
��������

������ �
������� ��� � ��

�

�

�

�

�

�

�

�

�

� � � � � � ���������

� � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � �
� � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � � �
� � � � � � � � � � � � � � � � � � �

1

June 2006 

New Developments in Medicaid Coverage:
Who Bears Financial Risk and Responsibility? 

By Cindy Mann and Samantha Artiga 

Executive Summary

Many of the changes adopted in Medicaid in recent years reflect broader market trends.  A few 
recent state Medicaid initiatives have emerged, however, that take the program into new 
directions.  States have expressed a number of objectives in developing these approaches, 
including offering beneficiaries greater choice, promoting personal responsibility and healthier 
behaviors among enrollees, and, in some cases, relying more heavily on the private marketplace.
In addition, states have sought to shape their initiatives in ways that could help them better 
predict and limit their exposure to costs. 

These initiatives are different in important ways, but they share a common element that has often 
been overlooked as other aspects of these plans are debated:  they restructure the program in 
ways that allow states to place new limits on their responsibility for certain costs and medical
care.  This brief examines how these approaches change financial risk and responsibility for 
states, the federal government, beneficiaries, and providers.

New Initiatives to Limit State Costs and Responsibilities 

� Defined contribution. Florida has a Section 1115 waiver that converts the acute care side of 
its Medicaid program from a defined benefit to a defined contribution approach.  Under a 
defined benefit approach (i.e., regular Medicaid program rules), a state must cover a certain 
set and scope of benefits.  By contrast, under a defined contribution approach, the state’s 
obligation is limited to a pre-determined premium or allotment level for each person.  Under 
Florida’s waiver, the state will offer participating plans risk-adjusted premiums (i.e., “the 
defined contribution”) and allow the plans discretion to design benefits within certain state 
standards and to control utilization.  Adults (including those with a disability or chronic
illness, but not pregnant women) will also be subject to an annual maximum benefit limit.
The state’s goal is to attract a sufficient number of plans that will offer varying benefit
packages that meet the diverse needs of Florida’s beneficiaries, but the state assumes no 
residual responsibility if the defined contribution, the annual benefit cap, or the plans’ benefit 
packages are insufficient to meet medical needs that arise over time.  Like most section 1115 
waivers, federal funding under the waiver is limited by a per person cap. 
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� Capitated payments and broad new flexibility.  Under a new waiver in Vermont, federal 
funding is subject to an overall (“global”) cap as well as per person caps.  The state has new 
authority to limit its responsibilities and exposure to costs by reducing benefits, increasing 
cost sharing, and capping enrollment, subject to some requirements.  Currently, the state does 
not have plans to make these changes, but the fiscal incentives built into the waiver could 
encourage such action, because the state can use federal Medicaid funds it does not spend on 
Medicaid services for other purposes.

� “Tiered” benefits. A few states (Idaho, Kentucky, and West Virginia) have changed their 
programs under the new authority provided by the Deficit Reduction Act of 2005 to create 
“tiered” benefits.  The general approach is to divide enrollees into groups and provide 
different benefit packages to each group.  People assigned to a healthier group will have 
more limited coverage than people in other groups.  States adopting this approach limit their 
liability because, to some degree, benefit package assignments, rather than actual medical 
need, set the outer boundaries for state costs.  Those with health care needs that exceed the 
limits of coverage for their assigned group may not be covered for the medical care they 
need.

New Risks States May Bear Under these Approaches

Although these new approaches could insulate states from certain costs, they may also expose 
them to other costs and new fiscal pressures. 

� States are at risk for costs beyond waiver caps. In all section 1115 waivers, like the waivers 
in Vermont and Florida, the federal government imposes caps on federal funding to help 
ensure that the federal government will not bear any new costs as a result of the waiver.  
Although it is not possible to know now whether Vermont or Florida will be constrained by 
these caps over the course of their waivers, the caps mean that the states, rather than the 
states in combination with the federal government, bear the risk of higher-than-projected 
costs.  If Florida, for example, finds that over time it cannot attract plans or satisfactorily 
meet beneficiary needs at the expenditure levels matched under its waiver caps, it will not be 
able to draw down additional federal funds to address these issues.  Similarly, if Vermont’s 
economy weakens and many more people need Medicaid coverage, the state will not receive 
any additional federal funds above its global cap to help defray the added cost associated 
with new enrollment. 

� Spending at the average can result in some overspending. States that rely on any type of 
defined contribution approach in which people (or health plans on their behalf) receive a pre-
determined amount of funds run the risk that they will set the level of their contribution too 
low for some people and too high for others. Spending for Medicaid beneficiaries is highly 
skewed (as it is for most large insured groups).  Therefore, any design in which a state pays 
an amount that is average or even significantly below average for a group will result in the 
state paying a far higher amount for many individuals than the cost of services that those 
individuals are likely to consume.  The average per person expenditure for Medicaid 
nationwide in fiscal year 2001 was $3,838.  If that contribution were provided on behalf of 
all beneficiaries, the payments would be “too high” for eight out of ten enrollees.  Risk 
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adjustment can help, but risk adjustment methodologies are often not very sophisticated and 
difficult to apply on an individual basis.

� States and localities may need to respond to their residents’ unmet health care needs.  A 
basic question is whether states or local communities will be compelled to step in if these 
new approaches result in people not getting needed care or new health care needs arise.  If 
they do, they may be picking up costs outside of the Medicaid program without the benefit of 
federal matching funds.  Many states expanded Medicaid over the years to help them finance 
care and services that they or local communities had been providing to their residents with 
state or local dollars.  The new limits in Medicaid could have implications for financing of 
other state and local programs.

Impact on the Federal Government 

New Ability to Limit Federal Costs 

From a budgetary standpoint, the federal government appears to fare the best under these new 
arrangements.   

� Limits applied by states carry over to the federal government. When states limit their risks 
under Medicaid, they limit the federal government’s exposure as well.  For example, if a 
tiered benefit approach limits a state’s obligations because some people are assigned to more 
narrow coverage, it will similarly limit the federal government’s obligations.  And, unlike the 
states, the federal government is not positioned to feel nearly as much pressure to “come to 
the rescue” of enrollees or providers if the system falls short of people’s needs. 

� Waiver caps limit federal exposure to costs. The federal government also limits its liability 
through the budget neutrality waiver caps.  With per person caps, like those in the Florida 
waiver, the federal government no longer shares the risk of higher-than-anticipated per 
person costs, although it remains at risk for enrollment-driven costs.  Global caps, like the 
one approved in Vermont’s waiver, protect the federal government from higher enrollment 
costs as well.  These caps also enable the federal government to know its outer boundaries 
for program spending in the state. 

Financial Risks for the Federal Government 

The federal government could, however, incur some new costs under these approaches.  

� Caps can sometimes lead to higher federal spending. Caps are set based on historical 
spending, adjusted by projected rates of growth in health care costs.  Historical spending, 
however, is not always a good indicator of future costs and projected trend rates for health 
care spending often turn out to be far from the mark.  The General Accounting Office (GAO, 
now called the Government Accountability Office) has found waiver financing to sometimes 
lack consistent and objective criteria.  If the federal government agrees to waiver caps that 
are above what it might have spent under regular program rules, the waiver could result in 
higher federal spending levels, as appears to be the case for Vermont. 
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Impact on Beneficiaries

Potential Improvements for Beneficiaries 

Under some of these new approaches, beneficiaries may realize some gains or avoid some losses 
that might otherwise come about:  

� Avoiding other reductions. Policymakers have sometimes pointed to these new initiatives as 
a way to avoid taking other steps to control costs, like eliminating an optional eligibility 
category or optional benefits.

� Emphasizing healthy behaviors. All of the new approaches seek to encourage healthy 
behaviors and, in some cases, increase personal responsibility, although they plan to do so in 
different and largely untested ways.  For example, some offer “reward credits” for 
participating in healthy activities, while one state uses a “stick” approach of reducing benefits 
if individuals do not fulfill certain broad responsibilities related to their health or to their 
children’s health. 

� Providing access to new providers or additional benefits.  Florida anticipates that its new 
system will bring in plans and providers that may not have participated in Medicaid, 
potentially offering beneficiaries new choices and broader access. In addition, both the 
Florida plan and the tiered benefit approach could result in additional benefits for some 
beneficiaries.  These advantages, however, may be limited or offset by other aspects of the 
initiatives.  In the context of a defined contribution, if the plans under Florida’s system pay 
higher rates to attract new providers, the trade off for beneficiaries may be a more narrow 
benefit plan or tighter utilization controls. In a tiered benefit system, while some people 
could have broader plans others would be assigned to more limited plans.   

New Risks for Beneficiaries 

While there may be some potential improvements for beneficiaries, they will likely be at risk for 
new costs and unmet needs:    

� The defined contribution approach puts beneficiaries at risk if the premium payment is 
insufficient. When beneficiaries are no longer guaranteed a particular scope of benefits and 
the state’s obligation is defined primarily by a pre-determined dollar amount, beneficiaries 
will bear the risk if, over time, the premium payment is insufficient to entice plans to offer 
coverage that meets their health care needs.  

� People with higher levels of medical need could bear a greater risk of uncovered health 
needs. Under Florida’s plan, adults are at risk for the cost of medical care above the benefit 
caps.  With tiered benefits, where different groups of people are assigned to different benefit 
packages, people with above-average needs for their particular group are the ones most likely 
to have medical needs beyond the limits or coverage of their assigned plan.   
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� Capped federal funding also increases risks for beneficiaries. Caps on federal funding for 
Medicaid benefits, combined with new flexibility granted to states to keep their costs below 
the caps, put beneficiaries at risk of reduced benefits, tighter limits on utilization of services, 
and/or higher cost sharing.  Under Vermont’s waiver, for example, some eligible 
beneficiaries could be put on a waiting list. The structure of the Vermont waiver further 
increases the chance that this kind of action might occur because, in effect, it sets up 
competition between Medicaid and non-Medicaid uses for the fixed amount of federal funds. 

Impact on Health Plans and Providers 

Some new health plans may emerge or may be strengthened as plans compete for business under 
the new designs, and providers could see reimbursement levels rise relative to current Medicaid 
payment rates.  This new market and these payment levels may be unstable, however, 
particularly if funding levels do not keep up with costs.  Some observers have noted that, over 
time, a “shake down” in plan participation might occur. 

More fundamentally, if states and the federal government limit their contributions for health care 
coverage for the low-income population, funding available for their care will be reduced relative 
to what might have been committed under regular Medicaid program rules.  Safety-net providers, 
such as health centers, public hospitals, and children’s hospitals may be particularly 
disadvantaged under these new systems given their reliance on Medicaid financing and their 
traditional role serving the uninsured and underinsured.   

In addition, certain features of these new approaches, such as benefit limits or caps that could 
disrupt a patient’s treatment, could create ethical and legal dilemmas for providers.

Conclusion

States have a strong interest in being better able to predict and limit their Medicaid costs.  These 
costs, however, often grow for reasons beyond their control.  New approaches that limit state 
responsibility for medical care generally do not make the need for such care or the costs of such 
care disappear.  It appears that other stakeholders, particularly beneficiaries and, in some cases, 
health plans and health providers, will bear much of the risk no longer assumed by state 
Medicaid programs.  Further, states may end up incurring costs without the benefit of federal 
financial participation.  Moreover, should these new approaches take hold, the long-term impact 
on the Medicaid program’s ability to cover people who otherwise would be uninsured could be 
substantial.  In some cases, these approaches depart from traditional notions of insurance and 
remove explicit incentives built into the Medicaid program that were intended to encourage and 
support state efforts to expand and strengthen coverage.
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I.  Introduction 

Medicaid has been experiencing significant change at both the state and federal levels driven 
largely by rising health care costs, declining workplace coverage, and state and federal interest in 
reducing program spending.  Waivers have contributed to these changes, and the recently 
enacted Deficit Reduction Act of 2005 (DRA) further alters the landscape by providing states a 
new array of program options.    

While most of the changes that have been adopted by states follow or reflect changes occurring 
more broadly in the health care marketplace, a few of the most recent state initiatives move into 
new directions.  The details vary although the objectives often overlap:  these initiatives often 
seek to promote personal responsibility and healthy behaviors among Medicaid’s enrollees, and 
some are trying to rely more heavily on the private marketplace with the goals of driving down 
costs and offering beneficiaries greater choice.  Over the next period of time, it will be important 
to closely examine how these initiatives unfold and how well they meet these and other goals. 

In addition, it will be important to consider how costs and risks are distributed under these new 
approaches.  One feature that is common to all of these initiatives, but that is often overshadowed 
by other aspects of the plans, is that in one way or another they seek to impose new limits on 
state responsibility for certain costs and medical care.  If Medicaid is restructured in ways that 
circumscribe state responsibility for some health care costs, those costs generally will not 
disappear.  A key question is who will bear these costs?  This issue brief examines these new 
Medicaid designs and assesses how they might change financial risk and responsibility for states, 
the federal government, beneficiaries, and providers.  

II. Background

Risks and Responsibilities under Basic Program Rules 

Medicaid program costs – including higher-than-expected costs, as well as savings that accrue 
from successful cost containment measures – are shared by the states and the federal 
government.  Within this shared financing arrangement, each level of government has different 
responsibilities and levers with which it can exert control over Medicaid spending.

States decide whether or not to participate in Medicaid; they all do because Medicaid provides 
them substantial federal funding to provide health care services for their residents and helps them 
defray costs that they would otherwise bear with state or local funds.  Once in the program, a 
state takes on certain financial obligations, which stem from two basic federal requirements:  as a 
condition of receiving federal Medicaid funding, states must cover certain groups of people 
(called “mandatory” populations), and they must provide most individuals with certain benefits.  
States can broaden the scope of their programs by choosing to cover “optional” populations or by 
providing “optional” benefits.  In general, once a state decides to cover a service it has to offer it 
to all beneficiaries statewide.  The new DRA benefit option, which is described below, alters 
some of these rules with respect to certain groups of Medicaid beneficiaries.
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State obligations for children are considerably stronger than for adults with respect to both 
eligibility and benefits.  The minimum eligibility levels for children are much higher than for 
adults, and federal law guarantees children a comprehensive benefit package, known as the Early 
Periodic Screening, Diagnostic and Treatment benefit (“EPSDT”). 1

As long as a state complies with the requirements of the program, the federal government 
commits to paying 50 – 76 percent of coverage costs.2  The financing rules are explicitly 
designed to encourage and support state decisions to invest in coverage.  When a state expands 
or improves coverage (for example, by increasing provider payment rates to promote access or 
by adding an optional population), the federal government automatically contributes its share of 
the new cost.  New investments, however, still require states to pay their share of costs; states do 
not have a “free ride” when they cover more people or broaden their benefit package.

Options for States to Contain their Costs 

States can control their expenditures in a variety of ways.  They can limit eligibility (to the 
minimum “mandatory” standards), and, for adults, they can limit benefits and restrict the scope 
of coverage for a particular medical service within federal guidelines (e.g., by setting a limit on 
the number of covered hospital days in a year).  They also can improve or dampen participation 
rates by making it easier or more difficult for people to apply for or retain their coverage.  These 
state decisions are influenced by many considerations.  In practice, most states cover a broad 
array of optional services, because those services are often important to beneficiaries and they 
can help contain the cost of other required services.3  Coverage of prescription drugs, for 
example, is optional, but prescription drugs can lower the cost of hospital care, which is a 
required service.  In addition, some states cover optional services and optional populations under 
Medicaid because otherwise states or localities might pay for this care with state and local funds.

Beyond these basic choices, states have other ways to contain (and, to some degree, shift) 
Medicaid costs.  Perhaps most fundamental is that states set the rates they pay Medicaid 
providers and the prices they pay for Medicaid services, such as prescription drugs.  Until the 
DRA, however, states had very limited ability to impose cost sharing on beneficiaries–either as a 
way to shift costs or to control utilization.  States have long had other tools to control utilization.
For example, they can establish prior authorization procedures, utilization reviews, disease 
management programs, and pay-for-performance and other payment arrangements that 
encourage or discourage certain practice patterns.4

In addition, states have broad discretion in designing their service delivery systems.  States 
typically contract with private health plans to deliver most of the services provided through 
Medicaid.  In 2004, 61 percent of Medicaid beneficiaries nationwide –mostly children and 
nondisabled adults– were enrolled in some form of managed care.5  These arrangements allow 
states both to manage care and to limit their risks and financial exposure.  Through capitated 
managed care payment arrangements, states can achieve greater predictability of costs and 
potentially shift some of the risk of higher-than-anticipated costs onto health plans.
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Medicaid Spending Levels and Growth Rates 

Through these options and an array of management tools, states have been able to keep Medicaid 
costs, on a per person basis, below private sector costs. 6  On a per person basis, Medicaid has 
been growing more slowly than the private sector, and in the past few years, the overall Medicaid 
growth rate has dropped considerably (Figure 1).

States’ ability to control their Medicaid 
costs, however, is constrained – in part 
because of federal minimum requirements 
but largely because Medicaid costs are 
driven by overall health care costs and 
other factors beyond states’ control.  If 
underlying hospital or prescription drug 
costs rise, a new and effective cancer drug 
comes on the market, or a hurricane hits or 
a flu epidemic breaks out, state Medicaid 
programs will be affected.  And, as the 
population ages and if employer-based 
coverage continues to decline, Medicaid 
enrollment will grow.   

Waivers and New State Plan Options under the DRA 

Waivers and, more recently, new options available under the DRA, alter some of these basic 
program rules.  “Section 1115” waivers allow states to change their Medicaid programs in ways 
that depart from federal standards and the options otherwise available to states.7  Over the last 
decade, a number of states relied on Section 1115 waivers to cover populations that they could 
not cover under regular Medicaid options (i.e., childless adults) or to require beneficiaries to 
enroll in managed care (which, due to a federal legislative change enacted in 1997, states can 
now do without a waiver).  With the onset of state fiscal pressures in 2001, waiver activity 
focused more on increasing beneficiary cost sharing and, in some cases, reducing benefits or 
capping enrollment, as well as ways to maximize federal funding.  A few states continued to rely 
on waivers to expand coverage.

The DRA, which was enacted in February 2006, made a number of significant changes in 
Medicaid program rules aimed at reducing federal Medicaid expenditures.  It accomplishes this 
objective largely by offering states some new program options that previously had only been 
available through a Section 1115 waiver.8  The DRA provides states with expanded flexibility to 
impose cost sharing on children and adults.  It also eliminates the concept of “mandatory” and 
“optional” benefits for certain enrollees by allowing states to offer “benchmark or “benchmark-
equivalent” plans instead.  States have very broad flexibility to design these benchmark plans 
and to offer different plans to different groups of people (for example, based on health status, 
county of residence, or place of employment).  The new option, however, is limited mostly to 
children and low-income parents, and, while children may be enrolled in these benchmark plans, 
they must still be provided with full EPSDT benefits as “wraparound” coverage.9  Guidance 

K  A  I  S  E  R    C  O  M  M  I  S  S  I  O  N    O  N
Medicaid and the Uninsured

Figure 1

5.5%

7.5%7.9%

8.5%

12.7%

10.6%

9.2%

6.4%
5.3%

3.8%
3.0%

1996 1998 2000 2002 2004 2006

Note: Estimates in State Fiscal Year.  FY 2006 estimate based on states adopted 
FY 2006 budget.
Source: Kaiser Commission on Medicaid and the Uninsured analysis of CMS 
Form 64 data and KCMU/HMA State Budget Survey, 2005

Medicaid Spending Growth, 1996-2006

Strong Economy, 
Welfare Reform,

Enrollment Declines,
Managed Care

1995-1998

Health Care 
Cost Growth
1998-2000

Economic Downturn,
Enrollment & Cost Growth

2000-2003

Start Economic Recovery, 
Slower Enrollment Growth

2004-2006



008 00 9

9

issued by the Centers for Medicare and Medicaid Services (CMS), the federal agency that 
oversees the Medicaid program, potentially broadens the use of these benchmark plans by 
permitting states to enroll groups that are exempt from these new rules (e.g., children and adults 
eligible based on disability) into benchmark plans on a voluntary basis.10  The benchmark plan 
option also only applies to eligibility groups established in a state as of the date of DRA 
enactment.  Because the aim of the DRA was to reduce federal spending, the law does not allow 
states to use the benchmark plan option to expand coverage. 

The lines between what can and cannot be done under the DRA and the relative advantages or 
constraints of making changes through the DRA options versus waivers are just beginning to be 
sorted out.  Waivers are still available post-DRA, and they potentially offer states the opportunity 
to go beyond the limits Congress decided upon when it enacted the DRA.11  Unlike the DRA 
options, waivers alter the federal and state financial relationship for program funding.  All 
Section 1115 waivers impose some sort of cap on federal funding as part of the federal 
government’s policy to assure that waivers do not result in new federal costs.12  In addition, some 
waivers have permitted other types of financing arrangements that would not have been 
permitted (or that are being phased out) under regular Medicaid rules.13

III. New State Approaches 

In recent years, some states have expressed interest in having greater ability to not just reduce or 
better manage their Medicaid costs but to be able to more accurately predict costs and limit their 
exposure to costs.  Most recently, a few different approaches have emerged that exert new levels 
of control over state Medicaid spending.  To date, these approaches have been adopted in just a 
few states.  Florida and Vermont have redesigned aspects of their programs through Section 
1115 waivers.  A few other states – West Virginia, Kentucky, and Idaho – first considered 
waivers but then, after enactment of the DRA, adopted their changes as a “state plan amendment’ 
under the new flexibility permitted by DRA. 

Defined Contribution

Florida’s recently approved waiver essentially converts the acute care side of the state’s 
Medicaid program from a defined benefit to a defined contribution approach.14  This approach 
limits the state’s obligation to a pre-determined dollar amount rather than to the cost of a certain 
set and scope of medical services.  Through this initiative, the state is seeking to “introduce more 
individual choice, increase access, and improve quality and efficiency while stabilizing cost.”15

Under the waiver, which will be implemented as a pilot in two counties, beneficiaries (including 
people with disabilities) will choose among private plans that decide to participate.  

Participating plans will be offered risk-adjusted premiums for each member they enroll.  In 
exchange, plans must cover certain benefits but, for adults, they have discretion to vary the 
amount and scope of benefits within certain limits and to either add or exclude certain benefits, 
as compared to Florida’s pre-waiver benefit package.  For example, plans could adopt more 
restrictive prescription drug formularies or decide to cover or exclude services like physical or 
occupational therapy.16  Benefit packages must meet the state’s sufficiency standards (for 



0010 00 11

10

different target groups of beneficiaries) and will be reviewed by the state to determine if “the 
overall level of services provided is appropriate for the premium received.” 17

All adults except pregnant women will be subject to a new annual maximum benefit limit.  Once 
expenditures for a beneficiary reach the limit, neither the state nor the managed care plan will be 
responsible for further costs. Children will be required to enroll in the new system, but plans 
must offer children the full range of Medicaid (“EPSDT”) services as a condition of their 
participation.  Utilization control mechanisms (applied to children as well as adults) are left to 
the plans’ discretion.  Florida’s waiver also anticipates an “Enhanced Benefit” system to provide 
incentives for healthy behaviors, and it received capped federal funding under the waiver for a 
“Low-income Pool” “to ensure continued government support for the provision of health care 
services to Medicaid, underinsured and uninsured populations.”18

In exchange for the new flexibility in program design, Florida has agreed to be bound by a per 
capita (i.e., per person) “budget neutrality” waiver cap on federal funds. The state will receive 
up to but no more than a pre-set amount of federal dollars for the people enrolled (calculated 
over the course of the five-year waiver).  The federal per person cap varies by beneficiary group 
and rises annually by an average of eight percent to accommodate projected medical inflation.  
For the first two years of the waiver, when it is being implemented on a pilot basis, 
approximately nine percent of Florida’s Medicaid beneficiaries will be enrolled.  The cap on 
federal dollars under the waiver, however, has been applied statewide, affecting 89 percent of all 
of Florida’s Medicaid enrollees.19

Capitated Payments within an Aggregate Cap and Program Flexibility

Vermont has an approved waiver under which a state agency will receive a set amount of federal 
funds for each person enrolled in Medicaid.20  The waiver also imposes an overall “global” cap 
on the total amount of funds that the federal government will provide to the state, similar to a 
block grant.  Federal funding for the next five years is set by the waiver terms; it will not grow 
based on actual costs.

Accompanying these changes in financing is new flexibility that permits the state to curtail 
coverage and cap enrollment for many of the groups of people covered under Medicaid.  In 
explaining the reasons for seeking the waiver, Vermont’s Governor Douglas cited state fiscal 
problems and the desire for more flexibility to change the Medicaid program without federal 
review.  The goals, according to the state, are to: 1) provide the state with financial and 
programmatic flexibility to help Vermont maintain its broad public health care coverage and 
provide more effective services, 2) continue to lead the nation in exploring new ways to reduce 
the number of uninsured citizens, and 3) foster innovation in health care by focusing on health 
care outcomes.21

One of the most notable—and perhaps least understood—aspects of the waiver is that the state 
can retain federal dollars (within the capped payments) that exceed the amount the state actually 
spends for the people covered under the program.  “Excess” funds could come about if the actual 
cost of serving the people enrolled is below the level of the per person amounts the federal 
government will provide the state, either because the per person payments turn out to be high 
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relative to actual costs or because the state uses its authority under the waiver to lower per person 
costs (for example, by restricting utilization).22  This financing arrangement is similar to private 
sector financing where private managed care companies retain, as profit, that portion of their 
premiums that exceeds the cost of covering enrollees under their plans.  It is quite unlike 
financing under regular Medicaid program rules, where states receive federal payments only 
when they provide Medicaid services to Medicaid beneficiaries.  While some waivers in the past 
have explicitly allowed states to retain program savings if they apply those savings to Medicaid 
expansions, Vermont’s model is unique in that it allows federal Medicaid funding to be diverted 
for other purposes, in effect allowing it to fund state budget shortfalls. 23  After approval of the 
waiver, Vermont enacted new health care legislation, and it appears that Vermont may decide to 
use some portion of the “excess” funds for new coverage as well as for other state purposes.

“Tiered” Benefits

A few states have been developing “tiered” benefits, although the particular designs and, in some 
cases, objectives, vary considerably.  Kentucky and Idaho have each received approval under the 
DRA to essentially divide Medicaid enrollees into groups and provide different benefit packages 
to each group.  The stated goals of the Kentucky design are to improve the health status of 
enrollees, ensure that people receive the right care in the right setting at the right time, and 
ensure the solvency of the Medicaid program.24  Through its changes, Idaho is seeking to 
“redesign its program so it provides vital services, while promoting prevention and personal 
responsibility for Idaho participants.”25

In general, Medicaid redesigns that rely on tiered benefits assign people deemed to be part of a 
healthier group to a more limited benefit package and provide those who are expected to have 
more extensive medical needs (e.g., individuals who are eligible for Medicaid based on a 
disability) broader coverage.  This coverage might be the same as what was available before the 
“tiered” approach was adopted or it could include benefit enhancements.26  Some movement 
across groups and benefit package assignments may be permitted, but predictability in spending 
is predicated on the assumption that at least a considerable portion of people will stay with their 
benefit package assignment for some period of time, regardless of their actual medical needs.27

West Virginia also has an approved DRA state plan amendment that tiers benefits for children 
and parents.  Its stated goals are to “emphasize personal empowerment and responsibility” and to 
“ensure that participants receive the right care at the right time by the right provider through care 
coordination.”28  Unlike Kentucky and Idaho, West Virginia’s tiering is not based on people’s 
anticipated health needs but rather on their behavior.  Children and parents (parent eligibility in 
West Virginia is quite limited; family income must be below 37 percent of the federal poverty 
line) will be enrolled in an “Enhanced” plan if they (or in the case of the children, their parents) 
sign a member agreement and comply with its requirements.  These requirements include broad 
responsibilities such as, “I will do my best to stay healthy,” “I will go to health improvement 
programs as directed,” and “I will use the hospital emergency room only for emergencies.”29

Physicians will be responsible for monitoring their patients’ compliance and reporting on 
compliance to the state.   
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People who do not sign the West Virginia agreement or who the state determines have failed to 
meet the agreement will be enrolled in a more limited “Basic” plan, which excludes coverage for 
certain care such as diabetes care and mental health services.  The West Virginia state plan 
amendment contains conflicting information about how children’s benefits will be affected.  It 
states that children may be enrolled in the “Basic” plan, which excludes coverage of broad 
classes of medical care but also lists “EPSDT” as a covered service.  Children account for three 
quarters of those who are subject to the new system.30

Florida also adopts the concept of tiered benefits although implements it in yet a different way.
Instead of being assigned to a benefit package, under Florida’s system, people will choose a 
benefit package based on available offerings.  The state anticipates that participating plans will 
offer different benefit packages that will focus on the needs of different populations. 

IV. Changes in Responsibilities and Risks for States 

New Ability for States to Limit Their Costs 

Each of these approaches gives the states new ability to limit their responsibilities for certain 
costs. Florida’s approach is perhaps most direct.  The waiver fundamentally redefines the state’s 
financial obligations, because, for adults, the state is largely relieved of its responsibility to 
provide a particular scope of services.  Instead, the state’s financial commitment is restricted to 
its “defined contribution,” which is translated by the plans into a benefit package with a 
maximum benefit amount and potential benefit limits, particularly on optional services.  Under 
the waiver, the state does not retain responsibility or assume any residual risk (with respect to 
non-pregnant adults) if beneficiaries’ health care needs exceed what the plans offer. 

Vermont’s waiver permits the state to limit its responsibilities and its exposure to costs because it 
now has the ability to simply not serve Medicaid-eligible people or to restrict the coverage 
provided.  Currently, the state does not have plans to make these changes, but the fiscal 
incentives built into the waiver could encourage such action because the state can retain federal 
funds it does not spend on Medicaid services and, in effect, use those funds for other purposes.31

A tiered benefit design limits a state’s financial risks because people’s coverage – and the state’s 
exposure to costs – is limited by the person’s benefit package assignment.  Under regular 
program rules, the scope of coverage is generally the same for all beneficiaries (subject to the 
special rules for children), but an individual is only covered for a particular service if that service 
is medically necessary for that person.  For example, if an otherwise healthy Medicaid 
beneficiary develops a disc problem, treatment is likely to be covered under most state Medicaid 
programs – but only if the person is found to actually need that service.  States can limit their 
costs under tiered benefit plans because the tiers set new limits on coverage.  Savings are 
achieved to the extent that some people are assigned to more limited benefit packages that do not 
cover medical needs that would have previously been covered.  Under a tiered plan, the 
otherwise healthy adult who develops a disc problem and needs treatment might not have 
coverage for that treatment if he or she is enrolled under the state’s more limited Medicaid 
benefit package (for “healthy” adults).  Under these designs, a state’s ability to predict and limit 
costs will be related to how quickly and easily it allows people to override benefit limits through 
authorization procedures or to switch to a broader benefit package when health problems arise.  
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Financial Risks for States  

While these new approaches provide new methods for states to limit their exposure to Medicaid 
costs, states may also face some added financial risk under these arrangements.

� Waiver caps shift costs in excess of the caps onto states. 

When these new approaches are implemented through waivers, states are subject to federal 
“budget neutrality” rules, which are aimed at preventing the federal government from 
incurring new costs. All approved Section 1115 waivers cap the amount of federal dollars the 
states will receive over the course of the waiver, placing the states at risk for costs that 
exceed the caps.  

Florida’s cap is set on a per person basis, placing the state at risk for per person costs that 
exceed the caps but not for costs associated with higher-than-anticipated enrollment.    If the 
state finds over time that it cannot attract plans or satisfactorily meet beneficiary needs at the 
per-person level of expenditures allowed under the cap, it will not be able to draw down 
additional federal funds to address these issues.  As noted, Florida’s waiver caps extend to 
nearly 90 percent of the entire Medicaid population in the state even though its waiver will be 
implemented initially on a pilot basis in two counties and affect only 9 percent of enrollees.
The statewide caps could create added fiscal pressures for the state and may push the state to 
make other changes in the program or move more quickly to implement the defined 
contribution approach beyond the pilot counties. 

Vermont’s waiver puts the state at risk for all costs – enrollment and per person health care 
costs– that exceed the caps negotiated under its waiver.  While the waiver offers the state 
broad options to reduce coverage and limit enrollment that could help prevent Medicaid costs 
from exceeding the caps, federal funding caps – particularly “global” caps– inevitably create 
risks for states.  The federal government no longer fully shares the risk of unexpected health 
costs.  Vermont’s aggregate cap is set at a relatively generous level, but other states, 
especially states with much larger Medicaid programs, may not be able to negotiate a cap 
with these terms because of the potential cost to the federal government.32

� The ability to divert funds for other purposes can create Medicaid shortfalls.  

The fact that Vermont can use federal Medicaid funds for non-Medicaid purposes under its 
waiver was a major attraction for some state policymakers, but this aspect of the waiver may 
eventually lead to a funding problem for the state.  If, over time, Vermont policymakers tap 
heavily into the state’s capped federal funding for other state priorities and Medicaid costs 
rise for any number of reasons, Vermont’s Medicaid program could face a funding shortfall.  
Once funds are diverted to other purposes, it may be difficult to redirect them back to 
Medicaid.33
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� Setting defined contribution levels can lead to higher costs.

Moving to a defined contribution approach (including an approach in which individuals are 
provided a set amount of funds in a “personal account” or through vouchers that they can use 
to purchase services or coverage) may actually lead to overspending for certain groups of 
individuals.  Spending for Medicaid beneficiaries is highly skewed (as it is for most large 
insured groups).  Most people need only a small amount of services while a few require a much 
greater amount of medical care.

A recent analysis shows that, in federal fiscal year 2001, more than half of all Medicaid 
beneficiaries consumed less than $1,000 in services, while 3.6 percent of beneficiaries had 
expenditures over $25,000 (Figure 2).34  Any design in which a state pays to each individual, or 
on behalf of each individual, an amount that is average or even significantly below average for 
the group will be paying a far higher 
amount for many individuals than the 
cost of the services that those 
individuals are likely to consume.  The 
average per person expenditure for 
Medicaid nationwide in fiscal year 
2001 was $3,838.  If that contribution 
were provided on behalf of all 
beneficiaries, the payments would be 
“too high” for eight out of ten enrollees 
(Figure 3).

Risk adjustment could help states 
temper this mismatch.  Risk adjustment 
is used by many states when they set 
their Medicaid managed care rates; it 
helps states determine an appropriate 
rate for broad groups of people where 
the risk of the high cost cases is spread 
over the group.  Methodologies, 
however, are generally not very 
sophisticated, and individual risk 
adjustment is far more difficult and 
generally untested in state Medicaid 
programs.35  States often lack adequate 
data necessary to make these 
adjustments, and particular issues arise 
with respect to newcomers to the 
program and people whose health 
status changes.

In light of these challenges, states face a dilemma.  A state concerned about access can 
compensate for limited risk adjustment capabilities by setting its premium contribution or 
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personal accounts at a relatively high level, but doing so exacerbates the problem of spending 
“too much” for those who end up not using many health care services.    

� Reducing Medicaid obligations does not necessarily reduce or eliminate residual state 
or local responsibilities. 

Perhaps the most basic question regarding states’ risks under these new approaches is 
whether states can, in fact, put new boundaries on their responsibilities for certain health care 
costs.  State Medicaid programs grew over the years, in part, because residents needed 
medical care, health care providers needed a reliable payment source to serve those residents 
and to remain solvent, and states and localities needed federal matching funds to help pay for 
care.  If any of these new approaches create holes in the system or new health care needs 
arise, local communities or the state may be compelled to address the problem.  If they do, 
they may be picking up costs without the benefit of federal matching funds.  As such, the 
new limits in Medicaid could have significant implications for the financing of other state 
and local programs. 

The early experience with Medicare’s new prescription drug benefit is instructive.  It shows 
that even when a health care responsibility clearly no longer lies with the state, states often 
must and will respond to residents’ needs.  When the initial Medicare drug plan 
implementation left many people without access to the drugs they needed, more than half the 
states stepped in and provided payment for drugs.36  Similarly, if holes in the Medicaid 
system lead to unmet need, states or localities may feel the need to step in.  If they do, 
however, they may not have the benefit of federal matching funds.   

V.  Impact on the Federal Government

New Ability to Limit Federal Costs 

From a budgetary standpoint, the federal government appears to fare the best under these new 
program designs.  To the extent that these approaches permit states to limit their risks under 
Medicaid, the federal government similarly limits its exposure.  Florida’s defined contribution 
approach, for example, limits the federal government’s exposure to Medicaid costs to the same 
degree that it limits Florida’s exposure to these costs.  And, unlike the states, the federal 
government is not positioned to feel nearly as much pressure to “come to the rescue” of enrollees 
or providers if the system falls short of meeting people’s needs. 

The changes implemented through waivers also allow the federal government to limit and predict 
the outer boundaries of its liability through the budget neutrality caps that are imposed as part of 
each waiver.  In 2003—partly as a way to constrain growth in federal spending—the Bush 
Administration proposed converting the Medicaid program into one in which at least a portion of 
federal Medicaid payments to states would be subject to overall global caps like the one 
approved in Vermont’s waiver.37
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Financial Risks for the Federal Government 

While these new program designs allow the federal government to contain federal Medicaid 
spending and, in some cases, explicitly limit its cost exposure, they could also end up costing the 
federal government more than it would have otherwise spent at least in some states or for some 
populations.

� Waiver caps might not assure the federal government “budget neutrality.”

Federal waiver caps are predicated on historical spending, adjusted by a trend rate that allows 
the caps to grow by a set percentage each year of the waiver.  These are necessarily imprecise 
measures and often turn out not to be good predictors of actual costs.  Other considerations 
also can play a role when waiver caps are set; financing negotiations within the waiver 
context have been criticized by states and the GAO as lacking transparency and consistency 
across states.38  As a result, a cap may be set too low in some states and too high in others, 
when measured against the costs that would have been incurred without the waiver.

If the federal government agrees to a cap that is above what it might have spent under regular 
program rules, the waiver could result in higher federal spending levels.  For example, an 
analysis of the global cap in Vermont’s waiver suggests that it is set well above the level the 
federal government would have spent on Medicaid services for Medicaid beneficiaries in that 
state.  To put the Vermont financing terms in context, if all federal Medicaid spending grew 
at the same rate allowed under the Vermont waiver, it is estimated that the federal 
government would spend an additional $105 billion over five years compared to currently 
projected levels.39

� New initiatives could lead to federal Medicaid spending for non-Medicaid purposes

The federal government has an interest in knowing that the funds provided to states for 
Medicaid services are used for appropriate purposes, as indicated by concern among federal 
policymakers over some state Medicaid financing practices.  Waivers that allow states to 
divert funds for non-Medicaid purposes to refinance state programs, or to retain funds that 
have been raised through financing practices that are no longer permitted under federal rules 
result in federal funds being spent in ways that are either not clear or that have been 
disallowed in other contexts.  These practices can result in increased federal spending.  
Florida’s waiver, for example, includes a “Low-income Pool” that essentially allows the state 
to maintain and even increase federal funding it had been receiving under a financing 
practice that is being phased out in other states.  The waiver does not specify with any detail 
the allowable uses of these pool funds. 
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VI. Impact on Beneficiaries 

Potential Improvements 

Under some new program designs, beneficiaries—or some groups of beneficiaries—may realize 
gains or avoid some losses that might otherwise come about.   

� Avoiding cuts in eligibility or benefits.

Although it is hard to know for sure what might have happened in the absence of a waiver or 
program change using new DRA options, state policymakers have sometimes pointed to their 
Medicaid redesign efforts as a way to avoid taking other steps to control costs, such as 
eliminating an optional eligibility category or optional benefits.

� Promoting healthy behavior.

All of the new approaches have a stated goal of encouraging healthy behaviors, although they 
plan to do so in different and largely untested ways.  In Florida, the state expects that 
“individual health outcomes will improve as people take an active role in managing and 
understanding their health care needs.”40  In West Virginia, the state anticipates that people 
will respond positively to the potential of a significant reduction in coverage by taking 
whatever steps are required under their “Member Agreement.”  Additionally, several of the 
new state approaches include a type of “reward account,” in which individuals can receive 
credits for certain healthy behaviors that can go toward uncovered health care costs.

� More choice of plans and providers and added benefits.

Some of the new approaches also seek to provide Medicaid beneficiaries with a broader 
choice of health plans and providers.  Medicaid programs have sometimes had trouble 
attracting a sufficient number of providers, in part, because states may pay below market 
rates.  One of the goals of Florida’s redesign is to provide beneficiaries with new plan 
choices that could result in beneficiaries gaining access to a broader group of providers. 
These new program designs might also provide people access to benefits that are not 
currently covered under their state’s Medicaid program.  In Florida, at their discretion, health 
plans may cover medical services that have not been covered in the past.  As part of its tiered 
benefit design, Idaho is planning to expand home and community-based service options for 
people with disabilities.41

These potential improvements, however, are likely to be accompanied by other changes that 
result in higher costs or unmet needs for at least some beneficiaries.  A defined contribution 
system is a “zero sum” approach –plans will operate within the context of a fixed premium 
payment.  If plans attract new providers through higher rates or if they decide to cover 
additional services, other benefits could be restricted or all services might be subject to 
tighter controls to keep costs within the limits of the state’s contributions.  In a tiered benefit 
system, the trade-off may be between groups of beneficiaries.  Some people could have 
access to a broader array of benefits while others could lose benefit coverage.   
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New Risks for Beneficiaries 

Because these new approaches are designed to not just manage risk but to limit the government’s 
assumption of risk and responsibilities, risk will be shifted elsewhere and beneficiaries are very 
likely to bear some, if not a major portion, of these risks.  Risk could arise in different ways 
depending on the design of the particular initiative.  

� In the “defined contribution” approach, beneficiaries are at risk for uncovered health 
needs if the premium payment is insufficient.  

Under a system like the one being piloted in Florida, where plans can vary the level or scope 
of services, the consequences of inadequate premium payments will be borne primarily by 
beneficiaries.42  To some degree, beneficiaries may have unmet needs under the current 
system if the state Medicaid program pays plans or providers low rates.  However, the 
beneficiary is still entitled to defined benefits so the consequences of underfunding fall partly 
on health plans and providers.  In addition, when plans and providers are required to provide 
a defined set and scope of benefits, they have a clear incentive to manage care and costs 
and/or to push for higher payment rates.  In a defined contribution system that offers plans 
new discretion to drop, limit, or tighten access to benefits, plans may still seek to efficiently 
manage care and to increase the state’s level of contributions, but they also have other 
opportunities to limit their costs that could directly impact beneficiaries’ access to needed 
services.

� People with higher levels of medical need could bear increased risks. 

Florida is planning to individually risk adjust premiums, with the goal of providing premiums 
that will reflect individuals’ health care needs.  However, as noted, individualized risk 
adjustment will be challenging.  If plans are not secure with the accuracy of the risk 
adjustment, they may be particularly reluctant to market to and serve people with high 
medical needs since they could have health care costs that exceed their premium levels.  
Florida’s annual maximum cap on benefits for adults offers plans added protection against 
particularly high costs, since the health plans are not responsible for costs beyond the cap.
However, this feature shifts risks to beneficiaries; individuals with high medical expenses 
that exceed the cap will be at risk for all health needs and costs beyond the cap.  

Similarly, tiered benefits could result in greater risks and unmet needs for those with above-
average medical needs.  Tiered benefit systems generally group people together based on an 
assessment of their medical needs and assign each group to a benefit package that the state 
has determined generally fits those needs.  Individuals who require medical care that extends 
beyond the limits of the coverage provided to their group will not be covered for that care.
States can mitigate the risk for beneficiaries by allowing people to move between benefit 
packages or to receive authorization for services whenever they have a need for medical care 
that exceeds the limits of their tiered coverage, but this would negate the purpose of the 
tiered plans.  If it is permitted, beneficiaries needing care are likely to experience delays in 
accessing care and states and health plans will incur new administrative costs.  
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� Capped federal funding also increases risks for beneficiaries.

Budget neutrality waiver caps can limit the federal government’s exposure to costs, and, as 
discussed above, shift costs onto states.  To the extent that a state’s program design 
effectively limits the state’s exposure (for example, through broad new flexibility to reduce 
benefits, increase cost sharing or cap enrollment), the state may be protected but, again, the 
risk shifts to beneficiaries (and potentially to plans and providers, depending on the program 
design).  For example, if a state were to use options to reduce benefits, increase cost sharing, 
or cap enrollment to stay within its budget neutrality cap, some beneficiaries, potentially 
those with the greatest health care needs or the lowest incomes, might not be able to obtain 
needed health care and some eligible individuals might not be able to enroll in coverage.   

VII. Impact on Health Plans and Providers

It is difficult to draw broad conclusions as to how health plans and health care providers will fare 
under these new arrangements, in part, because the different program designs will have different 
consequences for plans and providers.  Further, different types of plans and providers will have 
different interests and concerns.  Fundamentally, however, if states and the federal government 
limit their contributions to health care coverage for the low-income population, funding available 
for the provision of health care for this population will be reduced (relative to what might have 
been committed under regular Medicaid program rules).  In recent years, hospitals, nursing homes 
and other major health providers have objected strongly to capped financing arrangements and to 
other measures that would bring further pressure to a program that many providers believe is 
already underfunded.43

In the short term, some new plans may emerge or be strengthened as plans compete for business 
under some of the redesigned programs, and some providers may see reimbursement levels rise 
relative to current Medicaid payment rates. However, the new market may be particularly 
unstable.  Some observers have noted that over time a “shake down” in plan participation might 
occur.44  If state contributions do not keep up with medical inflation or allow for sufficient return 
for the plans, plans might leave the market.  In addition, under current Medicaid managed care 
arrangements, states often must guarantee plans a certain share of the market to sustain their 
participation.  Under the Florida model, the state is hoping that many different plans will compete 
for enrollment.  This may lead to plans entering and exiting the market. 

Safety-net providers, such as community health centers and public hospitals whose mission is to 
serve all comers, may be particularly disadvantaged under these new systems.  They might face 
more competition from other plans or they might not be included in the networks that develop to 
compete for business under the new systems.  Currently, Medicaid is a significant source of 
revenue for these institutions.45  At the same time, to the extent that these new systems create new 
holes in the coverage system, safety-net institutions may find they have greater demands on their 
resources given their traditional role serving the uninsured and the underinsured.  For example, 
although direct causation could not be established due to limits on the study design, Oregon 
researchers found a significant increase in emergency room use after the Oregon Health Plan 
reduced benefits and experienced a significant fall off in enrollment due to increased premiums.46
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In addition, some aspects of these new approaches create particular problems for providers.  A cap 
on benefits that cuts off coverage mid-treatment could create ethical and perhaps even legal 
dilemmas for the treating physician or hospital.  The West Virginia Chapter of the American 
Academy of Pediatrics has voiced its concern over the role pediatricians are expected to play under 
their state’s new Medicaid redesign.  Providers and health plans will be responsible for monitoring 
their patient’s compliance with the new Member Agreements and reporting on compliance to the 
state.47  Noncompliance could result in a significant loss of coverage for their patients.  

VIII.  Conclusion

New approaches that limits state responsibilities for certain medical care generally do not make 
the need for such care or the costs of such care disappear.  It appears that other stakeholders, 
particularly beneficiaries and, in some cases health plans and health providers, will bear much of 
the risks no longer assumed by state Medicaid programs.  Beneficiaries will likely face new costs 
and a greater risk of unmet health needs, which could increase strains on providers as well as 
other state programs.  If states and localities need to step in to respond to their residents’ unmet 
health care needs outside of Medicaid, they would not benefit from federal matching dollars.  In 
some cases, these approaches depart from traditional notions of insurance and remove explicit 
incentives built into the Medicaid program that were intended to encourage and support state 
efforts to expand and strengthen coverage.  Should these new approaches take hold, the long 
term impact on the Medicaid program’s ability to cover people who otherwise would be 
uninsured could be substantial.

Prepared by Cindy Mann of the Center for Children and Families at the Georgetown University Health Policy 
Institute and Samantha Artiga of the Kaiser Commission on Medicaid and the Uninsured. 
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