
1

constraints that keep certain potential 

levers out of their reach. In these areas, the 

federal government offers key advantages.

Financing, continuity, and 
other Federal StrengthS
While many states are attempting to move 

ahead with reform, they are not all equal 

in their capacity to address these large and 

complex problems. Significant variation 

exists across states in terms of resources, 

capacity, demographics, number of 

uninsured, insurance market structures, 

public programs, state funds available 

to invest in reform, employment base, 

political priorities, and a host of other 

relevant factors that must be considered if 

health reform is to succeed.  For example, 

state uninsured rates vary from just 

under 8 percent to almost 25 percent and, 

generally, where those rates are the highest, 

the states have the fewest resources in terms 

of a tax base or population income levels 

to support funding for needed coverage 

expansions. So while some states have 

moved forward and will continue to try to 

expand or maintain coverage rates, there 

are a large number of states that need 

significant federal support.  

It is extremely difficult, if not impossible, 

to construct an effective and efficient 

national health system one state at a time.2 

Importantly, as currently evidenced by the 

varying levels of public program eligibility, 

investments in public health, and quality 

state level to enact incremental, substantial, 

and comprehensive coverage reforms as 

well as other initiatives that address cost and 

quality. These states could not wait; due to 

the immediacy of constituent concerns—of 

individuals, employers, and other stakeholders 

in the health care system—state governors 

and legislatures felt compelled to act.  Results 

were mixed.  States have experienced both 

important successes and enlightening failures 

that can help inform a national plan and help 

frame the best structure for any new federal-

state partnership. 

States play a critical role in advancing 

coverage expansions and other health 

reforms by testing new ideas, both politically 

and practically.  Because health care delivery 

is largely local, states are closer to the action 

when it comes to implementing some of the 

delivery and payment system changes that 

are needed to truly transform the health 

care system. This proximity and flexibility in 

system redesign is a key strength for states.  

In addition, states have first-hand knowledge 

of their local landscapes and relationships 

with the stakeholders that will be necessary 

to change the system.  Much of the work 

related to implementing insurance reforms, 

delivery system redesign, and public  

health strategies traditionally have been  

led by states.

On the other hand, there are numerous 

limitations for states in these areas as well, 

including some structural and financial 

Because the new U.S. President, Barack 

Obama, campaigned on a platform that 

prominently featured health reform, and 

is welcomed to Washington by a Congress 

that has put health care near the top of its 

agenda, interest in and energy around broad 

federal health reform is gaining momentum.  

A sense of optimism by reform advocates 

has remained, even in the face of the nation’s 

dismal economic situation. If health reform 

does move forward, policymakers will need 

to find a balance between the role of states, 

who have traditionally led the movement 

to reduce costs, expand access and improve 

quality, and the federal government, which 

has provided the policy setting and financial 

foundation for such reforms.

Within our structure of federalism and 

given the complexity of the health care 

system, it is imperative to build upon 

the respective strengths of both state and 

federal governance to fashion health reform 

solutions with the greatest potential for 

success.1 This section looks at the strengths 

of states and the federal government, and 

outlines a potential framework for merging 

the two, informed by a growing body of 

research based on state reform efforts. 

implementation, SyStem 
redeSign, and other State 
StrengthS
In recent years, a lack of national consensus 

about how to address the growing number of 

uninsured people has prompted work at the 
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States recognize the need for large multi-

state employers to have national standards 

within which they can operate more 

efficiently. However, states who seek to 

innovate, especially through the use of 

public-private partnerships, are hampered 

by their lack of oversight and ability 

to engage. Tension between these two 

legitimate concerns is inevitable. 

Federal policy steps could be taken 

to address employer concerns while 

still allowing for state innovation. For 

example, two states have recently imposed 

assessments on employers to help fund 

health care access initiatives but, because 

the question about whether they are subject 

to federal ERISA preemption has only 

been tested through the judicial system, 

other states have been reluctant to even 

consider such a financing mechanism.6 

While Massachusetts managed to enact 

a very limited employer mandate that 

requires certain employers to offer coverage 

to employees or pay into a state fund to 

support public health programs, states 

have mostly felt the need to steer clear of 

requirements on employers to contribute to 

the financing of coverage expansions.  The 

federal government could provide clarity 

on permissible state actions and/or allow 

safe harbors. 

Several clear federal changes would allow 

states to require ERISA-protected health 

care purchasers to participate in payment 

reform collaboratives, quality improvement 

efforts, Medicaid premium assistance 

programs, and all-payer databases. States 

could be allowed to collect enrollment 

and benefit information from ERISA 

plans. An explicit allowance could permit 

states to apply premium taxes to employer 

plans. Due to federal preemption, states 

are not able to define the scope of benefits 

provided by ERISA plans; the federal 

government therefore could also set a 

national floor on benefits. Finally, while 

consumer protections for those covered by 

a Federal-State partnerShip
Given the respective strengths and challenges 

of either an all-state or all-federal approach 

to health reform, a strong federal-state 

partnership that builds upon the best of 

both could be a useful approach.  In this 

scenario, the federal government would 

use its leverage as the largest purchaser in 

the country to set minimum standards and 

guidelines upon which states can build; it 

would also provide the necessary resources 

to the states to facilitate reform. States would 

then be responsible for implementing the 

programmatic aspects of health reform 

within an overall framework established 

at the national level. Key features of this 

approach are outlined below.

regulating insurance markets. States 

have significant and lengthy experience with 

insurance market oversight and consumer 

protection.5 However, while they have the 

advantage of being more directly accountable 

to consumers and providers, their purview 

over some employers is limited by federal 

law (e.g., Employment Retirement Income 

Security Act of 1974 [ERISA]). In addition, 

many of their residents are covered by federal 

insurance programs such as Medicare, the 

Veterans Health Administration, the Indian 

Health Services, and the Federal Employee 

Health Benefit Plan (FEHBP), and are 

therefore also beyond the reach of state 

regulation. 

States are limited in their ability to engage 

with employers regarding the provision of 

health insurance. States can regulate insurers 

and the business of insurance but ERISA 

is often an issue when state law appears to 

affect whether and how employers offer 

worker health coverage. The federal law 

preempts state laws that “relate to” private 

sector employer-sponsored benefit plans. In 

effect, health benefits offered by self-funded 

employers have been exempted from any 

state regulatory oversight. This exemption 

limits the scope of cost-containment, quality 

improvement, and coverage expansion 

efforts of states. 

measures, a state-by-state approach without 

sufficient national standards and support 

leads to inequity in the overall system.3 Many 

states will not achieve universal coverage 

without a national framework and federal 

funding. This is a key argument for some 

federal reforms.

Differences in the way that state and federal 

governments are able to address budgetary 

issues also suggest advantages to federal 

leadership on reform: 

• Counter-cyclical Budgeting:  The federal 

government is able to maintain spending 

levels during times of recession because 

it is not constitutionally mandated to 

balance its budget every year.  Almost all 

states have annual or biennial budgets 

that must balance, which makes coverage 

expansions more challenging for states as 

they may not be able to afford to maintain 

benefit and eligibility levels during 

economic downturns.   

•  Multi-year Budgets: Because the federal 

government does multi-year budgets, it 

has the capacity to score savings in the 

Medicare and Medicaid program that  

will be realized in future years.  This 

makes it easier for federal policymakers 

to find resources for program expansions 

from cost-saving approaches because the 

savings from these programs are often 

realized several years in the future. 

•  Revenue Raising Capacity: In addition, 

the federal government has the capacity 

to raise revenues in a broader fashion. In 

a hypothetical example, if $100 billion 

was needed to cover all of the uninsured 

nationally, each state would have to 

increase their taxes by more than 13 

percent. The federal government, on its 

tax base, would only need to increase 

taxes by about 4 percent to raise the same 

funds.4  This example demonstrates the 

important difference in the scope of 

revenue-raising capacity at the two levels 

of government.
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have proven to be severely burdensome to 

states.  Many state officials report that the 

cost-saving benefit of trying to identify 

those individuals who are not eligible 

for programs is far outweighed by the 

administrative costs of implementing and 

maintaining such a verification effort.12 In 

addition, many states have reported that 

the requirements have the unintended 

consequence of denying benefits to those 

who otherwise would be eligible but 

have no proof of citizenship. The federal 

government should consider allowing a 

waiver from the citizenship requirement if 

the state can demonstrate it has effective 

verification standards in place.13 

Changes to federal Medicaid regulations 

designed to control the rate of growth in 

these programs have also caused concern 

for a number of states.  States view these 

proposals as reversing long-standing 

Medicaid policy. The regulations, most 

of which are currently under a one-year 

moratorium, also severely limit state efforts 

to use their public programs as a building 

block for coverage expansions.14 A state 

survey noted that “a vast majority of states 

indicated that the regulations would have a 

real and significant impact on states  

and beneficiaries.”15 

In addition, in a directive dated August 

17, 2007, the Centers for Medicare & 

Medicaid Services (CMS) announced that 

states would be barred from extending 

SCHIP coverage to children in families 

with incomes above 250 percent of the 

Federal Poverty Level (FPL) unless the 

state can demonstrate that 95 percent of 

their residents who are eligible under 200 

percent FPL are enrolled in the program.16 

That directive impacted 23 states—10 that 

had already increased eligibility beyond 250 

percent FPL and 14 others had proposed 

doing so.  (Washington State falls into both 

categories.)17  This directive has not been 

modified nor rescinded.  

states with no guidance as to what may be 

acceptable. The waiver process needs to be 

more timely and collaborative. States are 

currently at the forefront of experimenting 

with payment reforms to contain costs and 

improve the delivery system; they need a 

better framework and an expedited approval 

process for payment reform demonstrations 

that allow them to experiment and move 

from a fee-for-service system that  

incents quantity and disregards quality  

to one that pays for value by rewarding 

quality improvement. 

Another substantial change to the parameters 

of the federal-state program that should be 

considered is related to the “dual eligibles”—

the almost 7.5 million individuals who 

receive both Medicare and Medicaid benefits. 

Currently, for dual eligibles, Medicaid pays 

Medicare premiums and cost sharing and 

clinical benefits such as long-term care that 

Medicare does not cover.9 Dual eligibles 

represent more than 40 percent of all 

Medicaid spending and almost a quarter 

of Medicare spending.10 Some states have 

argued that all health care for the duals 

should be the responsibility of the federal 

government. Because dual eligibles have 

substantial medical needs and cost more per 

capita than other Medicaid beneficiaries, 

both state and federal governments need 

to be concerned about the impact of these 

individuals on both public programs.  

The federal government could support 

efforts to integrate care to overcome 

administrative and operational hurdles 

and financial misalignments between the 

Medicare and Medicaid programs through a 

single delivery system.11

While both states and the federal 

government share the goal of maximizing 

pubic program enrollment and preventing 

ineligible individuals from taking advantage 

of benefits to which they are not entitled, 

the federal government added citizenship 

verification guidelines to the program that 

ERISA plans are currently provided at the 

federal level, states have more infrastructure 

and experience in these areas.  Oversight 

responsibility, using federal standards, could 

be shifted to the state level.

public programs—medicaid and the 
State children’s health insurance 
program (Schip): Medicaid and SCHIP 

are currently based on a federal-state 

partnership. Overall, the Medicaid program 

provides more than 59 million Americans 

with health coverage and long-term care 

services.7 The federal government provides 

broad guidelines within which each state 

must operate and the states are responsible 

for implementing the programs on the 

ground. These programs allow, to a certain 

extent, variation in eligibility levels, benefit 

structures, payment parameters, and breadth 

of optional populations covered. 

In recent years, this partnership has been 

strained. The allowance for flexibility 

through the waiver process has been granted 

by Congress in several laws governing these 

programs. However, many states believe that 

federal regulatory oversight has become too 

inflexible and administratively cumbersome, 

and that proposed federal changes to the 

program have been taken unilaterally with 

little or no consultation with states nor with 

any regard to the impacts those changes 

will have to the program on the ground.8 

National reform should address these 

tensions, particularly with regard to waivers, 

dual eligibles, citizenship requirements and 

other Medicaid policy changes, and SCHIP 

limitations.

While there are currently processes for 

approving State Plan Amendments and 

also for granting waivers that, ostensibly, 

allow for state flexibility, those processes are 

now viewed as being too time-consuming 

(often years), adversarial, and capricious. 

Waiver parameters that had been granted 

to some states are denied to others, leaving 
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There is a dearth of federal standards and 

guidelines in the area of quality metrics. To 

reduce duplication of effort and capitalize 

on efforts underway, most states are using 

quality measures that have been approved 

by the National Quality Forum or national 

accreditation organizations such as the 

National Committee on Quality Assurance  

and the Joint Commission.  However, 

variation in quality and efficiency across 

the country remains20 and a national 

strategy and national benchmarks coupled 

with the necessary resources are needed to 

reduce this variation and the unacceptable 

amount of poor quality.

State Variation in the 
context oF Federal 
reForm
While there may be broad agreement 

among the many stakeholders in the health 

care system and across political parties 

about the overall objectives for health care 

reform—expand access, improve quality, 

and contain costs, there is substantial 

disagreement about how to achieve  

these goals. 

If it can be assumed that national reform 

will occur in the near future and it will 

have a federal-state partnership as its 

foundation, it will be critical to recognize 

that a national strategy will not lead to 

uniformity overnight. While working 

toward equity and less unwarranted 

variation in the cost and quality of care 

across states is critical, equity should not 

necessarily be equated with uniformity in 

the way that programs are implemented 

across all states. Understanding the 

diversity across the country means that any 

uniform national strategies, especially those 

targeting the uninsured, will have varying 

impacts and do not guarantee uniform 

national outcomes.21 

as well as the FEHBP, payment reforms to 

encourage better processes and improved 

outcomes could be accelerated. 

Federal programs could provide the 

leadership to emphasize evidence-based 

care and to use their claims data to establish 

better baselines; set goals for improving 

population outcomes; improve risk-

adjustment methodologies; and reward 

results.19 The federal government could also 

promote the use of comparative effectiveness 

research in benefit design, value-based 

purchasing, and for determining best clinical 

practices. The federal government could 

consider including state programs (e.g., 

Medicaid, public employees) in any Medicare 

demonstration projects on payment reform 

and delivery system redesign. However, 

because states can move more quickly, the 

federal government could also assist states by 

developing a new process to allow Medicare 

to participate in state-based all-payer 

databases and other state pilots.

Federal leadership and support to encourage 

the rapid adoption of HIT and the use of 

requisite interoperability standards are 

critical. The health care sector is in dire need 

of uniform interoperability standards—that 

separate data from software applications—so  

that providers and health systems that 

purchase electronic medical record systems 

and other HIT can be assured that those 

systems will be able to exchange key medical 

information.  While states are moving ahead 

in this area in a somewhat limited fashion, 

it is difficult for them to proceed, in part, 

because many health care systems, hospitals 

and employers cross state lines and they do 

not want to invest in information systems 

that will not operate across those borders 

and across systems. States recognize that 

it does not make sense for 50 states to set 

50 different standards, so they are waiting 

for federal regulators to set the needed 

benchmarks so that investment in HIT can 

move forward. 

Many Medicaid and SCHIP observers 

expressed frustration that the federal 

government had not sought state input 

or greater understanding of the potential 

impact of these policy changes, which 

severely reduce the flexibility that states have 

in their public programs and severely impact 

their budgets, before moving forward. 

CMS’s statutory authority to even issue the 

August 17 directive has also been called 

into question.18 If the federal government 

wants to continue to support innovation and 

coverage expansions by states, it will need to 

rescind the August 17 directive and pursue a 

more collaborative regulatory process. 

System redesign/Quality 
improvement: States have increasingly 

recognized that coverage expansions must be 

accompanied by value-enhancing strategies 

that contain costs and improve quality.  

The implementation of delivery system 

redesign and payment reforms, as well as 

the integration of public health strategies 

into other health care reforms, happens 

primarily at the state and local level. States 

are able to convene stakeholders and help 

provide a framework for collaboration to 

move these efforts forward. State health 

care system redesign efforts can provide 

lessons about how to take on this work and 

how to overcome challenges. In addition, 

most of the necessary health information 

technology (HIT) infrastructure needed to 

support these redesign efforts must be built 

on the ground—states have been playing an 

extensive role in this area as well.

While states have been moving ahead on 

these issues, the federal government has a 

number of levers that allow it to have, in a 

certain way, substantially more impact on 

the health care system than any individual 

state. By leveraging and aligning the 

purchasing power of the federal programs 

of Medicare, Medicaid, the Veterans Health 

Administration, the Indian Health Services 
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concluSion: Building a 
Strong State-Federal 
partnerShip
Many of the ideas related to essential 

elements of a federal-state partnership 

are not new—during the national reform 

discussions in the early 1990s, the Reforming 

States Group provided recommendations 

that still hold true today, including the 

establishment by the federal government 

of “a timetable for action, standard core 

benefits, and standards for access to 

and quality of care, cost containment, 

administrative efficiency, and portability of 

coverage between states, …[and that] the 

federal government should grant the states 

flexibility to implement reforms that meet 

federal requirements and that equitably and 

efficiently address access, coverage, and cost 

containment...”23

Despite the need for collaboration between 

federal and state governments, many state 

officials fear that some federal reforms could 

have a negative impact on states.  This is 

based on the experience of the CMS August 

17 directive, the citizenship requirements 

under DRA, the “clawback” provisions 

under the Medicare Part D legislation24 

and inflexible, burdensome Medicaid 

regulations.  The federal government 

has often made changes to federal-state 

programs without appropriate consultation 

and communication with affected states.  As 

a result, states have been forced to shoulder 

additional financial burden in the context of 

ambiguous or conflicting directives from the 

federal government.

While states may be skeptical about the 

possibility of national reform and anxious 

about the parameters of such reform, 

inaction is not an option.  A collaborative 

federal-state partnership that builds on 

the respective strengths of each offers real 

potential and should be considered.

One major area where extreme variation 

exists is in insurance market rating 

requirements; in essence, there are 50 

different health insurance markets, so it will 

be important to understand how a national 

plan will affect each of those markets. As 

another example, focusing on the variation 

in public program eligibility levels, the effects 

of a federal policy to allow all adults up to 

133 percent FPL into the Medicaid program 

will vary across states depending on previous 

efforts to expand coverage to adults.  In 

addition, many of the states that have not 

enacted prior expansions may not have the 

financial resources to provide the required 

state match under such a requirement.  

Three major possible solutions could 

address this variation in impacts across 

states; the federal government could: 1) 

make no attempt to address the variation in 

impact and let each state fend for itself; 2) 

provide variable assistance, both financial 

and technical, to the states based on each 

state’s need; or 3) recognize that it may need 

to allow states to comply with the federal 

guidelines in a sequenced way over time.22 

A combination of variable assistance and 

sequencing could be the best method to help 

states comply over time. Any federal financial 

assistance should also aim to not penalize 

those states that have been able to expand 

coverage recently.  While “maintenance of 

effort” is almost always encouraged when 

new programs are enacted, those states at the 

forefront should benefit in some way from 

any new federal funding that may accompany 

requirements to increase eligibility. 

Arguably, states will always want more 

funding from the federal government 

and also maximum flexibility; a huge 

open question is what are the minimum 

requirements that should be expected from 

the states in exchange for this funding and 

flexibility?  The variability between states 

also impacts this tension between the need 

for both leadership and flexibility from the 

federal government. 
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