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On August 17, 2007, the Centers for
Medicare and Medicaid Services (CMS) is-
sued a new State Children’s Health Insurance
Program (SCHIP) directive that has the effect
of barring states from covering children with
family incomes above 250 percent of the fed-
eral poverty level (FPL), the equivalent of
$42,925 a year for a family of three.! As Sec-
retary of Health and Human Services (HHS)
Leavitt confirmed in a letter to Senator Gras-
sley just a few weeks before CMS’ new direc-
tive, federal SCHIP law grants states the
authority to decide the income eligibility level
they will apply in their state’s SCHIP
program.? The new directive eliminates this
longstanding authority by establishing a fed-
eral income cap through the back door. Spe-
cifically, it imposes new conditions on states
that want to offer affordable SCHIP coverage
to children over 250 percent of the FPL —
conditions that states will almost certainly not
be able to meet. These conditions will effec-
tively make it impossible for states to cover
uninsured children.

This new, unilateral attempt to reverse
SCHIP policy without any change in statute
or even regulation comes just as Congress is
debating these issues in the context of SCHIP
reauthorization. Neither the House nor the
Senate reauthorization bill imposes an income
cap on SCHIP coverage. Instead, both bills
leave existing state flexibility intact, although
the Senate bill reduces the federal matching

rate for SCHIP coverage of children with in-
comes above 300 percent of the FPL. In addi-
tion, the CMS directive comes at a time when
a diverse array of states has enacted legisla-
tion to expand their SCHIP programs to cover
more uninsured children. The new CMS pol-
icy would not only stop these states from
moving forward with their plans (for exam-
ple, Louisiana has already announced it may
be forced to scale back its coverage plans in
light of the new directive®), but also will force
a roll back in eligibility in states that have
covered uninsured children in this income
range through SCHIP for years.

Impact on States and Children

Significant numbers of children in states
throughout the country are at risk of losing
their SCHIP coverage or the opportunity to
obtain SCHIP coverage as a result of the new
directive, adding to the growing number of
uninsured children. Just ten days after the re-
lease of this directive, the U.S. Census Bu-
reau announced that the number of uninsured
children rose by more than 600,000 in 2006 to
8.7 million, the highest number since the turn
of the century.*

As many as 23 states from all regions of
the country would be clearly and di-
rectly affected by the new rules (Table
1). These 23 states include 11 states that
already have income eligibility thresholds
above 250 percent of the FPL and eight
states that have adopted, but not yet im-
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plemented, such eligibility thresholds.
Four other states have income eligibility
thresholds at or slightly below 250 per-
cent of the FPL but apply deductions
when computing eligibility (for example,
deducting income used to pay for child
care expenses). As a result, these four
states also will see some children lose
coverage as a result of the new directive.

Hundreds of thousands of children with
family incomes above the new thresh-
old,’ as well as children with lower in-
comes could lose coverage. Children in
lower income families may lose coverage
because when states expand their pro-
grams, it is common for many of the chil-
dren who gain coverage to be lower in-
come children who were already eligible
but unenrolled.®

Ultimately, all states are potentially
harmed by the new rules. Any state that
might decide in the future to exercise the
option to cover uninsured children in their
state above the $42,925 income level (for
a family of three) will now be prevented
from doing so by this directive.

The New Policy

Under the new directive, states cannot
cover children with family incomes above
250 percent of the FPL unless they meet en-
rollment participation rates for lower income
children that no state has yet met; make cer-
tain assurances regarding the availability of
employer-based coverage over which they
have little or no control; impose harsh new
uninsured waiting periods for children as a
mechanism to prevent “crowd-out”; and
charge families costs that might make SCHIP
coverage unaffordable for their children.

Specifically, the directive requires states
to:
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Show that they have enrolled at least 95
percent of the children in the state who
are eligible for SCHIP or Medicaid and
that have family incomes below 200
percent of the FPL;

Assure that the number of children in
the “target population” insured
through private employers has not de-
creased by more than two percentage
points over the prior five years;

Establish 12-month (or longer) waiting
periods, meaning that a child who pre-
viously had coverage through private
insurance would have to be uninsured
for at least one year before enrolling in
SCHIP; and

Impose cost sharing that either is no
less than one percentage point of family
income below charges under “compet-
ing private plans,” or that is set at the

maximum allowed under federal
SCHIP law (five percent of family in-
come).

Implications

The new directive reverses longstanding
policy without any change in the federal
SCHIP statute or regulations. By effectively
barring states from covering children in fami-
lies with income above 250 percent of the
FPL, the federal directive eliminates states’
discretion to determine the appropriate in-
come eligibility level for children in their
state and ignores significant variations in the
cost of living across states. It also fails to ac-
count for cost trends that are making private
health insurance unaffordable for a growing
number of families.

As permitted by the flexibility established
in the original SCHIP law, states as diverse as
Louisiana, New York, Oklahoma and Wash-
ington are responding to these trends by rais-
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Table 1: States Affected by the CMS Directive
(Eligibility levels adopted as of August 1, 2007)

Connecticut 300%
District of Columbia+ 300%
Hawaii+ 300%
Indiana* 300%
Louisiana* 300%
Maryland+ 300%
Massachusetts 300%
Minnesota 275%
Missouri+ 300%
New Hampshire 300%
New Jersey 350%
New York* 400%
North Carolina* 300%
Ohio*+ 300%
Oklahoma* 300%
Pennsylvania 300%
Vermont 300%
Washington* 300%
West Virginia* 300%
SUBTOTAL 19

California 250%
Georgia 235%
New Mexico+ 235%
Rhode Island+ 250%
SUBTOTAL 4

TOTAL 23

Notes: States marked with an asterisk (*) have recently adopted their expansions but have not yet implemented to the levels shown. States marked
with a plus sign (+) are Medicaid expansion states; the directive appears to apply to these states, although some questions have arisen about its
applicability to Medicaid expansion states. States in the second group will have some children affected, because they apply deductions (e.g., for
child care expenses) when computing income eligibility.

Source: Based on a survey by the Center on Budget and Policy Priorities, for the Kaiser Commission on Medicaid and the Uninsured, as updated
by CCF.
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ing the income eligibility levels in their
SCHIP programs to cover more children.’
The coverage offered to these newly eligible
families is affordable but not free; families
pay premiums for SCHIP coverage on a slid-
ing scale basis. SCHIP was specifically de-
signed to bridge the affordability gap by cov-
ering children whose families incomes are
above Medicaid levels but still too low to af-
ford the cost of other coverage. A one-size-
fits-all income cap at 250 percent of the FPL
would leave a significant number of children
without an affordable coverage option, and
that number can be expected to grow over
time.

The extent to which the affordability gap
has worsened since SCHIP was first enacted
and the problem with imposing a fixed in-
come ceiling tied to a percentage of the fed-
eral poverty level is illustrated by comparing
the growth in families’ costs for employer-
based family coverage with changes in the
federal poverty level. The poverty level is ad-
justed each year to account for changes in the
cost of living; in nominal terms it has grown
by 24 percent between 1996 (the year before
SCHIP was enacted) and 2005. During this
same period of time, however, the
average cost to families of premi-
ums for employer-based family
coverage has grown by more than
100 percent (Figure 1).

approval of SCHIP coverage for children with
incomes over 250 percent of the FPL upon a
showing that the state has been able to enroll
95 percent of all eligible low-income children
(i.e., those with incomes below 200 percent of
the FPL) in SCHIP or Medicaid. This provi-
sion is similar to an amendment offered and
defeated in the context of the SCHIP Senate
debate; it is not clear what CMS’ current legal
authority is for imposing such a rule.

Improving participation rates is an impor-
tant policy objective, but the 95 percent level
is likely unattainable, at least in the short
term.

Participation rates in both Medicaid and
SCHIP among low-income children has
been rising in recent years, but as of 2004-
2005, the highest participation rate
achieved was 92 percent in the state of
Vermont. The average nationwide was 74
percent (Figure 2).%

The directive offers no basis for the 95
percent level selected by CMS. This rate
1s well above participation rates in virtu-
ally all public programs other than Medi-
care, which has nearly universal eligibility
and virtually automatic enrollment. CMS’

Figure 1
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Note: This data represents the cumulative growth in employee premium contributions for employer-sponsored family health
insurance and the cumulative growth in the federal poverty level for a family of three.

Source: Agency for Healthcare Research and Quality estimates of 1996-2005 Medical Expenditure Panel Survey Insurance
Component Tables, generated using MEPSnet/IC (August 21, 2007); and CCF analysis of 1996-2005 Federal Poverty Guidelines.
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Figure 2
Medicaid/SCHIP Participation Rates Among

for the low-income subsidy

Low-Income Children Under 19, 2004-2005

program for the Part D drug
benefit was, as of January
2007, about 43 percent.’

The new directive is likely to
hurt the very group of children
it purports to be targeting for
coverage — lower income un-
insured children who are eligi-
ble for SCHIP or Medicaid but
not enrolled. State experience
shows that coverage expan-
sions are very effective in
reaching these previously eligible but un-
insured children. Broader and simpler
coverage rules eliminate much of the con-
fusion that can keep eligible children from
enrolling in SCHIP or Medicaid.

number of uninsured children.

How Can Medicaid and SCHIP
Participation Rates be Improved?

Mandating states to meet unrealistic new
standards as a condition of covering children with
more modest incomes is not likely to help states
achieve higher participation rates in Medicaid and
SCHIP, but stronger financing and new policy
tools could make a large difference.

According to the Congressional Budget Office
(CBO), the largest coverage gains for children
achieved under both the House and the Senate
SCHIP reauthorization bills would be among low-
income children already eligible for Medicaid and
SCHIP but not enrolled — these are almost entirely
children with incomes below 200 percent of the
FPL. The bills achieve these results by providing
states with new financial resources, incentives,
and policy tools aimed at encouraging enroliment
among this group of children. CBO projects that
more than 92 percent of the five million newly in-
sured children covered by the House bill and 87.5
percent of the four million children covered by the
Senate bill in 2012 would be children who are cur-
rently eligible for Medicaid and SCHIP but
uninsured.10
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Note: Data is averaged over two years to achieve adequate sample size, doing so makes the estimates more reliable. Low-income is defined as below 200
percent of the federal poverty level.
The Medicaid/SCHIP participation is calculated as the number of children enrolled in Medicaid or SCHIP as a percentage of the sum of these enrollees and the

Source: CCF analysis of Center on Budget and Policy Priorities estimates of the Census Bureau's 2005 and 2006 Current Population Survey.

New “Crowd Out” Rules

As Congress has been debating SCHIP
reauthorization, the Bush Administration and
some conservative think tanks have argued
for cutting back on the income eligibility of
the children who can be covered through
SCHIP on the basis that public coverage
“crowds out” or substitutes for private
coverage.'! Inevitably, any attempt to cover
the uninsured, whether through public pro-
grams, the new Medicare drug benefit, or tax
credits, will have a crowd out effect.

At the time SCHIP was passed Congress
anticipated some crowd out. The original
SCHIP law requires all states to describe in
their state plans the procedures they will use
to prevent crowd out and makes a variety of
policy options available to states to reduce
substitution. The experience of the last ten
years has shown that some substitution of
coverage has occurred, but less than states
and Congress anticipated.!? Overall SCHIP
and Medicaid have been remarkably success-
ful in providing coverage to millions of chil-
dren who otherwise would have been unin-
sured. Dr. Jonathan Gruber, a leading expert
on crowd out often cited by those who argue
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against expanding SCHIP, has noted that
“public insurance expansions are by far the
most cost-effective means of expanding in-
surance coverage in the U.S. today.”'?

The new directive includes two measures
aimed a preventing crowd out: new private
insurance decline standards, and mandatory
12-month waiting periods.

The Private Insurance Decline Standard

The directive prohibits states from cover-
ing children above 250 percent of the FPL
through SCHIP if employer-based coverage
of children among the target population has
declined in their state by more than two per-
centage points over the past five years. By
doing so, it imposes the wrong solution on a
real problem over which states have little con-
trol.

Employer-based coverage is weakening
for all groups of people, including chil-
dren nationally. Children’s coverage
through employer-sponsored insurance
dropped from 64.4 percent in 2001 to 59.7
percent in 2006.'* This decline is attribut-
able to many different factors, almost
none of which states can control. In fact,
federal law (ERISA) limits states’ author-
ity to require employers to offer or to not
drop coverage.

The availability of public coverage has
had some effect on private insurance, but
even assuming the high end of the range
of crowd out estimates, SCHIP coverage
expansions remain a relatively minor in-
fluence on the broader and complex pri-
vate insurance market dynamics.!’

The new one-size-fits all rule will have
arbitrary and disparate effects across the
country. For example, states with plant
closings, and states with higher job
growth in the service sector or among
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small businesses that are less likely to of-
fer health insurance would have less of an
opportunity to expand coverage for chil-
dren through SCHIP than other states with
more robust and stable employer-based
markets.

Ironically, the solution imposed by the
directive to the coverage problems faced by
families as a result of the declining employer-
based coverage — shutting down SCHIP cov-
erage that a state has determined children
need — will invariably lead to more uninsured
children.

Mandating 12-month waiting periods

The new directive also requires all states
that cover or plan to cover children with fam-
ily incomes above 250 percent of the FPL to
adopt 12-month waiting periods, overriding
existing federal SCHIP rules that give states
discretion in this area.'® States themselves
have an interest in deterring crowd out to
avoid spending limited state funds covering a
child that could be insured through an em-
ployer plan.

Waiting periods have been one tool many
states have used to limit substitution. As of
July 2006, of the 36 states with separate
SCHIP programs, 28 had waiting periods to
discourage families from enrolling their chil-
dren in public coverage when they have vi-
able private insurance alternatives.!” Waiting
periods, however, can have harsh results for
children. By definition, waiting periods re-
quire eligible uninsured children who previ-
ously had private coverage to remain unin-
sured for some number of months. Research
has firmly established that uninsured children
receive less preventive care and are less likely
to see a doctor or have a usual source of care
compared to insured children.!®
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Currently, only two states (Alaska and
[llinois) have a 12-month waiting
period.'® All other state-imposed waiting
periods are six months or less.

According to clarifications provided by
Dennis Smith from CMS to state SCHIP
directors, exceptions to the new 12-month
waiting period will not be permitted. All
states with waiting periods allow some
exceptions. For example, a waiting period
might not be imposed when the cost of the
prior employer-based plan was unafford-
able (generally measured as a percent of
the family’s income) or when the private
coverage the family once had is no longer
available for reasons beyond their control
(e.g., employer bankruptcy). Pennsylva-
nia’s newly approved plan, for example,
exempts children under age two from its
six-month waiting period to be sure that
very young children receive regular check
ups and that any developmental issues are
addressed in a timely and appropriate
manner.?’

States monitor crowd out as well as the
impact of waiting periods on children and
have adjusted their policies accordingly.
By July 2006, compared to the original
implementation of SCHIP, fourteen states
had eliminated their waiting period or re-
duced the length of time during which a
child must remain uninsured, and three
states adopted a new waiting period or
expanded the length of their waiting
period.?!

The new directive removes states’ ability
to adjust and shape their waiting period poli-
cies in light of the evidence of crowd out
problems and the impact in children’s access
to health care.

(s,

New Mandated Cost Sharing Policies

The directive also mandates new SCHIP
cost sharing rules. Families with modest in-
comes whose children are covered by SCHIP
do not receive free coverage; they pay a por-
tion of the cost through premiums, enrollment
fees and/or copayments. While states expect
families at these income levels to share costs,
they also have generally been mindful not to
set charges at levels that would make SCHIP
coverage unaffordable. A primary reason why
children with offers of private insurance are
still uninsured is that the private insurance is
not affordable to the family. SCHIP is specifi-
cally designed to address this affordability
issue.

The new directive would take away
states’ discretion to determine the level of
costs they will impose on families within the
guidelines that have been set by federal law.
States would be required to impose costs at
five percent of family income (the maximum
now permitted under federal law) unless they
could show that the costs were no less than
one percentage point below the total cost
sharing charges of “competing” private plans
(this would include premiums, deductibles,
copayments and coinsurance amounts).

States will likely have difficulty obtaining
information about the costs of “compet-
ing” plans or calculating “total costs” for
plans that typically rely heavily on de-
ductibles and copayments. If so, the prac-
tical result of the requirement may be to
push states to charge the full five percent
of income in their SCHIP programs. (Pre-
sumably, the costs would have to be im-
posed through premiums or enrollment
fees; this would be the only way a state
could assure that the costs imposed actu-
ally equaled five percent of family income
as required by the directive since other
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costs, such as copayments, ultimately de-
pend on a child’s utilization of services.)

For a family of three with income just
above 250 percent of the FPL, a premium
set at five percent of income would be
$2,146 a year. A model developed by re-
searchers at the Urban Institute suggests
that only about 17 percent of families
would enroll their children in coverage if
premiums were this high.?

This level of costs (five percent of in-
come) is well above current SCHIP pre-
miums in most states.”?> To meet the five
percent requirement through premiums
for a family of three with two children
with income at 275 percent of the federal
poverty line, New Hampshire and Illinois
would need to more than double their cur-
rent premiums, and Pennsylvania, which
just recently received CMS approval to
cover children up to 300 percent of the
FPL, would have to increase monthly
premiums by $77 per family, from $120
to $197.2

As several states have seen over the
course of the years, premiums that are too
high will deter families with eligible children
from enrolling in coverage. Maryland, for ex-
ample, recalibrated its premium levels when it
found that the original levels were too high
for the target group of families to afford.?
The new directive removes this discretion
from states, potentially requiring them to
charge fees that will make SCHIP coverage
unaffordable to the families it was designed to
serve.

The CMS Directive Raises Significant
Process Questions.

The process chosen by the Administration
to impose these new far-reaching policies
raises a number of questions. The directive
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was issued during the Congressional recess,
just after the House of Representatives and
the Senate adopted bills to reauthorize SCHIP.
Both bills continue to let states set the income
levels in their SCHIP programs, although the
Senate bill reduces the match rate for children
with incomes over 300 percent of the FPL.
Some amendments offered and defeated in
the context of the congressional debate in-
cluded provisions similar to those included in
the directive.

The new policy was not preceded by any
change in statute or even a new regulation. It
was issued in the form a letter to state health
officials. According to the CMS website,
“The State Medicaid Director (SMD) and
State Health Official (SHO) letters are used to
provide States with guidance and clarification
on current information pertaining to Medicaid
policy, Medicaid data issues and State
Children's Health Insurance Program
(SCHIP) policy. The intent of these letters is
not to establish policy, but to ensure
consistency and better serve the States.””® As
the directive itself notes, this letter does
establish new policy, without the benefit of
any prior notice to stakeholders or a comment
period that typically precedes new federal
policies established by regulation.

Conclusion

CMS’s new policy puts children’s cover-
age at risk while raising a number of policy,
legal and process questions. The new federal
directive usurps authority that has long rested
with the states and interferes significantly
with states’ interest in continuing to make
progress in reducing the number of children
who lack health insurance. The imposition of
a new federally imposed income ceiling in
SCHIP comes at a time when states have been
expanding their programs and when Congress
is debating this very issue in the context of
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SCHIP reauthorization. Since the new policy
is inconsistent with the approach taken by
both the Senate and the House, it is likely that
it will be revisited as Congressional action on
SCHIP moves forward.
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