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State Medicaid Rate Cuts:  Legal Challenges and Possible Solutions

The largest recession in recent 
history has forced many states to 
drastically cut payments for health 
care services provided to Medic-
aid enrollees.  Medicaid, which 
provides coverage to indigent pa-
tients, is a jointly funded state/fed-
eral program in which the federal 
government matches a percentage 
of the funds expended by a state on 
Medicaid services.  Washington’s 
2009-11 operating budget included 
an overall 4% reduction in inpa-
tient and outpatient hospital rates, 
as well as numerous other cuts.1   
Other states have made similar 

rate reductions.  As a result, health 
care providers in several states 
have resorted to litigation, seek-
ing to reverse what providers as-
sert are illegal Medicaid rate cuts.   
Where these challenges have suc-
ceeded, however, the question re-
mains: where will the money come 
from in order to maintain adequate 
Medicaid payments?   In Califor-
nia, as in other states, the answer 
has been to enact an assessment or 
tax on providers, funds from which 
are used to draw down additional 
federal matching dollars.  Such an 
assessment has the added benefit 

of allowing the state to take advan-
tage of provisions of  the American 
Recovery and Reinvestment Act of 
2009 (Pub. L. 111-5), which pro-
vides for enhanced federal match-
ing rates through December 2010.  

Federal Law Restricts Medicaid 
Cuts

The federal Ninth Circuit Court 
of Appeals, which covers the west 
coast states, has permitted health 
care providers to sue states in 
order to enforce certain require-
ments of the federal Medicaid 
Act.2   Among these requirements 
are that states must set reimburse-
ment rates at levels “consistent 
with efficiency, economy, and 
quality of care” and “sufficient 
to enlist enough providers so that 
such care and services are avail-
able under the [Medicaid state] 
plan at least to the extent that such 
care and services are available to 
the general population in the geo-
graphic area.”3   These “quality of 
care” and “access” requirements, 
as interpreted and applied by the 
Ninth Circuit, prohibit states from 
enacting rate cuts that are purely 
budget-driven or that fail to con-
sider their impact on Medicaid 
patients’ access to and quality of 
care.4   And in setting rates, states 
must rely on cost studies and es-
tablish that the rates they set bear a 
reasonable relationship to the costs 

By Michael Madden
Shareholder
Bennett Bigelow & Leedom, P.S.

By Jill B. Scott
Associate
Bennett Bigelow & Leedom, P.S.

and 
By Lisa Dobson Gould, Shareholder, Bennett Bigelow & Leedom, P.S.

(not shown)

-1-



-2-

incurred by an efficient provider.

Legal Challenges to Rate Cuts

In a series of recent cases, federal 
courts have enjoined California’s 
attempts to enact Medicaid cuts.5   
In each of these cases, the courts 
have found that the state failed to 
conduct a rate study or to other-
wise show that reduced rates were 
sufficient to meet the requirements 
of federal law. In Washington, lim-
ited, but successful, legal actions 
have been brought to challenge 
pharmacy and nursing home rate 
cuts.6  As in California, Washing-
ton failed to conduct a rate study or 
make findings concerning whether 
reduced rates would cover provid-
ers’ costs and afford Medicaid ben-
eficiaries with adequate access to 
quality care.

Washington’s hospital rate cuts 
have yet to be challenged.  If those 
cuts are challenged, the state is 
likely to try to distinguish earlier 
cases on the basis of a legislative 
“finding” that was included in the 
2009 budget, which states that 
the rates to be set by the Depart-
ment of Social and Health Ser-
vices (DSHS) will comply with 
the “quality of care” and “access” 
requirements of the Medicaid Act.  
This finding was added to the bill 
on the day after the Ninth Circuit 
had enjoined California’s hospital 
rate cuts, apparently at the behest 
of the state Attorney General.  It 
was added after the state had de-
termined the gross amount of the 
cuts, but before DSHS had actu-
ally determined the methodologies 
by which the cuts would be imple-
mented. And neither the Legisla-
ture nor DSHS conducted an actual 
study of the impact of the rate cuts.  

Finding Solutions

Even when successful, legal chal-

lenges to Medicaid cuts do not 
provide the funds necessary to 
maintain adequate rates. And in 
these times when state revenues 
are diminished and the ability to 
raise general taxes is politically 
or legally constrained, additional 
funding for Medicaid is extremely 
problematic.  One solution that has 
emerged, however, is an assess-
ment on providers that is used ex-
clusively to obtain additional fed-
eral matching dollars for Medicaid 
services.  In the wake of its liti-
gation, California adopted an an-
nual provider fee in October 2009, 
which is expected to generate an 
additional $2.3 billion in matching 
federal funds annually.7   In May 
2009, Oregon expanded its existing 
taxes on hospitals and health insur-
ers, which are expected to generate 
an additional $700 million annual-
ly and will be used to cover nearly 
all of Oregon’s uninsured children 
and 60,000 low-income adults.8   

These types of measures must 
meet certain federal requirements. 
Generally, such taxes (1) cannot 
exceed 25% of the state share of 
Medicaid expenditures, (2) must 
be broad based and uniformly ap-
plied to all providers in a given 
category (e.g., all hospitals), and 
(3) states may not directly or indi-
rectly guarantee that providers will 
be “held harmless” or reimbursed 
for the exact amount of taxes paid.9   
The hold harmless restriction only 
applies where the tax rate paid ex-
ceeds 5.5% of the revenue received 
by the taxpayer.10   

In 2007, at least 43 states and the 
District of Columbia were using 
some form of an industry assess-
ment, and approximately 25 states 
currently have a hospital provider 
assessment.11   As we bid fare-
well to 2009, only time will tell if 

Washington will join the ranks of 
a growing number of states using 
a provider assessment to mitigate 
the impact of state budget short-
falls on Medicaid services in the 
upcoming biennium.
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