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Executive Summary  
Medicaid, the joint federal-state health care program for the poor and near poor, is the largest 

single expenditure by state governments today.  At the rate the program is growing, it is on a course to 
consume the entire budgets of state governments in just a few decades.

Although Medicaid is commonly assumed to be a health program for welfare recipients, there are 
ten times as many people on Medicaid as there are receiving welfare checks.  Medicaid now costs Ameri-
can taxpayers more than Medicare, or more than $1,000 per year for every man, woman and child in the 
country.  The tax burden for both programs combined is more than $8,000 a year for the average family of 
four.  Nationally, Medicaid now covers:

● One in every six people.

● One in every three children.

● One in every two births.

● More than one of every two nursing home residents. 

New York's Medicaid program is especially costly.  New York has less than 7 percent of the U.S. 
population, but spends about 14 percent of the nation’s Medicaid dollars.  In 2004, the latest year for 
which complete data is available: 

● New York spent $10,349 per enrollee, compared to the nationwide average of $6,834. Only 
New Hampshire spent more.

● New York Medicaid spent about $2,165 for each state resident (more than any other state) and 
almost two-and-one-half times the national average.  

Why Is New York’s Medicaid Program so Costly?  Higher living costs do not account for the 
high Medicaid spending in New York.  The state spends more because of policies that encourage higher 
spending and discourage cost control.  Other states share some of these same problems, but none have 
such a wide array of perverse incentives.  Specifi cally:  

● Unlike most other states, New York offers coverage to virtually all optional populations, and 
covers almost all optional services.

● New York pays physicians less than almost any other state, even though physician therapies are 
often more cost effective than hospital therapies.  

● In contrast to its treatment of physicians, New York pays hospitals generously; whereas in most 
states Medicaid pays the lowest hospital fees of any payer, in New York Medicaid pays the 
highest fees of any payer — including private insurers.

● New York does not use smart buying techniques, such as selective contracting with providers, 
to reduce costs. 



● New York spends more than any other state on drugs and pays some of the highest drug prices 
of any state; the state imposes few restrictions on doctors who prescribe the most expensive 
drugs, when lower-cost alternatives are often just as effective. 

● The political incentives to spend are greater since the New York legislature bears only a frac-
tion of the cost (less than almost any other state); for every dollar the state spends, it can confer 
$4 of benefi ts.  

● New York does not aggressively pursue fraud — even failing to spend a substantial portion of 
the federal funding available for antifraud efforts; in 2004, only 37 cases of suspected fraud 
were uncovered.  

● New York’s insurance regulations raise the cost of private insurance, and make (free) Medicaid 
coverage more attractive.  

● While personal and home care substitute for institutional care in other states, New York spends 
more than most states for all three, and a fourth of all Medicaid dollars spent nationwide for 
personal care are spent in New York!

If New York Medicaid were as effi cient as the average state program, it could spend billions of dol-
lars less to achieve the same health outcomes, and would have billions of dollars each year to fund tax cuts 
or other spending programs.  

What Can New York Do to Improve Medicaid and Control Costs?  New York can control costs 
and improve services, by adopting common-sense reforms; by contracting with private sector providers 
for services; by fundamentally restructuring its program; and by moving patients out of Medicaid and into 
private sector plans.  As part of this reform effort, the state also needs to completely overhaul long-term 
care and home health services.  The common-sense reforms include:

● Negotiating discounts for most medical services through selective contracting.  

● Treating patients in outpatient settings, such as doctors’ offi ces, where medically appropriate.  

● Paying higher fees to physicians to increase patients’ access to health care and reduce expen-
sive emergency room visits. 

● Controlling drug costs using private-sector techniques, including pharmacy benefi t managers 
(PBMs).  

● Setting up cash accounts that disabled Medicaid recipients can use to manage their own health 
care dollars and take direct control over the purchase of needed services.  

● Adjusting payments to hospitals to reward facilities that achieve low infection rates and reduce 
errors. 

● Coordinating care to improve its quality and reduce medical errors, such as drug interactions, 
and instituting disease management, which involves developing treatment plans based on cur-
rent protocols and training patients how to the follow them.



● Pursing fraud aggressively by giving local governments the authority to prosecute fraud and 
fi nancial incentives to recover payments.

Structural reforms are also needed.  Local governments, including counties, pay about 25 percent 
of the cost of Medicaid, and the federal government pays more than half.  Since Medicaid spending is 
determined by the state government, the way the program is fi nanced violates the principle that those who 
spend the money should bear the responsibility of paying for it.  One solution is to block grant the funds to 
local governments, and let them locally manage their own Medicaid dollars.  

Insurance market reforms are also needed.  One reason so many people turn to Medicaid is that 
they have been priced out of the market for private health insurance by cost-increasing regulations.  New 
York insurance laws allow people to obtain insurance once they become ill (guaranteed issue) and require 
insurers to charge the same price regardless of age and health status (community rating).  This encourages 
people to remain uninsured until they get sick and causes the cost for those who need insurance to be way 
too high.  A better way is to establish high-risk pools like those now available in 32 states.  

New York is one of four states with a pilot project that provides fi nancial incentives for people to 
purchase long-term care insurance.  When the insurance is exhausted, special eligibility rules allow them 
to receive Medicaid benefi ts while retaining assets equal to the value of the policy.  This is a good program 
with a worthy goal.  But compared to other states, New York’s rules are too restrictive.  Also, the state 
needs to give people fi nancial incentives to choose (less-costly) home care over nursing home care.  Other 
fi nancing mechanisms also should be encouraged, including reverse mortgages, home sales contracts and 
viatical settlements.

How Can We Empower Medicaid Enrollees?  A more fundamental reform is the creation of cash 
accounts that enrollees use to pay out-of-pocket costs.  About half the states have cash and counseling 
pilot programs under way, allowing disabled Medicaid enrollees to manage some of their own health care 
dollars.  (Patient satisfaction is near 100 percent!)  Florida and South Carolina are about to integrate such 
accounts into their regular Medicaid programs.

What Is the Alternative to Medicaid?  The ultimate goal of Medicaid reform should be to move 
patients to the same type of private health plans most Americans have.  Private-sector plans may appear 
less generous on paper than the current Medicaid program, but they usually allow enrollees to access a 
greater range of providers and facilities.  Enrollees in a Florida pilot program, for example, will be al-
lowed to use their Medicaid funds to pay premiums for employer-sponsored plans where they work.  New 
York Medicaid patients should also be allowed to enroll in the same plans that cover state employees.  

Some of these changes the state can make itself; others require waivers from the federal 
government.  In either case, the state should move forward with reform.   Without change, patient care will 
likely deteriorate, and the Medicaid Empire will sink the taxpayers of the Empire State. 
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Introduction
Medicaid is the largest single expenditure by state governments to-

day.  Costs rose rapidly over the past decade, and the country as a whole now 
spends more on Medicaid than it spends on primary and secondary educa-
tion.1  We also spend more on Medicaid (mainly for the poor) than we spend 
on Medicare (mainly for the elderly).2  Medicaid and other health expenses 
already account for one in every fi ve dollars of state spending, in addition 
to the burden on federal taxpayers.3  At the rate the program is growing, it is 
on a course to consume the entire budgets of state governments in just a few 
decades.4  

It is sobering to realize that Medicaid alone costs more than $1,000 per 
year for every man, woman and child in the country — or $4,000 for a fam-
ily of four.  Since Medicare costs a comparable amount, the average family 
is spending about $8,000 on other people’s health care — an amount that for 
many is well in excess of what they spend on health care and health insurance 
for their own family. 

There is a desperate need to restrain the growth of Medicaid spending.  
However, squeezing payments to providers or limiting coverage is not the best 
approach.  The best alternative is fundamental reform that introduces choice 
and competition, and encourages private-sector coverage.  Incremental steps 
toward these objectives would benefi t Medicaid patients as well as taxpayers.

This study addresses problems in New York’s Medicaid program, sur-
veys promising reforms currently underway in other states, and recommends a 
number of changes.  Because Medicaid is a joint federal-state program, some 
fundamental reforms will require Congress to address the program’s future 
in a comprehensive way.  But New York policymakers can make dramatic 
changes in program design and cost without new federal legislation.  

Overview of Medicaid
Medicare and Medicaid were created in 1965 at the height of President 

Johnson’s Great Society and War on Poverty.  Medicare is a federally funded 
health care program for seniors and the disabled.  Medicaid is a joint federal-
state program for the poor and near poor.  Although each state operates its 
own program, the federal government sets the parameters for Medicaid and 
matches state spending.  Medicaid has grown far beyond the program original-
ly envisioned and the scope of the current program is staggering.  Nationally, 
Medicaid covers:

● One in every six people.

● One in every three children.

“Medicaid is the largest 
single expenditure by state 
governments.”
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● One in every two births.

● More than one of every two nursing home residents. 

The number of Medicaid enrollees nationwide rose by nearly one-third 
between 2000 and 2004.5  Currently at 53 million, the number is likely to 
grow much higher.  There are 10 million to 14 million people who are poten-
tially eligible but have not enrolled.6  Additionally, the number of seniors who 
qualify for Medicaid long-term care benefi ts is projected to grow rapidly as the 
Baby Boom generation begins to retire.  The population over age 65 will grow 
by nearly two-thirds (64 percent) by 2020, and the number of seniors over age 
85 will grow by 84 percent by 2025.7  

Although Medicaid is commonly assumed to be a health program for 
welfare recipients, only a small portion of enrollees receive Temporary Assis-
tance for Needy Families (TANF), the main cash assistance program.  Fur-
thermore, the number of individuals receiving TANF has fallen from almost 
13 million in 1996 to about 5 million in 2003; as a result, the proportion of 
Medicaid enrollees who are welfare recipients has also fallen.8  Surprisingly, 
there are ten times as many people on Medicaid as there are receiving welfare 
checks.  

Who Qualifi es for Medicaid?  Federal law requires the states to cover 
certain populations, including low-income seniors and pregnant women, the 
blind and disabled, and all children living in poverty.  The states can choose to 
cover children and families above the poverty level.  The states also impose 
their own asset tests to determine eligibility.  In New York, for example, a 
Medicaid-eligible individual can own a home, a car and personal property.  

Every state covers some optional Medicaid populations, which are cur-
rently about 29 percent of enrollees.9  New York, for instance, extends eligibil-
ity to include young children (ages one to fi ve) in households with incomes up 
to 133 percent of the federal poverty level, and infants to age one and pregnant 
women with incomes up to 200 percent of the federal poverty level. 

In theory, most seniors and most of the disabled are covered by Medi-
care, a wholly federal program paid for by the federal government.  However, 
there is a class of Medicare recipients called dual eligibles.  Although they 
qualify for Medicare, they can also receive Medicaid because of their low 
incomes and few assets.  Medicare is the primary payer, but states must pay 
for any benefi ts Medicare doesn’t pay for if Medicaid covers them.  More than 
one-third of all Medicaid costs are for dual eligibles.10 

How Do Enrollees Get Medical Care?  On paper, Medicaid coverage 
appears more generous than the health plans of most other citizens.  Potential-
ly, enrollees can see any doctor or enter any facility and have government pay 
virtually all costs.  In practice, things are different.  

Access to Primary Care.  Physicians and other health care providers 
can choose whether or not to participate.  About 30 percent of doctors do not 

“Ten times as many people 
are enrolled in Medicaid as 
receive welfare.”
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accept any Medicaid patients, and among those who do, many limit the num-
ber of Medicaid patients they will treat.  Access to care at ambulatory (outpa-
tient) care clinics is also limited: A recent survey found two-thirds of Medic-
aid patients were unable to obtain an appointment for urgent ambulatory care.  
In three-fourths of the cases, the reason was that the provider did not accept 
Medicaid.11

Access to Specialists.  The number of specialists who accept Medic-
aid is particularly limited.12  According to a recent New York Times series, for 
example:13  

● In New York City, a child with an irregular heartbeat was not able 
to see a cardiac specialist for nearly four months. 

● The parents of a boy needing corrective ear surgery were told the 
wait could be as long as fi ve years. 

● At specialty clinics run by teaching hospitals in the city, Medicaid 
patients often have to wait one to three hours for a 5 to 10 minute 
appointment with a less-experienced medical resident or intern. 

The problem is not limited to New York:

● Physicians say the University of Colorado Hospital is refusing 
Medicaid patients, and Medicaid enrollees there can face six- to 
eight-month waits for appointments at specialty clinics.14

● A 45-year-old Seattle woman admitted to the hospital with a triple 
fracture of her ankle waited nine days for a doctor to agree to take 
her case, because none of the orthopedic surgeons on staff would 
accept Medicaid.15

Access Through Managed Care Plans.  Medicaid managed care plans 
are one way the states have attempted to expand access to care, control costs 
and improve quality.  The choice of physicians and facilities are limited to the 
providers in the plan (as in private insurance plans) but contractual arrange-
ments between physicians and the plans ensure a degree of access that Med-
icaid patients typically do not have.  Nationally, about 27 million Medicaid 
enrollees, 61 percent of the total, are in managed care plans.16   The percentage 
of Medicaid enrollees in managed care ranges from none in a few states to 100 
percent in Tennessee.  Of the 4 million Medicaid recipients in New York in 
2004, 58 percent (2.3 million) were in managed care plans.17  

Under routine Medicaid, health care providers are reimbursed ac-
cording to fee schedules set by state administrators; and one reason so many 
doctors eschew the program is because fee payments are so low.  Under man-
aged care, however, the plans receive a set annual fee per enrollee to provide 
whatever health services the state covers and the plans can negotiate to pay 
providers higher fees than normal Medicaid rates.18  

In New York City, Medicaid managed care plans are operated by 
public hospitals, and outpatient care is provided by clinics and community 

“Medicaid appears more 
generous than private health 
plans, but access to care is 
more limited.”
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FIGURE   I

Medicaid Enrollees 
and Expenditures Nationwide

19%

48% 12%

27%

9%

16%

26%

43%

Note: Expenditure distribution based on Congressional Budget Offi ce data that includes 
only federal spending on services and excludes Disproportionate Share Hospital 
and supplemental provider payments, vaccines for children, administration and the 
temporary FMAP increase.  Total expenditures assume a state share of 43 percent 
of total program spending.

Source: Kaiser Commission estimates based on CBO and Offi ce of Management and 
Budget data, 2004.

New York Medicaid Enrollees and Expenditures

Source: “New York: Distribution of Medicaid Payments by Enrollment Group (in 
millions), FY2001;” and “New York: Distribution of Medicaid Enrollees by 
Enrollment Group, FY2001;”  both from Statehealthfacts.org, Kaiser Family 
Foundation.

10%

47%
11%

23%

13%

17%

33%
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“Nationwide, one-fourth of 
Medicaid enrollees account 
for two-thirds of costs.”

“One-third of New York Med-
icaid enrollees account for 
three-fourths of costs.”
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health centers.  Some of the provider networks only serve special populations, 
such as pregnant women, and once the women give birth, they must transfer 
to another network.19 Other states contract with networks created by the same 
private insurers who administer employer-sponsored health plans.20

Alternatives to Managed Care.  During the 1990s, large insurers and 
most employers turned to managed care as a way to control costs.  One way or 
another, these systems tended to reward providers for cost control.  Managed 
care has not proved popular with patients, however.  Whereas fee-for-service 
medicine gives providers an incentive to overprovide services, HMO-type 
fi xed payments create incentives to underprovide.  All too often, patients 
viewed managed care as an impersonal bureaucracy that puts cost control 
ahead of patient welfare.21  We will explore Health Savings Accounts as an 
alternative to managed care below.

Where Do the Dollars Go?  Roughly two-thirds of Medicaid spend-
ing nationwide is on optional populations and services:

● The general public tends to imagine the program primarily serves 
poor women and children; however, although this group includes 
three-quarters of all enrollees it accounts for less than one-third of 
the funds spent.22 

FIGURE   II

Optional and Mandatory 
Spending on Medicaid Populations

(percent of total spending)

Note: Bars represent percentage of total Medicaid spending.  
Source: “Medicaid and the Uninsured,” Kaiser Commission on Medicaid and the Unin-

sured, February 2005.

“Two-thirds of Medicaid 
spending is for optional ben-
efi ts; one-third is for manda-
tory benefi ts.”
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FIGURE   III

Who Pays Nursing Home Residents’ Bills?

Source: Ellen O’Brien and Risa Elias, “Medicaid and Long-Term Care,” Kaiser Com-
mission on the Uninsured, May 2004.  

National Expenditures on Long-Term Care, 2002
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58%
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15%

Other
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Private Sources
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Insurance
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Out-of-Pocket
24%

“Medicaid pays the bills of 
a majority of nursing-home 
residents.”

“Medicaid pays for almost 
half of the nation’s bill for 
long-term care.” 
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● By contrast, the elderly and disabled account for about one-fourth 
of enrollees but more than two-thirds of all costs.  [See Figure I.]  

States have considerable fl exibility to determine the types of services 
covered by Medicaid.  The federal government requires every state to offer 14 
mandatory benefi ts (for example, hospitalization, physician visits and so forth) 
but allows each state to choose which of 34 optional benefi ts it will cover, 
including prescription drugs, and long-term care.  [See Appendix Table IIa-c.] 
Two-thirds of Medicaid spending is on optional benefi ts. [See Figure II.] 23

Nursing home care is an optional benefi t that every state provides.  
Medicaid pays for 58 percent of all nursing home residents and 43 percent of 
all long-term care costs nationally.  [See Figure III.] Long-term care is used by 
only 9 percent of all enrollees. 24

How Is the Federal Contribution Determined?  One might assume 
that the federal government’s Medicaid contribution is based on each state’s 
poverty population.  This is not the case.  Using the percentage of the nation’s 
poor that live in each state as an indication of need, many states receive far 
more Medicaid dollars than they should while others get far less.  [See Table 
I.]   New York, for example, has 8 percent of the nation’s poverty population, 
but gets 12.9 percent of all federal Medicaid dollars.  By contrast, Texas has 
10.3 percent of the nation’s poverty population, but receives only 6 percent of 
federal Medicaid dollars.  As Figure IV shows, New York received 68 percent 
more than it would have based on the distribution of poverty alone.

● Vermont received more than twice as much as its portion of the 
poverty population.

● Maine received almost 97 percent more than it would based solely 
on the poverty distribution.

Among states that received far less than they should by this criterion:

● Virginia received only 69 percent of what it should have based on 
its share of the poverty population.

● Texas got about 57 percent of the funds it should have based on 
need.

● Nevada received only 51 percent.  

Poverty versus Other Factors.  Arguably, federal Medicaid spending 
should be based on more than the distribution of poverty.25  We should proba-
bly also consider ability to pay as well as differences in the cost of health care.  
Using state data on poverty, personal income per capita (as a proxy for ability 
to pay) and personal health expenditures per capita (as a proxy for health care 
costs), we performed a regression analysis of federal Medicaid dollars spent in 
each state.  [See Appendix Table I.]   It shows: 26

“The distribution of federal 
Medicaid dollars does not 
refl ect the distribution of 
poverty.”
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FIGURE   IV

Federal Medicaid Allocations in Select States
(percentage of what states should have 

received, based on poverty, in 2004)

Source: Authors’ calculations using data from Kaiser Family Foundation, U.S. Census 
Bureau.

● A 10 percent increase in the poverty rate in a state increases federal 
Medicaid spending in a state by 8.2 percent.

● A 10 percent increase in per capita health expenditures increases 
federal Medicaid spending for a state by 12.6 percent.

● However, a 10 percent increase in a state’s personal income per 
capita has no effect on federal Medicaid spending. 

Based on our analysis some states are receiving far more or far fewer 
Medicaid dollars than would be indicated, taking into account all three factors.  
Texas should receive almost 9 percent of federal Medicaid dollars instead of its 
current 6 percent.  By contrast, New York should receive only about 7 percent 
of total federal Medicaid dollars, instead of its current 12.9 percent.

The Federal Match Formula.  What accounts for these disparities in the 
distribution of federal funds?  The answer lies in a formula called FMAP (Fed-
eral Medicaid Assistance Percentage or the “federal match”) used to determine 
the percentage the federal government contributes to each state’s program.  

The formula uses the ratio of per capita income in a state to per capita 
income nationwide (a proxy for both poverty and ability to pay) to determine 

“Some states receive far more 
federal dollars than if the 
money were distributed based 
on poverty.”
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Alabama 2.14% 1.49% $2,709 72.10% $3,757
Alaska 0.17% 0.36% $654 225.11% $291
Arizona 2.32% 2.05% $3,717 90.95% $4,087
Arkansas 1.15% 1.19% $2,165 106.72% $2,029
California 13.28% 11.13% $20,226 86.60% $23,355
Colorado 1.26% 0.85% $1,542 69.59% $2,216
Connecticut 0.97% 1.16% $2,110 123.13% $1,714
Delaware 0.21% 0.24% $443 119.95% $369
Florida 5.67% 4.51% $8,196 82.15% $9,976
Georgia 3.19% 2.82% $5,129 91.45% $5,609
Hawaii 0.29% 0.35% $633 122.43% $517
Idaho 0.38% 0.41% $736 109.90% $670
Illinois 4.29% 3.37% $6,115 80.95% $7,554
Indiana 1.99% 1.77% $3,222 91.90% $3,506
Iowa 0.88% 0.85% $1,542 99.73% $1,546
Kansas 0.85% 0.69% $1,251 83.57% $1,497
Kentucky 2.01% 1.72% $3,122 88.18% $3,540
Louisiana 2.06% 2.05% $3,731 102.81% $3,629
Maine 0.42% 0.80% $1,458 197.39% $739
Maryland 1.53% 1.47% $2,678 99.79% $2,684
Massachusetts 1.64% 2.61% $4,739 164.23% $2,886
Michigan 3.69% 2.86% $5,193 79.89% $6,500
Minnesota 1.00% 1.60% $2,906 164.85% $1,763
Mississippi 1.49% 1.50% $2,717 103.72% $2,620
Missouri 1.92% 2.21% $4,020 118.83% $3,383
Montana 0.36% 0.29% $534 84.72% $630
Nebraska 0.46% 0.53% $968 120.60% $803
Nevada 0.72% 0.36% $651 51.04% $1,275
New Hampshire 0.20% 0.36% $661 191.77% $345
New Jersey 1.94% 2.51% $4,562 133.88% $3,408
New Mexico 0.88% 1.06% $1,933 125.42% $1,541
New York 7.96% 12.91% $23,458 167.50% $14,004
North Carolina 3.43% 3.07% $5,576 92.36% $6,037
North Dakota 0.17% 0.20% $371 123.51% $300
Ohio 0.37% 4.13% $7,511 116.44% $6,451
Oklahoma 1.04% 1.13% $2,056 112.24% $1,832
Oregon 1.17% 1.01% $1,844 89.37% $2,063
Pennsylvania 3.85% 4.65% $8,457 125.00% $6,766
Rhode Island 0.34% 0.57% $1,043 175.05% $596
South Carolina 1.72% 1.65% $3,002 99.29% $3,023
South Dakota 0.28% 0.24% $432 86.86% $497
Tennessee 2.60% 2.88% $5,230 114.33% $4,575
Texas 10.28% 5.95% $10,813 59.77% $18,091
Utah 0.66% 0.55% $1,001 86.14% $1,162
Vermont 0.13% 0.31% $557 235.66% $236
Virginia 1.93% 1.28% $2,335 68.82% $3,393
Washington 1.96% 1.67% $3,037 87.98% $3,452
West Virginia 0.71% 0.90% $1,641 131.20% $1,251
Wisconsin 1.88% 1.56% $2,829 85.37% $3,314
Wyoming 0.14% 0.15% $265 109.83% $241

TABLE   I

Federal Medicaid Spending by State 
versus Poverty Distribution (2004) 

Source: Authors’ calculations based on data from the U.S. Census Bureau and Kaiser Family Foundation.  

  Actual Actual    
 Share of  Share of Federal Share of Federal Spending
 U.S. Poverty Federal Expenditures Spending Based on Poverty
State Population Spending (millions) Based on Poverty (millions)
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the federal matching rate.  However, there is a 50 percent fl oor on the federal 
matching rate and an 83 percent ceiling, designed to bring states closer to 
the national average in terms of their funding ability.  A matching rate of 50 
percent means that a state receives one dollar in federal funding for every state 
dollar spent.  There is no limit on the number of state dollars the federal gov-
ernment will match; hence, states that spend more on Medicaid receive more 
federal dollars. 27  [See Appendix I for a detailed explanation of the formula.]   

However, the matching rate is enhanced by an additional amount equal 
to 30 percent of the difference between 100 percent and a state’s calculated 
matching rate.  For a state with a matching rate of 50 percent, the enhancement 
raises the matching rate to 65 percent.  The enhancement benefi ts high-income 
states, since it is calculated from the 50 percent fl oor.  New York, for example, 
receives about $1.86 for every dollar it spends instead of just the dollar-for-
dollar match resulting from the 50 percent fl oor.  Mississippi’s enhanced 
matching rate is 83 percent, so they receive $4.88 for every dollar they spend.  
However, the formula doesn’t benefi t Mississippi more than New York. 

The formula’s ability to narrow the disparities between states depends 
on how much each state spends.  In 2004, New York spent twice as much per 
capita on Medicaid as did Mississippi ($2,165 per capita compared to $1,180 
per capita, respectively).  Even though New York’s matching rate per dollar is 
lower, they receive more federal Medicaid dollars ($23.4 billion compared to 
Mississippi’s $2.7 billion) because they spend more.  Indeed, the Government 
Accountability Offi ce reports that while the federal matching rate moves 30 
states toward the national average (including Mississippi), it also moves about 
21 states away from the national average (including New York).  28 

How Much Is Lost to Fraud and Abuse?  Fraud and abuse have 
plagued Medicaid since its inception.  In 1997, the General Accounting Of-
fi ce estimated that fraud and abuse may be as high as 10 percent of Medicaid 
spending.29  For example, a 1993 investigative report of the Illinois Medicaid 
system by the Chicago Tribune found:30

● In one year, 71,064 Medicaid patients visited a doctor’s offi ce more 
than 11 times (compared to a national average of six visits per year), 
while four patients made more than 300 visits in one year. 

● In one day, one patient saw fi ve doctors, visited a pharmacy seven 
times and had 22 prescriptions fi lled with 663 pills. 

The Tribune also uncovered “Medicaid mills,” that freely prescribed drugs, 
syringes and other medical products that were sold by patients on the street.

More recently, a year-long investigation of New York Medicaid by the 
New York Times found massive provider fraud.  For example:31

● Dr. Rosen, a dentist in New York’s Medicaid program, claimed to 
have performed nearly 1,000 procedures in a single day.  

“The federal matching 
formula rewards states that 
spend more.”
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● In September alone she claimed to have performed 9,500 
procedures.  

● All told, she and a colleague billed New York Medicaid $5.4 
million in 2003. 

Most fraud is committed by physicians and other providers, rather than 
patients, but providers often turn a blind eye to unscrupulous patients abusing 
or defrauding the system.  For instance, the Times reports that a Brooklyn 
doctor prescribed more than $11 million worth of a synthetic growth hormone 
used to treat AIDS patients over a three year period.  Investigators say these 
patients were part of an elaborate scheme to obtain a drug popular with 
bodybuilders buying on the black market.  New York Medicaid’s yearly cost 
for this growth hormone grew from $7 million to $50 million within a year of 
the scheme becoming prevalent.  

Another source of fraud and abuse is the federal Supplemental Security 
Income (SSI) program.  Many people with disabilities access Medicaid 
benefi ts by qualifying for SSI.  Since coverage is often related to medical 
conditions that are fairly easy to fabricate or exaggerate, individuals and 
parents have incentives to misrepresent their medical conditions.  According 
to the Government Accountability Offi ce (GAO), “middlemen” who provide 
translation services to benefi ciaries who do not speak English, coach them on 
feigning and exaggerating mental disabilities in order to receive SSI benefi ts; 
middlemen also work with dishonest health care providers to supply faulty 
medical information.  Additionally, a number of SSI recipients have admitted 
to transferring ownership of assets in order to quality for SSI benefi ts.  

● Between 1990 and 1994, an estimated $74 million in assets were 
transferred, including cars, cash, houses and land.  

● Between 1996 and 1997, the Inspector General’s Offi ce received 
12,680 complaints of SSI fraud, constituting about 37 percent of all 
fraud allegations received from the public. 

Unlike the poor and near poor, whose income and assets can be 
documented, these recipients can “game” the system to obtain coverage.32

What Difference Does Medicaid Make? 
Medicaid was intended to improve access to medical care and thereby 

the health of the indigent.  Arguably, it has done neither.  And as the program 
has expanded to cover additional populations, including the near poor and 
even middle class individuals, the evidence suggests that it is displacing, or 
crowding out, private health insurance coverage.   

Impact on Access to Care.  It is commonly assumed that Medicaid 
enrollees have greater access to health care than if they were uninsured.  But 

“Fraud by providers and 
patients is a longstanding 
problem.”
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there is little evidence that is true.  Most enrollees rely on the same public and 
not-for-profi t hospitals and clinics that have always provided a health care 
safety net for the poor. 33  Medicaid is the primary social safety net for indigent 
health care — but not the only one.  For example, community health clinics 
and hospital emergency rooms are often providers of last resort.  The existence 
of this free care (charity care) often makes people eligible for Medicaid feel 
that enrollment is unnecessary.  Free care, in other words, appears to be a sub-
stitute for Medicaid. 

In fact, where Medicaid spending is low, spending on free care is high 
— and vice versa.  For example, an NCPA analysis of health regions in Texas 
found that the area with the highest average Medicaid cost per enrollee spent 
more than twice as much as the area with the lowest average cost.34  But we 
found that adding spending on free care to Medicaid spending cuts the varia-
tion in regional health care spending in half.  In other words, free care substi-
tutes for Medicaid spending, as regions that spend less on Medicaid tend to 
spend more on free care and vice versa.  [See sidebar on “Free Care.”]  

Impact on Health.  An oft-cited argument for Medicaid is that mak-
ing health care virtually free at the point of consumption encourages preven-
tive care and improves health outcomes.  This could potentially reduce over-
all health care costs.  Unfortunately, there is little evidence that this occurs.  
Studies suggest explicit attempts to encourage the use of preventive care by 
Medicaid benefi ciaries are generally unsuccessful.  For example, one study 

Free Care: The Health Care Safety Net
How exactly does free care substitute for Medicaid spending?  Despite a raft of studies claiming 

that being insured affects access to health care, there often is no difference in services rendered to those 
who seek care.  Take Parkland Hospital in Dallas, for example. Both uninsured and Medicaid patients 
enter the same emergency room door, see the same doctors and receive the same care. The hospital 
rooms are the same, the beds are the same, and the care is the same. As a result, patients have no reason 
to fi ll out the lengthy forms and answer the intrusive questions that Medicaid enrollment requires. The 
doctors and nurses who treat these patients are paid the same, regardless of patients’ enrollment in an 
insurance plan. So they tend to be indifferent about who is insured by whom. In fact, the only people 
concerned about who is enrolled or not enrolled in what plan are hospital administrators, worried about 
who will pay the bills. 

At Children’s Medical Center, next door to Parkland, a similar exercise takes place. Medicaid, 
SCHIP and uninsured children all enter the same emergency room door; they all see the same doctors 
and receive the same care. 

Interestingly, at both institutions, paid staffers make a heroic effort to enroll people in public 
programs — even as they wait for their medical care. Yet they apparently fail to enroll eligible patients 
more than half the time! After patients are admitted, staffers valiantly go from room to room to continue 
this bureaucratic exercise. But even among those in hospital beds, the failure-to-enroll rate is signifi cant. 

“Medicaid spending substi-
tutes for free care by doctors 
and hospitals.”
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found that outreach programs in North Carolina had a very small impact on 
utilization.35 Another study found that receiving Medicaid benefi ts for a year 
increased the probability children would receive checkups by only 17 percent.  
The researchers concluded that “factors other than insurance and income, such 
as the low educational attainment of low-income mothers, explain approxi-
mately 80 percent of the gap between low-income and other children in their 
well-child visits.”36 Additionally, there is no evidence that becoming eligible 
for Medicaid signifi cantly improves child immunization rates.37  

However, analyzing the use of Medicaid services tells us only about in-
puts, not outcomes such as health improvement.  The evidence of Medicaid’s 
effect on health is confl icting.   For example, Medicaid eligibility is somewhat 
associated with a lower risk of infant mortality.38  And University of Wash-
ington researchers found some evidence that Medicaid decreases low-weight 
births for medically high-risk women.39  Studies in other states, however, have 
found Medicaid expansion had little effect on prenatal care and outcomes.40

Impact on Income and Wealth.  Like other means-tested government 
benefi ts, Medicaid creates disincentives to work and save.41  Income tests 
discourage work by withdrawing benefi ts as income rises.  Asset tests encour-
age people to transfer or spend down their assets or avoid saving to become 
or remain eligible.  Knowing their medical needs will be covered by Medic-
aid, eligible families may boost consumption and save less for emergencies.  
University of Kentucky economist Aaron Yelowitz and Jonathan Gruber of the 
Massachusetts Institute of Technology found that Medicaid recipients con-
sumed more and saved less, reducing their average household wealth in 1993 
by $1,600 to $2,000 (in today’s dollars).42 

Impact on Private Insurance.  Many assume Medicaid insures 
people who otherwise would not have access to private insurance.43  However, 
Medicaid also induces some people to drop their private coverage in order to 
take advantage of free health insurance offered by the state.  Often this occurs 
when employers cease offering insurance coverage as large numbers of current 
and prospective employees become eligible for Medicaid.  As a result of such 
crowding out, the cost of expanding public insurance programs has been high 
relative to the gain.  For example, if for each new enrollee in a public program 
at least one person loses private insurance, there will be no net reduction in the 
number of uninsured, despite the higher taxpayer burden. If for every two new 
enrollees in the public program one person loses private insurance, the cost to 
the taxpayers for each newly insured person will double.44 

David Cutler of Harvard University and Jonathan Gruber of the 
Massachusetts Institute of Technology found that Medicaid expansions in 
the early 1990s were substantially offset by reductions in private coverage.45  
They found that for every additional dollar spent on Medicaid, private sector 
health care spending was reduced 50 to 75 cents on the average.46  Thus 

“Medicaid creates disincen-
tives to work and save.”
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taxpayers incurred a considerable fi nancial burden, but at least half, and 
perhaps as much as three-fourths, of the expenditures replaced spending by 
individuals, rather than buying additional medical services.  [See Figure V.] 

In 1997 Congress expanded access to public health insurance with the 
State Children’s Health Insurance Program (SCHIP).  This program provides 
additional federal matching funds to states to cover children in families whose 
incomes are too high to qualify for traditional Medicaid.   SCHIP also crowds 
out private coverage.  Take a low-income working family covered by an 
employer-sponsored health plan. The employer might have covered some or 
all of the cost of insurance premiums for the employee and family with pretax 
dollars.  But paying wages is more attractive to actual and potential employees 
if coverage is provided by the state.  Thus SCHIP offered some employees the 
opportunity to increase wages and reduce their out-of-pocket health care costs. 

As a result of expansions of Medicaid and SCHIP, the number of poor 
children without health insurance fell from 19 percent in 1997 to 11 percent in 
2003.  During this period enrollment of low-income children in public pro-

FIGURE   V

Crowd Out: Percent of New Coverage 
Offset by a Decline in Employer Coverage

Source: David Cutler and Jonathan Gruber “Does Public Insurance Crowd Out Private 
Insurance?” Quarterly Journal of Economics, Vol. 111, No. 2, May 1996, 
pages 391-430; and Mark McClellan, “The Bush Health Agenda - Part II; Tax 
Credits for the Uninsured,” National Center for Policy Analysis, Brief Analysis 
No. 415, August 20, 2002.  
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“Medicaid crowds out private 
insurance coverage.”
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grams increased from 29 percent to 49 percent.47  Meanwhile, the percentage 
of children from low-income families covered by private insurance fell from 
47 percent to 35 percent, although there was little change in the percentage of 
privately insured children in households at higher income levels.  [See Figure 
VI.]  Thus, SCHIP apparently induced low-income employees to drop their 
children from company-sponsored health plans.48  The crowd-out of private in-
surance due to the expansion of public programs was 0.6, meaning that every 
percentage point increase in public coverage resulted in a reduction of about 
0.6 percentage points in private coverage among low-income children.49

More recently, from 2001 to 2003, the proportion of low-income 
Americans enrolled in public programs rose 6.1 percentage points.  However, 
this increase was offset by a 4.9 percentage point decline in coverage by 
employer-sponsored plans. Overall, the rate of uninsured fell only about one-

FIGURE   VI

Health Insurance Coverage 
of Low-Income Children

Note: An additional 5 percent of low-income children had other public coverage, such as 
the Indian Health Service.  

Source: Peter J. Cunningham and Michael H. Park, “Recent Trends in Children’s Health 
Insurance,” Center for Studying Health System Change, Issue Brief No. 29, 
April 2000, Figure I; and Community Tracking Survey data, Center for Studying 
Health System Change.

“Increased Medicaid enroll-
ment was offset by a drop in 
private insurance coverage.”
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FIGURE   VII

Percentage-Point Change in Health 
Coverage for Low-Income Americans*

(2001-2003)

* Families with incomes 200 percent or less of the federal poverty level.  

Source: Bradley C. Struck and James D. Reschovsky, “Trends in U.S. Health Insurance 
Coverage, 2001-2003,” Center for Studying Health System Change, Tracking 
Report No. 9, August 2004, Figure 2.
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half point.50  [See Figure VII.]  Casual empiricism suggests that it takes a 13 
percentage point increase in public coverage to reduce the uninsured rate by 1 
percentage point. 

How New York Compares to Other States
New York has less than 7 percent of the U.S. population, but spends 

about 14 percent of the nation’s Medicaid dollars.51  The average New Yorker 
spends more on Medicaid (through taxes) than the average citizen of any other 
state.  The state also spends more on each Medicaid enrollee than almost any 
other state.  Including federal, state and local spending, in 2004, the latest year 
for which complete data is available:52 

● New York spent $10,349 per Medicaid enrollee, compared to the 
nationwide average annual cost of about $6,834. [See Figure VIII.]  
Only New Hampshire spent more.

● New York Medicaid spent about $2,165 for every man, woman and 
child living in state — more than any other state and almost two-
and-one-half times the national average of $873.  

“Medicaid expansion has 
not reduced the ranks of the 
uninsured.”
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Why Does New York Spend So Much More Than Other States?  
Some might assume that Medicaid costs are higher in New York because the 
cost of living is higher than in other states, especially in New York City.  How-
ever, we compared New York City to Columbus, Ohio, where the local cost of 
living is at the average for the nation as a whole.  The fi ndings:53

● In fi scal year 2003-2004, Medicaid spending in New York City 
averaged $9,842 per enrollee, almost twice as much as the $5,082 
spent in Franklin County (Columbus).

● Adjusted for the cost of living in each area, New York City spend-
ing per enrollee was still twice as high as in Columbus, Ohio.  

Thus higher living costs do not account for the relatively high Medicaid 
spending in New York. 

New York spends more because of policies that encourage higher 
spending and discourage cost control.  Other states share some of these same 
problems, but none have such a wide array of perverse incentives.  Specifi -
cally:  

● Unlike most other states, New York offers coverage to virtually all 
optional populations and covers virtually all optional services.

● New York underpays physicians and overpays hospitals, even 
though physician therapies are often more cost effective than hos-
pital therapies. 

FIGURE   VIII

Medicaid Expenditures per Enrollee, 2004
(selected states)

Source: Kaiser Family Foundation, U.S. Census Data, Centers for Medicare and 
Medicaid Services.  
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● New York does not use smart buying techniques, such as selective 
contracting, to reduce costs. 

● Compared to other states, New York pays premium prices for drugs 
and imposes few restrictions on doctors who prescribe the most 
expensive drugs, when lower-cost alternatives are often just as ef-
fective.  

● The political incentives to spend are greater since the New York 
legislature bears only a fraction of the cost (less than almost any 
other state) of the benefi ts it confers; a substantial share of the cost 
is borne by county property-taxpayers in addition to federal taxpay-
ers.  

● New York does not aggressively pursue fraud — even failing to 
spend a substantial portion of the federal funding available for anti-
fraud efforts.  

● New York’s insurance regulations raise the cost of private insur-
ance, and make (free) Medicaid coverage more attractive.  

Let’s look at how each of these features of the system raises costs.

Costly Policy: Offering More Benefi ts to More People.  One reason 
New York Medicaid is so costly is that the state covers virtually all optional 
populations and provides virtually all optional benefi ts.54  Medicaid covers an 
estimated 4 million New Yorkers,55 or one in every fi ve residents.  New York 
has a higher proportion of residents in Medicaid than most states — about 50 
percent more than the national average (21 percent versus 14.3 percent).56

There are 35 optional Medicaid services for which the federal govern-
ment will provide matching funds.  New York provides 31 of these services.  
These include, for instance, podiatry, which is only funded in 26 other states.  
Only 17 other states fund “personal care” and only 15 others offer private duty 
nursing. 57 [For a list of optional benefi ts, see Appendix Table IIa-c.]

Following is a detailed discussion of three of these optional benefi ts 
that are widely utilized in New York: long-term or nursing home care, home 
care and personal care, and transportation services.  Long-term care is an 
optional benefi t every state provides, but the New York program is unusually 
costly.  In other states, home and personal care substitute for more expensive 
institutional care, but all three types of benefi ts are utilized in New York to a 
greater extent than other states.  Finally, New York provides the most exten-
sive, and expensive, transportation services of any state.

Optional Benefi t: Long-Term Care.  Among the optional benefi ts New 
York provides is long-term care.  Although every state provides some nursing 
home benefi ts, New York spends more than the average state on institutional 
long-term care.  

“New York covers virtually 
all optional populations and 
benefi ts.”



Medicaid Empire     19

● About 17 percent of the Medicaid money spent on long-term care 
in the United States is spent in New York.58

● Nationally, Medicaid pays for two-thirds of nursing home care; in 
New York it pays for more than three-fourths of nursing home care 
(78 percent).59  

What accounts for the higher spending on long-term care?  One reason 
is that New York Medicaid has a higher proportion of blind, aged and dis-
abled benefi ciaries than the U.S. average — accounting for nearly one-third 
(32 percent) of its enrollees compared to the national average of 24 percent.60  
Adding to this is the higher labor and long-term care costs in New York City.  
A comprehensive study of all the states by the federal government found that 
nursing homes in New York state were about 46 percent more expensive than 
the national average, and even after adjusting for differences in the cost of liv-
ing are approximately 29 percent higher than the national average.61  Another 
study of metropolitan areas found nursing home costs in New York City were 
more than double that of other major cities.62

Optional Benefi t: Personal and Home Care.  Another widely utilized 
benefi t is personal care and home care.  Personal care, sometimes referred 
to as “custodial care,” generally involves assistance with activities related to 
daily living (bathing, toilet assistance, eating and housekeeping). Home care 
can also include assistance with daily living activities, but also includes skilled 
nursing.63  Some 13 percent of New York Medicaid enrollees utilize personal 
care and 8 percent use home care, compared to a nationwide average of 11 
percent and 2 percent, respectively.64  And, according to the Citizens Budget 
Commission — a taxpayer watchdog group — New York provides much more 
home care than any other state:65

● Whereas those receiving home care benefi ts in other states get 
helpers an average of 11 hours per week, the average is 30 hours 
per week in New York. 

● Average spending on personal care per capita is $18.11 across the 
country, but New York spends $91.21, more than four times as 
much.  

● Overall, fully a fourth of all Medicaid dollars spent on personal 
care nationwide are spent in New York!

Home health aides typically come once a day to wash dishes, perform 
light cleaning, deliver or prepare meals, and help with bathing and dressing.  
Enrollees often begin receiving personal care after discharge from a hospital, 
when a Medicaid offi cial assesses their level of disability and calculates the 
number of hours of assistance they need for daily living activities.  

  Once recuperated, most recipients have come to expect the higher 
level of service they were receiving (due to illness) and resist having the 

“One-fourth of all Medicaid 
personal care dollars are 
spent in New York.”
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number of hours of personal care assistance cut back.  If clients complain, the 
system generally favors clients over administrators.  In New York, Medicaid 
enrollees often use home care attendants for nonmedical tasks such as shop-
ping.  Furthermore, in some cases, assistants are chosen by the recipients 
themselves, and can include other members of the household, relatives or 
neighbors.  Thus, Medicaid often pays family members to do what they would 
have done anyway.

Home- and personal-care services may be justifi ed when they allow 
the disabled or frail seniors to avoid institutional care, but many New York-
ers receiving home care could perform more of the tasks themselves and are 
receiving more assistance than is needed to keep them out of institutionalized 
care.  Thus, apart from skilled nursing services, home care often amounts to 
free maid service. 

Optional Benefi t: Transportation.  New York also provides such non-
medical services as transportation.  For example, New York Medicaid pays for 
wheelchair-accessible vans (called ambulettes) to transport Medicaid enroll-
ees with mobility problems to and from medical treatments.  The service is 
intended to provide transportation only to those who use wheelchairs or who 
cannot walk without assistance.  But most of those taking ambulette rides have 
no mobility problems and, for them, the service is actually a free taxi service.  
In 2005, the New York Times reported:66 

● Two doctors each ordered more than 90 trips per day for patients. 

● At another clinic, one patient used the service 153 times in a single 
year while another patient used the service 152 times — about one 
ride every two-and-one-half days.  

● Other patients used the service more than 130 times. 

For patients who qualify for the service, cheaper alternatives exist.  A 
typical bus ride in New York City costs $2 and a taxi ride costs $10, according 
to the New York Times.  But Medicaid typically pays contractors $25 or $31 
each way to transport patients to their appointments in an ambulette.  Overall, 
New York Medicaid spent $316 million to transport patients to doctors’ offi ces 
and hospitals in 2003.  This works out to 10.5 million to 12.5 million rides per 
year.67

Costly Policy: Underpaying Physicians and Overpaying Hospitals.  
Routine examinations and treatments — including minor surgical procedures 
— can be provided more effi ciently in a doctor’s offi ce than a hospital.  But 
many doctors who could provide such services do not do so.  They do not par-
ticipate in Medicaid because reimbursement is so low.  As a result, the patients 
turn to much costlier settings, such as hospital clinics and emergency rooms.  

The Effects of Underpaying Physicians.  Medicaid reimbursement 
rates for physicians are typically lower than what physicians receive from the 
private sector in every state.  But in New York the discrepancy is even greater.  

“New York pays $60 to trans-
port patients who could ride 
a bus for $2.”
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In fact, New York has some of the lowest physician payment rates found any-
where in the country.  For instance: 68

● A New York doctor receives $30 for a visit by an established pa-
tient requiring a highly complex exam, whereas Mississippi pays a 
physician about $100 for the same exam.  [See Table II.]

● An eye doctor in New York receives $30 for a comprehensive 
examination of a new patient, whereas Texas and Florida pay more 
than twice as much for the same service.   

Another way to think about Medicaid physician payments is to com-
pare them to what Medicare pays: 

● Medicare pays physicians only 83 percent as much as private insur-
ers, on the average, nationwide.69

● Medicaid fees for physician services are 69 percent of what Medi-
care pays, nationwide, according to the American Academy of Pe-
diatrics,70 and perhaps as little as 62 percent, according to an Urban 
Institute estimate.71

Offi ce visit New York Florida Texas       Mississippi
New patient, minimal complexity $30.00 $31.20 $22.64 $30.10
New patient, minor complexity $30.00 $32.71 $35.73 $53.83
New patient, low complexity $30.00 $48.69 $48.28 $80.22
New patient, moderate complexity $30.00 $68.85 $70.64 $114.05
New patient, high complexity $30.00 $87.11 $87.83 $145.11

Established patient, minimal $30.00 $12.48 $11.73 $17.19
Established patient, minor $30.00 $21.84 $19.64 $31.52
Established patient, low $30.00 $26.61 $29.52 $43.32
Established patient, moderate $30.00 $41.46 $41.46 $68.19
Established patient, high $30.00 $60.29 $63.86 $100.07

Comprehensive eye exam, new patient $30.00 $66.90 $63.55 $106.30
Comprehensive eye exam, established $30.00 $49.83 $46.64 $78.58

Emergency room visit
Minimal to minor severity $17.00 $14.23 $22.63 $14.32
Low to moderate severity $17.00 $22.04 $35.73 $23.74
Moderate severity $17.00 $40.62 $48.28 $53.37
High severity $17.00 $62.20 $70.64 $83.30
Life threatening $17.00 $98.01 $87.83 $130.62

TABLE   II

Medicaid Provider Fees in Four States

Sources: New York State Department of Health, Florida Medicaid – ACS State Healthcare Services, Texas Medicaid & 
Health Partnership and Mississippi Envision.

“New York underpays physi-
cians.”
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● By contrast, in New York, Medicaid pays physicians only about 45 
percent of what Medicare pays.72  

Only two state Medicaid programs — in New Jersey and Rhode Island 
— pay physicians so little compared to Medicare.  In New York City, for in-
stance, Medicaid will only pay a specialist $30 for a consultation of moderate 
complexity, while Medicare pays $200.73  Medicaid physician payments also 
vary by type of service.  For example:74  

● New York Medicaid pays 65 percent of what Medicare pays obste-
tricians.

● It pays primary care providers only 40 percent of what Medicare 
pays.

● Other specialists are only paid about 31 percent of what Medicare 
pays.

These reimbursement rates affect access to care.  Laurence C. Baker 
and Anne Beeson Royalty found that a 10 percent increase in Medicaid fees 
raised the number of poor patients visiting offi ce-based (private) physicians 
by 3.4 percent, and correspondingly reduced the number visiting public physi-
cians (such as in public health clinics) by 3 percent.75  When physicians are 

FIGURE   IX

Percentage of Enrollees 
Receiving Inpatient Care

(annual average)

Source: “Medicaid Watch ‘05,” Public Policy Institute of New York State, No. 4, March 
24, 2005.  
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rewarded for taking complex cases, they have an incentive to accept them.  
When fees are not adjusted for the complexity of the case, they have an incen-
tive to avoid complex cases.

The Effects of Overpaying Hospitals.  When access to private physi-
cians is limited, patients rely more on inpatient treatment.  In New York state, 
18 percent of Medicaid patients receive inpatient care compared to just 11 
percent nationally.76  [See Figure IX.]  Furthermore, in contrast to its treatment 
of physicians, New York pays hospitals generously.  When New York deregu-
lated the hospital industry in 1997, the system of Medicaid fee-for-service was 
left largely intact, allowing Medicaid enrollees to go to any hospital, regard-
less of its effi ciency.  Consequently, Medicaid began to pay the highest fees of 
any payers — including private insurers.77  In most states Medicaid pays the 
lowest fees of any payer.

This generous payment policy does not give hospitals any incentive to 
increase productivity or reduce costs.  As a result, in 2003, New York Medic-
aid paid about $10 billion to hospitals for inpatient care, subsidies for gradu-
ate medical education and hospital-based clinics  — more than any other state 
Medicaid program.  Furthermore: 

● New York spends nearly three times as much per state resident on 
inpatient care ($530) as the national average ($185).78   [See Figure 
X.] 

FIGURE   X

Per-Capita Medicaid 
Hospital Expenditures, 2003

Source: “Medicaid Watch ‘05,” Public Policy Institute of New York State, No. 4, 
March 24, 2005.  
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● The inpatient cost per Medicaid enrollee in New York is also 
greater than in other large states — $1,794 in 2003, compared to 
$725 in Texas, $815 in California and Ohio, and  $884 in Florida.79  
[See Figure XI.] 

For instance, some New York hospitals have high fi xed operating 
costs — due to a large number of empty beds.  (Empty patient rooms gener-
ate no revenue, but incur costs — such as heating and cooling.)  In fact, New 
York has 21 percent more hospital beds per capita than the national average.  
Statewide, about 9,100 hospital beds were eliminated from 1990 to 2005, 
but experts suggest that closing another 20,000 beds would make the system 
more effi cient while meeting the demand for beds.80  New York has somewhat 
reduced excess capacity, but instead of closing the most ineffi cient and under-
utilized hospitals, it has closed a few beds at a number of hospitals.81  

Furthermore, average administrative costs in New York hospitals are 
more than 13 percent higher than the national average and the cost of patient 
care is nearly 10 percent higher — after controlling for case severity and 
higher regional labor costs.82  For similar cases, Medicaid-paid hospital stays 
in New York cost about 30 percent more than the national average.83  [See Fig-

FIGURE   XI

Inpatient Cost per Medicaid Enrollee, 2003

Source: Authors’ analysis of Medicaid spending on inpatient care based on Kaiser Family 
Foundation data available at StateHealthFacts.org.
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ure XII.]  And patients spend 37 percent longer in the hospital, on the average, 
than patients with similar conditions in other states.84 

Costly Policy: Ineffective Managed Care.  Managed care was intro-
duced into Medicaid in order to increase access to care, and to provide ser-
vices effi ciently.  In New York City, Medicaid managed care has done a poor 
job of pursuing both goals.85  

Managed care organizations usually contract with area hospitals and 
doctors to provide services at negotiated discounts.  However, most New York 
City Medicaid managed care plans are administered by large public hospitals, 
which are the primary providers of health services.86  These organizations do 
not have the same incentives to control costs as private sector insurers.  For 
instance, a private sector insurer would seek to hold down the cost of caring 
for enrollees by contracting selectively with health care providers who were 
effi cient at providing specifi c services.  Yet a public charity hospital that has 
contracted to care for the same group has the incentive to perform all medical 
services in-house even if its facilities are not as effi cient at providing some 
medical services as other hospitals. Even if the hospital is ineffi cient and los-
ing money, keeping all medical services in-house minimizes loses.  Whereas a 
nonprofi t or for-profi t health plan would go out of business, a charity hospital 
often uses political clout to increase subsidies.  

Furthermore, most New York City public charity hospitals lack large 
networks of participating physicians and have to rely on outpatient clinics 

FIGURE   XII

Cost per Hospitalization

Source: Steven Malanga, “How Politics Crippled Health Care,” New York Post, July 
16, 2001.  Based on a study by the Data Advantage Consulting Group.  
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affi liated with the hospital.87  As a result, access to physicians is less conve-
nient and many enrollees cannot see the same doctor each time they schedule 
an offi ce visit.  This reduced access to primary care physicians often leads to 
over-use of emergency departments in situations when a physician offi ce visit 
would have been less costly.  

Most states, including New York, have enrolled a signifi cant proportion 
of their Medicaid benefi ciaries in managed care plans.  However, like most 
states, New York exempts substantial patient populations from its mandatory 
managed care enrollment:  the elderly and disabled.  Seventy percent of Med-
icaid costs in New York are for the elderly and disabled.  The average yearly 
cost per person to care for them is 10 times higher than for nondisabled chil-
dren and fi ve times the cost of caring for the parents of nondisabled children.  
Exempting the most intensive users of Medicaid services from cost-control ef-
forts is an expensive missed opportunity.  These patient groups have problems 
accessing care, and could benefi t from the continuum of care and case manage-
ment that managed care networks can offer.  For many of them, managed care 
is not even available on a voluntary basis.  

Uniquely, New York applied for and received a special waiver to allow 
managed care plans, community groups and clinics to recruit new enrollees 
and help them fi ll out the enrollment forms.  This process, known as “facili-
tated enrollment,” makes it easier to sign up ineligible people and gives HMOs 
the ability to steer enrollees to their own fi rms.88  It also allows managed care 
contractors to sign up less costly patients and avoid more costly ones.  

An alternative to managed care is to allow patients to manage their own 
health care dollars and shop for care as empowered consumers in the medical 
marketplace.  We will consider this option below.  

Costly Policy: Paying Premium Prices for Drugs.  New York spends 
more on drugs than any other state — about $3.413 billion in 2002.89  It also 
pays higher average prices for drugs than any other state except New Jersey.90  
And it spends more on drugs per enrollee than any of the other 10 most popu-
lous states, at about $957 per enrollee.91 

Why?  One reason is that the New York state program provides few 
incentives for enrollees to economize on drug costs, despite evidence that there 
is wide variation in prices for the same drug as well as less expensive generic 
and therapeutic alternatives for many drugs.92  Furthermore, according to a 
2004 Inspector General’s report, New York consistently paid some of the high-
est prices of any state for Medicaid drugs.93  For instance:

● New York pays $3.67 per dose for the acid refl ux drug Omeprazole 
even though an identical drug, Prilosec, is available over-the-coun-
ter for about 75 cents per dose.94  

● New York paid $18.70 per container of the asthma drug albuterol 
while Texas Medicaid only pays $6.63.

“New York spends more on 
drugs than any other state.”
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Another reason for New York’s high drug costs is that the state does 
little to restrict the drugs for which it will pay.  Many private health plans have 
some type of preferred drug list with increased cost sharing for drugs that have 
signifi cantly cheaper alternatives.  Most state Medicaid programs have a drug 
formulary, which is a list of prescription drugs for which the program will 
pay.  The drugs are selected through a competitive bidding process, and drug 
companies usually agree to reimbursement rates that are steeply discounted 
from the retail price.  Many states will only include one drug from a class in 
the formulary.  Another way to save money is negotiating discounts with drug 
manufacturers.95  New York has taken steps to reduce drug spending, but their 
efforts have lagged behind other states and have so far been ineffective.  It 
recently began encouraging the use of generic drugs, but doctors can easily 
substitute higher-priced brand drugs.96  

As with other types of managed care there is a danger that drug formu-
laries can become bureaucratic obstacles that prevent patients from getting the 
drugs they need.  Also, administrators may be tempted to sacrifi ce quality care 
in order to reduce costs.  Ideal drug policy minimizes costs without harming 
patient welfare.  Poor drug policy harms patients and may (because of adverse 
health effects) not even reduce costs.97  Frank Lichtenberg of Columbia Uni-
versity has found that newer, more expensive drugs may offer more effective 
treatment and reduce total health care costs.  Lichtenberg found that lowering 
the average age of drugs used by roughly a decade (that is, from 15 years to 

FIGURE   XIII
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5.5 years) results in an increase of $18 in drug spending but a net reduction 
in total health care spending by $111.  Most of the net reduction was due to 
decreased hospitalizations and fewer offi ce visits.98  

Costly Policy: Shifting the Cost of State Mandated Benefi ts onto 
Local Governments.  One reason for the higher cost of New York Medicaid 
is the unusual way in which the program is fi nanced.  Unlike other states, New 
York requires its counties to pay a substantial portion of Medicaid costs.99  
Figure XIII shows the break-down of New York Medicaid funding.  Counties 
bear about 17 percent of the total cost of Medicaid.  New York City’s local 
contribution is another 8 percent of the total.  The federal government pays 
half the cost.  Thus the State of New York pays only one-quarter of the cost of 
Medicaid.

For every dollar the state spends, it can confer $4 of benefi ts.  Politi-
cians, therefore, are tempted to continue to confer benefi ts paid for by some-
one else.  This means the state has much less incentive to economize.100  As 
a result, New York State spends about 28 percent of its budget on Medicaid 
— plus the counties’ spending — compared to about 22 percent of state bud-
gets nationally.101   [See Figure XIV.]

According to the New York Times, many counties raised taxes more 
than 40 percent from 2003 to 2005.  For instance, taxes in Albany County in-
creased by about 70 percent over the past few years — largely to pay its share 
of Medicaid costs.102  To pay their Medicaid bills, some New York counties 
have cut other services:103 

● Sparsely populated Chemung County closed a library two years 
ago.

● Chautauqua County cut back on bus routes and sheriff’s deputies.

● Oswego County reduced its work force by 16 percent and sold its 
nursing home. 

● In 2005 Niagara County cut 96 staff positions.

Since property taxes are the main source of county revenue, Medic-
aid has caused substantial property tax increases.104  According to the Public 
Policy Institute of New York, taxpayers living in upstate New York pay nearly 
$1 billion a year in additional taxes compared to an average state due to Med-
icaid.105  This has negatively affected the state’s economy.106  County lead-
ers complain the tax rate is slowing business development.  A 2004 Moody’s 
Investors Service report claims that counties in New York are facing fi nancial 
trouble because of increasing costs, including employee wages and benefi ts, 
and the counties’ share of Medicaid.107 

Costly Policy: Ignoring Fraud.  As noted above, 10 percent of Medic-
aid spending nationwide may be lost to fraud.108   In New York, a former State 
Inspector General estimates that waste and unnecessary services that don’t rise 

“Counties have cut services 
and raised taxes to pay for 
Medicaid.”
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FIGURE   XIV

New York Medicaid 
(percent of state budget, 2003)

* Based on authors’ calculations.

Source:  “2003 State Expenditure Report,” National Association of State Budget Offi cers; 
and “Medicaid, Inc.” Rochester Business Alliance and Rump Group.  
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to the level of criminality may add another 20 to 30 percentage points to this 
amount.109 

The New York Times found massive fraud merely by analyzing data 
obtained through the Freedom of Information Act.  The state has failed to try 
reforms that other states have used successfully.  It has also failed to pursue 
cases when fraud is found.110  A 2000 press release from the Offi ce of the New 
York State Attorney General illustrates the size of the problem.  On the occa-
sion of the 25th anniversary of the New York Medicaid antifraud unit, Attor-
ney General Eliot Spitzer’s offi ce announced a total of $326 million in fi nes, 
overpayments and restitution had been recouped since the unit’s inception 25 
years earlier.111  Yet the amount they recovered in two-and-a-half decades was 
equivalent to only about 7 percent of the estimated cost of fraud that occurred 
in 2005.  In the past 15 to 20 years, the number of people dedicated to fi ght-
ing Medicaid fraud in New York has fallen by about 70 percent.  Interestingly, 
the amount of money recovered by the antifraud team has fallen by about that 
same percentage since 2000.112  In 2004, New York Medicaid paid about 400 
million claims, but only 37 cases of suspected fraud were uncovered.113  

“New York Medicaid spending 
equals more than one-third of 
the state budget.”
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Other states are far more aggressive in rooting out fraud.  In recent 
years California added about 400 people to its antifraud staff.  The Medicaid 
budgets in Ohio and Illinois are only about one-quarter of the budget in New 
York, but they audit three times as many providers each year.114  The federal 
government is willing to pay 75 percent of the cost of beefed-up state antifraud 
efforts, but New York does not spend enough to receive the full federal match. 

Until recently, New York counties were not allowed to police the Med-
icaid providers within their areas, even though they pay a signifi cant portion of 
the costs.  They could not investigate doctors and providers who where bilk-
ing the program with questionable billings, and were not even allowed to fi nd 
out what local providers were billing Medicaid for services.115  The state alone 
had the power to investigate fraud.  Unfortunately, the state has done a dismal 
job.116

In the fall of 2005, the New York State Department of Health fi nally 
allowed 12 counties to look for unusual patterns in billings from Medicaid 
providers that might indicate fraud.117  After examining just a small portion of 
the program, investigators in Rockland County discovered what appeared to 
be $13 million in questionable charges over a period of less than two years.118  
Even when patterns of fraud are found, local offi cials are not allowed to pros-
ecute, sue or even suspend the providers.  Only the state Department of Health 
has that authority.119 

Costly Policy: Crowding Out Private Insurance.  As noted, Medic-
aid crowds out private insurance coverage by offering a free alternative.  New 
York exacerbated this effect by enacting two regulations in 1993 that raised the 
cost of private insurance: community rating and guaranteed issue.  These laws 
allow people to obtain insurance once they become ill (guaranteed issue) and 
require insurers to charge the same price regardless of age and health status 
(community rating).  As a result, young, healthier people are substantially 
overcharged for their insurance while older, sicker people generally pay less 
than their true cost of care.  For instance:

● Just prior to enactment of these laws, a New York family of four 
headed by a 30-year-old could obtain coverage for about $4,000 per 
year. 

● Immediately after enactment, that family’s cost rose to $7,680.  

● After a decade of premium increases, health insurance now costs 
the same family about $11,000.120 [See Figure XV.]

Conversely, in 1993, a family headed by a 60-year-old paid $11,640 an-
nually.  Immediately after guaranteed issue and community rating were enact-
ed this fell to $7,680 and 10 years later stood at about $11,008.  So, in effect, 
the expected health care costs of the older, more-expensive-to-treat couple was 
shifted to the younger, healthier couple.   

“New York uncovered only 37 
cases of fraud in 2004.”
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Source: Figures from 1993 compiled by Conrad F. Meier from data supplied by New York 
State Department of Insurance.  See Conrad F. Meier, “New York Health Insur-
ance: ‘Consumers Are Outraged,’” Heartland Institute, Health Care News, Part 3 in 
a series, April 1, 2004.

FIGURE   XV
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Defenders of these laws claim that they protect consumers by guaran-
teeing access to coverage — especially for those who are ill and need care the 
most.  But the only people who have an incentive to purchase coverage are 
those who are ill.  After all, why pay premiums when you are healthy if you 
can always insure (at the same rate) after you get sick.  But if only ill people 
join a health insurance pool, the cost per person will be enormously high.  As 
more and more healthy people drop insurance and those remaining in the pool 
are sicker and more expensive to treat, premiums must be raised.  This creates 
an incentive for the young and the healthy to drop their coverage or to avoid 
buying insurance in the fi rst place.  One study found that community rating 
and guaranteed issue in the small group market increased the likelihood of be-
ing uninsured by more than 28 percent.121  

The Politics of Medicine.   We have seen that Medicaid spending in 
New York is unusually high.  But why do taxpayers and policymakers tolerate 
such high costs?  New York City has an especially large number of medical 
schools, teaching hospitals and research centers.  Higher Medicaid reimburse-
ment rates for hospital services pay for these resources.122  New York labor 
unions are powerful, and hospital labor is well paid.123  In 2002, the New York 

“Insurance regulations raise 
the cost of private coverage.”



32     The National Center for Policy Analysis

State legislature increased Medicaid reimbursements for hospitals in order 
to raise the wages of certain health care workers.124  Although recruiting and 
retaining health care workers might sound like a worthy goal, the move was 
largely due to strong health care unions that primarily represent low-skilled 
workers.125  About 10 percent of New York’s nonagricultural workforce 
(800,000 people) is employed in health care, making providers politically pow-
erful opponents of reform.126  

Whenever fi scal restraint is suggested, reform opponents fi ght tooth 
and nail to derail the process.  In 1999 the Service Employees International 
Union local 1199 and the Greater New York Hospital Association launched an 
expensive lobbying campaign warning of huge layoffs and closed hospitals.127  
Again, in 2005, when Gov. Pataki announced plans to restrain Medicaid costs, 
the same union and the Greater New York Hospital Association ran advertise-
ments using scare tactics to attack the plan.128

Recommendations for 
New York Medicaid Reform

If New York Medicaid were as effi cient as the average state program, 
it could spend billions of dollars less to achieve the same health outcomes, 
and would have billions of dollars each year to fund tax cuts or other spending 
programs.  Achieving average Medicaid effi ciency is a modest goal.  A more 
ambitious goal is to achieve the effi ciency of the average private-sector health 
plan.  

New York can improve Medicaid services, while controlling costs, 
by adopting common-sense reforms, including techniques commonly used in 
the private sector; by contracting with private sector providers for services; 
by fundamentally restructuring its program; by giving enrollees fi nancial 
incentives to reduce unnecessary use of services; and by moving patients 
out of Medicaid and into private sector plans.  As part of this reform effort, 
the state also needs a complete overhaul of long-term care and home health 
services.  

Some of these reforms could be carried out by the state on its own, 
while others require what amounts to pro forma approval from the federal 
government.  More aggressive reforms require specifi c federal waivers.  [See 
the sidebar “Using Waivers to Implement Reforms.”]  The most desirable 
reforms will require federal legislation.  

Common-Sense Reforms
To reduce Medicaid costs, New York should begin by employing 

measures that are common in the private sector and that achieve results.  The 
following are some examples.  

“There are many opportuni-
ties to improve quality and 
control costs.”
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Using Federal Waivers to Implement Reforms
Section 1115 waivers, granted by the Centers for Medicare and Medicaid Services (CMS), have 

traditionally been used to test innovative, comprehensive Medicaid reform.  In 2001, the Bush admin-
istration announced a streamlined waiver process called the Health Insurance Flexibility and Account-
ability (HIFA) initiative.  Through HIFA (pronounced Hifa) waivers, states have the opportunity:1 

● To reduce some benefi ts in order to increase other benefi ts; 

● To reduce benefi ts in return for increases in the number of people eligible for those benefi ts; 
or

● To reduce benefi ts for some people in order to create a new set of benefi ts for others.  

Suppose a state wants to expand eligibility to a new population (and qualify for federal matching funds 
for its spending on that group).  Under a HIFA waiver the state can access three sources to pay its share 
of costs for the newly eligible:  

● Disproportionate Share Hospital (DSH) funds, which are federal and state funds available to 
hospitals treating a disproportionate number of Medicaid and charity care patients.  

● Unspent State Children’s Health Insurance Program (SCHIP) funds.  

● Savings from the reduction of Medicaid benefi ts for currently eligible populations or the 
reduction in eligible populations.  

Furthermore, the benefi ts created for the newly eligible group can be more limited than the ben-
efi ts that were available to the previously eligible group.  

There are certain restrictions on the waivers.2  They are usually valid for only three years 
(although they can be renewed).  They must be budget neutral (that is, require no additional federal 
spending).  The state must be trying to “research an idea” (rather than just trying to cut costs).  Certain 
populations must be “held harmless” (usually pregnant women and children).  Certain benefi ts must be 
protected.  However, states can adjust almost all their benefi t, eligibility and reimbursement standards.  
If the waiver proves unsuccessful at any time, the state can unilaterally cancel it after closing the pro-
gram to new enrollees for six months.

The purpose of HIFA waivers is to allow the states to expand eligibility without spending more 
money.  Used to implement a defi ned contribution program, a waiver can improve the quality of care 
and patient satisfaction.

There are two caveats regarding waivers.  First, these programs must be monitored carefully 
to ensure that projected savings appear.  Otherwise, all the waiver will do is increase enrollment and 
costs.3   Second, a bureaucracy can kill any new initiative.4  It is usually not in the interest of an agency 
to admit that there is a better way to do business.  Alternatively, the waiver could be administered di-
rectly from the governor’s offi ce or some new independent agency or board.  For example, if a Med-
icaid program is restructured to use private insurance, perhaps it should be administered by the State 
Commissioner of Insurance rather than the present Medicaid bureau.   
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Substituting Less-Expensive for More-Expensive Providers.  Why 
pay more when the same quality of care is available for less?  Private-sector 
health plans routinely contract selectively with providers, choosing to direct 
their enrollees to providers who charge less for the same level of quality.  
These plans typically require enrollees to use facilities and physicians that are 
“in network,” or to pay a larger share of the cost if they use providers that are 
“out of network.”  Competition encourages potential contractors to discount 
services.  It also improves quality by giving hospitals incentives to specialize 
in those services they do well.  

Through specialization, hospitals can perform a large volume of pro-
cedures, or care for a large volume of patients with similar conditions, at a 
lower cost.  Hospitals can reduce costs by eliminating ineffi ciencies, including 
unnecessary services, excessively long hospital stays, excessive compensation 
to noncritical staff, ineffi cient staffi ng levels, and so forth.  Hospital executives 
will fi nd innovative ways to cut costs when they have better incentives to do 
so.129

Selective contracting can work for New York Medicaid.   There are 
opportunities to negotiate discounts for most medical services.  Other states 
are using competitive bidding and selective contracting for eyeglasses, medi-
cal equipment, transportation and other services.130 For example, Medi-Cal, 
California’s Medicaid program, began selective contracting for hospital ser-

1 In August 2001, under authority granted by Congress, the Centers for Medicare and Medicaid Services (CMS), formerly 
known as the Health Care Financing Administration (HCFA), announced the Health Insurance Flexibility and Accountabil-
ity (HIFA) Demonstration Initiative.  

2 Clarke Cagey, “Health Reform, Year Seven: Observations about Medicaid Managed Care,” Centers for Medicare and Med-
icaid Servcies, Health Care Financing Review, Vol. 22, No. 1, Fall 2000, page 127.  Available at http://www.hcfa.gov/Med-
icaid/obs7.htm.

3 If implementing a statewide waiver is politically diffi cult, another approach is to do so geographically.  Carve out similar 
economic and social geographic regions.  Have half continue the present program, have the other half use the new defi ned 
contribution approach.  The waiver would measure costs, provider and payer participation, quality of care and patient 
satisfaction.  The waiver could also contemplate block-granting portions of the program to local governments (see the 
discussion below).  This could target inner-city, rural or highly dependent “safety net provider” areas to assure that they are 
helped or held harmless.

4 The Medicare+Choice program, for instance, was greatly hampered by restrictions in the initial legislation.  The regulations 
implementing the law were so restrictive that its marketplace incentives were smothered.  

5 Utah, for example, received a waiver for a program that limits enrollment until program evaluations can be completed to 
determine its effects on such things as emergency room use.  

A HIFA waiver without any cost-control efforts would be unwise.  But a HIFA waiver can be 
used to provide market incentives to improve quality and reduce costs.  Furthermore, phasing in parts 
of the HIFA waiver and limiting eligibility expansions until each phase has been evaluated can limit 
unanticipated fi nancial risks.5  

Using Federal Waivers to Implement Reforms (continued)

“New York could contract 
with the most effi cient provid-
ers for each service.”
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vices in the early 1980s.  Four years later the state was spending nearly 8 
percent less than it would have without selective contracting.131  The Centers 
for Medicare and Medicaid Services (CMS) found that contracting reduced 
per diem charges for hospital stays in California about 16 percent below what 
they otherwise would have been. The greatest savings were in areas with stiff 
competition among hospitals.132  

Although New York Medicaid managed care plans are free to negotiate 
with providers, we have seen that there is an unfortunate confl ict of interest.  
Many Medicaid managed care plans in New York City are administered by 
charity hospitals that have an incentive to use their own facilities as much as 
possible.  

Over the last 10 years, hospital pricing in New York State has been 
deregulated so that private insurers are free to negotiate hospital charges for 
both their managed care and fee-for-service plans.133  This allows an insurer 
or health plan to selectively contract with hospitals for particular services and 
steer patients to those facilities by requiring a patient or doctor to obtain a 
preauthorization from the health plan before admission.  Unfortunately, New 
York Medicaid has not taken advantage of this for hospitals serving its fee-for-
service patients.134  In New York, hospital reimbursement rates for Medicaid 
patients are set by the state and do not vary, regardless of the hospital used.  

New York Gov. George Pataki has proposed allowing Medicaid to con-
tract for high-cost, specialty hospital services for fee-for-service patients.135  
Medicaid would award contracts to selected hospitals and negotiate payment 
rates for services provided by those hospitals.  For example, Medicaid could 
selectively contract specifi c high-cost procedures to “Centers of Excellence,” 
hospitals that perform a high volume of particular procedures for which there 
is a demonstrated relationship between volume and quality.  Hospitals that 
don’t receive contracts would not be reimbursed for providing such services 
unless they were preauthorized, or the patient was admitted due to an emer-
gency.  This is a modest reform that is long overdue.136 

Substituting Less-Expensive for More-Expensive Therapies.  Treat-
ment in outpatient settings, such as doctors’ offi ces, is generally less expensive 
than treatment in a hospital.  However, Medicaid patients have limited access 
to physicians other than in public health clinics or hospital emergency rooms.  
Paying higher fees to physicians could increase patients’ access to health care 
and reduce expensive emergency room visits.  The key to improving patient 
access is to raise reimbursement rates for examinations, tests and procedures 
that can be performed in a doctor’s offi ce.  

Performing more procedures in outpatient settings that were once only 
performed in hospitals (such as minor surgeries that don’t require an over-
night stay) is a common way of reducing costs.137  A Pennsylvania study found 
about 10 percent of all hospitalizations for patients under age 65 are poten-
tially avoidable.  Caring for these patients in lower-cost, more appropriate 
settings could have saved about $2.8 billion.  In some cases procedures were 
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performed in hospitals that could have been done in outpatient clinics.  In other 
cases, inpatient care could have been avoided by timely physician care.138  

Substituting Less-Expensive for More-Expensive Drugs.  Managed 
care health plans use a variety of techniques to control drug costs, including 
preferred drug lists, formularies, negotiated prices with drug companies and 
single-source drug distributors.  For example, many plans require enrollees to 
use a specifi c mail-order drug supplier to avoid a higher copay.  Health plans 
frequently contract with a pharmacy benefi t manager (PBM) to handle drug 
benefi ts.  PBMs require enrollees to obtain a preauthorization to purchase 
brand name drugs that aren’t on their list of preferred or formulary drugs, or to 
use a non-network pharmacy. 

Medicaid managed care plans generally also use PBMs to manage their 
drug benefi ts.  However, some states have rules and regulations that limit the 
ability of PBMs to control drug costs.  For instance, laws that prevent a PBM 
from requiring the substitution of generic drugs when they exist are used in 
some states.139  There are several bills pending in the New York legislature that 
would limit the ability of PBMs to require the use of mail-order pharmacies.140  
New York also has a bill pending that would require PBMs to reimburse any 
pharmacy willing to meet the requirements of a drug plan.       

New York Medicaid should follow the example of other states and en-
courage the use of less-expensive drug alternatives, where quality is the same 
— including therapeutic, generic and over-the-counter substitutes.  In the past 
few years, a number of prescription drugs have been moved over the counter, 
and are available at a much lower cost and without the hassle of obtaining a 
prescription.  For example, take Claritin, a drug used by allergy suffers that 
was formerly available only by prescription. When it became available over 
the counter, the price fell substantially.  The current prescription version of the 
drug, called Clarinex, is chemically similar.141  Yet a year’s supply of Clarinex 
costs about $949, compared to only $280 for Claritin and less than $15 for an 
OTC generic equivalent.142  Another example is the prescription version of the 
heartburn medication Prilosec, which cost $122.99 for 30 capsules at Wal-
greens.com, a daily cost of about $4.10.143  Currently, Walgreens.com sells a 
box of over-the-counter Prilosec with 42 capsules for $25.99, or a daily cost of 
62 cents.144  

The drug company Glaxo recently asked the Food and Drug Admin-
istration for the right to sell the obesity drug Xenical (Orlistat) over the coun-
ter.  This might be an effective medication for overweight Medicaid patients.  
Glaxo expects the over-the-counter version to cost about two-thirds less than 
the prescription price.145  However, doctors will continue to prescribe the pre-
scription version because it will cost Medicaid patients less out of pocket, even 
if they are charged a small copay (usually $3).

Unfortunately, Medicaid (and Medicare) will not pay for over-the-
counter drugs, even if they can be substituted for more-expensive prescription 
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drug therapies.  Furthermore, there is a danger that drug formularies will 
become bureaucratic obstacles to needed therapies.  One way to resolve these 
problems is to allow Medicaid patients to control some of the funds for their 
own health care.  New York should consider allowing patients, rather than 
bureaucrats, to make these choices.  

Arranging Cash Accounts for Patients with Disabilities.  A number 
of states have received waivers that allow them set up cash accounts which 
disabled Medicaid recipients can use to manage their own health care dollars 
and have direct control over the purchase of needed services.146  These pro-
grams, called “Cash and Counseling,” use a defi ned contribution approach.147  
The patient is given a set dollar contribution and is free to choose his or her 
providers.  The programs also involve counseling to assure that the patient 
is well-informed.  Under traditional Medicaid, the states select the providers 
without patient input.  Under this program, the patient can now choose his or 
her own provider.  Surveys of participants in the program show that they have 
a higher quality of life with fewer unmet health needs.148  Remarkably, patient 
satisfaction is almost 100 percent.149  

Reducing Errors in Diagnosis and Care.  Eliminating errors in 
diagnosis can lead to better treatment at lower cost.150  Some of the most 
dangerous and costly problems in our health system include drug misuse, 
antibiotic overuse, preventable hospital-acquired infections, and the under-
diagnosis and mistreatment of chronic conditions.151  The Institute of Medicine 
found that between 44,000 and 98,000 people die each year from preventable 
medical errors.152   A recent report found that nearly 100,000 people may die 
annually of hospital-inquired infections alone.153  

Hospital-acquired infections are the fourth largest killer in America.  
Even more frightening, a new and deadly infection known as MRSA (methi-
cillin-resistant Staphylococcus auerus) does not respond to commonly used 
antibiotics.  In 2003, 57 percent of staph infections were a result of MRSA, 
and the percentage is rising.  Additionally, hospital infections add $30 billion 
annually to the cost of health care.  MRSA is commonly spread from patient 
to patient by doctors and hospital personnel and could be prevented by simple 
hygiene measures like washing hands before entering each patient’s room and 
changing outer garments between tasks.  The problem is getting hospitals to 
enforce such measures.  Some hospitals are taking aggressive steps, and both 
state and federal policies are changing to reduce this spreading epidemic:

● Some hospitals such as the University of Pittsburgh system are 
imposing stiff penalties, including termination and suspension of 
practice privileges, for staff and doctors who fail to wash their 
hands.

● Some states have passed laws that publicize a hospital’s “infection 
report card,” allowing patients to compare hospital infection rates 
before considering surgery; ideally, hospitals would compete for 
patients through reducing infection rates.

“Patient satisfaction with 
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● Currently, the Centers for Disease Control and Prevention collect 
data on hospital infection rates, but it is kept secret; this informa-
tion should be made available to the public.154

Many Medicaid hospital patients are infected with MRSA.  Medicaid 
should demand that providers institute infection control programs.  Payments 
to hospitals could be adjusted to reward facilities that achieve low infection 
rates and penalize those with higher infection rates.  Hospital-acquired 
infections are a type of medical error that should be measured for quality 
ratings and addressed in contracts with providers.

Contracting with the Private Sector.  Instead of paying for Med-
icaid services on a fee-for-service basis, New York Medicaid could contract 
with hospitals, clinics and physicians for specifi c services and therapies.  This 
would allow the program to coordinate the care provided and establish quality 
standards. 

Disease Management and Care Coordination.  Many patients have 
multiple illnesses that require treatment by different specialists or in different 
facilities.155  In many cases they see numerous doctors who prescribe numerous 
medications to treat a variety of health problems.  Unfortunately, these health 
care providers often have little (if any) contact with one another.  The lack of 
coordination of care leads to poor quality health care and medical errors, such 
as harmful drug interactions.  

Coordinating care typically involves a case manager who reviews the 
patient’s medical history and claims data, ensures that providers communi-
cate with each other about the patient’s condition, and monitors the patient’s 
progress.  The program allows health care providers and state social service 
agencies to exchange relevant information about all the services received by a 
patient and share it appropriately.   

Recent studies have found that seniors often take too many medications 
– many of which are contraindicated.  About 20 percent of seniors have at least 
one prescription each year that is questionable.  All told, about seven million 
seniors are taking unsuitable drugs.156 

Often, a medication is used merely to combat a side effect of another 
medication.157  Besides ensuring that appropriate care is given and clinical 
protocols are followed, care coordination can also reduce the risk of adverse 
drug interactions from inappropriate or contraindicated drugs.  A Robert Wood 
Johnson-funded demonstration project to improve care coordination reduced 
medications judged to be potentially inappropriate by more than one-third (36 
percent) over the course of 18 months.158 

Disease management involves developing a treatment plan based on 
current treatment protocols for patients and training them how to the follow 
protocols.159   With the help of a case manager, patients formulate a plan for 
the control and treatment of their condition.  The plan is essentially a list of 
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established guidelines indicating which actions to take in response to various 
symptoms.160  Although monitored by a physician, much of the day-to-day 
care is administered by patients themselves, so training is a necessary part of 
such programs.

Self-Managed Care.  Patients can also be trained to manage their own 
care, including administering drugs, monitoring vital signs, caring for wounds 
and so forth.  For example, numerous studies have shown considerable benefi t 
from self-management training for patients with Type 2 diabetes.161  Patients 
can be trained to inject insulin, monitor and maintain a log of blood glucose 
levels, and use the results to adjust their dietary intake, activity levels and 
medicine doses.162  In addition, many diabetics can reduce reliance on medica-
tions and control their diabetes completely by adhering to a meal plan, losing 
weight and exercising.163 

Diabetes is the sixth leading cause of death by disease in the United 
States.  Diabetics spend four times more money on health care than nondiabet-
ics.164  By one estimate, nearly $2.5 billion in annual hospital costs for diabe-
tes complications could be averted with appropriate care.165  

Uncontrolled asthma is another chronic disease that creates large costs 
for Medicaid, as well as private insurers.166  The Asthma and Allergy Founda-
tions of America estimates nearly 20 million Americans suffer from asthma 
— resulting in 500,000 hospital stays each year.167  More than 2.5 million 
school-age children suffer from asthma, missing nearly 15 million school days 
per year.  The economic loss averages out to nearly $800 per child per year.168 
A Dutch study comparing self-management to usual care found that those 
monitoring their own asthma achieved a savings of about 7 percent the fi rst 
year and a 28 percent savings the second year compared to those in standard 
care with a primary physician.169  

 Caring for Special-Needs Patients.  The problems of people with 
disabilities and chronic conditions range from schizophrenia to mental retarda-
tion to blindness to diabetes.  These conditions require special therapies and 
specialists that Medicaid patients have diffi culty accessing.  Managed care 
plans that receive a payment for each enrollee that is not adjusted for their cost 
of care have an incentive to avoid enrolling them or to skimp on care.  Medic-
aid should contract with specialists and specialized facilities for these patients, 
and pay risk-adjusted premiums based on the cost of care and incentives for 
performance (discussed below).   For example, a network providing care for 
psychiatric patients could be given incentives to use outpatient therapy and 
drug treatment rather than more costly institutional care when it can achieve 
the same therapeutic outcomes.   

The many different health needs of these groups make it unlikely that 
a single private insurer will insure the whole group, as a group. The state 
of Florida contracts with various private sector entities to serve people with 
specifi c types of disabilities.  This allows benefi ts to be tailored to the needs 
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of the individual enrollee.170  New York should explore such opportunities.  
For example, different providers could serve the mentally ill, the physically 
disabled, the drug addicted and so forth.  The comparative advantage of these 
various providers would reduce costs and increase the quality of service.171  

The services provided by contractors could be limited to those related 
to the disability.  Regular Medicaid could provide other health services, or the 
disabled/chronically ill could be offered premium support to purchase other 
coverage.  Higher-cost individuals with disabilities could be provided a larger 
personal health account (discussed below) to cover their needs.  This would 
allow them a choice of benefi ts and health plans similar to the HIFA waivers in 
Florida and South Carolina. 

Pay for Performance.  A 2002 National Academy of Sciences report 
recommended that all federal health programs begin paying for quality care 
rather than paying for services rendered.172  The NAS says the programs should 
initially focus on the treatment of health conditions that account for most of the 
spending in public health programs, such as diabetes, depression, osteoporosis, 
asthma, heart disease and stroke. Medicare has begun implementing pay-for-
performance initiatives.173  

If New York only paid providers for outcomes it deemed worthwhile, 
it might reap signifi cant savings.  For example, Bridges to Excellence, an 
initiative of the Robert Wood Johnson Foundation, pays additional funds to 
physicians of diabetics in private health plans who achieve certain quality 
standards.  The cost per diabetic is about $175, but that is only half of 
the estimated saving per diabetic patient from the reduction in treatment 
complications.174  

Pursuing Fraud Aggressively.  According to the New York Times, 
Medicaid has become “an economic engine that fuels one of the state’s big-
gest industries.”175  Any attempt to rein in spending has been fought bitterly by 
those profi ting from them.  Doctors, drug makers, hospitals and hospital work-
ers’ unions have all fought attempts to provide tighter oversight of Medicaid 
spending.  

State Medicaid claims data and other medical information could be 
used to identify fraud, abuse, overuse and unnecessary care, but seldom are.  
Most abuse is identifi ed through tips or other unreliable means.  Establishing 
a state database of billing information on Medicaid providers in New York 
would be useful.  If one provider’s Medicaid billing began to increase signifi -
cantly, case workers could quickly identify and check into the trend.176  The 
provisions of current “whistleblower” laws that allow private citizens who 
identify fraudulent providers to receive some of the recovered funds may be 
useful.  

Software fi rms have developed information technology to more easily 
examine Medicaid billings using a number of different criteria.  Salient Corpo-
ration is working with Chemung County, New York, to better manage Medic-
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aid spending.  Using Salient Corporation’s Muni-Minder software, offi cials 
can analyze the billings of individual suppliers, products and services utiliza-
tion, or individuals, allowing them to uncover ineffi ciency, waste and abuse 
anywhere in the program.  For example, Muni-Minder allows investigators to 
quickly identify the number and cost of prescriptions for brand-name drugs 
fi lled when a generic was available.  A chart of the amount per recipient spent 
for any provider is easily created with only a few keystrokes.177  

New York counties should have the power to investigate Medicaid bill-
ings of all providers and utilization of enrollees within their boundaries.  They 
should, at the very least, have the authority to suspend providers and suppli-
ers suspected of fraud.  In cases where there is substantial evidence, counties 
should also have the authority to prosecute Medicaid fraud within their county.  
Since local governments pay only one-fourth of the cost of Medicaid, the ben-
efi t to them of discovering and eliminating fraud is only 25 cents on the dollar.  
If they were allowed to keep half of any funds recovered, they would have an 
incentive to double their efforts. 

Finally, New York automatically enrolls recipients of Supplemental 
Security Income (SSI) in Medicaid.  This encourages fraud, because the con-
ditions which qualify many individuals for SSI are diffi cult to diagnose and 
easy to fake.  New York could better determine who qualifi es for Medicaid 
disability coverage by separating it from SSI coverage.  It could provide addi-
tional resources to the appropriate screening bureau or create a panel to judge 
whether individuals are truly disabled.  Savings from removing the unqualifi ed 
from the rolls would serve as the funding source.  

Structural Reforms
New York should reform the way in which it fi nances Medicaid, and 

consider reform of private insurance regulations. 

Abolishing Unfunded Mandates.  New York requires counties to con-
tribute to the cost of Medicaid.  Since Medicaid spending is determined by the 
state government, the way the program is fi nanced violates the principle that 
those who spend the money should bear the responsibility of paying for it.  

To address the growing tax burden on the counties, in 2005 the state 
capped the rate of increase in the counties’ payments.  After three years, the 
annual increase in county Medicaid funding will be permanently capped at 
3 percent.178  A further step would be for the state to assume the local share 
of Medicaid fi nancing.  However, a recent report suggests that shifting the 
local fi nancing share to the state income tax would not save property taxpay-
ers in upstate New York since they would have to pay higher income taxes to 
make up the counties’ share currently paid for with property taxes.  The Public 
Policy Institute of New York State estimates a takeover of local county Med-
icaid bills by the state would increase the income tax burden of upstate New 
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York by $1.08 billion but would only reduce property taxes by $815 million.179  
However, if Medicaid were fully funded by the state, voters would be better 
able to identify and hold accountable the level of government responsible for 
their tax increases.   This is because New York legislators would have to ap-
propriate funds and raise taxes for any new spending they may be tempted to 
mandate. 

Making Block Grants to Local Governments.  One solution to this 
fi nancing dilemma is for New York state to block grant the funds to localities, 
and let them locally manage their Medicaid dollars as well as spending on free 
care by public hospitals and clinics.  This would give them more fl exibility 
than state Medicaid regulations and reimbursement rates currently allow.  

Deregulating Private Insurance.  One reason for Medicaid expan-
sions in recent years is the rising cost of private health insurance.  Contributing 
to that rise are regulations that raise the cost of health care.  State insurance 
laws regulate the premiums that can be charged and to whom an insurer must 
sell coverage.  In many cases, they specify benefi ts that policies must provide. 

Community rating, as we have seen, charges enrollees the same pre-
mium regardless of health status.  In doing so, it essentially overcharges 
young, healthy individuals to cross-subsidize older, less healthy individuals.  
Enrollees who are overcharged are prone to drop their coverage.  Guaranteed 
issue makes it easy for them to wait to obtain insurance until after they become 
sick.  With fewer and fewer healthy individuals to offset the sick, the risk pool 
becomes increasingly unhealthy. Over time, this cycle causes premiums to sky-
rocket.  Insurance becomes unaffordable.  

Direct state subsidies are a better way than community rating and 
guaranteed issue to cover patients who are uninsurable due to chronic health 
conditions.  Thirty-two states have some type of high-risk pool for medically 
uninsurable residents.  Those allowed to join generally have preexisting con-
ditions that make insurance prohibitively expensive or impossible to obtain 
on their own, but they are not necessarily indigent or low-income.  Each state 
program differs slightly, and maximum lifetime benefi ts vary.  Most have wait-
ing lists to join or waiting periods before covering preexisting conditions.  The 
pools are state-subsidized and are expected to lose money.180

States insurance regulations require private insurers (and often public 
programs) to cover more than 1,800 specifi c benefi ts and service providers 
(such as acupuncturists and chiropractors).181  These mandates raise the cost of 
health insurance.  Economists estimate that as many as 25 percent of the unin-
sured are priced out of the market for health insurance due to cost-increasing 
regulations.182  There are 43 mandated benefi ts and types of providers in New 
York state.  Although New York has fewer mandates than Minnesota (60) and 
Florida (50), it has more than Michigan (25) and Wisconsin (29).183

“Risk pools can cover high-
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Health Opportunity Programs
Consumer-driven health accounts are a way to give Medicaid patients 

fi nancial incentives to reduce unnecessary use of medical services and to use 
those services (or make those lifestyle changes) that will improve their health.  
Legislation has been introduced in Congress that would establish a fi ve-year 
demonstration project to allow 10 state Medicaid programs to set up “Health 
Opportunity Accounts” (HOAs) for Medicaid recipients, similar to Health 
Savings Accounts (HSAs).184  Proponents hope these accounts will create an 
awareness of the cost of health care and inject an element of consumerism into 
the purchase of medical services.  Under this proposal, states would receive 
federal matching funds to contribute up to $1,000 per child and $2,500 per 
adult into the HOAs.  Like personal health accounts in South Carolina and 
Florida, HOAs could be used to purchase a variety of medical goods and ser-
vices, and unused funds would be available for future use by participants.185

When patients have the proper fi nancial incentives, they will be better 
consumers of health care. Health Savings Accounts (HSA) are one way the 
private sector is providing such incentives.  Innovative state Medicaid pro-
grams are fi nding ways to integrate such accounts into their programs using 
federal waivers.  New York should consider establishing such accounts.

Flexible Spending Accounts in Florida.  For example, a new pilot 
program in Florida is designed to improve outcomes by providing Medicaid 
enrollees with incentives to become actively involved in their care and treat-
ment.  Deposits will be made to a type of fl exible spending account (FSA) for 
enrollees who practice healthy lifestyles.  They can use the funds to purchase 
health care goods and services not covered by their plan.  A panel will ulti-
mately decide which activities qualify for this “enhanced benefi t credit,”  but 
they will likely include such things as participating in wellness programs, 
obtaining annual immunizations, or participating in disease management, 
smoking cessation and weight loss programs.  In many cases, participants who 
leave the Medicaid program will have access to the funds for up to three years 
and can use them to pay premiums for private insurance.186

Personal Health Accounts in South Carolina.  South Carolina plans 
to allow people to manage their own health care dollars by establishing Per-
sonal Health Accounts (PHAs), similar to HSAs.187   They will be able to use 
the funds to pay for medical services not covered by Medicaid plans or to pay 
premiums for coverage under their employer’s plan. [See the sidebar “Medic-
aid Reform in South Carolina.”]     

Since PHAs would be wholly or partly funded with taxpayer dol-
lars, they should be restricted to the payment of medical bills and insurance 
premiums.  Benefi ciaries who consume health care wisely and see their PHA 
balances grow could use the funds for medical services not covered by their 
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South Carolina’s Medicaid Reforms 
In November 2005, South Carolina submitted a revised proposal for a HIFA waiver to restruc-

ture its Medicaid program.1   If the waiver is granted by the U.S. Centers for Medicare and Medicaid 
Services, it would essentially change the program from an open-ended entitlement into a defi ned con-
tribution system.  Under the reformed program, called Healthy Connections,2  the state will vary its 
contribution to each enrollee’s care according to the benefi ciary’s age, sex and health condition, but on 
average will pay about the same amount as it now pays for managed care under state contracts.3  Benefi -
ciaries will receive a state-funded Personal Health Account (PHA) they can use to pay premiums under 
the different options, for copays (if any) and to directly purchase medical services.4  All full Medicaid 
benefi ciaries except dual eligibles and foster care benefi ciaries are covered by the new program, which 
expands eligibility to parents of children who qualify for Medicaid.5  

Benefi ciaries will be issued debit cards to access their accounts.6  The different options will give 
recipients choices similar to the kinds offered to federal and state government employees:

● Choice 1 is Pre-Paid Health Plans, which gives benefi ciaries a choice of state-approved man-
aged care organizations or preferred provider networks that will compete for their business 
by offering more competitive prices and higher quality.  The minimum benefi ts these plans 
will offer include mandatory Medicaid benefi ts, pharmacy benefi ts and durable medical 
equipment.  

● Choice 2 is Medical Home Networks, which gives each benefi ciary a primary care provider 
who also functions as a gatekeeper.   Medical services will be paid for on a fee-for-service 
model. 

● Choice 3 is Employer/Group Insurance Assistance, which allows a recipient to buy into their 
employer’s group health plan and whatever benefi ts it provides.

● Choice 4 is a Self-Directed Care Pilot Program, which allows a recipient to combine major 
medical coverage for catastrophic care with an account used to directly pay for services. 

1 Robert M. Kerr, “Carolina Healthy Connections, an 1115 Waiver Proposal,” South Carolina Department of Health and Hu-
man Services, November 16, 2005.  Available at http://www.dhhs.state.sc.us/dhhsnew/HealthyConnections/schcnov.pdf.
2 See the plan summary, “South Carolina Healthy Connections,” Department of Health and Human Services, November 
2005, available at http://www.dhhs.state.sc.us/dhhsnew/HealthyConnections/waiver%20summary%20%2011_16_052.pdf.
3 Kevin Freking, “S.C. Proposing to Redefi ne Medicaid,” Associated Press, August 16, 2005; and Howard Gleckman, 
“Radical Surgery for Medicaid?” Business Week, August 8, 2005.
4 South Carolina will reclassify people older than 18 as adults.  Currently, individuals 18 to 21 are classifi ed as children and 
must receive richer benefi ts than older enrollees.  See Roddie Burris, “S.C. Proposes Major Cuts in Medicaid Benefi ts for 
Poor,” The State (Columbia, South Carolina), July 24, 2005.
5 The children’s benefi t package for all plans must include all mandatory and optional services including Early and Periodic 
Screening, Diagnostic and Treatment Services.  See “General Plan Design,” South Carolina Healthy Connections, Depart-
ment of Health and Human Services.  Available at http://www.dhhs.state.sc.us/dhhsnew/HealthyConnections/GeneralPlan-
Design.asp.
6 Proponents hope that patients will view their debit cards the same way they do their cash, and compare prices and become 
better consumers.  Susan Konig, “Medicaid Reform: Florida, South Carolina Lead the Way,” Heartland Institute, Health 
Care News, August 1, 2005. 
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health plan.  And in the future, they would be able to use unspent balances to 
pay insurance premiums and buy medical care directly after they leave the 
Medicaid rolls.  Through this account, benefi ciaries would manage some of 
their own health care dollars and thus have incentives to make prudent health 
care choices.  

One objection to PHAs is the belief that the poor will forgo needed 
health care to accrue more cash.  However, through a debit card, the state 
could ensure that the recipient completed certain medical procedures such as 
child immunizations or prenatal care before accessing any cash.  The recipient 
could then use his or her remaining PHA funds for other health, social, child 
education or job training needs.  

Another objection to allowing Medicaid benefi ciaries to exercise 
choice in health care providers is that the poor, elderly, blind and disabled 
either lack the ability to choose between plans or may be hood-winked by 
unethical sales people.  Although this may be true of certain populations, 
it isn’t true for most Medicaid recipients.  Evidence shows that for certain 
services, the poor have just as much ability to choose as the middle class.188  
Even individuals with mild cognitive disabilities can participate in decision-
making regarding their own care if given the opportunity to do so, according 
to research by the San Francisco-based Family Caregiver Alliance.  This might 
improve their satisfaction, since their preferences often differ from those of 
family caregivers.189

Alternatives to Medicaid
Economists have long known that competition among producers leaves 

consumers better off by providing a wider range goods and services at lower 
prices.  In order to increase their profi tability, competing fi rms also have an 
incentive to seek out information on goods or services their customers might 
fi nd valuable. 

Creating Competition to Insure Medicaid Enrollees.   One way 
to provide an incentive for insurers to compete for the business of Medicaid 
enrollees is for the state to create a marketplace where providers offer prepaid 
services to benefi ciaries.  The role of the state would change from being the 
buyer of health care to facilitating a real market place in Medicaid.190  The way 
this might work is for the state to underwrite actuarially fair credits for enroll-
ees to purchase services from providers.  Properly designed risk-adjusted pay-
ments could avoid the problem of “cherry picking” healthier  (that is, cheap to 
treat) enrollees.  Software is available for risk-adjustment.191 

An additional method to avoid “cherry picking” is to require an actuar-
ial payment from one provider to another when enrollees switch plans.192  If a 
chronically ill enrollee leaves one plan for another, they would be required to 
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make a payment to the new health plan.  This would make fi rms less afraid to 
enroll chronically ill people since a payment would accompany the enrollee.  It 
would also induce providers to provide chronic disease management to prevent 
enrollees from leaving.193

To further encourage participation in disease management and healthy 
behaviors, the state could provide a reverse health savings account.  This is 
a type of fl exible spending account where enrollees earn credits in return for 
participating in programs that improve health.  These credits could be used to 
pay out-of-pocket costs.  Florida currently is experimenting with this idea in its 
Medicaid reform plan.194

Encouraging Private Insurance.  New York Medicaid has a very rich 
benefi ts package.  In general, taxpayers generally have lower benefi ts in their 
private health insurance plans than those provided to Medicaid enrollees at 
taxpayer expense.  This is unfair and unwise.  It is unfair because taxpayers 
should not be forced to provide others with health benefi ts more generous than 
they purchase for themselves and their families.  It is unwise because Medicaid 
recipients are largely insulated from many of the cost-controlling, quality-im-
proving innovations that are available to private sector plans.  

Private sector plans may appear less generous on paper than the cur-
rent Medicaid program, but they usually allow enrollees to access a greater 
range of providers and facilities.  Enrollees in a Florida pilot program will be 
allowed to use their Medicaid funds to pay premiums for employer-sponsored 
plans where they work.  New York Medicaid patients should be allowed to en-
roll in private sector plans, including employer plans and individually owned 
insurance.  They should also be allowed to enroll in the same plans that cover 
state employees.  

Private sector plans have incentives to control costs and improve qual-
ity when they compete for customers in the marketplace.  Medicaid patients 
should be allowed to benefi t from such competition.  The Florida program 
would allow some Medicaid benefi ciaries to choose coverage from among 
competing private insurers.  This would essentially move Florida Medicaid 
from a defi ned benefi t entitlement to a defi ned contribution plan.195  Benefi cia-
ries will receive risk-adjusted credits that refl ect their health status with which 
to purchase managed care plans from providers.196   

They will be able to choose among competing plans with different 
benefi t packages.197  Counselors will assist patients in picking their benefi t 
package.  

Paying for Long-Term Care
Although long-term care is an optional benefi t, it is one of the fastest 

growing areas of state Medicaid spending.  Every state provides this benefi t, 

“Premium subsidies can re-
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and not just to the poor.  Medicaid is paying for the care of a growing number 
of middle-class seniors.  When they retire, most Medicare enrollees do not 
meet Medicaid income and asset tests for long-term care coverage.  However, 
Medicare has annual and lifetime maximum benefi ts for nursing home care, 
which it provides mainly for rehabilitation following injury, illness or surgery.  
Seniors in need of long-term care who max-out their Medicare coverage, or 
those who need custodial care rather than medical treatment, must pay the cost 
out of pocket.  However, seniors who exhaust their assets paying for nursing 
home care may be eligible for Medicaid to pick up the cost, if their incomes 
are low enough.  This provides incentives for seniors to arrange their fi nancial 
affairs just to meet asset and income tests for Medicaid long-term care ben-
efi ts. 

It is somewhat surprising that more seniors are qualifying for Medicaid 
long-term care coverage, since the poverty rate among seniors is the lowest 
of any age group.  Furthermore, as a group, seniors have more assets than any 
other age cohort.  According to the U.S. Census Bureau, at all income levels 
individuals reach age 65 with more household wealth than at any other time 
in their lives.  Wealthier seniors arguably have enough assets to cover the cost 
of all but the longest nursing home stay.  Senior households aged 65 and older 
have assets worth an average of $108,885, including home equity.198 

There are several methods that allow individuals to legally impoverish 
themselves.  They can 1) transfer assets to their children, 2) divorce, and 3) 
set up irrevocable (Miller) trusts.  For seniors following these strategies in 
order to have Medicaid pay for their long-term care, advanced planning is 
important:  they must make their fi nancial arrangements several years before 
the need arises, and once the need for care arises, they must get into a good-
quality private nursing home and be able to pay for the fi rst year’s care. 

Advanced planning is important because when a state is determining 
the eligibility of a senior for Medicaid coverage, federal law allows it to 
“look back” and include as assets any funds that a senior transferred within 
three years of applying for long-term care benefi ts.199  An entire industry of 
attorneys practicing “elder law” has sprung up in recent years to help seniors 
transfer assets so that they will qualify. 

For instance, a growing number of seniors have established Miller 
Trusts, also known as Qualifi ed Income Trusts.200  Seniors may assign their 
investment income to the trust, which is designed to limit how the funds are 
distributed.  Trust funds can be used to make certain payments including 
insurance premiums, support for a spouse, and $60 per month for personal 
needs.  These trusts effectively allow people to hold back income that 
otherwise would go to reduce Medicaid’s cost for long-term care.  Most asset 
transfers by seniors are not made to skirt Medicaid asset tests, and that makes 
it diffi cult to identify abuses; according to the 2002 Health and Retirement 
Study of the National Institute on Aging, one in fi ve elderly households (22 
percent) transferred assets in the prior two years.201

“Seniors transfer assets to 
qualify for Medicaid.”
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Another strategy to transfer assets is a divorce where the “well spouse” 
retains joint property while the “ill spouse” receives little of value.  

Choosing a good nursing home is also important.  Seniors can secure 
places in more expensive, higher-quality nursing homes by proving they 
have suffi cient funds to pay for at least one year of care.  Once their funds 
are exhausted, they generally cannot be discharged because of inability to 
continue paying their bills.202  At this point they apply for Medicaid.  The 
facility typically accepts the Medicaid reimbursement, while providing care at 
a loss.  To the senior, this is preferable to the typical Medicaid nursing home.  
Medicaid typically pays nursing homes a fi xed daily rate per resident.  Only a 
limited number of nursing home beds are available at such low rates, and there 
have been problems with the quality of their care.  [For a discussion of  steps 
New York and other states can take to improve the quality of nursing home 
care, see the side bar on Improving Nursing Home Quality.]

Encouraging Community Care over Institutional Care.  Medicaid 
encourages institutional care over home care.  Although many states are begin-
ning to change, they need to increase their use of less-expensive home care.203  
Home care often costs only half as much as a nursing home.204  In some high-
cost areas, the cost savings from home care may be even greater.  For instance, 
home care in Washington, D.C., costs less than one-third as much as nursing 
home care.  In Manhattan, it costs only about 20 percent as much as a year-
long stay in a nursing home.205 Home providers can provide a range of medical 
services, including occupational or physical therapy.  Nonmedical services that 
can be provided through home care include meals, and help bathing and dress-
ing.206  However, as noted previously, New York spends more on home care, 
personal care and long-term care than other states, so it doesn’t appear the state 
is saving money.  Other states’ home and personal care programs are designed 
as alternatives to nursing home care, rather than functioning as supplemental 
benefi ts.  New York should follow their lead.    

For example, Oregon, Washington and Wisconsin expanded home- and 
community-based care to help control rapidly increasing institutional care ex-
penditures.  These states were able to serve more people while controlling the 
growth in overall long-term care spending.  Between 1982 and 1992 the com-
bined number of nursing home beds in Oregon, Washington and Wisconsin 
declined by 1.3 percent, while total nursing facility beds nationwide increased 
by 20.5 percent.207  

Ohio’s Commission to Reform Medicaid has proposed rewarding fami-
lies that choose lower-cost options that save the state money, such as care in 
the home or community.  This would allow an elderly parent living with family 
members to receive a few hours of home or personal care per week that could 
delay entry into a nursing home for a year.  The fi nancial incentive could be to 
exclude some assets from eligibility tests or shield them from cost recovery.208 

“Home care costs much less 
than nursing-home care.”
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For example, the estates of seniors who received a few hours per week 
of home care might be subject to only 25 percent recapture of the costs paid 
by Medicaid.  The estates of seniors cared for in the community might only 
be subject to recapture of 50 percent of the associated costs paid by Medicaid.  
However, as an incentive to family members to seek a lower-cost option for 
seniors needing long-term care, residents living in nursing homes would be 
subject to 100 percent recapture of the long-term care expenses paid by Med-
icaid.  

Encouraging Private Insurance Coverage.  Private insurance is 
available to cover nursing home and in-home care, but few seniors purchase 
them.  There are limited state programs to encourage more private coverage.  
A pilot project in four states — New York, Connecticut, California and Indiana 

Improving Nursing Home Quality 
by Basing Payments on Outcomes

In general, it is better to pay for outputs (that is, quality of care and consumer satisfaction) rather 
than for inputs (such as beds, staff and so forth).  To get results, a payment system should only pay for 
what is desired. Recipients and their families want quality and satisfaction, but there are serious qual-
ity problems in nursing home care.  Surveys of state Medicaid offi cials nationwide in 2000 found that 
nearly one-third (29 percent) of long-term care facilities had problems that involved “serious harm or 
immediate jeopardy to residents.”  Less than two years later, 20 percent were still having serious prob-
lems.1   In addition, the Government Accountability Offi ce (GAO) found that there were more problems 
that should have been classifi ed as “actual harm or higher.”  Some of these include multiple falls result-
ing in broken bones, serious pressure sores that were avoidable, severe weight loss and other injuries.2  

An index of quality-of-care indicators for long-term care could be constructed and used to 
distribute funds.  Three factors could be averaged to create the index.  One-third could be based on 
resolved complaints, one-third on customer satisfaction surveys of patients or their guardians and 
one-third on specifi c performance measures, such as: changes in number and severity of pressure sores 
(adjusted for acuity level of the patient population), use of restraints, odors, food and so forth.3  A facil-
ity that scored 50 percent higher on this index than another facility would get a 50 percent larger share 
of payments (per patient, adjusted for acuity).  Nothing improves quality quicker than paying for it.  In 
fact, a 2002 National Academy of Sciences report recommended that all federal health programs pay 
providers based on objective assessments of quality for the treatment of 15 health conditions.4 

1 Statement of William J. Scanlon (Director, Health Care Issues, United States General Accounting Offi ce), “Nursing Homes 
Prevalence of Serious Quality Problems Remains Unacceptably High, Despite Some Decline,” Testimony before the Com-
mittee on Finance, U.S. Senate, July 17, 2003.

2 Ibid.
3 All payment systems are subject to manipulation, but using these three factors would make manipulation of all the compo-
nents more expensive than improving quality.  At the same time, the administrative burden would not be too large.  

4 Janet M. Corrigan, Jill Eden and Barbara M. Smith, eds., Leadership by Example: Coordinating Government Roles in Im-
proving Health Care Reality (National Academies Press: Washington, D.C., 2002). 
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— called the Partnerships for Long-Term Care (PLTC) provides fi nancial 
incentives to purchase long-term care insurance.  The plan allows people to 
shelter their assets by purchasing a qualifying private insurance policy with a 
defi ned amount of coverage. When a policyholder enters a nursing home he 
or she fi rst relies on the insurance.  When the insurance is exhausted, special 
eligibility rules allow them to receive Medicaid benefi ts while retaining assets 
equal to the value of the policy.  

In California and Connecticut Partnership programs, individuals pur-
chase coverage from a number of competing private insurers.  For each dollar 
of coverage, they protect a dollar’s worth of assets.  For instance, a long-term 
care policy with $120,000 in benefi ts allows an individual to shelter $120,000 
in assets and still qualify for Medicaid long-term care.  Since most nursing 
home stays are less than one year, very few of those who have purchased poli-
cies have applied for Medicaid benefi ts.  

In New York, however, Partnership policies are required to cover the 
cost of three years of nursing home care or six years of home care — poten-
tially, $200,000 worth of services.  In return, participants can shelter all their 
assets, not just an amount equal to the coverage received.209  Indiana uses a 
hybrid of the two approaches.  

In 2004, just over 45,000 New Yorkers held Partnership-approved 
policies, less than 2 percent of the senior population.  It appears the annual 
increase in policyholders is about 5,000.210  One way to encourage more New 
Yorkers to obtain coverage is to reduce coverage limits.  The average length of 
stay for discharged nursing home residents is just under one year (272 days).211 
The actuarial fi rm Milliman USA conducted a study of people with unlim-
ited insurance coverage, and found that less than 8 percent of claims were for 
periods lasting more than 48 months.  More than three-fourths of claims (76.7 
percent) were less than two years.212 

New York should use the approach of California and Connecticut, al-
lowing Partnership policies to shelter assets equal to the value of the policy 
selected by the benefi ciaries, whether one or two years, or unlimited coverage.  
This would allow individuals to select the amount of coverage, according to 
their tolerance for risk. 

Encouraging the Use of Assets to Finance Long-Term Care.  There 
are more than 13 million households headed by people aged 62 years or older. 
Many seniors own their homes, but are reluctant to tap their equity to pay for 
nursing home care out of fear of losing their homes.  However, they could ob-
tain a reverse mortgage, which is a home loan that does not have to be repaid 
as long as the owner (which could include the spouse of a nursing home resi-
dent) lives in the house.213  Six million of these households could each access 
more than $72,000 in home equity using reverse mortgages.214  This would pay 
for a year or more of nursing home care and two or more years of home care 
in most areas.215  (The cost of nursing home facilities varies considerably, even 

“Long-term care insurance 
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within New York state.  For instance, a year-long stay would cost more than 
$115,000 at a facility on Long Island, but less than $72,000 in central New 
York.) 

Currently, seniors rarely use reverse mortgages for long-term care.  
Why should they?  Home equity is generally an exempt asset when qualifying 
for Medicaid long-term care.  Since seniors can obtain long-term care without 
taking out a reverse mortgage, they have little reason to do so.  The solution 
is to remove the home-equity exemption and specify that seniors must fi rst 
exhaust home equity using a reverse mortgage before qualifying for Medicaid 
long-term care.216  An added benefi t is that more people may plan ahead and 
purchase long-term care insurance if they are not allowed to shelter their 
largest asset while still qualifying for Medicaid.

A home sales contract is similar to a reverse mortgage; it allows 
a senior couple to sell their home now, but live in it the rest of their lives.  
This would be appealing to married seniors and seniors who are getting 
rehabilitative care and expect to leave the nursing home.  

Seniors with life insurance policies who enter a long-term care facil-
ity may qualify for viatical settlements to assist them with expenses.  Viatical 
settlements are fi nancial arrangements that allow terminally ill individuals to 
sell their life insurance policies at a discount in return for cash.  The purchas-
ing fi rm pays less than face value (generally 50 percent to 80 percent) depend-
ing upon life expectancy.  The purchaser pays any remaining premiums and 
assumes the risk for life expectancy.  In other words, the insured is not penal-
ized for living longer than expected.  One problem is that not everyone quali-
fi es for this arrangement.  Insurers, providers and states use different defi ni-
tions for what they consider terminal illness.  For instance, seniors expected to 
live more than fi ve years likely will not qualify for this arrangement.217  

According to the Federal Trade Commission, there are also tax impli-
cations that can be quite complicated.  Viatical settlements where life expec-
tancy is less than two years are exempt from federal taxes — although some 
states do not provide this exemption.218

The federal government should facilitate viatical arrangements and life 
settlements for people facing long-term care, including limiting tax liability.  
It should require such arrangements for life insurance owned by individuals 
applying for Medicaid long-term care coverage.   Transfer of ownership of life 
insurance policies should be treated the same way as other asset transfers. 

Increasing Estate Recovery.  When benefi ciaries die, states can re-
cover the cost of their nursing home care from their estates. That could include 
a house, for example, since a home is typically not included in assets for deter-
mining Medicaid eligibility.  Federal law also permits states to recover per-
sonal and real property in which the individual has an interest or legal title that 
aren’t included in the probated estate.  Some states are aggressively pursing 
estate recovery, and all states receive federal funds to do so.219    

“There are other ways seniors 
can fi nance long-term care.”
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Federal law also allows states to “look-back” at asset transfers three 
years from the time of death. 

Future legislation should require that any funds placed in qualifi ed 
income trusts be considered income for determining Medicaid eligibility.  It 
could even eliminate the use of trusts that reduce current income.  Further-
more, property settlements in divorces made prior to Medicaid eligibility 
should be subject to the same three-year rule as other divisions of property.  

Holding Children Responsible for Their Parents’ Care.  States 
should seek to recover current nursing home costs from benefi ciaries’ families 
who are fi nancially able to pay.220  About 30 states currently have fi lial respon-
sibility statutes that require adult children to care for their indigent elderly 
parents. The statutes vary, but can force adult children to reimburse the state 
for programs or institutions that have cared for an indigent parent. There is no 
uniform federal fi lial responsibility statute.  Medicaid costs could be reduced 
if states began to systematically enforce fi lial responsibility laws.  One benefi t 
would be that when adult children understand they may be responsible for a 
portion of their indigent parents long-term care needs, they will have an incen-
tive to encourage their parents to plan for the future.

States with fi lial responsibility statutes take a variety of approaches to 
enforcement: 21 allow some sort of civil court action to obtain fi nancial sup-
port (or cost recovery) and 12 specify a criminal penalty for fi lial nonsupport; 
three states allow both civil and criminal actions.  Children’s liability is lim-
ited under a variety of conditions.  These include whether the adult child has 
enough income to actually contribute and if they were abandoned or deserted 
by the parent. 

One possibility is for a state to automatically consider an adult child 
able to pay toward care of an indigent parent unless they fi le a public notice 
that they are not responsible for the debts of the parent.  Additionally, adult 
children who refuse to support their parents could be required to relinquish 
inheritance rights and rights to any trust set up for them by a parent.  

How the Federal Government Can Help
New York can take many steps on its own to improve its Medicaid 

program.  But federal legislative changes are required to fundamentally reform 
the system. 

Block Grant Federal Funds.  In the 1990s there were proposals in 
Congress to give states more fl exibility and responsibility through a block 
grant.221  A report by the National Governors Association suggests an infl a-
tion-indexed block of money for long-term care.  The states would then decide 
who and how much to cover.222  This is probably a good idea for all portions of 
Medicaid.  In 2003, the Bush Administration proposed converting the federal 
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match to a fi xed block grant to the states.223  This is similar to how Congress 
allocates federal funds for state welfare programs.  One of the advantages of a 
block grant is predictability.224  It would limit the federal government’s fi nan-
cial exposure while allowing states to design programs to meet their unique 
needs with maximum fl exibility.  

Under the current system, every time New York Medicaid wastes a 
dollar, one-half of the waste is paid for by the federal government.  Every time 
New York Medicaid eliminates a dollar of waste, only half the savings stays in 
New York, while the remainder is realized in Washington, D.C.  With a block 
grant, New York as a state would realize the full benefi ts of every dollar saved 
and pay the full costs of every dollar of additional spending.  Put differently, a 
block grant would allow New York to realize the full benefi ts of its good deci-
sions and pay the full costs of its bad decisions.  

In the current climate, a block grant to all states is unlikely.  However, 
if fi ve or six states requested a block grant, Congress in all probability would 
grant the request.  

A worry states have with a block grant is that the federal government 
might renege on the deal.  A block grant converts a defi ned benefi t entitlement 
into a defi ned contribution.  Under the former system, payments are based on 
the state’s willingness to spend.  Under the latter, spending is based on the fed-
eral government’s willingness to pay.  So wouldn’t the states be at the mercy 
of the federal government under a block grant system?

One solution to this problem is to write into the pilot program the 
specifi c formula that determines how much New York and other participat-
ing states receive.  Specifi cally, if New York currently receives 13 percent of 
all federal Medicaid dollars, the agreement could specify that the state will 
continue to receive 13 percent of all federal Medicaid dollars for the next few 
years.  

A further advantage of the block grant approach is that all the funds the 
states currently receive would be at their disposal to allocate as they choose.  
Currently, Medicaid is a convoluted system of matching grants with separate 
pots of money for specifi c purposes.  One of these pots is disproportionate 
share hospital (DSH) payments, which are designed to reimburse hospitals 
that care for a larger than average number of indigent patients.  Texas is a per-
fect example of some of the ways this fractured funding distorts incentives.  

In 2003, the Texas legislature passed a law requiring the Texas De-
partment of Health and Human Services (HHS) to provide Medicaid services 
in the most effi cient manner possible.  Subsequent research found Medicaid 
HMOs were the most cost-effective way to provide services.  In early 2005 the 
director of HHS announced plans to expand a pilot project and place 400,000 
Medicaid recipients into Medicaid HMOs for an estimated savings of $401 
million dollars over two years.  However, Texas HHS was fought by public 
hospitals that stood to lose DSH payments.  The argument was that Texas 

“Medicaid funds could be 
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hospitals stood to lose more federal matching funds and DSH funds than the 
proposed would save by providing care in a more effi cient manner.

Under a block grant, a state would have the fl exibility to use DSH 
payments to reimburse hospitals, or use the funds to cover indigent patients in 
more effi cient ways.  This would allow it to target funds to the most appropri-
ate facility and pay for care only through the most effi cient provider.225  For 
instance, a state could use the funds to reimburse neighborhood clinics or com-
munity hospitals rather than pay for expensive care in emergency rooms.  It 
might also provide an incentive for hospital facilities to provide indigent care 
in the most effi cient manner rather than seeking federal funds for care rendered 
in their emergency departments. 

Allow Cost-Sharing.  Copayments and increased cost-sharing have 
been used successfully by private health insurers for years to reduce unnec-
essary use of medical services.226  Out-of-pocket payments boost consum-
ers’ incentives to consume goods and services wisely.  One way to apply this 
principle to Medicaid is to offer enrollees who wish to purchase a drug not on 
the formulary the opportunity to receive the drug if they make a higher copay-
ment.  If a physician thinks a nonformulary drug offers signifi cant benefi ts, 
copayments could be waived.

Currently, states are only allowed to charge nominal copayments of 
$1 to $3 for medical  services and prescription drugs, unless they receive a 
waiver.227  Certain mandatory populations, such as pregnant women and poor 
children, are exempt from cost-sharing.  The National Governors Associa-
tion favors allowing states to require cost-sharing and copayments from both 
optional and mandatory populations at their discretion.

However, cost-sharing should not be imposed for those services and 
treatments that have been shown to reduce preventable medical costs.  States 
should, for example, provide fi rst-dollar coverage for asthma treatments, be-
cause hospitalizations for severe asthma attacks are costly.228  But doctor visits 
for routine sore throats are almost always unnecessary; they occur so frequent-
ly because they cost the patient very little.

Repeal Limits on Long-Term Care Partnerships.  An infl exible 
federal law — the Omnibus Reconciliation Act of 1993 — effectively limited 
Long-Term Care Partnerships to the four states that already had pilot proj-
ects.229  The law also prevented other states from waiving the estate recovery 
requirement as an incentive for individuals to obtain qualifying long-term care 
policies.

New federal legislation allows states to begin to offer these incentives 
again.  However, the federal government still needs to clarify a few remaining 
details, such as how individuals can retain protection when moving from one 
state to another.230 

Make Long-Term Care Premiums Tax-Deductible.  Commercial 
long-term care insurance is available, but few seniors — and fewer working-
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age adults — purchase it, even though 40 percent of nursing home residents 
are under age 65.  One reason is that long-term care insurance is not given the 
same tax treatment as other health insurance.  

People can use their health savings accounts (HSAs) as well as their 
fl exible spending accounts (FSAs) to pay a limited amount of long-term care 
premiums tax free.  Unfortunately, many people don’t have access to either 
HSAs or FSAs.  And the amount of long-term care premiums that are non-tax-
able is limited based on age.  For instance, individuals under 40 years of age 
can only deduct $260 per year while those 41 to 50 can deduct $490, 51-to 60-
year-olds can deduct $980, 61-to 70-year-olds can deduct $2,600, and seniors 
over 70 can deduct $3,250.231 

Long-term care premiums are a medical expense under section 213(d) 
of the tax code, but those expenses are only deductible to the extent that they 
exceed 7.5 percent of adjusted gross income.  

Conclusion
An alternative to uncontrolled Medicaid growth exists.  It is not sim-

ple, and in many ways it is unsettling.  It will require standing up to powerful 
interest groups.  It will require dedicated staff.  The alternative will not stop 
Medicaid budget growth, but it will lower the rate of that growth.  It will pro-
vide policymakers with signifi cantly greater control over costs and improve 
health outcomes.  It will introduce some of the effi ciency of the marketplace 
into Medicaid programs.  And it will allow patients and providers to make 
more of their own decisions.

Out-of-control increases in Medicaid costs are not inevitable.  But if 
reforms are not made soon, the question in a few years will be:  Why didn’t 
policymakers take control of our destiny when they had the chance?

NOTE: Nothing written here should be construed as necessarily refl ecting the 
views of the National Center for Policy Analysis or as an attempt to aid or 
hinder the passage of any bill before Congress.

“Medicaid reform is not 
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Appendix I

The Federal Medicaid Matching Formula
A formula called FMAP (Federal Medicaid Assistance Percentage or the “federal match”) is 

used to determine the percentage the federal government contributes to individual state programs.  The 
FMAP formula is not unique to Medicaid.  It was established in 1946 and used to fund hospital con-
struction under the Hill-Burton Act.  FMAP was later used to determine benefi ts under Social Security’s 
Medical Assistance to the Aged program in 1958.  At that time, the federal matching rate was narrower, 
ranging from a “fl oor” of 50 percent to a “ceiling” of 65 percent.1  In 1960, amendments to the Social 
Security Act raised the matching-rate ceiling to 80 percent.  Once Medicaid was established in 1965, 
the formula was again revised, with a new maximum rate of 83 percent.  The term “matching” is mis-
leading, however.  We would normally think of matching in terms of the government paying anywhere 
from 50 cents to 83 cents (depending on a state’s matching rate) for every dollar the state spends.  How-
ever, that is not the case.  Consider New York, with a matching rate of 65 percent.  Given one dollar of 
Medicaid expenditures, New York pays 35 cents of that dollar, while the federal government pays the 
other half.  Therefore, the federal government does not actually contribute 65 cents for each New York 
dollar of Medicaid; rather it contributes $1.86 for every dollar that New York spends.  Similarly, if a 
state has a matching rate of 83 percent, the federal government contributes about $4.88 for every dollar 
the state spends on Medicaid. 

The current formula is2

The fi rst term on the right-hand side of the equation, 0.45, is called the multiplier.  The second 
term is the ratio of a state’s per capita income (state PCI) to the overall United States per capita income 
(U.S. PCI), and is known as relative per capita income.  This term is intended to represent a state’s 
resources as well as its general poverty rate.   When the ratio of the state’s PCI to the U.S. PCI is multi-
plied by .45 and subtracted from one, the resulting value determines the federal government’s matching 
rate for that state.  For simplicity, suppose a state’s PCI is the same as the U.S. PCI.  The 0.45 means 
that the federal matching rate for that state would 55 percent.3  Notice, however, that the per capita ratio 
term is squared.  This is done to magnify the differences among states in terms of resources and people 
in poverty.  Additionally, the federal matching rate has a “fl oor” — it does not fall below 50 percent.  
(But recall that the federal government actually pays 65 percent of the cost, due to the enhanced match.)  
For example, suppose a state’s PCI ratio is 1.10, meaning their PCI is 10 percent higher than the U.S. 
average.  Technically, their matching rate should be about 45 percent, but due to the fl oor, they receive 
50 percent.4  On the other hand, a state with a PCI ratio of .95 (indicating only 95 percent of the U.S. 
average) receives a matching rate of 59 percent.

In determining a state’s PCI, the U.S. Department of Health and Human Services (HHS) uses 
the state’s average PCI over three years, beginning with the most recently available annual data, which 
is usually the rate in the fi scal year before the matching rate is effective.5

FMAP = 1.00 - 0.45    StatePCI
              U.S.PCI( )2
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Critics of the formula have several arguments against the FMAP.  First, the formula was osten-
sibly designed to narrow disparities among wealthy and poorer states by giving poor states a higher 
federal matching rate.  But the 50 percent “fl oor” gives high-income states such as New York money 
that they may not need.  It therefore widens the gap between rich and poor states, something that the 
formula was intended to remedy.  

Moreover, critics argue that the PCI measurement has its own problems.  First, using a three-
year-average to determine a state’s PCI is outdated since the most recent year used is the end of the 
fi scal year before the year that benefi ts are allotted, as well as the two years prior; therefore, the PCI 
does not refl ect a state’s current economic conditions.  Second, they note that PCI is a poor measure of a 
state’s poverty population.  It does not completely measure a state’s resources, nor does it indicate what 
percentage of the population is poverty-level.  As a result, policymakers have debated using other mea-
sures, such as a state’s taxable total resources (TTR) to determine a state’s ability to fund Medicaid.6
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Appendix II

Medicaid Regression Methodology
Results of the regressions are shown in Appendix Table I.

Dependent variable: lnfedmed Log of Federal Medicaid dollars in spent in each state in 2004.

Independent variables: lnpipc Log of personal income per capita dollars in each state in 2004. 

  lnhealthx Log of personal health care expenditure dollars per capita in each 
state in 2001 (most recent data available).

  lnpov Log of the poverty population in each state in 2004.

Structure of the model:

1. To get federal dollars, a state must spend state dollars.

2. Poverty population is a measure of the need.

3. Personal income per capita is a measure of ability to pay.

4. Health expense is a proxy for the cost of meeting the need.

Expected signs:

lnpovdist +
lnpipc +
lnhealthexp +

lnpovdist – As the distribution of poverty increases, the distribution of federal Medicaid dollars should 
increase.

lnpipc – As personal income increases, individuals will spend more on the poor.

lnhealthexp – This is a proxy for the cost of health care (what people spend depends on their income).  
This sign is positive because the demand curve is inelastic.

Results (using robust standard errors):

Each percent increase in poverty distribution increases federal Medicaid distribution by .86 
percent.

Each percent increase in health expenses increases federal Medicaid distribution by 1.26 per-
cent.

Each percent increase in personal income per capita has no effect on federal Medicaid distribu-
tion.

Data sources:  U.S. Census Bureau, Henry J. Kaiser Family Foundation.  
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APPENDIX   TABLE   I

Results of Regression Analysis
(Federal Medicaid Spending by State, 2004)

*  Adjusted for need (percent of poverty), ability to pay (personal income per capita) and 
cost of care (health care expense per capita as a percentage of personal income).

Source: Regression analysis by Pamela Villarreal, National Center for Policy Analysis.  
See Appendix II for methodology.

   Adjusted Percentage
  Share of Federal Under/Over
 Share of Spending Based on Based on
State Federal Spending Regression Analysis* Regression Analysis*

Alabama 1.49% 2.15% -30.79%
Alaska .36% .25% 42.32%
Arizona 2.05% 1.71% 19.39%
Arkansas 1.19% 1.13% 5.85%
California 11.13% 9.38% 18.66%
Colorado .85% 1.21% -29.88%
Connecticut 1.16% 1.46% -20.46%
Delaware .24% .33% -25.64%
Florida 4.51% 5.38% -16.15%
Georgia 2.82% 2.75% 2.80%
Hawaii .35% .39% -11.51%
Idaho .41% .34% 20.08%
Illinois 3.37% 4.02% -16.27%
Indiana 1.77% 2.02% -12.34%
Iowa .85% 1.00% -14.98%
Kansas .69% .99% -30.30%
Kentucky 1.72% 2.12% -18.78%
Louisiana 2.05% 2.15% -4.69%
Maine .80% .60% 32.97%
Maryland 1.47% 1.64% -9.92%
Massachusetts 2.61% 2.43% 7.25%
Michigan 2.86% 3.41% -16.11%
Minnesota 1.60% 1.33% 20.28%
Mississippi 1.50% 1.42% 5.48%
Missouri 2.21% 2.14% 3.36%
Montana .29% .42% -30.30%
Nebraska .53% .61% -12.30%
Nevada .36% .61% -41.56%
New Hampshire .36% .29% 26.01%
New Jersey 2.51% 2.27% 10.38%
New Mexico 1.06% .76% 40.33%
New York 12.91% 9.21% 40.10%
North Carolina 3.07% 3.12% -1.55%
North Dakota .20% .31% -34.18%
Ohio 4.13% 3.79% 9.01%
Oklahoma 1.13% 1.03% 10.28%
Oregon 1.01% 1.15% -11.71%
Pennsylvania 4.65% 4.37% 6.60%
Rhode Island .57% .54% 5.57%
South Carolina 1.65% 1.66% -.70%
South Dakota .24% .40% -40.40%
Tennessee 2.88% 2.88% -.16%
Texas 5.95% 7.33% -18.78%
Utah .55% .53% 3.18%
Vermont .31% .20%             54.10%
Virginia 1.28% 1.73% -25.72%
Washington 1.67% 1.84% -9.07%
West Virginia .90% .95% -4.50%
Wisconsin 1.56% 2.11% -26.13%
Wyoming .15% .16% -6.16%
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APPENDIX  TABLE   IIa

Medicaid Benefi ciary Groups

 Mandatory Populations Optional Populations
● Children age 6 and older below 100% 

FPL ($15,670 a year for a family of 3)

● Children under age 6 below 133% FPL 
($20,841 a year for a family of 3)

● Parents below state’s AFDC cutoffs 
from July 1996 (median = 42% FPL)

● Pregnant women < 133% FPL

● Elderly and disabled SSI benefi ciaries 
with income < 74% FPL ($6,768 a year 
for an individual)

● Certain working disabled

● Medicare Buy-in groups (QMB, SLMB, 
QI)

● Low-income children above 100% FPL 
who are not mandatory by age (see col-
umn on left)

● Low-income parents with income above 
state’s 1996 AFDC level

● Pregnant women > 133% FPL

● Disabled and elderly below 100% FPL 
($9,310 a year for an individually, but 
above SSI level) 

● Nursing home residents above SSI 
levels, but below 300% of SSI ($1,692 a 
month)

● Individuals at risk of needing nursing 
facility or ICF-MR care (under HCBS 
waiver)

● Certain working disabled (>SSI levels)

● Medically needy

Source: “Medicaid: An Overview of Spending on ‘Mandatory’ vs. ‘Optional’ Populations and Services,” Kaiser 
Commission on Medicaid and the Uninsured, June 2005.
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APPENDIX  TABLE   IIb

Medicaid Acute Care Benefi ts

 “Mandatory” Items and Services “Optional” Items and Services*

● Physicians services

● Laboraory and x-ray services

● Inpatient hospital services

● Outpatient hospital services 

● Early and periodic screening, diagnosic, 
and treatment (EPSDT) services for 
individuals under 21

● Family planning and supplies

● Frederally-qualifi ed health center 
(FQHC) services

● Rural health clinic services

● Nurse midwife services

● Certifi ed pediatric and family nurse 
practitiioner services

● Prescription drugs

● Medical care or remedial care furnished 
by other licensed practitioners

● Rehabilitation and other therapies

● Clinic services

● Dental services, dentures

● Prosthetic devices, eyeglasses, durable 
medical equipment

● Primary care case management

● TB-related services

● Other specialist medical or remedial 
care

* These benefi ts are treated as mandatory for children under 21 through EPSDT in this analysis.  
Source: “Medicaid: An Overview of Spending on ‘Mandatory’ vs. ‘Optional’ Populations and Services,” Kaiser 

Commission on Medicaid and the Uninsured, June 2005.
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APPENDIX  TABLE   IIc

Medicaid Long-Term Care Benefi ts

 “Mandatory” Items and Services “Optional” Items and Services*

● Nursing facility (NF) services for indi-
viduals 21 or over

● Intermediate care facility services for 
the mentally retarded (ICF/MR)

● Inpatient/nursing facility services for 
individuals 65 and over in an institution 
for mental diseases (IMD)

● Inpatient psychiatric hospital services 
for individuals under age 21

* These benefi ts are treated as mandatory for children under 21 through EPSDT in this analysis, with the exception of 
home and community-based waiver services.  

 Institutional Services

● Home health care services (for individu-
als entitled to nursing facility care)

● Home- and community-based services

● Other home health care

● Targeted case management

● Respiratory care services for ventilator-
dependent individuals

● Personal care services

● Hospice care

● Services furnished under a PACE pro-
gram

 Home & Community-Based Services

Source: “Medicaid: An Overview of Spending on ‘Mandatory’ vs. ‘Optional’ Populations and Services,” Kaiser 
Commission on Medicaid and the Uninsured, June 2005.
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received a Bachelor of Science in Economics degree from the University of Texas at Dallas in 2003, 
and will receive a Master of Science in Applied Economics degree in the spring of 2006.  Pamela has 
authored or coauthored a number of NCPA publications on such diverse topics as the estate tax, big-box 
retailers and aid for Hurricane Katrina evacuees.



About the NCPA
The NCPA was established in 1983 as a nonprofi t, nonpartisan public policy research institute.  Its 

mission is to seek innovative private sector solutions to public policy problems. 

The center is probably best known for developing the concept of Medical Savings Accounts 
(MSAs), now known as Health Savings Accounts (HSAs).  The Wall Street Journal and National Journal 
called NCPA President John C. Goodman “the father of Medical Savings Accounts.”  Sen. Phil Gramm 
said MSAs are “the only original idea in health policy in more than a decade.”  Congress approved a pilot 
MSA program for small businesses and the self-employed in 1996 and voted in 1997 to allow Medicare 
benefi ciaries to have MSAs.  A June 2002 IRS ruling frees the private sector to have fl exible medical 
savings accounts and even personal and portable insurance.  A series of NCPA publications and briefi ngs 
for members of Congress and the White House staff helped lead to this important ruling.  In 2003, as 
part of Medicare reform, Congress and the President made HSAs available to all non-seniors, potentially 
revolutionizing the entire health care industry.  

The NCPA also outlined the concept of using tax credits to encourage private health insurance.  
The NCPA helped formulate a bipartisan proposal in both the Senate and the House, and Dr. Goodman 
testifi ed before the House Ways and Means Committee on its benefi ts.  Dr. Goodman also helped develop 
a similar plan for then presidential candidate George W. Bush.   

The NCPA shaped the pro-growth approach to tax policy during the 1990s. A package of tax cuts, 
designed by the NCPA and the U.S. Chamber of Commerce in 1991, became the core of the Contract 
With America in 1994.  Three of the fi ve proposals (capital gains tax cut, Roth IRA and eliminating the 
Social Security earnings penalty) became law.  A fourth proposal — rolling back the tax on Social Security 
benefi ts — passed the House of Representatives in summer 2002.

The NCPA’s proposal for an across-the-board tax cut became the focal point of the pro-growth 
approach to tax cuts and the centerpiece of President Bush’s tax cut proposal.  The repeal by Congress of 
the death tax and marriage penalty in the 2001 tax cut bill refl ects the continued work of the NCPA.

Entitlement reform is another important area.  With a grant from the NCPA, economists at Texas 
A&M University developed a model to evaluate the future of Social Security and Medicare.  This work 
is under the direction of Texas A&M Professor Thomas R. Saving, who was appointed a Social Security 
and Medicare Trustee.  Our online Social Security calculator, found on the NCPA’s Social Security reform 
Internet site (www.TeamNCPA.org), allows visitors to discover their expected taxes and benefi ts and how 
much they would have accumulated had their taxes been invested privately. 

Team NCPA is an innovative national volunteer network to educate average Americans about the 
problems with the current Social Security system and the benefi ts of personal retirement accounts.  

In the 1980s, the NCPA was the fi rst public policy institute to publish a report card on public 
schools, based on results of student achievement exams.  We also measured the effi ciency of Texas 
school districts. Subsequently, the NCPA pioneered the concept of education tax credits to promote 
competition and choice through the tax system.  To bring the best ideas on school choice to the forefront, 
the NCPA and Children First America published an Education Agenda for the new Bush administration, 



The NCPA is a 501(c)(3) nonprofi t public policy organization.  We depend entirely on the fi nancial support of individuals, 
corporations and foundations that believe in private sector solutions to public policy problems.  You can contribute to our 
effort by mailing your donation to our Dallas headquarters or logging on to our Web site at www.ncpa.org and clicking “An 
Invitation to Support Us.”

policy makers, congressional staffs and the media.  This book provides policy makers with a road map 
for comprehensive reform. And a June 2002 Supreme Court ruling upheld a school voucher program in 
Cleveland, an idea the NCPA has endorsed and promoted for years.  

The NCPA’s E-Team program on energy and environmental issues works closely with other think 
tanks to respond to misinformation and promote commonsense alternatives that promote sound science, 
sound economics and private property rights.  A pathbreaking 2001 NCPA study showed that the costs of 
the Kyoto agreement to halt global warming would far exceed any benefi ts.  The NCPA’s work helped the 
administration realize that the treaty would be bad for America, and it has withdrawn from the treaty.  

NCPA studies, ideas and experts are quoted frequently in news stories nationwide.  Columns 
written by NCPA scholars appear regularly in national publications such as the Wall Street Journal, the 
Washington Times, USA Today and many other major-market daily newspapers, as well as on radio talk 
shows, television public affairs programs, and in public policy newsletters.  According to media fi gures 
from Burrelle’s, nearly 3 million people daily read or hear about NCPA ideas and activities somewhere in 
the United States.  

The NCPA home page (www.ncpa.org) links visitors to the best available information, including 
studies produced by think tanks all over the world.  Britannica.com named the ncpa.org Web site one of 
the best on the Internet when reviewed for quality, accuracy of content, presentation and usability.  

What Others Say about the NCPA

“...infl uencing the national debate with studies, reports and 
seminars.”

 - TIME 

“Oftentimes during policy debates among staff, a smart young 
staffer will step up and say, ‘I got this piece of evidence from the 
NCPA.’  It adds intellectual thought to help shape public policy in 
the state of Texas.”
 - Then-GOV. GEORGE W. BUSH 

“The [NCPA’s] leadership has been instrumental  in some of 
the fundamental changes we have had in our country.”

- SEN. KAY BAILEY HUTCHISON

“The NCPA has a reputation for economic logic and common 
sense.”

- ASSOCIATED PRESS


