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Abstract

Over the past fifty years Medicaid has taken divergent paths in financing mental health and 

addiction treatment. In mental health, Medicaid became the dominant source of funding and had a 

profound impact on the organization and delivery of services. But it played a much more modest 

role in addiction treatment. This is poised to change, as the Affordable Care Act is expected to 

dramatically expand Medicaid’s role in financing addiction services. In this article we consider the 

different paths these two treatment systems have taken since 1965 and identify strategic lessons 

that the addiction treatment system might take from mental health’s experience under Medicaid. 

These lessons include leveraging optional coverage categories to tailor Medicaid to the unique 

needs of the addiction treatment system, providing incentives to addiction treatment programs to 

create and deliver high-quality alternatives to inpatient treatment, and using targeted Medicaid 

licensure standards to increase the quality of addiction services.

Medicaid has played an important role during the past fifty years for low-income Americans 

needing mental health or addiction treatment. The mental health care and addiction 

treatment systems rely on Medicaid as a crucial financier of care. Nevertheless, Medicaid’s 

coverage for treatment of mental health and addictive disorders has diverged in important 

ways. Whereas Medicaid began as a small player in financing services for both types of 

disorders, it eventually grew to become the dominant source of funding for mental health 

treatment but has yet to reach that dominance in addiction treatment.1

Much has been written about Medicaid’s growing role in financing mental health treatment. 

Less considered is the broader effect of these financing changes on the organization and 

quality of the mental health treatment system for low-income people in the United States.2 

Stakeholders in mental health treatment have been deliberate not only in using Medicaid to 

leverage new funds for treatment but also in using the program to increase the 

comprehensiveness of mental health services, elevate standards for mental health providers, 

and create meaningful alternatives to inpatient treatment.
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The Affordable Care Act (ACA) gives states the option to expand Medicaid eligibility to 

people younger than age sixty-five whose family incomes are at or below 138 percent of the 

federal poverty level. In doing so, it creates an opportunity for the addiction treatment 

system to improve service access and quality. As a result of the ACA’s Medicaid eligibility 

expansion, along with the law’s mandate to provide addiction treatment coverage for newly 

eligible enrollees, Medicaid is expected to soon become the largest payer of addiction 

treatment.1 As such, Medicaid will obtain principal market power over major segments of 

the addiction treatment system in the United States and, therefore, have the ability to 

influence addiction treatment practices on a broader scale than ever before.

In this article we provide a brief history of financing for mental health and addiction 

treatment, and we highlight Medicaid’s contrasting role in paying for these services. We 

then show how Medicaid influenced reforms in the mental health delivery system, and we 

draw strategic lessons for addiction treatment in three main areas: leveraging optional 

coverage categories to tailor Medicaid to the unique needs of the addiction treatment system, 

providing incentives for addiction treatment programs to create and deliver high-quality 

alternatives to inpatient treatment, and using targeted Medicaid licensure standards to 

increase the quality of addiction services. These three strategies are consistent with the 

broader goal of integration of behavioral health services with mainstream medical care in the 

United States.

A Tale Of Two Systems

Medicaid has played a very different role in financing mental health versus addiction 

treatment for low-income individuals over the past thirty years. Both systems initially 

received little revenue from Medicaid.1 However, Medicaid’s role in financing mental health 

treatment has grown dramatically, while its role in financing addiction treatment has been 

more modest and constrained (Exhibit 1).

Before 1965 the vast majority of mental health treatment services were paid for by states and 

administered under the authority of state mental health agencies. Medicaid changed this 

arrangement.3 In 1981 Medicaid represented only 16 percent of revenues received by state 

mental health agencies, the major providers of mental health treatment to low-income 

individuals. The vast majority of funding—73 percent—came from state general revenue 

and special funds. By 2010 Medicaid accounted for half of state mental health agency–

controlled revenues and was responsible for nearly two-thirds of all new state mental health 

agency spending between 2001 and 2010.4 Medicaid is now the largest purchaser of mental 

health treatment, accounting for nearly half of all public dollars and more than a quarter of 

all mental health spending (public and private combined).5

A principal driver of this growth has been expanded eligibility for people with mental health 

disorders. The creation of the Supplemental Security Income (SSI) program in 1972 and its 

linkage with Medicaid eligibility resulted in a major change in Medicaid’s role in covering 

people with mental health disorders severe enough to qualify as a disabling condition. Since 

the late 1980s mental health disorders have represented one of the fastest-growing categories 
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of SSI eligibility. In 2009, 41 percent of all SSI beneficiaries younger than age sixty-five 

qualified because of a mental disorder.6

A significant expansion in the scope of mental health treatment services covered by 

Medicaid has also increased its role. The addition of targeted case management in 1986 and 

the expansion of psychosocial rehabilitation under Medicaid’s rehabilitation option in the 

early 1990s gave states important new options for providing intensive community-based 

supports to people with serious mental health disorders. Currently, almost all states have 

adopted these options. By 2005 targeted case management accounted for $2.9 billion in 

Medicaid expenditures, while services provided under the rehabilitative services option 

accounted for another $6.4 billion.7 People with mental health disorders constitute close to 

three-quarters of service recipients under the rehabilitative services option and account for 

almost 80 percent of expenditures.8 These options have enabled states to provide evidence-

based practices such as assertive community treatment, medication management, and family 

psychoeducation.7

Medicaid has traditionally played a more modest role in financing addiction treatment. 

National spending for addiction treatment increased by roughly $15 billion between 1986 

and 2009, representing an average annual rate of growth in nominal dollars of 4.4 percent.9 

Medicaid spending on addiction treatment services also grew substantially during this 

period, from less than $1 billion to $5 billion. However, because other funding sources for 

addiction treatment also increased during this time, Medicaid’s share of spending remained 

steady at approximately 20 percent of total addiction outlays. In contrast, state and local 

government funds for addiction treatment increased from $2.5 billion in 1986 to $7.5 billion 

in 2009 and continued to increase, albeit modestly, as a percentage of overall spending.9 

Unlike the financing of mental health treatment, these state and local funds have remained 

the backbone of the publicly funded addiction treatment system.

Medicaid’s coverage for treatment of mental health and addictive disorders has 

diverged in important ways.

Before 1996 it seemed likely that Medicaid’s financing of addiction treatment would follow 

the same path that the program has taken in funding for mental health. Between 1990 and 

1995 the number of people qualifying for SSI through an addiction-related disability 

increased by more than 500 percent. However, concerns emerged about rapid growth in the 

number of people enrolling in Medicaid as a result of addiction-related disability, which 

were rooted in a longer-standing controversy as to whether addiction should even be 

characterized as a disabling condition for the purpose of receiving public aid.10

These concerns were embodied in the Contract with America Advancement Act of 1996, 

under which addiction became disallowed as a qualifying condition for federal disability 

programs. Consequently, the number of people with addiction disorders who qualified for 

Medicaid was greatly circumscribed. Although only about 200,000 recipients were 

immediately affected by this policy, because the new law restricted states’ ability to use 

Medicaid as a vehicle to cover and treat the majority of people with addiction disorders, its 

significance was, of course, much broader over time. When the ACA passed in 2010, for 
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example, only about 20 percent of patients entering publically funded addiction treatment 

programs were covered by Medicaid.11

Moreover, coverage for addiction treatment within state Medicaid programs has been less 

comprehensive than mental health coverage. As recently as 2013 several states did not 

provide any coverage for addiction treatment, apart from federally mandated detoxification 

and short-term inpatient treatment. States can use the same options for addiction treatment 

that were used to establish expanded coverage for mental health treatment, including the 

rehabilitative services, case management, and the community-based services options. 

However, states’ take-up of optional coverage for addiction services has been highly 

variable. In 2003, the most recent year in which state Medicaid coverage for addiction was 

systematically reviewed, thirty states covered outpatient group counseling for substance 

abuse.12 Twenty-five states covered methadone maintenance. Twenty covered day treatment, 

and only seventeen covered buprenorphine and naltrexone—evidence-based treatments for 

opioid addiction.

The ACA And Addiction Treatment

The ACA is expected to dramatically change the historic contrast between Medicaid’s role 

in financing mental health and in financing addiction treatment for low-income 

Americans.1,13,14 The law mandates Medicaid coverage for addiction treatment and 

prohibits limits on the provision of addiction treatment services that is more restrictive than 

those for other medical services. The ACA also enables states to expand eligibility to all 

citizens with incomes at or below 138 percent of the federal poverty level. It therefore 

removes categorical federal restrictions on eligibility that have historically limited Medicaid 

enrollment to children, parents, elderly, and individuals with disabilities. Millions of low-

income Americans who experience either of these disorders have become Medicaid-eligible 

in states that have embraced this eligibility expansion, and more are expected to do so in the 

years ahead.15 Now active in twenty-nine states and the District of Columbia, the Medicaid 

expansion will increase enrollment by 10.7 million people.15 Medicaid spending for 

addiction treatment is projected to double from $5 billion to $12 billion by 2020, quickly 

making Medicaid the largest payer of addiction treatment in the country.1

Lessons For Medicaid’s Future In Addiction Treatment

Because Medicaid has been the dominant funder in mental health treatment, reforms to the 

program have had wide-reaching implications for the entire system of mental health care. 

Below we discuss three broad lessons that the addiction treatment system can learn from the 

successes and challenges of the mental health treatment system’s expansion within 

Medicaid. We do not mean to suggest that the mental health treatment system is without 

challenges or that the challenges facing the addiction treatment system are the same as those 

facing mental health treatment. Instead, we seek to point out strategies and successes of the 

mental health treatment system that may inform efforts to improve access and quality in 

addiction treatment, particularly for low-income individuals, who make up the majority of 

Medicaid enrollees.
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REGULATORY FLEXIBILITY

The first lesson from the experience of the mental health treatment system highlights the 

importance of regulatory flexibility around Medicaid’s optional coverage categories. Since 

the 1980s, stakeholders in the mental health treatment system have skillfully crafted more 

responsive systems of care for mental health disorders. As noted, Medicaid’s optional 

benefits—targeted case management and rehabilitation—allow states to use Medicaid to 

finance a variety of community support programs for people with serious mental health 

disorders, including intensive case management, crisis intervention, family psychosocial 

education, life skills training and social supports, assertive community treatment, 

community residential services, education and employment related supports, and peer 

services.16,17 This flexibility was enormously important for expanding access to a range of 

services,18,19 and states’take-up grew substantially over time. In 1988 only nine states 

covered psychosocial rehabilitation or targeted case management for people with mental 

health disorders; today nearly every state has adopted these options.

More recently, states have sought to expand options for mental health treatment under 

Medicaid’s 1915(c) home and community-based services (HCBS) waiver program. In the 

past, the HCBS waiver program was constrained in its ability to rebalance institutional care 

for people with severe mental illnesses toward more home and community-based models by 

Medicaid’s Institutions for Mental Disease (IMD) exclusion. This exclusion prohibits 

Medicaid coverage of working-age adults in IMDs, defined as nursing homes, hospitals, or 

other institutions of more than sixteen beds that are primarily engaged in the treatment of 

mental disorders.

6 States In 2012 only six states required addiction treatment providers to possess a 

bachelor’s degree, and only one required a master’s degree.

The IMD exclusion made it difficult for states to meet the cost-neutrality requirements of the 

HCBS waiver program for adults with severe mental illnesses. However, recent policy 

clarifications have expanded this option. Four states—Colorado, Connecticut, Montana, and 

Wisconsin—currently have HCBS waivers for adults with severe mental illnesses. 

Demonstration projects, such as the Money Follows the Person Rebalancing Demonstration, 

have also played an important role in expanding Medicaid’s role in mental health care, as 

have new options for home and community-based services authorized under the Deficit 

Reduction Act of 2005 and the ACA.7,20,21

A growing body of evidence suggests that inpatient addiction treatment is no more 

effective than outpatient treatment for many patients.

In the contrasting case of addiction disorders, some states have made great progress toward 

using Medicaid options to expand coverage for these disorders. However, the overall 

national impact of these efforts has been limited. A minority of states have actively pursued 

this strategy, in part because the largest group of people receiving addiction treatment in the 

United States prior to 2014 were uninsured. Yet many of the existing options within 

Medicaid can be used to expand addiction coverage, including the rehabilitative services, 

case management, and HCBS options, and the 1115 waiver, which enables states to 
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implement five-year demonstration projects that incorporate coverage and eligibility 

expansions or service delivery model innovations.

Learning from the experience of mental health coverage, stakeholders in addiction treatment 

can leverage the flexibility built into Medicaid’s optional benefit policies to advocate for 

coverage across the service continuum—from intensive outpatient treatment and crisis 

management to recovery-oriented services—to effectively manage addiction as a chronic 

illness. Moreover, a substantial body of research supports the efficacy and cost-effectiveness 

of medication-assisted addiction treatments.22,23 Especially since current adoption of such 

programs is sparse,24 Medicaid coverage flexibility should include room for them. Relatedly, 

most states do not provide reimbursement for wraparound services associated with opioid 

treatment programs such as initial assessments, brief counseling, and follow-up with patients 

who are receiving these drugs.

The mental health and addiction treatment systems now face a common challenge 

to integrate with each other.

ALTERNATIVES TO INPATIENT TREATMENT

The second lesson to be drawn from the mental health system relates to Medicaid’s capacity 

to promote broad-scale delivery system changes, particularly in spurring the creation of a 

high-quality alternative to treatment in inpatient and other institutionalized settings. 

Medicaid’s role in promoting community-based services for mental health was initially 

inadvertent. Medicaid’s IMD exclusion strengthened incentives for states to shift patient 

care (and costs) from state-financed mental hospitals into Medicaid-reimbursable settings—

such as nursing homes, community mental health centers, and general hospitals. Between 

1955 and 1980 the resident census in state mental hospitals dropped by 75 percent. This 

early history played a critical role in making Medicaid the primary driver of mental health 

systems change.19

Medicaid also played a complementary role in helping states comply with a series of court 

decisions requiring greater emphasis on home and community-based services. Medicaid’s 

support for efforts such as Money Follows the Person and Balanced Incentives Program—

policies expanded and supported by the ACA—is an important tool for many states seeking 

to meet their legal responsibilities to expand or improve their alternatives to institution-based 

care.25,26 Programs such as assertive community treatment, covered by a number of state 

Medicaid programs, provide intensive supports for people with severe mental illnesses, to 

enable them to manage their illnesses while remaining in the community.27

In crafting Medicaid addiction treatment coverage, states should consider how coverage 

design can be used to promote high-quality, community-based alternatives to inpatient 

addiction treatment for people with more severe addictive disorders. There will always be a 

need for inpatient addiction treatment services for people who require medically risky 

detoxification, are in crisis, or are experiencing severe symptoms. However, a growing body 

of evidence suggests that inpatient addiction treatment is no more effective than outpatient 

treatment for many patients. Also, inpatient treatment is more costly, restrictive, and 

stigmatized than community-based addiction treatment.28 Nonetheless, despite this 
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evidence, a large proportion of people receive addiction treatment in inpatient settings. In 

2013 roughly 45 percent of people who received addiction treatment reported receiving it in 

a residential or inpatient setting.29

EXPANDING TREATMENT OPTIONS

The third lesson concerns the power of public purchasers, namely Medicaid, to expand the 

supply of qualified treatment providers, and consequently, elevate the quality of services 

provided. As late as 1970 staffing in state mental hospitals consisted of a small number of 

professional mental health workers and a large number of less skilled custodial workers.3 

However, as more institutional forms entered the mental health market, professional staffing 

ratios increased.30 As community mental health centers emerged in response to 

deinstitutionalization and Medicaid dollars funded care in such centers, a whole new cadre 

of mental health professionals responded to this supply. These growing mental health 

professions exerted political pressure on politicians to establish state licensing laws. By 

1990 forty-two states had passed such laws, and eventually most states passed mandates that 

required insurers to cover mental health services provided by these professionals.3

Medicaid regulations for staff providing mental health treatment have also increased 

substantially. Under the rehabilitative services option, for example, the Centers for Medicare 

and Medicaid Services requires that mental health treatment services be authorized by 

“licensed practitioners of the healing arts.” Most state Medicaid programs define licensed 
practitioners of the healing arts as a licensed psychiatrist, psychologist, clinical social 

worker, or registered or advanced practice nurse. States also define the qualifications of 

service providers under Medicaid, and most require that mental health providers possess 

state board licensure as well as a master’s or doctoral degree from an accredited university in 

a relevant area of practice. States that cover paraprofessionals have also established minimal 

qualifications for this role.31

The evolution of licensing standards in the mental health treatment system differs markedly 

from that governing addiction treatment. Many commentators and researchers express 

concerns about the overall quality of addiction treatment providers in the United States.13,14 

While the number and type of addiction treatment providers have similarly increased, fewer 

than half of addiction treatment providers have professional degrees and any formal training 

or credentialing in addiction treatment.32 Most states have no or low licensure standards for 

addiction treatment providers. In 2012 only six states required addiction treatment providers 

to possess a bachelor’s degree, and only one state required a master’s degree.33 Fourteen 

states had no educational attainment requirements for licensure whatsoever.

As Medicaid’s role in addiction treatment expands in the years ahead, there is an important 

opportunity to use the program to improve quality. Medicaid can require formal training and 

licensure standards for staff who provide addiction treatment as a condition of Medicaid 

certification. Because Medicaid is poised to become the largest payer of addiction treatment, 

most addiction treatment programs will need to remain or become Medicaid certified to 

access this increasingly important revenue source.34
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Such requirements could also help speed implementation of evidence-based addiction 

therapies, given evidence that licensed professionals are more likely than nonlicensed 

providers to endorse and use such therapies.33 For this strategy to be effective, many existing 

addiction treatment providers will need technical assistance and, ideally, additional financial 

resources to meet new Medicaid staffing requirements.

The Common Challenge Of Integration

The mental health and addiction treatment systems have evolved into two different and 

largely separate systems over the past fifty years. These systems now face a common 

challenge to integrate with each other. Stakeholders across both systems recognize the high 

prevalence of co-occurring mental health and addiction disorders. The field has advanced 

treatment strategies that address both disorders in tandem. Unfortunately, funding 

regulations often conflict with integrated delivery approaches and have played a major role 

in hindering their proliferation.35 As Medicaid plays a greater role in financing addiction 

treatment, there will be new opportunities to improve access to integrated treatment for 

people who are newly eligible for Medicaid, as well as Medicaid enrollees in states that have 

expanded coverage for addiction treatment.

Medicaid health homes provide a major new option with the potential to address long-

standing problems of segmentation in physical and behavioral health—including mental 

health and addiction treatment. At an enhanced federal matching rate for the first two years, 

state Medicaid programs have the option to create health homes, which deliver coordinated 

care to enrollees with multiple chronic health conditions, including mental health and 

addiction disorders. The health home model has the potential to significantly improve 

coordination and integration of care and may become the primary model of treatment for 

people who have mental health or addiction treatment needs but require less intensive 

services.36

Medicaid agencies must develop strategies to support a continuum of care that 

responds to people with diverse addiction-related needs.

Both systems also face the challenge to integrate their services within primary care settings, 

where the vast majority of health care services to people with mental health or addiction use 

disorders will actually be provided or initiated. Integrating mental health and addiction 

treatment into primary care can improve quality and reduce overall health care costs.37–39 

Primary care providers have made greater strides in integrating mental health treatment into 

their repertoire of services. General physicians provide an increasing share of mental health 

services.3 By the 1990s, 34 percent of mental health diagnoses came from general 

physicians, and prescribing of psychotropic medications in primary care has increased 

substantially. Assessment and treatment of addiction treatment has been less well integrated 

into primary care, in part as a result of restrictions on prescribing of addiction medications.40
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Conclusion

Under the ACA Medicaid expansion, Medicaid agencies will become increasingly important 

purchasers of addiction treatment services. As such, they will now play a regulatory role 

analogous to the one they have played with the mental health treatment system.

While Medicaid agencies consider how to optimally allocate resources for addiction 

treatment, differences in the severity of need, as illustrated in mental health, will complicate 

these financing and regulatory decisions. Medicaid agencies must develop strategies to 

support a continuum of care that effectively responds to people with diverse addiction-

related needs. State Medicaid programs will need to create regulatory policies that set clear 

rules to improve quality while remaining flexible and nimble to adjust to different patient 

needs.

Any major purchaser such as Medicaid will be able to create important incentives to develop 

new innovative delivery model reforms. It is hoped that states will consider the power of this 

leverage prospectively to provide efficient, high-quality addiction treatment services instead 

of responding retrospectively to unintended problems that so often arise with the infusion of 

new funding.
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EXHIBIT 1. Medicaid Expenditures For Mental Health And Addiction Treatment Services For 
Selected Populations, 1986–2009
SOURCE Substance Abuse and Mental Health Services Administration. National 

expenditures for mental health services and substance abuse treatment, 1986–2009 (see Note 

5 in text). NOTE Estimates are inflation-adjusted (2009).
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