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. 1. Education -- 25th Anniversary lof the IDEA: Wednesday marked the 25 th 

anniversary of the Individuals Iwith Disabilities Education Act (IDEA). In addition to 
your photo op with community leaders, the Department of Education had a press 
conference to release a new report on the status of education for students with disabilities. 
The report shows that the percent of students with disabilities who are educated-in regular 
classrooms increased from 26 in 1986 to 46 percent in 1997. Furthermore, most states 
are now showing 50 to 65 perdent IDEA st~dent participation in statewide assessments 
today, compared with less thaA a ten percent participation rate a decade ago. Data also 
shows that the rate of disabled students graduating from high schoolwith a regular 
diploma has increased four percentage points over the past four years, while there has 
been more than a four percent :decrease in the drop-out rate. 

2. Education -- California Sc1hools Sue State Over School Construction Bonds: 

A group of California school districts and organizations sued a state board Monday, 

saying the new state bond distfibution method for school construction hurts growing 


I 

school districts. The lawsuit, filed in Sacramento Superior Court, contends the new rules 
are illegal because they hurt sdhool districts that have had their construction plans and 
matching funds set aside beforf September. The suit states that the new system will delay 
funds until there are "no more state funds" left for school construction. 

3. Welfare -- Florida Welfare Reform Results: The Manpower Demonstration 

Research Corporation recentlyi released the final report on Florida's Family Transition 

Program (FTP), highlighting 10ng-term results from one of the first states to implement


I 

time limits. The.study found that over a four-year period, FTP significantly increased 
employment and income and r~duced long-term welfare receipt without causing hardship 
or impacts on child well being] Seventeen percent of families actually reached their time 
limit and had their benefits carlcelled; about three-quarters left welfare before hitting the 
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time limit and the remainder ~eceived an exemption for medical or other reasons. Those 
who hit the time limit were a diverse group and were not necessarily the most 

• I . 

disadvantaged. Less than hal~ofthose who reached the time limit worked steadily in the 
next 18 months, relying on supports like family, friends, food stamps, and housing 
a~sistance. However, familiesl who hit the time limit did not appear worse off than . 
families who left welfare for 0ther reasons, many of whom struggled to make ends meet. 
FTP began under a welfare re'form waiver and operated from 1994 to 1999 in the 
Pensacola area. It combined a time limit of24 months in any 60-month period (or 36 out 

I 
of72 months for the least job ready) with a variety of requirements, incentives and 
services to help recipients find work. \. . 

4. Physical Activity -- Olym~iC-paralympiC Event: ~ast Wednesday's White House 
program on physical activity ras well-received by the advocacy community and the other 
interested groups who attend~d both the roundtable led by Secretaries Riley and Shalala 
and the subsequent Olympic-Paralympicevent. Participants expressed appreciation for 
the steps you have taken, induding the July 23 rd directive and the report you released last 
Wednesday, to highlight the ~eed for physical activity among young Americans. The 
Secretaries' roundtable at thelWhite House before your Olympic-Paralympic remarks was 
also successful in promoting ;working relationshiPs. among the diverse group of interested ,/;~ 
stakeholders in this area, and in spurring ongoing momentum for action on this issue. . 

. . 

5. Health Care -- Update OQ Arkansas UAMS Plan Amendment: Following up on r£ 
concerns raised by UAMS, HHS decided to permit the medical school to access increased\~ r 
Medicaid funding. As a con~equence, Arkansas will see their Medicaid payment . (' 
increases for UAMS increasd by over $30 million this year and next year. Senator 

I • 
Bumpers, UAMS, and Ray Hanley expressed great gratltude. 

. j . 
6. Health Care -- Update o~ Medicare Solvency and New Technology Cost 
Projections: On Thursday, the New York Times accurately reported that the Technical 
Review Panel on the Medica~e Trustees' Reports made their preliminary report to 
Secretary Shalala, stating th~t Medicare projected costs should be increased to reflect a 
more accurate measure of neF health care technologies. They determined that such a 
modification to cost projecti0ns would reduce the projected Medicare solvency date from 
2025 to 2021. While this wduld represent a notable decline in the solvency status, it is 
important to note that in the last 25 years, the Medicare Trust Fund has never been in a 
stronger financial position tHan it is today, even if the insolvency date was determined by 
the Trustees to·be 2021.· Moreover, the most recent data we have available indicates that 
spending in 2000 has dec1inJd below previous projections. As a result, it appears unlikely 
that the next Medicare Trustbes report would reduce its annual solvency projection by 
four years even if they used this new methodology. 

I 
7. Guns -- Brady Event Follow Up: In response to your request, the Justice and 
Treasury Departments expedt to have an implementation plan ready within 30 days for a 
system to notify state and lobi law enforcement when criminals and other restricted 
persons illegally attempt to purchase firearms in their communities. We will continue to 
work closely with them on their plan. Next week, the Attorney~General will take further 
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action to strengthen Brady background checks by sending letters to the governors 
announcing her plans to imprbve the collection of certain mental health records. Under 
federal law, persons who hav~ been committed to a mental institution or were adjudicated 
as mentally "defective" are ndt permitted to possess a firearm. Currently, however, many 
restricted mentally ill persons could pass NICS checks because a number of states have 
strict privacy laws w~ich pre1ent them' ~om sharing relevant mental health record~ with 
NICS. To address thIS problem; the Justice Department plans to create a confidentIal 
NICS file ~hat will allow mor~ states to share appropriate mental health records without 
violating state privacy laws. ! 

8. Cbildrenand Families -- Child Care: Two complementary reports on child care will 
be released next week that mJke the case for a greater investment in child care. These 
reports can be used to call on Congress to finish their business and make the needed 
investments in child care, narrtely the $817 million increase in CCDBG and the $1 billion 
increase in Head Start, The first study is a U.S. Department ofHealth and Human 
Services interim report, part df a five~year research effort to explore how states and 
'communities implement polidies ~nd programs to meet the child care needs of families 
moving from welfare to work. This interim report shows that in the three-years since the 
enactment of the Personal Re~ponsibility and Work Opportunity Reconciliation Act, the 
states have r vided child caFe subsidies to 30% more c ildren in 12 of the 15 states 

',sty,died.]J1e report demonstr~, er, that even with this increased investment in 
child care there remains a sigh,ificant unmet 'need 'e su s'dies - most states 
were 0 servmg 0 0 e Igl e children from all I and state sources. Thei 

secon u y, po y e' 1 ren's e ense Fund, shows that the cost of child care 
I 

makes child care prohibitive for many low-income families or forces low-income 
families to choose child care ~hat is low cost and low quality. In fact, the report showed 
that the avera e annual cost df c,hild care for a 4-year .' . than 
the ave e annual cost of uplic c l..!:lg. ' 
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Dare: November 27, 2000 
-'fIII 	 ..... -
MEMORANDUM . \. 	 .... . 
To:. 	 Harriet Rabb, General Counsel. US. Department ofHealth and Humans Services 

From: 	 Barbara Eyman. Attlrney for the University ofArkansas for Medical Sciences 
. I 	 .' 

R!i~: 	 Arkansas' Imerpretationof42 C.F.R. §447.321 
. \ . 	 . 

cc: 	 Tim W~srmoreland. Director of Medicaid and State Operations 
Sheree Kanner, Gen~ral Counsel, HCFA 

I 
\ 

As you know, Arkansa~' Medicaid state plan amendment to establish an outpatient 
Sl:a.te Operared T caching Hospital payment is pending before RCFA, with the approval· 
period due to expir!:! [omorrow., November 28. HCFA hl:tS informed Arkansas that it 
&:,;agrees with Arkansas' legali interpretation of the regulalion governing the paymt!nt (42 
C.F.R. §447.321). We understand you win be reviewing the issue today. . 

. .' I 	 . 
Attached is a set ot'talking points providing some background on this issue, as well 

as a more detailed legal analysls of the provision in question. We would appreciate your 
consideration of these material,s in making your decision rc~garding Arkansas' legal 
int'!rpretation. 

If you haw any questions, please feel free to contal~t me at   
I'   
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UNIVERSITYI OF ARKANSAS FOR MEDJCALSCIENCES 
PENDING SUPPLEMENTAL MEDICAID PAYMENTS . 
. . TALKING POINTS 

November 27, 2000 

• 	 Last May~ Arkansas submhted a proposal to the Health Care Financing Adminis,tration 
(HCFA) to ~stabli;sh a neW $36 million tederalMediccitd outpaTient payment to ~he· . 
Universiry of Ark<m::>as fot Medical Sciences (UAMS), the state's only leaching hospita!. 

• 	 UAMS is the major safetJ nel hospital in The state~ pro'/iding approximately $60 million 
in uncompensated care annually. Mo~t :nates are able 1.0 cover the uncompensated care 
cOStS of their safety net hdspital:> through Medicaid Di~ipropoftionate Share Ho£pital 
(DSH) payments. Arkansks. however, is permanently 'oarred from e!itablishing a 
signiticant DSH program because i[ did not move quickly enough to create one before 
Congress essentially trozd the PSH program in place ill 1992 .;~ prohibiting Statl~S from 
increasing theirDSH programs from that time forward to any significant extent. As a 
result, UAMS receives a mere $53~OOO in DSH paymel:'ns 10 cover its $60 million in 
uncomp(;Iistltl;d co:;t::;. Stdtcwide Arkansas receives onl), abOut $2 million in federal DSH 
payments as compared to hbour $8 billion paid out nationwide. 

• 	 Tho Medicaid payment P~PO'.d lor UAMS would pay it up to the maximum level 
,permitted under federal regulations·· up to the so-callc!d "upper payment limit" or ··UPL " 

• 	 HCFA recently is::;ued a pLposed regulation to reduc~ StateS' flexibility in calculating the 
UPL. It was attempting t4 clos~ a "loophole" in the regulation that allowed some states to 
c1raw down excessiv.: M~4icaid payments purporte4lyto reimburse providt:!fS, bur [he 
providers rurne4 around aJil4 sent most or alloflht:! payments back to the state, which 
blatantly used the money for tax cur::;, education initiatives and the like. 

• 	 The proposed regulation ilcludes prote<lIons for "safe''Y net providers," bUT once again 

shottchanges Arkansas by !limiTing those protections to non-~;tate owned safetY net . 

providers. Arkansas is being discriminated against simply because its primary safety net 

institution happens to be state-owned. The proposed rl~guJation therefore adds insult to 

injury in stacking the law~1 against Arkan..s' safery nel and the patients thanely On it. 


• 	 Arkansas' proposed payment will no longer be permitled under the new regulation . 
. However. that regulation ~llows for a 2~y~ar tnUlsition period for programs approv~d 
before its effective date. t}rkansas proposal should be subject to lhi::; tranSiIion period, 
meaning that UAMS could be paid through September 30, 2002. . 

• 	 HefA has 180 days to apJ;"veor deny Medicaid staw plan amendments such as 

Arkansas'. Alternatively, it can allow a proposal to lapse into effect at the expiration of 

The 180 days without any Jction on its pan. ... . 


• 	 Arkansas, proposal is schj,<l~led to I~p•• into appro,val on Tuesday, November 2&.. 
Throughout the 180p day Prrlod that lS aboUllo expIre, HCFA has told Arkansa!; that its 
proposal was going to be ~llowed to lapse lflm approval, and that there were nosignificam 



lechnical problems with it. In August, it issued a sel of wrinen questions TO the S,tate, 

which did nO{ indicate anyl technical pro?lem~. On ~edne.sday Novem~er ~2, 6 d~ys , 
before the clock was TO rw:l OUt, HCF A tor me first time' ralsed a new obJecnon WhICh H 

claims will force it to deni the:propo.al if not modi tied before Tuesday. . 

• 	 Arkansas' proposal is backed'by significant political suppon. Last summer, the currem 
governor and five fonner ~ovemors of Arkansas sent a letter directly to President Clinton 
urging his approval of the plan.' Fonner Sen. Dale Burnpers has repeatt:dly urged the ' 
Adminisrration to approve!the proposal, and has been s:ignificantly involved over the! last 
several days in trying to convince HCFA to change its mind. Rep. Vic Snyder has also 
lU'ged approvaL 

_ 	 HCFA, hOWl!'vef, is insistin.g that it does not have the legal authority to allow Arkansas' 
plan to take dlect in its prbposed fOIm. ' 

-We strongly disagree with {he HCFA legal interpretation. The langu:age of the governing 
regulation supportS more than one interpret~fion. We believe that unle~s patently wrong, 
HeFA (wiThout having isshed any funher guidWlCC lO :.tat~5 about how to interpret the 

I 

regulation) must accept Arkansas' reasonable l.:gal inH~rpretation, even if it disagrees with 
, I 

it. For years, HCFA has remained completely silent on how states should calculate upper 
payment limils and how the regulation should be interpreted. It should not now be 
perrniued 10 retroactively i~sue clarifying guidance 1ha't will bar a :state's alternative but 
reasonable interpretation. I . ' , 

• 	 Arkansas' interpretation will not have implications for other states. The interpretation is 
based on the language ofdie current regulation, which is about to be superceded by the' 
new regulation. The new r~gulation, we believe, does nO{ s'UPPOrt Arkansas' , 
methodology. ThereforI!', no states will be able {Q :submit proposals moving forward using 
Arkansas' mf.!thodology. 

• 	 Moreover, the context in which HCFA is choosing to strictly imerprel these regulations is 
I 

almost surreal. For months, HCFA has approved proposals from states for hundreds of 
millions of dollars that it Iq1ew were not going to be uSt:'d for the purposes sUlted in the 
proposals but rather fimneled back to the! stales to balance budgets, cut taxes Or fulfill 
Other items On their policy rishlists (health related or not). Moreover, many oflhe 
largest such programs are ip states that already hav~ sl:bstamial Medicaid 
. Disproportionate Shart: Hospital proghuns amounting '(0 hundreds ofmillions to over a 
billion dollars. AIkansas i~ merely proposing a $36 m:illion federal paymt!nt to 

suppkmental its paltry $2 killion DSH allotment, to pay a struggling safety nel provider 
with over $60 million in udcompensated cart:. Th~ strict, hyper-legalistic interpretation 
does nor retlect stated Ad~illistration priorities to i\:ssi:>l struggling safety net providers. 

til, 	 A tidIer discussion ,oithe lJgal basis for Arkansas' intt~rpretation of the UPL regulation is 
attached. 

http:the:propo.al


Lt!galBasisfor Ark~nsas' Proposed Ourp~tjent UPL Mdhodology 

, Und~r Medic~ud lawa~d regulations, states are.grar.ied flexibility in setling 
payment rales for providers 0]' services to Medicaidbenefidaries. The regulations 
merely require rhat total Medibaid payments not exceed th~' amount that would be paid' 
for the services under Medicate reimbursement principles. However, lhe current 
regl.dation pennits Stales to calculate this upper paymem: limit (UPL) on an aggregate 
basis for each type of providet. That is, a :state may not pa~r hospitals mOre in the 
aggregate under Medicaid than tht!y would receive in th~ aggrega1e under Medicare. 
As a result, some hospitals c~ be paid more than Medicart~ would allow as long as 
O{hi~r hospitals are paid le;)$. These limits apply separately w hospital inpatient , 
services, nursing facility servi~es) services to imerml:diale ·:::are facilities for the 
m\;mally retarded (ICF/MR), Jnd hospital outpatiem and clinic services. 

HCFA has not, howevL, provided specific guidance to srates on how to ' 
c~ll<:ulale the UPL. With resp~ct to hospital outpatiem payments, which.is what is at 
is~;ue in Arkansas, the only gu~dance is contained in the regulaTion, which provides as 
fol:!ows:' I, 

"Payments by an agenc;y for outptJtient hospital services may not exceed Thf: 
'toml paymt!nts received by ull providers from bendidaries and carriers or 
imermediaries for proJ~ding comrarable services under comparable 
circumstances under Medicare." 

Relying on the langUaJe of this regulation, Arkims.~ls has propo~ed to calculme 
the outpatient ho~piIaI UPL bYI comparing Medicaid payments statewide for a 
specified list of services to MeUicare payments tor Ihos~ sC~lVices. The list of services 
wa::s carefully and conservativdly developed to include only those services thaI hospital 
Ol.I.tputient deprutment::> providJ. There are no items on the list that are not provicled by 
hospital outpa1ient depanments. 

I 
Arkansas then calculated the difference between smtewide Medicaid and 

Mc;;~dicare paymems tor these sfIVices. In calculating this difference, it included 
Medicaid payments for those services to all providers in tb~ state, not just to hospital 
outpatient departments. For e~ample,hospiIal outpatie~t c:epartmems provide demal 
services; rheretore, dental services were included on the lh:t. Yt!t in calculating The 
g,~p between Medicaid and Medicare rates for demalservic:es, Arkansas looked at 
paymenIs for denIal services sthtewide. including both thO~i~ denIal services provide~d 
by hospilal outpatient departm~nt$ and those provided by other types of providers, 

I 
Arkansas believed that this approach to calculating the outpatient UPL was 

well groundt!d in the language pf the regulation itself. The: regulation states that 
paymt"nIs "'jor (Julptltitnl hospital services may not exceed the total paymenIS 
received by all providers . .. for providing comparab,e services I, using Medicare 
reimbursement principles. Th~ugh tht' limit is one that applies specifically to 
uU1:patienI hospital payments, the'regulation suggests that lhe limit may be calculate·d 

, "12 c,r.R. §4'17.321 (b)(emphasls ad:ded). 

http:which.is


by tooking aI IOIal payments to QI/ providers, whethl!T or not they are hospiTal 
out:patient depanmt!nIs. 

HCFA, by conTrast. is interpreting (he language of the regulaTion to preclude 
Arkansas' approach. It is reading (he regulatipn as if it staled that paymtnts "tor 
outpatient hospital services mby not exceed the roralpaymi!nts received by all 
oU4~~pllti(!m hospital departmehts from ben~fi~iaries and carriers or intermediaries for 
providing Olllpal;(!nt hospita/lservic(!$ [or such services) under Medicare." The 
regulation is nOT so narrowly worded, however, and we believe that HCF A mUSI allow 
Arkansas to adopt its alI~maIi,ve but reasonable inrerpretation. 

In allowing Arkansas to move forward pursuant to its interpretation, HCF A 
would not be opening a "pandora's box" ThaT would lead tCI a flood of state plan . 
arnendments adopting this approach. Arkansas' interpreralion is ba~ed on the currenr 
regulation. The proposed regulation is more specific. It provides: . 

. . 'I ' 
. . .... aggregate payml!nts by an agency to each group of health care facilities 

(~hat is, oQtpariem hos~itals or clinics) may not exceed a reasonable estimate of 
what would have been, paid for each ofthose servi,'es under Medicare payment 
principles:,2 i . . 

- . 

The new regulation, in req Ulr~ng a comparison of Medicaid payments to outpatient . 
hospitals with what would hi:l~e been paid for "those services" under Medicare, has 

I 

considerably narrowed the universe ofpaymcms that can be compared. Moreover, if 
HCFA is concerned that alloJing Arkansas' interpretation may have implicaTions 
ev<~n under the nt!w regulaliorL it can clarify the new regulation to prohibh such an 

approach. . . .1 . . . 

. . Moreover, we art!' nOl j:tsking HCFA to adopt a new and broad interpretation of ' 
the term "outpatient hospital services." Tht: regulation establishes a limit on paymt:m 
for such services, but the: limit is based on amounts paid to "all providers" for 
"comparable services" under Medicare. Arkansas' expansive list ofservices is baSed 
on tht: intc::rpreladon of the phrases '''all providers" and "comparable services," not em 
the: phrase ··outpatient hospital services." Therefore, ,there should be no spillover 
effects on either the new UPLI regulation or on any other HCFA regulations that 
include the rerm "outpatient hospital services." .. 

. In sum, we believt! thJ The regulaTion, in limiting payments for oUlpa!ient . 
hospital services to The arnouI11 mat Medicare would pay t()(lll providers of, 
comparable services, permiTS Arkansas' approach to calculating the U.PL. Absent' 
more specific guidance, over the :y~ars from HCFA on how to calculate tht:' UPL, we 
b(!lieve mat Arkansas' .imt:rprftation of me regulation is within the realm of reaSOn and 
thc:refore should be pcrnuued Ito take effect. 

265 Ft:d. Reg 60158 (OctOber J 0,2:000) (emphasis added) Parnllellmguage i,s used in 'the subseclIons 
p,;nainin~ to payments to govemmelu·ownc:u or operated facilities and statl:·aw'nl:'d or opcr~k<1 r;'U.:i.lilies,, 



FRO~l SERVICES, INC.· TO 912023955631 P.02/03 

r------/--------------..,.-, ......... " ...-.... . 	 '" .........----..-...--'_...._._- ..._.._....-_._.._-. 


Ons Empirn Drivi:>. ·Rona.bloor, NY 1 

518.431.7600/ Fox: 518:A31.7915 


October 5, 2000 Fax #44 

TO: 	 All Members 

FROM: 	 Daniel Sisto, ...n·· .. m''''n. 

SUBJECT: 	 Medicaid Tnf'l"rtm"ernmenlal Transfer (lGT) Regulation and Statutory Proposal 
Released; Protects New York State's Program Funding 

Today, the Department of and Human Services (RHS) and the Health Care Financing 
Administration (HeFA) n::keu>cd I proposed rule and statutory recommendations that would restrict 
the use of Intergovernmental Trartsfer (lOT) payments in state Medicaid programs and increase the 
cap on Medicaid disproportionatb share hospital (DSH) paymentS.. HCFA's release of this rule 
comes after months of discussiion~ with Congress, several governors, the American Hospital 
Association (AHA), HANYS, ~d other state hospitallhealth oare associations. Importantly, this 
rule lays out the frdmcwork for pteserving New York State;s lOT funding. 

After weeks of discussions bet+ccn HANYS, the Clinton and Patakiadminlstrations, Senators 
Daniel Patrick Moynihan (D-NY) and Charles Schumer (D-NY), many of our House Delegation 

. 	 I 

members, and the Greater New Yj0rk Hospital A.c;sociation, I am pleased that the process has yielded 
an acceptable approach to proteet New York's funding. To a.c;sure the full implementation of this 
solution, action by Congress and ithe State Legislature must also occur. 

For several months, HCFA has ~een.under increasing pressure to issue regulations that would shut 
down the lOT mechanism. Publ1ic allegations of certain states' use of federal Medicaid dollars for 
non-health care prompted the Clinton Administration to consider prohibiting all states from using 
the IOT mechanism. HCFA's initial proposal would have threatened nearly S500 million in federal 
funds that New York receives abually and uses to 5ubsidixe Medicaid, health care prog!"affiS for 
vulner<lble populations, and c04ty nursing bomes. 

Upon learning of this potential HANYS and AHA registered strong opposition to any 
proposal that would wipe out health care programs in many states. Working with Senator 
Schumer, I communicsted to the Wl1ite House that this; outcome was completely 

. unacceptable and we se:::urcd a that the Clint.on Administration would work with us to 
. seek alternatives that would New York's legitimate bealth ca:e spending. Similarly, the 

http:Clint.on
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Senator and I worked [0 facilitate c6mmunicationbetweenthe Clinton and Pataki administrations. 
. 1 	 . . 

HCFA's proposed regulation and COmlTK'TIt~ of the Secretary of HHS included the following 
recommendations: I 

• 	 the imposition of an upper palrnent limit (UPL) cap on non-state, public hospitals at a level 150% 
of what Medicare rules would allow; 

• 	 a UPL [or non-state public n~+ng homes at 100%; 
• 	 an extended transition period: initial effective date of April 1, 2002, followed by a four ycar phase-

in of the new limits; . I.. . 
• 	 . a recommendation to enact leg~slation to increase allowable hospital-specific DSH caps to 175% of 

net uncompensated care cost!; (also effective in 2002) and increases to the statewide DSH cap; 
and 

• 	 an adjustment to a state's budget neutrality cap (for waivered states like New York). 

While weare pleased with tills d~VelOpment, this regulation is only the first step in a process that 
will be needed to operationalize this funding transition. Both Congress and the New York Stat~ 
Legislature will have to enact le~islation to codify confonning changes and assure appropriate 
distribution of these funds. It is essential that federal statutory changes be passed in conjunction 
with (his proposed rule. Moreover, key to lhis transition is the need for state legislation to ensure 
that public nursing homes will continue to receive appropriate support and to utilize newly available 

DSH fleXibm~y for hospitals. .1..' . : , . 

In addition, we are also concerned about the response of Senate FinanCe Committee Chairman 

Senator William Roth (R-DE) whd has'attacked this regulation as inadequate and announced that he 

would introduce legislation that ~ould override the regulation and rapidly phase out all states' 

ability to access IGT funds . 


. HANYS continues working with the Pataki and Clinton administrations, both Senators Moynihan 
I 

and Schumer, and the New York House Delegation to ensure a successful outcome on the additional 

legislative steps necessary to comdlete this transition. 


If you have any questions on thil issue, please contact Joanne Cunningham. Vice President for 
. Constituency Development and Graduate Medical Education at (518) 431-7726 or Ray Sweeney, 
Executive Vice President at (518) 431-7729." 	 . 

I 
I 
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M~MORANDUM TO THE ~ENT 
FJOM: Jacobf Lew W 

Christopher C, Jennings ('<."'3" 

During the last several months, w~, along with HHS, have been engaged in intense discussions 
wi~h state officials and health carelprovidersaround the nation about proposed changes to the . 
Mddicaid upper payment limit CrnrL) specifically on how to limit this practice that threatens 
the: future viability of Medicaid wAile minimizing the change's effect on health care delivery 
sy~tems. We hav~ developed an obtion that meets these objectives and are seeking your 
approval on our proposal and plan for releasing it early next week. 

I ' ' i 

I 

All parties involved acknowledge ~hat the continued use of the current UPL will result in 
r~pant Medicaid spending growth. The General Accounting Office (GAO), the HHS Inspector 
Geheral (IG), the Congressional B'udgetOffice, the Senate Finance Committee, and the Center 
on iBudget and Policy Priorities ina report released this week have affirmed its serious threat to 
Medicaid and called on the Administration to act. However, as you well know, some states and 
prdviders are extremely concerned that changes to UPL will disrupt critical health programs that 
hate been funded through this prattice. Some are seeking to block HCF A from publishing any 
regulatory changes at all. We feell that We have to proposed the rule now because if we leave)t 
to the next Administration, it will be much harder to solve since more states will take advantage -* ..o:rTiiI£Joophole. In addition, we rbCo"mmend that the rule. be accompanied by a legislative 
ut~al to increase gubik hosgit.ll fundin~. which has tobe enacted in the next rew weeks. 

We are ro os' ation that leaves room for addi i' .. s while 
has in out the hi I ced Federal 

m~tc Ing paYments. ,.These additi~nal payments to public hospitals would be more than offset by 
ph~ing out the nursing home practice. This regulation would be, coupled with a Ie' . e 
r~ 05al to allow states to a I. r . al 

(D: a m Similar to the current statutory exception that benefits only California). This 
~ e ectively shifts .s~pplement~lpa}ments out of inpatient hospital rat~s ~d b!lck .into I?S~ ~here 
~ ,w have more abIlIty to mOnItor and change the overall Federal contnbutlon. The legislatIve 
, :{ pr+posal ~~uld. cost a~proximatelr $2.2 bil~ion over 10 years - an amount we will seek above 
~ .. the $40 bllhon In proVider payment restoratIOns. ' 
~~(lr.- I. '. 

This approach has the advantage of providing more 'resources to those states that have become 
, mbst dependent on this financing bechanism without singling out states for special treatment. 
W~ believe that the governors and their representati~es in Congress will hesitate to be 
excessively critical of this propos~l because (1) it is much more generous than they expected and 
(2) the continuation of this practice has been independently defined as unsustainable. Should 

http:hosgit.ll


they move to act, it would likely be to delay the implementation of our regulationandlor link its 
.pubilication to even more generous ifinancial benefits through legislation. Regardless, we will 

'hav~. positioned the Adm.in.ist.ration in support o.fboth prudei1t m. anage.ment of Medic.aid and the 
hea th care delivery systems suppohed bythis practice. Although HHS believes we are being 
too generous, they agree that we rebommendthis option to your for your sign off so we can 

. 	 I. 
move forward early. next week with a very careful notification process. . .. . 

, . 	 i 

. 	 . 

BACKGROUND. About 17 states have been using a loophole in Medicaid 'regulation~ 
ove a ublic hos ital and nursi$g homes to enerat.e additional Federal dollars; Another 
do I n or more states have applie ~o 0 e same. It is high y like y at the remaining states 
will have such amendments by this time next year . 

. It it'instructive to highlight an, exaIJl1ple of how UPL subjects Medicaid to billions of dollars of 
exc ss Federal liability. In pennSYllv.ania, .the s.tate first calculates th.e maximum allowable·' 
sup lemental payment to nursing nomes under the CUITent UPL. It then has 20 counties with . 
public nursing homes transfer, for ~me day only, an amount equalto the supplemental payment. 
Th~ state immediately returns this amount to the counties as supplemental payments for county 

"~' 	 nurtng homes and claims Federal matching payments for them. The state then gains the Federal 
marChing payments that can be usdd for any purpose. . ... . 

TM GAO, the HHS IG, and s~me Lembers .of the Senate Finance Committee ~ave called on 
. HHS to use its regulatory authority to stop these financing mechanisms immediately. The IG 

teslified that: .' •.• .' '. ' . 

. Th, oombin,tion of·the enhanced pJment pmvision "d inte<go""·nmen,,t """f« cap,bilities between S"'~ 
•and local governments has produced Ian abusive scenario in .which some States (1) violate the intended purpose 
of the Medicaid program to be a FedyrallState jointly funded program, (2) divert the enhanced payments away 

•from their intended purpose of improving the quality of care in nursing homes and hospitals, (3) redirect the 
. lFederal Medicaid funds generated fr6m this scheme to other Medicaid services or non-Medicaid prognlms, and 

(4) fail to base the enhanced payments on prior or anticipated costs at the nursing home facilities. . 

. \ \ 	 In act, the GAO re~ently statedthlt " ... this financing practice violates the integrity of . 
Mddicaid's Federal/state partnersh!ip."Editorials recomn1ending that wecrack down on this 
pritice have ap.peared in The New York Times,_Washington Post,. and Pittsburgh Gazette. 

Ho~ever; as you have heard, the sfates that use this practice have come to rely on it, in some 
. cas·es, to fund programs that we fully support. Some of tl.w..,Ee,geral fl!~ds ~~J?.ein~ us~ to . 
12:r:qy,ige much-needed assistance lQ gy.bli!; b9~pjlals. U1ll.t.Wl.I..Q..\'.er,Q.urdent::9.2:Liocreasing 

. u' . liabilities ami less enerous rivate sector and Medicare pa ment~oliq~s. 
Ot er states are using these funds to increase health care provider reim ursement tates and 

. ~ V ~ ..:. ever, still ot.hers are using these funds for. road construction, lint.ite<;i cover~ge expansions. HOW 

.-rt .tax; reductions, and other state priorities. We do not have the auth<?rity to limit this practice for 


"g<!>od uses", but can phase in our ~hanges and leave some room on the hospital side to help 

. mirgate the effects of the proposed regulation (described below). ' . '. 


P~OPOSAL. We (OMB, DPC, *HS) have worked with affected states to identify possible. 
modifications to the r~ulation that would make it more acceptable to them. The constraint of 
these discussions has been that we could not develop a solution that is a "rifle shot" it must 
have broad applicability and be consistent with our goals. 

2 



, : . , 

Afjl:er extensive consultation, we have a proposal that satisfies most - but not all . of what these 
stfltes say they need. It involves ~ combined regulatory and statutory proposal that includes a 
ge. erou.s. transition for nuts.ing ho:mes.and leaves room both in theregulation and in statute on 
th public hospital side. How these states are affected is described below. . . 

Proposed regulatio~~. HC~A's pJoposed mle wOlll~IIllOcl ify Medicaid upper payment limits in 
re~ulation by establishing separate aggregateupper payment limits.(UP·L) for noil-state public 

. providers, state providers, and pri~ate providers. This disaggregation limits the amount of the 
su plemental payments that publi9 facilities may receive. Because of their unique roles in their 
co munities, public hospitals could receive payments up to 150 percent of the new UPL 

T ere w~uld be a five-year Phasejo ut of these excess pay me nts fo r states with approved plans 
w'th absolutely no change in 2001. Subsequently, the supplemental payments would be reduced 
in increments of 25J2ercent untjl Jbey aH: at thgnew IjmjlS nj2l!t1S. . .--

LJgislative proposal: Increasing tile Ilospitai-specific DSH cap to 175percent of 
u"compensated care costs. OBRA 1993 restricted states from paying a hospital more than 100 
pe~cent of its net uncompensated bare costs under the Medicaid DSH program. The BBA and last 
ye~r' s restoration bi'll granted California an exception to this rule, allowing hospitals ·in that state 
to [be reimbursed.up to 175 percerlt of their uncompensated care costs. This proposal would . 
ex~end this higher limit to all Statbs. For states currently· spending their full statewide DSH .' 
aUotments, this policy would not provide additional Federal DSH funds but rather additional 
fltlxibility in how they finance the state share of their DSI:I expenditures. States who are not 
cuhently spending up to their statbwide DSH allotments.becmise of the hospital-specific cap will 

e able to access additional Federal DSH dollars under their allotments. Preliminary estimate of 
P~licy: $1.2 over five years; $2.21 billion over ten yem:s. Because the Congress has already 
bjgun to mark up these pioposalsl we recommend. that we state that this cost would be in 
~1dition to the $40 bi~lion in pro+der payment r.estorations. To, the extent. that Congress raises 
It~ state DSH caps, thIS proposal'fcosts would nse. . .. . ' . 

DlSCUSSION. This proposed r~gulation is a significant compromise from our original policy­
~.aIi..QUb..~~P.Q,1entiaLsallings-ihatrth'iH~~tWB-WQuJ.Q..otheJ:W.ise..~e. The 

.' \ • .. .' ",' '.. .. . od §!nrt.. Most public hospitals 
w '. . .j:i~~ The states dsing nursing homes may complain about the hospital exception, 
'b t many will be able to shift socle of their supplemental payments to hospitals to accomplish 
si ilar goals. The GAO and IG irilllikely criticize it for not going far enough or fast enough .. 

The legislativeproposaL would JSUI; in extra Federal revenueto help states'affected by this 
regulation and, in fact, provide them with more Federal funding in 2002 before the major. 
reductions have kicked in. As suth, it willlike\y clrclw criticism from fiscal conservative since it ·'. iS·hard to ratio~alize why a ?OSPir.' ~l needs more tha.1l its net. uncoI?pensate~.. care costs. fIHS is 
c ncemed that It creates an mcentlve for states to keep people unmsured, smce they could draw 
d ,wn more Federal match on DS~ than on coverage. Some Congressional staff believe it will11. b hard, at this .late date, to get this into the mix of a give~back bill. . . 

. , . I ..' . . . ., .'. 
'. " 

A~tachments: Affected States; E~itorials; Center on Budget and Policy Priorities' paper 
. . ! 

.., 
.) . 
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ATTAlHMENT: AFFECTED STATES 

California. California's public hospitals have a carefully-negotiated arrangement with counties 
an~ the state that balances two fu~ding streams: Medicaid DSH payment and supplemental 
payments under the UPL. California has been providing its hospitals with supplemental 
payments since the early 1980s and is, as far as we.can teil, the only state that allows the 
hoispitals to keep the entife amount of the payment. They can do this, however, because 
Cjlifornia~s t~e only state that ha,~ a lligher cap ?11 the amount an in~ividual hospit~l can receive 
u~der Me~:hcaId DSH - and COlll1tles share the higher Federal rnatchmg payments wIth the state. 

1

Thus, reducing the UPL will directly reduce payments to public hospitals. . 

TJe State of California and califJrnia Association ofPublic Hospitals believe that, to continue . 
itsl current practice, the new UPL ifor pubiic hospitals would have to be 160 to 175 percent of the 
UPL. This is higher than the 150 Ithat we are proposing, but Rep. Waxman's staff suggest this is 
ani acceptable place to begin. Because California already has the 175 percent hospital-specific 
DSH cap, they do not benefit frol~ the legislative proposal. .. 

II . .. 
Ininois. Apparently, when the Mfdicaid DSH and provider tax laws were passed in 1991, the 
stJte shifted all of its DSH practice into UPL. it works primarily through Cook County Hospital 
w~ich is one of the few public hokpitais in the state. Rather than providing it with DSH, which is 
'ca~~:d at the hospitalle~el, it uS9s excess supplemental payments under ~~ to ~enerat~ . 
adrltIOnal Federal m(:ltchmg payments. County staff say they have $250 mIllIon m Medicaid 
costs and $350 million in uncomdensated care for a gross cost of$600 million. While DSH 
p~yments would be limited so th~t the sumofthe Medicaid and DSH payment would equal $600 
million, UPL has no such constraint. As such, the combined Medicaid base payment and 
supplemental payment to' Cook Cbunty equal $1.2 billion, of which Federal Medicaid pays half. 
About ·$320 million of the Federa'l funding remains in the hospital while the state uses the other 
$280 million as the state share of'supplemental payments to private and non-profit hospitals. 

cLk County has informally indi~ated that both its hospital and the state could live with the 
prbposed regulation and the legislative proposal if we make room within the state DSH 

I 1­

allotment, raising it from $182 million to about $420 million. Whi Ie there are various legislative 
prbposals in the giveback packag~s to increase. state allotments, this is a much higher increase 
th~ anyone appears to be conterrlplating. That said, it is easier to get "rifle-shot" state DSH 
cTs (as happened in the BBA) tllan it is tomodify the ru Ie or 175 percent DSH cap proposa\. 

I~wa. This issue ofUPL came td the White House and OMS's attention becauseIowa filed a 
st~te plan amendment to raise its public nursing home per diem frOIT] $85 to more than $1',000. 
HtlS discovered that, without a change in regulation, it could not tum down this amendment 
which went into effect last springl. GovernOr Vilsack is using Federal funding generated through 
this practice to offset the costs ofIIIis efforts to deinstitutionalize people with disabilities, 
pdrsuant to the Olmstead Supreme Court Ruling. .. . 



Senator Harkin and the Governor have been told that we need to close down this practice, and 
th~y ate asking mostly for adequate time to transition. We are working with the state now to see 
e~actly what length transition they would accept. 

Nlw York: Like Iowa, New Yorloperates its system through c~untynursing homes. These 
nJrsing homes get: in aggregate, ~upplemental payments of$975 million, halfofwhich is 
m~tched by the Federal govemmJnt ($488 million). the counties and nursing homes get to keep 
2q percent of the amount ($98 million) while the remaining amount, $390 million, is supposedly 
used by the state to help fund its proposed expansion of CHIP to parents, Family Health Plus. 
TIe state chose to use nursinghotnes rather than hospitals for these supplemental payments 
b9cause the state spends up to thel hospital-'spedific limits in Medicaid DSH in its public 
hqspitals. Thus, every dollar of qPL money would decrease DSH by a dollar. While Illinois 
handled this problem by not giving Cook County DSH money iii the first place, it would be ' 
exlremely difficult to do this in NrW York given DSH spending of about $870 million. 

or proposal would help New York as follows. F i rsl. no th i ng wou Id happen in 2001, except for 
thfBBA givebacks that will defirlitely improve the financial status of New York hospitals and 
n~rsing homes. Second, in 2002,iwe would implement the higher hospital-specific DSH cap 
(1 'i/5 percent of net uncompensat~d care) while only reducing the supplemental payments to 
n;tsing home~ ~y one-quarter. Tre DSH cap prop~saI would provide New York with probably 
about $300 mIllIon, while the phase-:out of the nursll1g home supplemental payment would 
pr6bably keep close to $300 millibn in the system. As a result, in 2002, the state would actually 
bel able to access more dollars th* they can today - not counting the provider giveback dollars. 
In Isubsequent years, the ,phase-out of the UPL wi 11 not be completely offset by the higher DSH 
cap but the net impact over 5 yealjs will probably be close to budget neutral. 

wb have worked with the HoSPitJl Association of New York and Greater New York Hospital' 
A~sociation on this option, since ~hey have the technical understanding of the State's financing 
striuciure. They indicate that theylwould prefer for LIS to' increase the DSH cap to 200 percent of 
net uncompensated care per hospi1tal, which we do not think that we could justify from a policy 
ana political point of view (we hare had a hard time defending Cali fornia's 175 percent cap; 
going higher for all states would De an extra hurdle). That said, they recognize that our proposal 
gOr a long way towards keeping Ithem ·whole. 

Pennsylvania: Pennsylvania has a nursing home situation that has been in effect for a number of 
yeks. The Inspector General found that $3.1 billion in excess Federal matching payments were 
mfde from 1992 to 1999 for 23 c4unty nursing homes., While the state claims that it uses these 
funds for nursing homes and other services for the elderly, the IG could not track the money. 

AJ in Iowa and New York, the prlposed regulation would end the nursing home supplemental 
paYments. However, it is not cle~r thatthe state could use the DSI-l proposal to offset proposed 
changes. The delegation has beeq single-mindedly seeki'lga legislative "grandfather" to allow 
the state to keep what it has. Such a rider was proposed at the House Commerce Committee 

I ' I 

BBA giveback mark up by Rep. Greenwood and may also appear on the LaborlHHS . 
appropriations bill since Senators ISpecter, Harkin and Porter all have state interests in this issue. 
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The S~ates Milk Medicaid 


T
HE STATES are for~ver complaining 

.' about excessive federal tegulation. Feder­
al aid comes wrapped 4t too many rules, 

(he governors say; why not just give us the mon­
ey and get out of our energetic way? But the an­
swer is, iP part, that without the rules the states 
Will rip off the federal progrruPs. The record is 
dear; the Latest example involves. once again, 
.Medicaid, by far the largest Of the grant pro­

• " I 

grams. ." i 

The federal government !reimburses the 
states for a little over half the Cost of Medicaid, 
the health care program for the poor. What the 
states have once again done is find a legal way to 
pad their bills. They oversta~ their costs, the 
fedspay half the overstated ahtounts, and the 
states walk away with a dividehd that they can 
use for other purposes. Sometimes those m..

I .
volve health care. even health qu-e for the poor, 
but sometimes not. In effect, the aa:ountants 
have conVerted Medicaid into ~ form ofgeneral 
revenue sharing.. \ 

No one knows the full ~t of the phony 
. bil1irig, but more than half the States are either 
Using the ciureot ploy or preParing to do so. 
The extra cost to the'feds is curtentlyestimated 
to be between $3 billion ands4 billion a year.
arid •• The cost ofMedicaid1 has .continued 
. ,rtsulg.. I" .­

" I 

to rise in recent yeats even as the caseload has 

declin~ the increase in phony billing is 

thought to be the principal reason why. 


The administration will shortly publish a pro­

posed regulation to stop what amounts to theft 


"on the part of the states. But if past is pro­
logue-this sort of thing has happened be­
fore:-it will take awhile to cut off the funds•. 
The states use the poor as pawns; they Warn 

. that an end to their scheme will have dire conse­
quences for the health care of the poor. No poli­
tician. nor administration, is eager to have 
those .laid at its doorstep. least of all in an elec­
tion season. . 

At a Senate Fmance Committee hearing the 

other day, Cbiirman William Roth sai<i the ; 

health care program for the poor has been '!' 


turned into "a bank account fOf.state projects 

having nothing to do with health care.If The !. 

practice "cannot ••• continue." he intoned. But I 

it's un1ikely that Congress will take action: too 1 

many members. including many who deplore " 

the cost of the program. CQme from states thai . 

benefit. The 3.dministratioo should use its reg. 

ulatOry powers, said the chainnan. No matter : 

that be and others who feel the same way. are . 

normaJly foes ofregul.ation. Whatare regulators i.' 

for. ifnot to be heavies while politicians flee? : 


(t;l}c tDas~ington post i 
FRIDAY. SEPTEMBER 8, 2000.[ 
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Siphoningi Money From Medicaid 
. I'

New York and 16 other states are ma11lpuiating 
Medicaid reimbursement laws to pull billions more 
doll~rs out 01 Washington than Congress intends. 
Some states. ·use the largesse to treat the poor. 
Others use the wlndfali to pay ordinary bills. Either 
way the practice shouldi be curtailed before it 
undermines political support for the always-embat· 
tied Medicaid program. \ 

Washington is supposed to pay between 50 
percent and 73 percent of Medicaid costs, dependmg 
on the s:ate. But a loophole lets a state inflate its 
costs above what tiiey actu~lly are, thereby extract· 
ing more money from W*hlngton than the state 
deserves. Take a state whose federal share is 50 
percent. It might pay nuding homes S81) a day to 
care for Medicaid patientS, but federal law might 
permit that state to pay 

[. 

as much as, say, S100. 
Under the. loophole, the state in effect pays the 
nursing home··S80 but cha~ges the federal gt;>vern· 
merit as if it were paying :SIOO. The .state collects 
half of $100 rather than halfiof S80, raising Washing­

. ton's share to 63 percent from 50 percent. . 
The loophole could cos't Wllshington up to S80

[ . 
bUllon over the next five years. An "early alert'~ 
prepared by the inspector Igeneral says the three . 
states' examliled did not use the lI1~gotleri money to 
Improve the quality of heal~ care: . 
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I 
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The admlnistration has warned the states that it . 
intends to eliminate the loophole. Its stance de­
serves support fo\ reasons that go beyond good' 
governance. In the early 1990's states exploited a 
similar loophole, driving up Medicaid costs by 25' 
percent or so a year. Congress struck back, coming . 
close to ending the Medicaid entitlement .. by which 
states hiy automatic claim to extra federal money I 

when Medicaid rolls rise. . 
If the administration lets the latest loophole ~ 

remain, the cOsts could become huge, compelllng 
Congress to cut back Medicaid 'reimbursements; 
New York - which uses the loophole to collect about 
$480 million of the more than $14 billion it draws 
fro.m Washington each year to pay for Medicaid ­
and other states with large' Medicaid rolls would 
become the big losers.' . 

The administration has promised to phase out' 
the loophole and pledged to help states that need 
more money to care for the poor by 10bbVing 
Congress. for a direct allocation of -new' mo'ney. 
Several consumer gro~ps that work on behaU of 
heaJth care for the poor, like FamUies USA, support 
the admlnisuatlbn' because the loophole diverts 
money fr:om the federal Medicald program to pay 
for.other state programs. 

eljc ~e\lJJlork ~inies. 
MONDA Y, SEPTEMBER II 2000 . '. 
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. LIMITING ~BUSES OF MEDICAID FINANCING: 
HCFA'S PLAN TO REGULATE THE MEDICAID UPPER PAYMENT LIMIT 

by Leighton Ku 

, The Health Care Financing Administration (HCF A) of the Department Of Health and 
H~man Services (HHS) plans to issue a proposed regulation soon to restrict a rapidly spreading 
Mbdicaid financing scheme that i~ costing the federal government significant sums and about . 
w~ich the General Accounting Office (GAO) and HHS' Office of Inspector General (OIG) have 
raised strong warnings. I Under t~is financing mechanism, a state pays selected nursing homes, 
h~spitals or other institutions mo~e than the actual costs the facilities incur for medical services . 
they provide. The state then requires these health care providers to transfer most of the extra 
payments back to the state .. The state draws down federal matching funds based on the inflated 
p~yments it has made to the providers. As a result, the state collects additiomil federal money 
wtthoutcontributing any state furlds. The federal Medicaid funds gathered through these 
schemes can be used by states fori any purpose they choose, including for activities that are 
neither, related to health care nor authorized by Congress. 

I This practice~ although apparently legally permissible (the GAO has referred to it as a 
loophole in the current rules), runs contrary to the basic principle that the federal government 
add states share the costs of the Medicaid program. The practice effectively enables s.tates to 
int:rease the federal government'~ share of Medicaid costs (and decrease the state share), without 
ctngreSsiOnal approval. I 

I : In many cases, these fina+i~g arrangements ~o not impr~ve the quality of health .care 
proVIded or benefit health care prOVIders. The financmg mechamsms frequently operate m a 
mknner that siphons extra federal Imoney to state coffers without affecting the provision of health 
caire. To date, this has been partieularly true in financing arrangements that involve nursing 
h~mes. On the other hand, in sorhe cases these financing arrangements have been used· to 
p~ovide important additional resoPrces to safety net hospitals that provide care for the uninsured 
and HCFA's regulation ought to be sensitive to this distinction. 

. j States using these arrange~ents generally have a variety of alternative ways to secure 
fi cal resources, including making different policy choices about the use of state budget 
surpluses and tapping tobacco lawsuit settlements. Most states that are employing this financing 

I . 
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scHeme to secure added federal doBars are not in fiscal difficulty, as is evidenced by the fact that I .I . 
most of them have cut state taxes in the past few years.' . 

So~e states claim the add10nal federal funds they have secured through the use of these 
financing arrangemen~s have beeni used for Medicaid expansions or improvements. It is not 
cle~, however, that this has occurred to any significant degree. The validity of this claim is 
difficult to determine, Qut if the cl~im were true, one might expect to find that the states using 
thelse practices have somewhat br6ader Medicaid eligibility criteria than states not employing 
thdm. In fact, the opposite is the dase - the states using these financing arrangements have 
narrower Medicaid eligibility critdria, on average, than states not using them. 

' These financing mechanisls are now proliferating. If no action is taken, these practices 
wi lcause federal Medicaid expedditures to spiral upward by billions of dollars in future years. tTh resulting cost increases mightl eventually be used to justify new efforts to cut Medicaid or 

a1~~r its basic character. In the 19~Os, :vi~espread sta:e use of a ~ariant of th~s looph~le, al(~mg 


. WIth other factors, caused federal MedICaid costs to nse at alarmmg rates; these cost .mcreases 
became a significant factor in an effort that culminated in Congressional approval of a proposal 
to replace Medicaid with a block grant. (The proposal was not enacted because of a presidential 
ve~o.) At a miniri:mm, the additiodal federal costs that will result from the increasing spread of 
thdse financing practices are likely to make it harder to secure support in coming years for the 
pr6vision of new resources for further expansions in Medicaid or the State Children's Health 
In~urance Program (SCRIP) that :ire aimed at reducing the number of uninsured. 

. HCFA plans to publish a Jroposed regulation in the next few weeks to prevent these 

financing arrangements from spre~ding further and triggering billions of dollars of unnecessary


I I 
. fe1eral expenditures. Although the precise contents of the regulation will not be known until the 
regulation is published, HCF A ha~ suggested it will seek to limit the scope of this loophole while 
pr9viding a multi-year "transition iperiod" to let states and woviders restructure their financing. . 
arrangements gradually.2 . . '. . 

I Some in Congress are repqrtedly considering an effort to attach a "rider" to an 
appropriation or other bill to block HCFA from proceeding with this rule. This analysis finds 
su~h an action would be unwise. fICFA should complete action this year. The Congressional' 
BQdget Office estimates that blocking the regulation would increase federal costs by $1.5 billion 
in fiscal year 2001 alone. The added costs would be higher in subsequent years and, if the. 
regulation is blocked, state use oflthese arrangements is likely to escalate. It should be noted 
th~t if Congress refrains from blocking the regulation now, it will not lose the ability to act at a 
latbr time to modify the regulatiorL Congress always can act at a later date if it concludes, after 
reJiewing the final regulation aildl examining these issues, that the rule needs to be changed; For 
extmPle, if subsequent analyses support the belief that the final rule would significantly harm 

II Testimony of Timothy Westmoreland, Director, Center for Medicaid and State Operations, HCFA, to the 

sere Fi","« Committee, Sept. 6, 20t 2 



selfcted safety net hospitals, Con~resscould establish a more straightforward and accountable 
method of increasing funding for those hospitals, rather than continuing the current abuse-prone 

I .fimancmg arrangements. 

I, , 
Background 

Since its creation in 1965, the fundamental principle in Medicaid financing has been that 
th~ feder::il government and thesdtes share the program's costs. For each state dollar spent: the 
federal government contributes ode to four dollars in matching payments. In 2001, the Medic,aid 
pr¢gram will cost $219 billion, of lvhith $124 billion or 57 percent will be borne by the 
federal government. 3 The Medic~id statute gives states substantial authority to design and 
adpllillster. the progr~m. The requ1irement that states share in the c,Ost helps to ensure they act 
prrdentlY In stewardIng federal resources. 

In the late ,1980s and early 1990s,' state abuse of a similar Medicaid mechanism, called 
diSproportionate share hospital (DSH) payments, placed .this relationship in jeopardy.4 Many 
states began using complex accoup.ting maneuvers to increase the federal matching payments 
without the states having to expend any additional state funds. By the early 1990s, states were 
using this accounting loophole to araw down billions of dollars in additional federal funds. 

These fInancing mechanisi invol~ing DSH payments contributed to an explosion in 
I , 

feaeral Medicaid expenditures in the late 1980s and early 1990s, which in tum provided some of ' 
th~ impetus for efforts in the mid-1990s to block~grant Medicaid or place caps on it. Rancorous 
di~putes ensued between the fedeJal government and the states about DSH funding arrangements, 
wfuich culminated in a series oflaJ,s enacted in 1991, 1993 and 1997 that tightened the DSH rules 
an~ limited the maximum DSH payments that states may receive.5 Even with these limitations, 
thi federal govermnent spent an e1timated $9 billion for DSH payments in fiscal year 2000. 

T Based on the March 2000 Congres~ional Budget Office baseline. The extent to which the federal government 
m~tches state costs depends on the per ~apita income in each state. In wealthier states, the federal government 
pays 50 percent of the total cost. In poorer states, the federal share can rise as high as 83 percent. 

I' '.1· ' i, Disproportionate share hospitals a~e those that serve a high proportion of Medicaid and low-income uninsured 
patients, as designated by the, state Med~caid agencies, and therefore become eligible for speci~l payments (DSH 
pa¥ments). Although the original legislative intent was to help safety net hospitals, many states designed their 
,I ' 

D~H policies to divert a large share of the funds to state coffers instead. As noted later, these abuses led to a series 
of Ilegislati ve changes. 

,f Jocelyn Guyer. Andy Schneider ana Michael Spivey, Untangling DSH: A Guide jor Community Groups to 
U~ing the Medicaid DSH program to P~omote Access to Care, Boston MA: Access Project, 2000. Andy 
Schneider. Stephen Cha and Sam ElkirJ. "Overview of Medicaid DSH Provisions in the Balanced Budget Act of 
19;97." Center on Budget and Policy Priorities. Sept. 3, 1997. The 1997 Balanced Budget Act ratchets down the 
lerel of federal DSH funds that any stat~ can receive from fiscal year 1998 through 2002. In this session of 
C(gress, there are proposals to freeze DSH allotments at the 2000 levels rather than further reduce them. 
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, The new financing arrangements that now are spreading - and that are the subject of this 
~~~ysi~ ,-' are generally kno~n as I"uppe,r payment limit:' (UPL) arra~gements. They bear strong 
sirrlilarHles to the DSH financmg mecharusms and essentially are a variant of those practices. 
Both types of arrangements use co!nplex accounting gimmicks to secure additional federal funds 
for Istates without actual state mat9hing contributions. Also like the DSH schemes, the UPL , 
arrangements have been used for vf1Iious purposes; some UPL arrangements have helped support 
saf~ty net hospitals that care for M:edicaid patients and the uninsured, while other UPL 
arr~ngements do not aid health ca'r~ providers and are designed primarily to provide a windfall for 
sta~e governments. ,I " 

j One key difference betwee~ the older DSH and the newer UPL financi~g arrangements is 
tha the DSH program has been subject to close scrutiny. Congress acted in 1991, 1993, and 
19~7 to curb the worst abuses in D11SH financing schemes. In contrast, the federal government 
currently has almost no regulatory authority today to limit UPL abuses. Under current , 
reghlations, HCFA has little option but to approve state proposals to exploit the UPL financing 

Ih .mec arusm. 

Research from the Urban Institute indicates that in recent years, the federal cost of UPL 
fin'1.ncing arrangements has burgeohed, rising from $313 million in 1995 to $1.4 billion in 1998.6 

Preliminary data from HCFA sugg~st the federal cost may be at least twice as high by 200l, with 
a p6tential federal cost of more thah $3 billion. 7 

I I 

HO~ Does the UPL LoopholeiWork? ' " , 

I Before describing the RUbel Goldberg-like accounting arrangements inherent in UPL 
practices, it may be useful to discuss the key concept underlying these fmandal arrangements. A 
sta~e makes inflated payments to a ~elect group of nursing homes, hospitals or other health care 

, facilities that a county or other lodl government owns, with the payments being in excess of the 
, actfal cost of the medical services these institutions provide to Medicaid beneficiaries.s The state 
, then requires these providers to gi~e back much or all of this extra money to the state in the form 
, of ' linter governmental transfers." The state uses the large payments it has madeto the providers 

to claim a large federal matching pAyment, which will equal at least 50 percent of the payment the 

6 These are conservative estimates based on data from 40 states, See Teresa Coughlin. Leighton Ku and Johnny 
Ki~. "Reforming the Medicaid Dispropo~tionate Share Hospital Program in the 1990s," Urban' Institute, Jan. , 
2000. forthcoming in Health Care Finanbng Review, ' 

71 Westmoreland, op cit. At this p<?intJ HCFA has not been able to determine a more rigorous estimate of the 

feddral budget impact., I, , ' ' 

8 In addition to nursing homes and hJsPitals. these niles can be applied to residential institutions for people 
who are mentally retarded or who have dbvelopmental disabilities, but there are no known examples of such 
finahcing arrangements with regard to re!sidential institutions. , 
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state has made to the providers. Tjhe state thus receives these federal matching dollars without 
having put up a commensurate amount of state funds. 	 . 

, , Three steps are involved Ja UPL financing arrangement.9 ' 	 , 

I 

• 	 First, the state makes a special payment t,o a select group of nursing homes.or 
hospitals. Typically, this is done by making "supplemental payments" (above and 
beyond the regular IMedicaid reimbursements) to county-owned or other local 
,government-owned institutions. The size of these payments is based on the "upper 
payment limit," which is described in the next section of this analysis. The 
payments to these ~elected providers usually exceed the actual cost of delivering 
care and are much larger than the payments the state really intends to make for the 
provision of health Iservices. , .' , , 

• 	 Next, the county-o}Vned or other local government-owned facilities return to . 
thestate Medicaid agency a large portion of the supplemental payments. County­
owned or other loc~l government-owned facilities are used because they can use 
intergovernmental transfers to return the money. 10 

i 

• 	 The sta~e claims a federal matching payment for the supplemental payments. The 
matching funds thel state receives can be mingled with other state funds and used . 
for any purpose the; state chooses, including paying for other Medicaid or health 
care expenses, building roads, or fmancing tax cuts. !,' 	 , . 

I Figure 1 presents data conferning a recent example of the use of this mechanism by 
Pepnsylvania, as reported by HHSr Office of the Inspector GeneraL II On June 14, 2000, the state 
paid $697.1 million in supplementat payments to 23 county nursing homes. Since Pennsylvania 
ha$ a 54 percent federal matching tate, it received $393 million in federal matching funds (which 
is 4i4 percent of the $697.1 million payment the state made to the nursing homes). The nursing 
homes, in turn, returned $695.6 million of the $697 million to the state, doing so on the same day 
thJy received these payments frond the state. The result was a small net gain to the riursing homes 
of $1.5 million - the amount of mtergovernmental transfers is typically set so that no provider 
incurs a riet loss - and a windfall for the state government of $392 million. (The state paid a net 

, atrlount of $1.5 million to the nursing homes while receiving $393 million from the federal 
'. go~ernment.) Although, the feder~l government paid a large amount to the state, 'apparently no 

adOitional health services were sesured for this money. 

Ii'
i UPL arrangements go by different James in different states. Some states call them "supplemental payment 

programs" because of the mechanism fot making supplement payments to providers. while other states call these 
arr~ngements "intergovernmental transfer" programs because of the mechanism by which providers return funds to 

,~ ,I 	 .' , 

10 :rivately~owned facilities'are barJd by federal law from ma~ing equivalent donations to the state Medicaid 
1agencies. ' 

II Mangano, ojJ cit. 
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Figure 1 
Flow of UPL Funds in Pennsylvania on June 14, 2000 

State 
Net gain = 

$391.8 million 

Supplemental payment 
of $697.1 million 

Intergovernmental 
transfer of 

$695.6 million 

Federal 
government 
Net expense = 
$393.3 million 

County nursing 
homes 

Net gain = 
$1.5 million 

Source: CBPP, 
based on data from 

Mangano, 2000 

Essentially, the only "real" ~oneyin such a transaction is the federal matching money. 

' . I 

Federal 

matching 
 I 

payment of 

$393.3 million 


Bo~h the state and the providers seture net fmancial gains without any contribution of state 
, 

matching dollars. In this example firom Pennsylvania, the state made most of the money, and the 
nurFing homes kept little. UPL arrkngeinents also can be structured to let the providers keep 
much or most of the money. 

OIG and GAO have found that other states, including Alabama, Nebraska and Michigan, 
ha~e arrangements similar to PennJylvania's that are designed primarily to~divert federal Medicaid 
funtis to the state. 12 The OIG condluded that: "States did not base the enhanced payments on the 
act~al costs of providing services dr increasing the quality of care to Medicaid residents of the 
targeted nursing facilities. The counties involved in the enhanced payment scheme provided little 
or none of the sham enhanced payrpents to the participating nursing facilities to provide services 
to Medicaid residents." , 

Mangano, op cit. and Allen, op cit. 
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'Alhat is the Upper Payment Limit and How Would the Forthcoming HCFA 
Regulation Change It? 

·1 The size of these financing schemes is governed by what is known: as. the "upper payment 
li .t." Federal law gives states cbnsiderable flexibility regarding payments to health care 
prbviders, but it stipulates that, inl general, Medicaid payments can be no higher than the amount 
thkt Medicare would pay for the ~ame service. 13 Medicare's equivalent payments form the 
"u~per payment limit" for Medidid. The payment rates that states use in Medicaid are usually 
lo~er than the Medicare rates, with the exact gap varying by state and type of medical service. 

The test of whether MediLid payments exceed this "upper payment limit" is not based 
on the Medicare payment level fo~r a single procedure or even on the payment level for all 
setvices that a single provider delivers. Instead, the upper payment limit is the aggregate amount 
of all payments that could be made to an entire "class" of providers if every provider were paid 
th Medicare rate for all services.1 Medicaid regulations currently establish two classes of health 
cate providers: state-owned facilities and non-state providers, with the Class of non-state 
prbviders including both local-gorernment-owned facilities and private providers. To illustrate 

i 
I 

hdw the upper payment limit works, we use a hypothetical example. 

Let's say that the gap betleen the Medicaid payments a state makes to all county-owned 
. nursing homes in the state and thJ equivalent amount that Medicare would pay is $200 million. 

Ldt's also assume that the gap be~ween the Medicaid payments the state makes to private nursing 
hdmes and the Medicare paymen~ levels is $800 million. The upper payment limit for this class 
of!providers, which encompasses Ilboth local government-owned providers and private providers, 
wtuld consequently be $1 billion more than the amount the state actually pays. To exploit the 
uPlper-payment-levelloophole, this state could make an extra, or supplemental, payment of $1 
billion to the county-owned nursihg homes, secure virtually the entire $1 billion back from these 
nJrsing homes as an intergovernriIental transfer, and receive at least $500 million in federal 
m~tching funds for engaging in tHis maneuver. The state is allowed to use the maneuver - and 
to Idirect the entire $1 billion in sJpplemental payments to county-owned nursing homes despite 
the fact that. the gap between the Jctual payments these facilities receive and the Medicare· 
pa~ment rate is. $200 million - b~cause, as noted, the upper payment limit applies to an entire 
"class" of providers and private dCilities are in the same. class as the county-owned facilities. 

j .. HCF A has intimated th<l:tJhe proposedregulation it plans to publish would tighten the 
. • L limits by making county or lbcal government-owned facilities a separate class from private. 

I .

P The noteworthy exception to this rlule is that Medicaid DSH payments can be made above the upper payment 
lirrlit for hospitals. Thus, hospitals may receive supplemental UPL payments as well as DSH payments. 

7 



fJlities. 14 That would not eliminate the potential for states to make supplemental payments but 
wduld greatly reduce thepossiblelsize of these payments and narrow the scope of these financing 
m~neuvers. Depending on how ttie regulation is drafted, this might mean that under the above 
example, the maximum amount of supplemental payments the state could make to county 
nursing homes would be one-fifth of the amount the state now can make (i.e., $200 million 
rather than $1 billi0n). ' 

U L Arrangements Distort Medicaid Financing " 

As noted, one effect of thele practice; isthat states can increase the federal government's 
e of Medicaid expenses withobt Congressional approval. While this appears legal, it is 
trary to the spirit of the Medic~id sta'tute. 

'OIG has estimated that peLsYlvania has increased the federal matching rate for its total 
Medicaid prognim from 54 percent to 65 percent in fiscal year 2000 by using these fmancing 
arrangements. The GAO has notetl that New Jersey's pendingUPL proposal could lift the federal 
shJre of Medicaid expenses that st1ate receives from 50 percent to 60 percent. The GAO also 
est!irnates that Michigan increased the federal share of Medicaid costs it received from 56 percent 
to 68 percent by using similar pradtices in the past. 15 . ' ' 

UPL transactions also haJanother negative side-effect. they can distort apparent 
M~dicaid spending trends and ther~by inject confusion into policy debates. Some states have 
begun to raise alarms that their Medicaid budgets are on the rise again, pointing as evidence to 
growing total Medicaid spending (i.e., state plus federal spending) in their states. As shown 
above, however,> UPL systems canl increase apparent total Medicaid spending while decreasing 
thd actual expenditure of state funas. Some of the complaints about rising Medicaid costs and 
th~ir effects on state budgets rely ~n figures that are inflated because they reflect the use of these. 
fin~ncing mechanisms and thus make total Medicaid expenditures in a state - and the drain on 
th~ state budget appear larger than they actually are (because the total expenditure figures 
include the extra federal matching payments and fail to net out the intergovernmental transfer 
re~enues from providers that help finance the transactions).16 The appropriate measure of 

Medicaid's actual cost to a state is 
the amount of Medicaid expenditures financed from the state's 

I' 

IiI Westmoreland, op cit. 


, 15 Mangano and Allen,op cit. 


, 11 Many states also look at state budgets excluding federal matching revenue, but might still have distorted 
apptent state Medicaid expenditures if they do not subtract the amount of intergovernmental transfer funds that 
are ~aid by health care providers. 
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general fund revenues, a measure that excludes federal matching payments and nets out the 
re~enues contributed through intetgovernmental transfers. 

It is worth recalling that Jthe early 1990s, Medicaid spending rose very sharply in 
substantial part because of the ex~losion in Medicaid DSH payments, which shot up almost 
twienty-fold from $403 million in ~ 990 to $8.0 billion in 1992. This was interpreted as a sign that 
Medicaid was out of control and threatening to wreak havoc on state budgets, even though states 
wJre actually using DSH payment1s to reduce their share of program expenditures. The so-called 
M~dicaid "cost crisis" was a majot contributing factor in the push of the early and mid-1990s for 
pr6posals to restrict Medicaid funtling by eliminating or limiting the program's entitlement status, 
suth as by converting the prograrri to a block grant orcapping it. 17 Both houses of Congress 
apbroved such changes in 1995; tfie changes were not enacted only because of aPresidential veto. 

- Cdncerns about rapid Medicaid s~ending growth in this period also brought federal MediCaid 
eliklbility expansions to a halt until the creation of SCHIP in the 1997 Balanced Budget Act. 
c~ngress expanded Medicaid eligibility in each year from 1984 to 1990, but then cost concerns 

br I ught this legislative trend to a randstill. 

What is Known about Current and Proposed lIPL Arrangements? 

Information about 'the extlt to which states are using lIPL schemes is fragmentary:
I ' 

H<CFA, OIG and GAO are still collecting data on this matter. It appears that 19 states have at 
le~st one approved UPL fmancinglarrangemerit (some of these states have.proposals pending for 
adtlitional UPL fmancing mechanisms), while nine states have proposals pending for UPL 
sy~tems, and three states have initiated discussions with HCFA about submitting a UPL proposal. 
As these figures indicate, UPL fin~ncing schemes show signs of spreading rapidly. If left ' 
unbhecked, they are likely to incre1ase federal expenditures by billions of dollars. 

, I '. 

, Some earlier information about these,fmancing arrangements is available from an Urban 
In~titute study. In a survey the In~titute conducted in 1998; the Urban Institute found, that 12 of 
tM 40 responding states were using UPL mechanisms at that time. IS The study reported these 
U~L sy~tems primar~y ~volved h?spitals .and that the fmancial gains under the~e .arr~ngem~~ts 
w~re bemg reaped prmcipally by the hospItals, rather than the states. Of $1.4 billion m addItIOnal 
federal funds being secured through these arrang'ements, $1.3 billion were going to benefit county 
faciilities (mostly hospitals) while relatively little, about $100 million, was being retained by the 
sdtes. Although it thus appears t~at these UPL funds did reach hospitals in, these states-' 
piiCUlarlYpublic hospitals m California and Ulinois - the UPL mechanisms inquestion were 

TTeresa Coughlin, Leighton Ku an~ John Holahan, Medicai~ Since 1980: Costs, C~verage and the Shifting 
Allzance Between the Federal Government and'the States, WashIngton, DC: Urban Institute, 1994, pages 91-97. 

18 Coughlin, et ai.,2000, op cit. One state responded to the survey, but did not provide data'about its UPL 
system, 
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designed so the states contributedvirtually none of the additional money and the federal. 
go~ernrnent provided virtually all of it. . ' 

. I· The nature of UPL systemk appears to have changed substantially since 1998, however, 
with the changes adding urgency tp HCFA's current efforts to prevent these financing 
mJchanisms from proliferating. Tpe more recent UPL systems seem to be based primarily on 
cohnty nursing homes rather'than hospitals and apparently are being used to benefit state 
go~ernments, with few of the add6d dollars going to the health care providers. Although there is 
potential for misuse of UPL fmancial arrangements 'involving either hospitals or nursing homes, 
there is more evidence of this type of abuse in the nursing home-based arrangements. 

01 States Need Additional FLeral Funds? 

I !' 
• Some state officials defend the use of UPL fmancing arrangements, arguing that their 
, . I 

st~tes need the additional federal funds and that the funds help to pay for Medicaid and other 
heaIth care programs, including program expansions. It is difficult to evaluate such statements, 
since a state's "need" for additional revenue is not absolute but is relative to other competing 
buaget and political priorities. It Should be noted, however, that most states are in the midst of a 
perod of economic prosperity- andl have substantial budget surpluses. 

, Table I presents data about several measures of the fiscal status of states that currently 
haye or are proposing UPL arrangpments. Collectively, these states had state budget balances of 
$21 billion in state fiscal year 2000. 19 Most of these states had good, positive balances although a 
feJ, states, such as Alabama, Arkahsas, New Hampshire, and Telmessee, faced tight fiscal 
cirtumstances. Together, the groJp of states using or proposing to use UPL mechanisms cut 
ta~es a total of $4.6 billion for the Iyear 2000, although a few states with fiscal problems had to 
rai$e taxes. Overall, the strong trend was to cut state taxes. All except four of these states 
reduced taxes at least once in the past four years. 

I In addition, these states ha~e state tobacco settlements wOl:th a total of $5.6 billion in 
20@1. Preliminary data indicate tHat only a portion of those funds, which were based on the 
vatue of total (state plus federal) ¥edicaid expenditures for treatment of smoking-related 
illrlesses, have been used fot healtr-related purposes. . 

I A final potential alternativ~ resource for these states is money they have made from their 
use of similar financing mechanisms in their Medicaid DSH programs. In state fiscal year 1997, 
the: latest year for which data are afailable, the states using or proposing to use UPL schemes 
gaIjnered an additional $2.1 billion in federal funds from DSH, kept in state coffers. Federal 
D1H allocations have been reducea since then, and it is reasonable to think that states' DSH 
P.rrts have declined somewhat, althOUgh recent data are not yet available. 

I 
19 The state balance is its cumulative surplus, which may include Rainy Day Fund reserves. 
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Table 1 

F"Isca1St t a es WI pproved or Proposed M ed'Icald UPL Arrangements 
a us 0 f St t 

! 

FY 2000 FY 2000 FY 2000 
I 

state balance as tax changes 
balance1 % of ~udget1 enacted in 992 

# of past 4 
years with 

state tax cut3 

FY 2001 
tobacco 

settlement 

FY 1997 
state PSH 

profits4 

(mil. $) (mil. $) (mil. $) (mil. $) 

~Iabama* . . 41 
I 

0.8% 147 1 112 (25.0) 
.A!laska 
~rkansas 

867 
0 

37.19% 
I 

O.~% 

0 
II 

[ 

0 
24 
57 

6.0 
(0.5) 

qalifornia* 3,012 4.6% 
I 

(295) 4 884 376.0 
qeorgia 545 3.8% 

I 
0 3 170 74.0 

minois* 1,350 5.9% 82 2 322 168.0 
Iddiana* 

I 

~wa* 
1,617 
574 

17.18% 
I

12.0% 
I 

(233) 
(8) 

3 
4 

141 
60 

109.0 
8.0 

ansas 318 7.2% 28 3 58 32.0 
Lpuisiana 58 1.0%, ( 10) 4 156 462.0 
Massachusetts* 

I 
Michigan*

I . 

1,706 
1,285 

8.7% 
I

13.:9% 
(68) 

(37(;) 
4 
3 

280 
301 

227.0 
not avail. 

Minnesota'" 2,370 .20.5% (2,084) 3 462 (17.0) 
Missouri 435 6.1% (478) 3 158 288.0 
Montana 165 15.1 1% 7 I 29 (0.0) 
N,ebraska* 271 11.:6% 100 2 41 not avail. 
N,ew Hampshire* 0 O.(i)%

I 
617 0 46 not avail. 

New Jersey* 1,174 . 6.0% (70) 3 268 3.0 
New Mexico* 143 4.2% (2) 2 41 not avail. 
Niew York 1,170 3.2% ( 1,092) 4 884 18.0 
N10rth Carolina* 38 0.3%, 6 3 162 158.0 
Ni0rth Dakota* 
Oregon* 

41 
526 

5.3% 
I 

10.,8% 
(2) 

.(93) 
2 
I 

'25 
80 

0.7 
19.0 

ptnnSYIVania* 1,511 7.~% (328) 2 398. not avail. 
S, uth Carolina* 464 8.7% (6) 3 82 32.0 
South Dakota 37 4.8%,. 20 0 24 0.7 
Tbnnessee* 212 3.1% not avail. 0 169 0.0 

I 
Washington 1,175 

I 

IIT% (478) 1 142 154.0 

+a1 21,105 6.4% 
(natl.lave:. ) 

(4,605) 5,574 2,093 

.I I
'" State has at least one approved UPL arrangement In September 2000. The other states have pendmg proposals. 
Thrbe additional states, Florida. Texas add Wisconsin have initiated discussions with HCFA about potential UPL 
arrangements. . . 'I I' . 

1. sburce: Natio~al Association of State Budget Officers, Fiscal Survey ofStates: August 2000. 

2. sburce:Tax Analysts. "State Tax Altions 1999," State Tax Notes. March 20. 2000. Positive numbers are 
tax increases, while negative number~ are tax cuts. . 

I . ... 'I . . '. 
3. Source: National Conference of Star Legislatures. State Policy Reports. 18(11), 2000. , 

4. sburce: Coughlin, et al. 2000. op cit The sum of gains by state hospitals and state "residual" gains. 
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It certainly is true that staL.must make difficult budget decisions and work hard to 
b~ance their budgets. But the data indicate these stat~s generally could have made fiscal choices 
otner than to use UPL mechanisms. For example, Pennsylvania, which has one of the most 
vi~ible UPL arrangements, had a ~ubstantial state budget surplus in 2000 and recently reduced 
taXes. These states understandably believe iUs to their advantage to use these financing 
arrfa:ngements to divert federal resources to state coffers, using lawful means. Taxpayers in 
otfuer states, howev.er, who ultimately pay for federal expenditures,might wonder whether it is 
faiJr for their federal taxes to be us!ed to enlarge budget surpluses and effectively help to fund tax 
cuts or other program expenditur~s in states with UPL systems. 

, . I . 
I . \ 

. Some states defend the fact that they have siphoned off so much of the windfall funds 
they have captured through UPL '}rrangements (and have left providers with so little) by arguing 
thAt the extra money is rebudgeted to support Medicaid or other health care expenditures. It is . 
not possible to determine the validity of this argument. Money is fungible; the additional funds 
golin general state coffers and ca~ be mixed with other money. There is no way to ascertain the 
exact source of the money going to Medicaid. If $100 million retained by a state from UPL 
trapsactions is used to support M~dicaid; this could mean that $100 million in other state money 
that 'otherwise would be used for ¥edicaid becomes available for another budget function, such 
as ~oad construction or sports arenas. It is impossible to know whether states' Medicaid or 
he~1th care budgets would be low~r than they are today in the absence of these additional funds. 

I . I 

Another way to try to assess the claim thatthe additional. funds help support state 
Medicaid programs is to examine iwhether states with UPL systems have broader Medicaid 
elibbility criteria than other states. We compared the Medicaid eligibility criteria for families in 
the states with approved UPL fina1ncing schemes to the criteria for states with no approved or 

. pehding UPL arrangements. Medicaid eligibility for families was actually a little higher in the 
states with no UPL systems than ih the states with UPL systems. In states without UPL systems, 
th¢ average income t~eshold for ~ family of three was 85 percent of the poverty line in the year 
20r' In the states With UPL systems; the average threshold was 77 percent." 

How Might Safety Net Providers Be Affected? 

The current, incomplete e1ence suggests that UPL systems involving nursing homes 
hare been used primarily to divert ifunds to state governments, while UPL systems that involve 
~olpitals have tende~ to provide hpspitals, with additional re~ources. This sugg.ests that efforts to 
li.irUt UPL systems rrught harm some hOSPItalS unless alternative sources of fundmg can be 
deYeloped. Some discussions con~erning the forthcoming HCFA regulations have focused on the 
re~liance on UPL funds of Calif0i public hospitals and COOk County Hospital in Chicago. 

. HCF A will need to be cautious in regulating UPL systems that involve hospitals, as the 

cent evidence suggests tHe hosdital-based mechanisms have been less abused. Even so, the 

hOlPital-based UPL systems merit fcrutinY for three reasons. First, even if UPL systems 


Ii· . 
20 In these comparisons we ~ssumed that all the income was earned income. 
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in~olving ~ospitals historically hare helped hospita~s, such sys~ems could be structured in the 
futpre to dlvert more money to stafe governments, lIke the nur~mg home-based schemes. New 
URL systems for hospitals need careful review: 


Second,states have other ~ethods,to help hospitals, most notably through their Medicaid 

DSH programs. As shown in Table l, the Urban Institute study indicated that in 1997 the state of 
CaMornia had a windfall of $376 rhiruon and Illinois of $168 million, secured through the 
rnalnipulations of their DSH progdms. 21 States could restructure their DSH programs so that 
mte of the gains are directed to stfety net hospitals, rather than being diverted to state coffers. 

. Third, it is not clear that additional funds provided to public hospitals ar~ used to provide 
mdre health care; they might simply supplant other local funds. For example, a recent University 
of Chicago study analyzed hospital fmancial data from California for the years 1990 to 1995. It 
foJnd that every additional dollar i6 DSH payments that public hospitals in California received 
wa~ associated with a one dollar rdduction in local government subsidies, so that "virtually none 
of the billions of dollars received b~ these facilities results in improved medical care quality for the 

p0t''''' 
Taking Reasonable and Prud1ent Regulatory Action 

. HCFA is expected to issueia proposed regulation in the next few weeks and to complete 
the rulemaking by the end of this year. The proposed regulation should serve three important 
pu lic policy purpo~es. 

• It ought to signal that the federaL government is serious about limiting abuses that 
impair the integrity Iof Medicaid. Based on what HCFA has said to date, it 
appears the forthcoming regulation would substantially reduce the size of 

. potential UPL finabcing arrangements. 

• The issuance of thel proposed rule can create a mechanism to increase 
understanding of thbse issues through the information that states and health care 
providers submit under the public comment process for the proposed regulation. 

• At the very least, tJe regulation could bring a temporary halt to the proliferation 
of these financing sFhemes, enabling the federal government to assess the costs 
and benefits of these arrangements more carefully before the arrangements 
mushroom in size. ICBO estimates that if Congress were to block this regulation, 

1 

211 In DS.H, states can profit by either. ,aking in more revenue from providers a.nd the federal go,:,ernment tha~ 
they spend In DSH payments or by makmg excess payments.to state-owned hospitals: See Coughltn, et al. op cit. 

2J Ma~k Duggan, "Hospital ownershi~ and Public Medical Spending," National Bureau of Economic Research 
Pap r 7789, July 2000, and forthcoming, Quarterly Journal of Economics, Nov. 20.00. 
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that .action would cost the federal government $1.5 billion in fiscal year 2001. 
The cost would bel expected to be considerably larger in subsequent years. 

. I . 
Given the history of the Nledicaid DSH program, it seems reasonable to assume there 

ev~ntually will be federal legislation in this area, even after HCFA issues its regulation. 
HCFA's regulatory solution is not the only possi'ble mechanism to check the growth of these 
firiancing arrangements. In addit~on, both OrG and GAO have suggested there may be a need 
fot Congressional action to help 9urtail questionable financing schemes. 23 OrG has 
re~ommended, for example, that states be required to demonstrate that additional payments 
actually are available to the facili~ies and that these funds are used t6 help patients. GAO has 
sukgested that states should not,b~ able to pay government-owned facilities more than the actual 
co;sts of care'. I , 

If Congress wishes to modify these rules in the future, it will have that legislative option. 
It can do so after it reviews the HCFA regulation, Since the regulation has not yet been issued 
an~ data about state UPL arrangefuents are so fragmentary, there are no sound estimates of the. ' 
effects the regulation would h~ve Ion specific hospitals. However, after the rule has been issued' 
and during the transition period that HCFA has said it would provide, Congress could more 
catefully analyze the effects of the new rules and decide - before the rules are fully in effect ­
whether to modify the rules or to take some action to cushion the effects on certain providers. 
Fdrexample, if analyses indicate4 that specific safety net hospitals would be harmed by the rule, 
C~ngress could enact legi$lation that would provide subsidies to sllch providers in a more 
straightforward and accountable fkshion than through the current UPL arrangements. 

If the proposed rule is blo~ked now, however, it is likely that abuses will continue to 
spread, and,it will become even harder to reel in the abusive financing practices in the future. 
we might therefore view the fort~coming HCFA regulation as the first step in a longer process 
of :determining appropriate federal policy in this area. Letting HCF A act quickly to put 
regulations in place should stop tHe abuses from proliferating and give Congress time to act later 
if '~t so chooses. 

26 Mangano and Allen, op cit. 
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