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At the National Governors Association Conference earlier this month, you were approached by a
number of governors soliciting your assistance in stopping or moderating a regulation that was
recently leaked but not officially released by HCFA. The Medicaid rule would prohibit states
from using a loophole in Medicaid “upper payment limits” and intergovernmental transfers to
recycle local funds to increase Eederal-Medicaid funding without an increase.in state matching

Chris Jennings

RE: Upper Payment Limits in Medicaid

_dollars. This memo responds to your request for background information on this issue and an

update on our recommended strategy for dealing with it,
BACKGROUND

The leveraging of additional Federal Medicaid funds, without accompanying state matching
dollars, has contributed to a rapid, recent rise.in Federal Medicaid spending without any
measurable cornmensurate increase in coverage expansion, quality of care, or services provided.
Without question, if this practice is allowed to continue, Federal Medicaid spending will increase
dramatically to the type of double-digit growth that we saw in the late 1980s and early 1990s.
Currently, 17 states have approved financing mechanisms in place and another 11 states have
pending proposals and another 11 states have pending proposals.

All of your'advisors at HHS, OMB, DPC, NEC, [GA, and OPL, as well as John Podesta, agree
that it would be damaging to the Medicaid program to allow these financing schemes to continue
unabated. When per capita Medicaid costs soared ten years ago, there was a serious effort to end
the Medicaid entitlement and submit to a block grant to the states. Your veto of reconciliation in
1995 was necessary to prevent it.

Senator Roth, the Inspector General, and the General Accounting Office are in various stages of
investigations to highlight this problem and criticize our lack of response. Having said this. your
advisors also have serious concerns about how any regulatory action to stop this practice would
affect states and health care providers serving vulnerable Medicaid and uninsured patients.
Some of the Fedeyal funds extracted from the upper payment limit financing loophole are being
used ta_provide much-needed assistance to public hospitals that are being overburdened by

-HRCTeasing.- uuwm;MimmeﬂﬂmsMggnerous private sector and Medicare payment
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Although HHS wanted to move expeditiously to release a notice of proposed rulemaking that
highlighted our intention to disallow this practice, your White House advisors concluded that it
would be better to create a two-step process that would initially describe our concerns about
these financing practices but express sympathy for their uses in a letter to state Medicaid
directors and commit to a consultation process that will lead to a better understanding of the use
of these dollars and possible preferable alternatives to stop this practice. We would then follow
this letter with a substantially revised notice of proposed rulemaking that outlines options for
transition {0 bereleased sometime in August. It would solicit further comments, and HHS would
not issue the final regulations until after the November election. We feel — and HHS now concurs
— that this two-step approach would be more likely to prevent legislative riders in September
prohibiting any HHS action in this regard.

We are also cons 1dermg whether we should simultaneously release an independent legislative
proposal to provide additional Federal funding targeted directly to public hospitals and / or othe - other
providers.disproportionately serving the uninsured and underinsured populations. This funding
would likely come from the half of your $40 billion provider restoration fund that has yet to be
specified. The idea is that such funding could help mitigate the effect of the regulation. We are
developing options for your review.

LIKELY RESPONSE FROM STATES / PROVIDERS

While we agrec that we should proceed with our recommended rollout, you should know that the
proposed letter and the subsequent NPRM will likely generate significant protest from the States
currently authorized or those who eventually want to use this loophole. as well as the praviders
Denefiting from it Fourteen governors have written to vou urging that vou quash the HCFA rule.
Among the most vocal Democrats have been Governors Vilsack (IA), Siegelman (AL), Ryan

(IL) and Davis (CA). Other elected officials, particularly Cook County Commission President G&G
John Stroger (D), as well as health care prowders such as the public hospitals, have also

registered strong protest to the proposed change. Although they acknowledge that there is a
problem, they say that this particular financing mechanism is used for desirable purposes.

However, preliminary conversations with experts, advocates for the Medicaid program and
budget experts suggests that they are willing to join with the Inspector General and GAO in
stating that this practice is inappropriate and threatens not only Medicaid but the perception of
public health insurance programs and the Federal budget outlook more generally.

CURRENT STATUS OF RECOMMENDED ADMINISTRATION ACTION

If you do not have any objection with our recommended two-step approach to phasing out states’
dependence on the upper payment limit financing mechanism, we would recommend that we
authorize HHS to release the previously mentioned letter raising our concerns about this issue
next Wednesday. (Attached is the current draft of this letter.) We will work to ensure that the
release of this letter includes an effective communications, state-based, Congressional, and
health care provider rollout plan. It would include a strategy to ensure that the public and policy-
makers understand the risk of allowing these financing mechanisms to continue unaddressed. If
we succeed, the public response from the states and providers may be more muted.
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At the National Governors Association Conference earlier this month, you were approached by a
number of governors soliciting your assistance in stopping or moderating a regulation that was
recently leaked but not officially released by HCFA. The Medicaid rule would prohibit states
from using a loophole in Medicaid upper payment limits and intergovemmental transfers to
dollars This memo responds to your request for background 1 nformation on this issue and an
update on our recommended strategy for dealing with it.

BACKGROUND

The leveraging of additional Federal Medicaid funds, without accompanying state matching
dollars, has cantributed. to a rapid,.recent rise in Federal Medicaid spending without any
measurable commmensurate increase in coverage expansion, quality of care, or services provided.

Without question, if this practice is allowed to continue, Federal Medicaid spending will increase
dramatically to the type of double-digit growth that we saw in the late 1980s and early 1990s.
Currently, 17 states have approved financing mechanisms in place and another 11 states have
pending proposals and another 11 states have pending proposals.

All of your‘advisors at HHS, OMB, DPC, NEC, IGA, and OPL, as well as John Podesta, agree
that it would be damaging to the Medicaid program to allow these financing schemes to continue
unabated. When per capita Medicaid costs soared ten years ago, there was a serious effort to end
the Medicaid entitlement and submit to a block grant to the states. Your veto of reconciliation in
1995 was necessary to prevent it.

Senator Roth, the Inspector General, and the General Accounting Office are in various stages of
investigations to highlight this problem and criticize our lack of response. Having said this, your
advisors also have serious concerns about how any regulatory action to stop this practice would
affect states and health care providers serving vulnerable Medicaid and uninsured patients.
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Although HHS wanted to move expeditiously to release a notice of proposed rulemaking that
highlighted our intention to disallow this practice, your White House advisors concluded that it
would be better to create a two-step process that would initially describe our concerns about
these financing practices but express sympathy for their uses in a letter to state Medicaid
directors and commit to a consultation process that will lead to a better understanding of the use
of these dollars and possible preferable alternatives to stop this practice. We would then follow
this letter with a substantially revised notice of proposed rulemaking that outlines ontions for
frafaition 10 be refeased sometime 1n August. It would solicit further comments, and HHS would
not issue the final regulations until after the November election. We feel —and HHS now concurs
— that this two-step approach would be more likely to prevent legislative riders in September
prohibiting any HHS action in this regard.

We are also considering whether we should simultaneously release an independent legislative
proposal to provide additional Federal funding targeted directly to pubﬁc_hoggjlals_a.ng,éoﬁr“*otmar
providers disproportionately serving the uninsured and underinsured populations. This funding
would likely come from the half of your $40 billion provider restoration fund that has yet to be
specified. The idea is that such funding could help mitigate the effect of the regulation. We are
developing options for your review.

LIKELY RESPONSE FROM STATES / PROVIDERS

While we agree that we should proceed with our recommended rollout, you should know that the
proposed letter and the subsequent NPRM will likely generate significant protest from the States
currently authorized or those who eventually want to use this loophole, as well as the %Wﬁérs
Denefiting from it Eourteen governors have written to you urging that you quash the HCFA rule.
Among the most vocal Democrats have been Governors Vilsack (IA), Siegelman (AL), Ryan
(IL) and Davis (CA). Other elected officials, particularly Cook County Commission President
John Stroger (D), as well as health care providers such as the public hospitals, have also
registcred strong protest to the proposed change. Although they acknowledge that there is a
problem, they say that this particular financing mechanism is used for desirable purposes.

However, preliminary conversations with experts, advocates for the Medicaid program and
budget experts suggests that they are willing to join with the Inspector Qeneral and GAO in
stating that this practice is inappropriate and threatens not only Medicaid but the perception of

public health insurance programs and the Federal budget outlook more geqerally.

CURRENT STATUS OF RECOMMENDED ADMINISTRATION ACTION

If you do not have any objection with our recommended two-step approach to phasing out states’
dependence on the upper payment limit financing mechanism, we would recommend tl"naF we
authorize HHS to release the previously mentioned letter raising our concerns about this 1ssue
next Wednesday. (Attached is the current draft of this letter.) We will work to ensure that the
release of this letter includes an effective communications, state-based, Congressmqal, and .
health care provider rollout plan. It would include a strategy to ensure that 'the public and policy-
makers understand the risk of allowing these financing mechanisms to continue unaddressed. If
we succeed, the public response from the states and providers may be more muted.







































The States Milk Medicaid

about excessive federal regulation. Feder-

al aid comes wrapped in too many rules,
the 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 programs. The record is
clear; the latest example involves, once again,
‘Medicaid, by far the largest of the grant pro-
grams.

The federal govemment reimburses the
sfates for a little over half the cost of Medicaid,
the health care program for the poor. What the
states have once again doneis find a legal way to
pad their bills. They overstate their costs, the
feds pay half the overstated amounts, and the
states walk away with a dividend that they can
use for other purposes. Sometimes those in-
volve health care, even health care for the poor,
but sometimes not. In effect, the accountants

THE STATES are forever complaining

have converted Medicaid into a form of general

revenue sharing.

No one knows the full exteat of the phony
billing, but more than half the states are either
using the current ploy or preparing to do so.
The extra cost to the feds is currently estimated
to be between $3 billion and $4 billion a year,
and rising. The cost of Medicaid has continued

to rise in recent years even as the caseload has
declined; the ingease in phony- biling is
thought to be the principal reason why.

The administration will shortly publisha 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 wam
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 Finance Committee hearing the
other day, Chairman Wiliam Roth said the ;
health care program for the poor has beea
turmed into “a bank account for state projects
having nothing to do with health care.” The :
practice “cannot . . . continue,” he intoned. But |
it's unlikely that Congress will take action; too |
many members, including many who deplore
the cost of the program, come from states that -
benefit. The administration should use its reg-
ulatory powers, said the chairman No matter .
that he and others who feel the same way. are .
normally foes of regulation. What are regulators |
for, if not to be heavies while politidans flee?
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Siphoning Money From Medicaid

New York and 16 other states are manipulating
Medicaid reimbursement laws (o pul! billions more
dollars out of Washington than Congress intends.
Some states use the largesse to treat the poor.
Others use the wind(all to pav ordinary bills. Either
way the practice should be curtailed before it
undermines political support for the always-embat-
tled Medicaid program.

Washington is supposed to pay between 50
percent and 73 percent of Medicaid costs, depending
on the siate. But a loophole lets a state inflate its
costs above what they actually are, thereby extract-
ing more money from Washington than the state
deserves. Take a state whose federal share is 50
percent {t might pay nursing homes $80 a day to
care for Medicaid patients, but federal law might
permit that state to pay as much as, say, $100.
Under the loophole, the state in effect pays the
nursing home' $80 but charges the federal govern-
ment as if it were paying $100. The state collects
half of $100 rather than half of $80, raising Washing-
ton's share to 63 percent from S0 percent

The loophole could cost Washington up to $80
billion over the next five years. An “early alert*
prepared by the inspector general says the three
states examined did not use the lll-gotten money to
improve the quality of health care. Kol

The administration has warned the states that it
intends to eliminate the loophole. Its stance de-
serves support for 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 lay automatic claim to extra federal money
when Medicaid rolls rise.

[{ the administration lets the latest loophole *

remain, the costs could become huge, compelling
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
from 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 lobbying
Congress. for a direct allocation of ‘new’ money.
Several cbnsgmer groups that work on behalf of
health care for the poor, like Families USA, suppart
the administration because the loophole diverts
money from the federal Medicaid program to pay
for.other state programs.

Che New Pork Times
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LIMITING ABUSES OF MEDICAID FINANCING:
HCFA’S PLAN TO REGULATE THE MEDICAID UPPER PAYMENT LIMIT

by Leighton Ku

The Health Care Financing Administration (HCFA) of the Department of Health and
Human Services (HHS) plans to issue a proposed regulation soon to restrict a rapidly spreading
Medicaid financing scheme that is costing the federal government significant sums and about
which the General Accounting Office (GAO) and HHS’ Office of Inspector General (OIG) have
raised strong warnings.! Under this financing mechanism, a state pays selected nursing homes,
hospitals or other institutions more 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
payments it has made to the providers. As a result, the state collects additional federal money
without contributing any state funds. The federal Medicaid funds gathered through these
schemes can be used by states for any purpose they choose, including for activities that are
neither related to health care nor authorized by Congress.

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
and states share the costs of the Medicaid program. The practice effectively enables states to
increase the federal government’s share of Medicaid costs (and decrease the state share), without
Congressional approval.

In many cases, these financing arrangements do not improve the quality of health care
provided or benefit health care providers. The financing mechanisms frequently operate in a
manner that siphons extra federal money to state coffers without affecting the provision of health
care. To date, this has been particularly true in financing arrangements that involve nursing
homes. On the other hand, in some cases these financing arrangements have been used to
provide important additional resources to safety net hospitals that provide care for the uninsured
and HCFA'’s regulation ought to be sensitive to this distinction.

States using these arrangements generally have a variety of alternative ways to secure
fiscal 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

! Testimony of Kathyrn Allen, U.S. General Accounting Office before the Senate Finance Committee, Sept. 6,
2000. Testimony of Michael Mangano, Office of the Inspector General, Dept. of Health and Human Services,
before the Senate Finance Committee, Sept. 6, 2000.
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selected safety net hospitals, Congress could establish a more straightforward and accountable
method of increasing funding for those hospitals, rather than continuing the current abuse-prone
financing arrangements.

Background

Since its creation in 1965, the fundamental principle in Medicaid financing has been that
the federal government and the states share the program’s costs. For each state dollar spent, the
federal government contributes one to four dollars in matching payments. In 2001, the Medicaid
program will cost $219 billion, of which $124 billion — or 57 percent — will be borne by the
federal government.> The Medicaid statute gives states substantial authority to design and
administer the program. The requirement that states share in the cost helps to ensure they act
prudently 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.* Many
states began using complex accounting 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 draw down billions of dollars in additional federal funds.

These financing mechanisms involving DSH payments contributed to an explosion in
federal Medicaid expenditures in the late 1980s and early 1990s, which in turn provided some of
the impetus for efforts in the mid-1990s to block-grant Medicaid or place caps onit. Rancorous
disputes ensued between the federal government and the states about DSH funding arrangements,
which culminated in a series of laws enacted in 1991, 1993 and 1997 that tightened the DSH rules
and limited the maximum DSH payments that states may receive.” Even with these limitations,
the federal government spent an estimated $9 billion for DSH payments in fiscal year 2000.

* Based on the March 2000 Congressional Budget Office baseline. The extent to which the federal government
matches state costs depends on the per capita 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 Disproportionate share hospitals are those that serve a high proportion of Medicaid and low-income uninsured
patients, as designated by the state Medicaid agencies, and therefore become eligible for special payments (DSH
payments). Although the original legislative intent was to help safety net hospitals, many states designed their
DSH policies to divert a large share of the funds to state coffers instead. As noted later, these abuses led to a series
of legislative changes.

E Jocelyn Guyer, Andy Schneider and Michael Spivey, Untangling DSH: A Guide for Community Groups to
Using the Medicaid DSH program to Promote Access to Care, Boston MA: Access Project, 2000. Andy
Schneider, Stephen Cha and Sam Elkin, “Overview of Medicaid DSH Provisions in the Balanced Budget Act of
1997,” Center on Budget and Policy Priorities, Sept. 3, 1997. The 1997 Balanced Budget Act ratchets down the
level of federal DSH funds that any state can receive from fiscal year 1998 through 2002. In this session of
Congress, there are proposals to freeze DSH allotments at the 2000 levels rather than further reduce them.
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state has made to the providers. The state thus receives these federal matching dollars without
having put up a commensurate amount of state funds.

Three steps are involved in a UPL financing arrangement.”

. First, the state makes a special payment to a select group of nursing homes or
hospitals. Typically, this is done by making “supplemental payments” (above and
beyond the regular Medicaid 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 selected 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 services.

. Next, the county-owned or other local government-owned facilities return to
thestate Medicaid agency a large portion of the supplemental payments. County-
owned or other local government-owned facilities are used because they can use
intergovernmental transfers to return the money.'?

. The state claims a federal matching payment for the supplemental payments. The
matching funds the 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 financing tax cuts.

Figure 1 presents data concerning a recent example of the use of this mechanism by
Pennsylvania, as reported by HHS’ Office of the Inspector General."! On June 14, 2000, the state
paid $697.1 million in supplemental payments to 23 county nursing homes. Since Pennsylvania
has a 54 percent federal matching rate, it received $393 million in federal matching funds (which
is 54 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
they received these payments from the state. The result was a small net gain to the nursing homes
of $1.5 million — the amount of intergovernmental transfers is typically set so that no provider
incurs a net loss — and a windfall for the state government of $392 million. (The state paid a net
amount of $1.5 million to the nursing homes while receiving $393 million from the federal
government.) Although, the federal government paid a large amount to the state, apparently no
additional health services were secured for this money.

® UPL arrangements go by different names in different states. Some states call them “supplemental payment
programs” because of the mechanism for making supplement payments to providers, while other states call these
arrangements “intergovernmental transfer” programs because of the mechanism by which providers return funds to
the state.

0 Privately-owned facilities are barred by federal law from making equivalent donations to the state Medicaid
agencies.

' Mangano, op cit.






What is the Upper Payment Limit and How Would the Forthcoming HCFA
Regulation Change It?

The size of these financing schemes is governed by what is known as the "upper payment
limit." Federal law gives states considerable flexibility regarding payments to health care
providers, but it stipulates that, in general, Medicaid payments can be no higher than the amount
that Medicare would pay for the same service."* Medicare’s equivalent payments form the
"upper payment limit" for Medicaid. The payment rates that states use in Medicaid are usually
lower than the Medicare rates, with the exact gap varying by state and type of medical service.

The test of whether Medicaid payments exceed this "upper payment limit" is not based
on the Medicare payment level for a single procedure or even on the payment level for all
services 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
the Medicare rate for all services. Medicaid regulations currently establish two classes of health
care providers: state-owned facilities and non-state providers, with the class of non-state
providers including both local-government-owned facilities and private providers. To illustrate
how the upper payment limit works, we use a hypothetical example.

Let’s say that the gap between the Medicaid payments a state makes to all county-owned
nursing homes in the state and the equivalent amount that Medicare would pay is $200 million.
Let’s also assume that the gap between the Medicaid payments the state makes to private nursing
homes and the Medicare payment levels is $800 million. The upper payment limit for this class
of providers, which encompasses both local government-owned providers and private providers,
would consequently be $1 billion more than the amount the state actually pays. To exploit the
upper-payment-level loophole, this state could make an extra, or supplemental, payment of $1
billion to the county-owned nursing homes, secure virtually the entire $1 billion back from these
nursing homes as an intergovernmental transfer, and receive at least $500 million in federal
matching funds for engaging in this maneuver. The state is allowed to use the maneuver — and
to direct the entire $1 billion in supplemental payments to county-owned nursing homes despite
the fact that the gap between the actual payments these facilities receive and the Medicare
payment rate is $200 million — because, as noted, the upper payment limit applies to an entire
"class" of providers and private facilities are in the same class as the county-owned facilities.

HCFA has intimated that the proposed regulation it plans to publish would tighten the
UPL limits by making county or local government-owned facilities a separate class from private

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