can be paid. If a state wishes to make a change in its program, it must
request an amendment to its Medicaid plan and obtain approval from the CMS. If there is a
change in federal Medicaid law, the states also must amend their plans to conform to the revised
statute.

4. In response to a lawsuit brought by the Oregon Law Center against the U.S. Department of
Health and Human Services and the Oregon Department of Human Services, in June 2004 the
state eliminated copayments (but not premiums) for many optional and expansion enrollees.
Among other things, the lawsuit charged that that the copayment and premium requirements
for enrollees under the HIFA waiver were too high and, as a result, posed an access barrier. The
U.S. District Court for Oregon ruled that the Medicaid statute allowed nominal cost sharing for
categorical populations but not for noncategorical populations and ordered the state to eliminate
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all copayments for noncategorical enrollees. The court did not eliminate premiums, however,
because it did not consider them to be cost sharing. Interestingly, categorical enrollees are still
required to pay nominal copays.

5. In brief, a cost-effectiveness test requires the states to demonstrate that it is less costly to provide
coverage through a private health plan than through direct Medicaid or SCHIP coverage.

6. Besides waivers, the federal government has also tried to eliminate these financing arrangements
through the state plan amendment process (Schwartz et al. 2006). In 2003, for example, the CMS
began asking states to respond to “Five Funding Questions” before approving plan amendments.
As of August 2006, at least twenty-five were reported as having changed Medicaid funding
practices in response to CMS’s stepped-up review.
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