MEDICAID IN TEXAS: FEDERAL FUNDING OF
DISPROPORTIONATE SHARE HOSPITALS AND
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I. INTRODUCTION

The federal Medicaid plan provides medical care to those in need.'
Through federally approved state plans, agencies in each state administer
programs to handle the level and amount of care needed,2 whether the care is
for indigent or nonindigent patients. The Disproportionate Share Hospitals

1.

Carey Eskridge, Facts at a Glance: Disproportionate Share Hospital Program, Texas

Legislative Council (Mar. 2003), availableat http://www.tlc.state.tx.us/pubspal/dshprogram.pdf [hereinafter
Facts at a Glance].
2. 42 U.S.C. § 1396 (2004); Facts at a Glance, supra note 1, at 2.

3.

State v. Farris, 935 S.W.2d 168, 170 (Tex. App.-Amarillo 1996, no writ) (noting "that the

legislature dictated that no one may be denied treatment at a state hospital due to his inability to pay for the

same ... mhe State is obligated to provide support, maintenance and treatment to all regardless of their
financial status").
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(DSH) payment plan is a part of Medicaid that attempts to aid hospitals that
provide the bulk of indigent care in the state.4 In Texas and elsewhere, the
DSH plan has been altered through legislation, affecting the manner in which
hospitals in Texas handle their indigent care.' With a large burden of indigent
care resting in Texas, the Texas DSH Program is particularly important.6
Consequently, Texas must carefully manage its Medicaid plan, and maintain
some control over the critical distribution of funds within the State. 7
A. Social Security and Medicaid

Title XIX of the Social Security Act is the entitlement program that
for medical assistance for families and individuals with little
provides payment
8
resources.
For the purpose of enabling each State, as far as practicable under the
conditions in such State, to furnish (1) medical assistance on behalf of
families with dependent children and of aged, blind, or disabled individuals,
whose income and resources are insufficient to meet the costs of necessary
medical services, and (2) rehabilitation and other services to help such
families and individuals attain or retain capability for independence or selfcare, there is hereby authorized to be appropriated for each fiscal year a sum
sufficient to carry out the purposes of this subchapter. The sums made
available under this section shall be used for making payments to States
which have submitted, and had approved by the Secretary, State plans for
medical assistance.9
The Medicaid program "is the largest source of funding for medical and

health-related services for America's poorest people."'

Through national

guidelines, each state is entitled to (1) establish eligibility standards for the

state; (2) "determine the type, amount, duration, and scope of [the] services"
provided; (3) set rates of payment; and (4) administer the program. I" Medicaid
programs must offer to categorically needy persons 12 the most basic of

4.
5.

Facts at a Glance, supra note 1, at 2.
Id. at 6-7.

6.
7.

See infra note 92 and accompanying text.
See discussion infra Part VII.

8.

EARL DIRK HOFFMAN, JR. ET AL., BRIEF SUMMARIES OF MEDICARE AND MEDICAID: TITLE

XVIII

AND TITLE XIX OF THE SOCIAL SECURITY ACT AS OF NOVEMBER 1, 2004, at http://www.cms.hhs.gov/

publications/overview-medicare-medicaid/default4.asp

(last visited May 17, 2005) [hereinafter BRIEF

SUMMARIES OF MEDICARE AND MEDICAID].

9.
10.

42 U.S.C. § 1396 (2004).
BRIEF SUMMARIES OF MEDICARE AND MEDICAID, supra note 8, at 1.

11.
Id.
12. Id. Mandatory "categorically needy" persons include those made eligible for Medicaid by
meeting the requirements for the Aid to Families with Dependent Children program in effect in the State
on July 16, 1996; children under age six whose family income is at or below 133% of the federal poverty

2005]

MEDICAID IN TEXAS

services, which include the following: (1) inpatient and outpatient hospital
services; (2) prenatal care; (3) children's vaccines; (4) physician services;
(5) nursing facility services for persons over twenty-one; (6) family planning
services; (7) rural health clinic services; (8) home health care for those eligible
for skilled-nursing services; (9) laboratory and x-ray services; (10) pediatric
and family nurse practitioner services; (11) nurse-midwife services;
(12) federally qualified health-center services; (13) ambulance services; and
(14) "early and periodic screening, diagnostic, and treatment (EPSDT) services
' 3
for children under [the age of twenty-one]."'
B. Medicaid Growth
According to the Center for Medicaid and Medicare Services, several
trends have affected the growth of Medicaid expenditures. 4 The following
factors were noted as affecting growth:
[1]

The increase in size of the Medicaid-covered populations as a result of
Federal mandates, population growth, and economic recessions.
[2] The expanded coverage and utilization of services.
[3] The DSH payment program, coupled with its inappropriate use to
increase Federal payments to States.
[4] The increase in the number of very old and disabled persons requiring
extensive acute and/or long-term health care and various related
services.
[5] The results of technological advances to keep a greater number of very
low-birth-weight babies and other critically ill or severely injured
persons alive and in need of continued extensive and very costly care.
[6] The increase in drug costs and the availability of new expensive drugs.
[71 The increase in payment rates to providers of health care services, when
compared to general inflation. 5
The Center for Medicare and Medicaid Services (CMS) also found that
from 1988 to 1991, "excessive and inappropriate use of the DSH adjustment
resulted in rapidly increasing Federal expenditures for Medicaid."' 6 As a
result, legislation in 1991, 1993, and the Balanced Budget Act of 1997, limited
the federal share of payments to DSH hospitals.17 "However, the Medicare,
Medicaid, and SCHIP Benefits Improvement and Protection Act (BIPA) of

level; pregnant women with a family income below 133% of the federal poverty level; Supplemental
Security Income recipients; recipients of adoption or foster care assistance; and other specially protected

groups. Id.
at 4.
13. Id.
at4-5.
14. Id.
at7.
15. Id.
16. Id.
at6.
17. Id.
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2000 increased DSH allotments for 2001 and 2002 and made other changes to
18
DSH provisions that resulted in increased costs to the Medicaid program."
The CMS further projects that reductions overall will be offset by the
Medicare Prescription Drug, Improvement, and Modernization Act of 2003,19
which requires each state to make monthly payments to Medicare for a
percentage of projected reduction. 20 "For 2006 this payment is [ninety]
percent of the projected 2006 reduction in [sitate spending. After 2006 the
percentage decreases by [one to two-thirds] percent per year to [seventy-five]
percent for 2014 and later." 2' While reductions overall may be necessary to
maintain a healthy Medicaid system, Texas must appropriately respond in
order to ensure that funding remains adequate for its particularly heavy burden
of indigent care. 2
II. THE TEXAS MEDICAID PLAN

Congress, as of 1981, has allowed for higher reimbursement rates for
public hospitals and teaching hospitals that serve a high quantity of Medicaid
and low-income patients, and that are especially dependent on Medicaid
reimbursement.2 3 As a result, legislation requires the Texas Health and Human
Services Commission (THHSC) or (Commission) to reimburse hospitals that
have been approved for participation in the Texas Medical Assistance Program
for covered Title XIX hospital services provided to eligible Medicaid
recipients.24
A. Statutory Conditionsfor DSH Participation

The Texas Health and Human Services Commission has codified
conditions for participation in the reimbursement plan. 25 If a hospital fails to
meet each condition of participation, THHSC declares the hospital ineligible
for participation in the payment program.26 At the beginning of the state's
fiscal year, the THHSC surveys Medicaid hospitals to review the hospital's
eligibility for the program.27 For reviewing purposes, hospitals must allow

18.

Id.

19. Medicare Prescription Drug, Improvement, and Modernization Act of 2003, Pub. L. No. 108173, 117 Stat. 2066.
20. Medicare Prescription Drug, Improvement, and Modernization Act of 2003, Pub. L. No. 108173, 117 Stat. 2155-57.
21.
d.
22. See discussion infra Part VII.
23. L.A. Dep't of Health & Hosps. v. Cir. for Medicare & Medicaid Servs., 346 F.3d 571,572 (5th
Cir. 2003).
24. 1 TEx.ADMIN. CODE § 355.8061(a) (West 2004); see supra note 13 and accompanying text.
25. § 355.8065(a).

26.

§ 355.8065(c).

27.

Id.
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state personnel access to the hospital and the records of the hospital.2" A
hospital "must submit to the state Medicaid director its hospital eligibility
criteria for indigent patients and the procedures for identifying indigent
patients eligible for emergency and nonemergency medical care. 2 9 A hospital
must also address the number of patients that receive charity care, 30 and allow
state personnel to observe the implementation of its charity policy and records
evidencing that policy.3' The requirements for a charity policy are determined
by a cost ratio, where "a hospital's total inpatient and outpatient charity
charges of a hospital fiscal year must be equal to or greater than [twenty-five
percent] of its net disproportionate share payments received in the next state
fiscal year. 32 Hospitals excepted from the charity charge requirements include
the following: "[u]rban hospitals with combined Medicaid and Medicare
inpatient utilization rates equal to or greater than [eighty percent]," "[r]ural and
children's hospitals with combined Medicaid and Medicare inpatient
utilization rates equal to or greater than [sixty-five percent]," and "any hospital
that qualifies for Medicaid disproportionate share funds in a state fiscal year,
and that did not get Medicaid disproportionate share funds in the previous year
....
" State mental hospitals and state chest hospitals are also exempt.34
Hospitals eligible for payment must annually post policies in English and
Spanish informing patients and prospective patients of the hospitals' eligibility
and charity care policies. 35 Hospitals are further required to advise patients of
the availability of free medical care and application procedures.36 At a
minimum, hospitals must report receipt and expenditure of Medicaid
disproportionate share funds to the THHSC annually.37 Records must be
maintained for a minimum of five years.38 A hospital must annually provide
to the THHSC a copy of its assessment of the health care needs of the
community.39 That assessment must include a socioeconomic and
demographic description of the hospital's service area and the area's existing
resources.' The assessment must also reveal how the hospital applies its
disproportionate share funds to the community's health needs.41 In addition,

28.

Id.

29.

§ 355.8065(c)(1).

30. See L.A. Dep't of Health & Hosps. v. Ctr. for Medicare & Medicaid Servs., 346 F.3d 571, 573
(5th Cir. 2003) (stating that "the statute contemplates that reimbursements will reflect not only the cost of
caring for Medicaid recipients, but also the cost of charity care given to uninsured patients").

31.

§355.8065(c)(1).

32.
33.
34.

§ 355.8065(c)(2).
Id.
Id.

35.

§ 355.8065(c)(3).

36.

id.

37.

§ 355.8065(c)(4).

38.

Id.

39.

§ 355.8065(c)(5).

40.
41.

Id.
Id.
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hospitals must report to the THHSC the availability of alternative access to
primary care in the community, including "primary care physician offices,
'
In connection, hospitals
minor emergency centers, and primary care clinics."42
are required by law to have planned accommodations for nonemergency
patients to receive care outside of the emergency room unless there is a
showing of no feasible alternative.43
Disproportionate share hospitals must participate in a regional trauma
system as governed by rules and procedures designating such facilities."
While some hospitals remain exempt from the trauma system requirement," s
those that are not exempt must meet certain criteria each year in order to
participate in the disproportionate share program.46 In the first year, hospitals
must participate in regional trauma system development.47 By the second year,
hospitals must apply for the trauma facility designation, and in the third year,
hospitals must confirm either that a consultation survey has been scheduled or
that a complete application packet has been submitted to the Bureau of
Emergency Management.48 Hospitals must schedule a designation survey
during the fourth year and complete a verification or designation survey in the
fifth.4 9 Hospitals must maintain the trauma system for all subsequent years of
participation." If a hospital has more than 250 licensed beds, they are not
eligible for disproportionate share payments "if local revenues are reduced as
a result of disproportionate share funds received., 51 Yet another condition of
participation is that, "[i]n order to qualify for disproportionate share hospital
payments, each hospital must have at least two physicians . . . who have
hospital staff privileges and who have agreed to provide nonemergency
obstetrical services to Medicaid clients."5 This stipulation does not apply,
however, to hospitals whose majority of inpatients are under eighteen years old
or hospitals that as of December 22, 1987, did not offer obstetrical services.53
Once the state agency finds that the aforementioned conditions are satisfied
and calculates formulas based on utilization rates, 4 it determines funding or
reimbursement for qualifying hospitals.5

42. § 355.8065(c)(6).
43. Id.
44. § 355.8065(c)(7).
45. Id. (stating that exempt hospitals include but are not limited to state mental and state chest
hospitals, psychiatric hospitals, rehabilitation hospitals, maternity hospitals, college infirmaries, contagious
disease hospitals, and terminally ill-patient hospitals).

46.

§ 355.8065(c)(7)(A).

47.
48.
49.
50.
51.
52.
53.
54.
55.

Id.
Id.
Id.
Id.
§ 355.8065(c)(8).
§ 355.8065(c)(9).
Id.
§ 355.8065(d).
§ 355.8065(f); see discussion supra Part I.B.
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B. DSH Reimbursement Methods
The Commission reimburses disproportionate share hospitals monthly,
where monthly payments are "one twelfth of annual payments unless it is
necessary to adjust the amount because payments will not be made for a full
[twelve] month period, to comply with the annual state disproportionate share
56
At the start of each fiscal year, the Commission calculates
...allotment."
the amount of available funds for reimbursement for the next fiscal year
beginning on September 1st of each year. The funds available are adjusted as
follows:
The funds available to reimburse the state chest hospitals and state mental
hospitals equal the total of their adjusted hospital specific limits. The
available funds for the remaining hospitals equals the lesser of the funds
remaining in the state's annual disproportionate share hospital allotment or
the sum of qualifying hospitals' adjusted hospital specific limits. Payments
shall be made in the following manner, unless the commission determines the
hospital's proposed reimbursement has exceeded its specific limit. 7
State chest hospitals receive one hundred percent of their adjusted
hospital specific limit, as long as the hospitals have met all requirements for
disproportionate share status and provide either inpatient psychiatric care or

inpatient hospital services.58 All other hospitals receive payments "based on
both weighted inpatient Medicaid days and weighted low-income days."59 A
low-income day is defined "as a day derived by multiplying a hospital's total
inpatient census days from its fiscal year ending in the previous calendar year
by its low-income utilization rate. ' 6°
For rural hospitals, the case is different. 6' The Department of Human
Services addressed the issue of rural hospitals by declaring that it will "assure

that the adjustment in payment rates for hospital services furnished by
disproportionate share hospitals takes into account the essential role of rural
hospitals in providing access to hospital services to medically indigent persons
in rural areas of the state."62 "The commission determines whether hospitals
in rural areas will receive 5.5% or more of the gross disproportionate share
hospital funds for non-state hospitals. If hospitals in rural areas will receive
at least 5.5% of the gross non-state hospital funds, the commission will

56.

§ 355.8065(f).

57.
58.
59.
60.
61.
62.

Id.
§ 355.8065(f)(1).
§ 355.8065(f)(2).
Id.
§ 355.8065(f)(1); see discussion infra Part V.A.
Tax. Hum. REs. CODE ANN. § 32.028(d)(3) (Vernon Supp. 2004-2005).
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reimburse them using existing principles. 63 Also, urban, general hospitals, if
not operated by a political subdivision of the state and not licensed to provide
mental health services or exempted from the Medicare and Medicaid payment
systems as a children's hospital, are eligible for reimbursement from the
disproportionate share hospital fund. 64
Hospitals which serve high volumes of Medicaid and uninsured patients
are eligible for supplemental payments, which are made during each state's
fiscal year. 65 For outpatient services in Texas, supplemental payments are
available for a publicly-owned hospital or a hospital in the counties of Bexar,
Dallas, Ector, El Paso, Harris, Lubbock, Nueces, Tarrant, and Travis
counties.66 The funding for supplemental payments is "limited to and obtained
through intergovemmental transfers of local or hospital district funds," and are
made in reliance on federal Medicaid upper limit provisions.67
C. Upper Payment Limits

Medicaid Upper Payment Limits (UPL) are codified as the "reasonable
estimate of the amount that would be paid for the services furnished by the
group of facilities under Medicare payment principles. ' 68 Publicly owned
hospitals with the greatest amount spent on Medicaid and uninsured patients
are eligible to receive supplemental high volume payments, as subject to
69
several limitations.
In each state fiscal year the amount of inpatient supplemental payments and
outpatient supplement[al] payments may not exceed the hospital's 'hospital
specific limit,' as determined under § 355.8065(f)(2)(E) of this chapter
(relating to Additional Reimbursement to Disproportionate Share Hospitals);
and (ii) The amount of outpatient supplemental payments and fee-for-service
Medicaid outpatient payments the hospital receives in a state fiscal year may
not exceed Medicaid billed charges for outpatient services provided by the
hospital to fee-for-service Medicaid recipients in accordance with 42 C.F.R.
§ 447.325.0

To calculate the hospital specific limit, the cost of services to uninsured
patients and the Medicaid shortfallf7' are adjusted so that the amount of

63.

§ 355.8065(0(2).

64.

§ 355.8065(f)(2)(D)(iv).

65.
66.
67.

§ 355.8061(a)(4).
§ 355.8061(a)(4)(A).
§ 355.8061(a)(4)(B).

68.

42 C.F.R. § 447.321(0(2) (1999).

69.
70.
71.

§ 355.8061(a)(4)(c).
§ 355.8061(a)(4)(C)(i)-(ii).
§ 355.8065(b)(16). Medicaid shortfall is defined as the "cost of services (inpatient and

outpatient) furnished to Medicaid patients, less the amount paid under nondisproportionate share hospital
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Medicaid payments including supplemental payments are subtracted from the
Medicaid shortfall. 72 The amount of the Medicaid shortfall is subtracted from
the cost of services to uninsured patients, ensuring that a hospital's total
Medicaid payments do not exceed the costs of serving Medicaid patients and
uninsured patients.73
[The Medicaid shortfall] includes total Medicaid billed charges and any
Medicaid payment made for the corresponding inpatient and outpatient
services delivered to Texas Medicaid clients, as determined from the
hospital's fiscal year claims data, regardless of whether the claim was paid.
These denied claims include, but are not limited to, patients whose spell of
illness claims were exhausted, or payments were denied due to late filing.74
As of December 13, 2003, supplemental payments were available for
outpatient services, provided the hospital is owned or operated by the state of
Texas. 7' For outpatient services, the aggregate supplemental payment is
calculated to be the "annual difference between the aggregate upper payment
limit and the outpatient fee-for-service Medicaid payments" made to the state
owned or operated hospitals.76
Upper payment levels are determined in accordance with the federal
Medicaid upper payment limits. 7 7 The state-owned or operated hospital
payments are calculated by dividing a hospital's fee-for-service Medicaid
payments by the sum of the Medicaid fee-for-service payments of all state
government-owned or operated hospitals, and then multiplying that percentage
by the aggregate supplemental payment that was determined to be the
"difference between the aggregate upper payment limit and the outpatient feefor-service Medicaid payments. '78 Total payments received, when
supplemental payments are combined with outpatient payments, may not
exceed the maximum amounts allowed by federal law.79
Once declared eligible for supplemental payments, a hospital will receive
the payments quarterly, "limited to one-fourth of the difference between the
hospital's Medicaid fee-for-service outpatient Medicaid payments received and
100% of Medicaid allowable outpatient hospital cost."80 Payments are "based

payment method under the state plan." Id.

72.
73.
74.
75.
76.
77.
78.
79.
80.

§ 355.8061(a)(4)(E)(i)-(ii).
Id.
§ 355.8065(f)(2)(E)(I).
§ 355.8061(a)(5)(A); see supra note 13 and accompanying text.
§ 355.8061(a)(5)(B).
Id.
§ 355.8061(a)(5)(B), (a)(5)(C)(i)-(ii).
§ 355.8061(a)(5)(E).
§ 355.8061(a)(4)(D).
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on a twelve consecutive-month period of fee-for-service claims data selected
by [the Health and Human Services Commission]."'"
Additional funds, or funds left over from calculations and reductions due
to specific limits, are distributed to "[oinly those hospitals that are below their
adjusted hospital specific limit[], '82 and funding cannot exceed the adjusted
hospital specific limit.83
D. Processfor Reimbursement

Before the beginning of the state fiscal year, the Commission must notify
hospitals of eligibility or ineligibility for the program, and, where eligible, the
estimated amount of reimbursement.' Hospitals are then "allowed to request
a review by the state," for either a declaration of ineligibility or to contest the
amount of reimbursement.85 Reviews must be conducted by the Commission,
and are not subject to judicial review.86 If accepted to participate in the
disproportionate share program, hospitals are required to maintain compliance
at all times with the specified conditions for entry into the program. 7 When
a hospital receiving disproportionate share funding closes, loses licensing, or
loses its eligibility in the program, the disproportionate share funds that were
previously marked for that hospital are dispersed among remaining
disproportionate share hospitals. 8 ' Upon reopening, if the hospital remains
categorically the same with the same licensure in the same fiscal year, the
hospital will again receive monthly disproportionate share payments for the
remainder of the fiscal year.89

Finally, the state disproportionate share program addresses the possibility
of a reduction in the federal disproportionate share cap.90 "If the federal
government reduces the amount of Medicaid disproportionate share funds
allotted to Texas, the state must reduce the net amount allotted to each
disproportionate share hospital during the state fiscal year by the same
percentage." 9' This creates the issue of whether decreased rates will place too

81.
82.
83.

Id.
§ 355.8065(f)(2)(1).
Id.

84.

§ 355.8065(g).

85.
86.

Id.
S.C. San Antonio, Inc. v. Tex. Dep't of Human Servs., 891 S.W.2d 773, 775 (Tex. App.-

Austin 1995, writ denied). "The doctrine of governmental immunity insulates agency action from judicial
review unless a statute provides for such review, the action violates constitutional procedural due process,
or the constitution waives the state's immunity from suit." Id. at 776.

87.

§ 355.8065(h)(1).

88.
89.
90.
91.

§ 355.8065(h)(4).
Id.
§ 355.8065(h)(4)(I).
Id.
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great a burden on Texas hospitals. 92 Because the statute requires that states
must automatically reduce funding when federal funding is reduced, Texas
may feel the effects of states that do not carry the same proportions of indigent
care. 93 Allowing states, Texas in particular, to maintain more control over the
allocation of their funding would make them better able to correlate the needs
of the states to the intentions of Congress and provide care for those who need
it.

94

III. THE TEXAS MEDICAID BUDGET
Throughout the 1990s, the Texas Medicaid budget increased fivefold, due
to State efforts to umbrella existing state-funded programs under Medicaid in
order to receive federal matching dollars. 95 Several factors in the late 1990s,
however, impacted the growth of Medicaid.96 One factor for the lower rate of
growth was the "nationwide move during the 1990s to managed care delivery
of employer-sponsored health insurance. 97 In response to increasing health
insurance costs for employers, health insurance companies began to offer
"managed care products[,] ... lower premiums through tighter controls on
costs, stimulation of appropriate utilization of services[,] and an emphasis on
preventive care." 98 Through the new managed care initiative, the efficiency
of the system helped to slow general and medical price inflation. 99 Another
factor noted in the slower rate of Medicaid spending growth was the overall
strength of the economy in the mid 1990s, which helped reduce unemployment
levels. 1 ° Conversely, once the economy began to slow in the 2000s, Medicaid
was further affected:
The economic slowdown experienced in the early 2000s contributed to
decreased consumer spending, increased unemployment levels, and higher
caseloads. Additionally, the number of children on Medicaid continued to
increase through the early 2000s, partially due to Texas' implementation of
[six] months' continuous eligibility for children. This combination of factors

92. See discussion infra Parts VI.A, VI.
93. See supra note 88 and accompanying text.
94. See discussion infra Part VII.C.
95. TEXAS HEALTH AND HUMAN SERVICES COMMISSION, TEXAS MEDICAID IN PERSPECTIVE, 5-3,
(5th ed. 2004), available at http://www.hhsc.state.tx.us/Medicaid/reports/PB5/PinkBookTOC.html (last
visited May 17, 2005) [hereinafter TExAs MEDICAID IN PERSPECTIvE].
96. Id. at 5-4.
97. Id.
98. Id.
99. Id.
100. Id.
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has resulted in the state's Medicaid expenditures once again rising by [ten]
percent or more each year."'
IV. DISPROPORTIONATE SHARE HOSPITALS

As Medicaid growth slowed, so did the individual programs within
Medicaid. In particular, the Disproportionate Share Hospitals plan has been
affected by a decreased growth.'0 2 The DSH plan, a program implemented by
Congress to "guarantee that states compensate certain hospitals for providing
care to a disproportionate number of uninsured, indigent, and Medicaid
patients," plays a role in the Texas Medicaid plan.'0 3 The federally required
payments to hospitals that serve a disproportionately large number of Medicaid
and low-income patients make DSH funding different from other Medicaid
payments in that they are not directly related to specific services for Medicaideligible patients. 10 4 In general, DSH payments are used to balance the costs of
indigent care to hospitals that provide the bulk of uncompensated care." 5 A
valued source of revenue to hospitals, DSH payments "help[] hospitals expand
health care services to the uninsured, defray the cost of treating indigent
patients, '' and
recruit physicians and other health care professionals to treat
patients. "°
A. Other States Comparatively

The largest DSH programs are found in California, New York, New
Jersey, and Texas.0 7 In 2002, five states received "almost half of the total
amount of DSH funds: California (16.7%), New York (12.7%), Texas (9.3%),
New Jersey (5.7%), and Louisiana (4.3%). ' 08 DSH payments "have been the

primary method for states to directly subsidize safety-net hospitals, paying for
nearly 30 percent of unreimbursed care, with state and local subsidies covering
another 60 percent of this care.""'° According to one comparative study, the
reason that DSH payments have been altered three times since 1991 is a result
of the "complex mechanisms, not directly related to provision of services and

101.

Id. at 5.

102.

Id. at 5-8.

103.

106.

Facts at a Glance, supra note 1, at 1; see discussion infra Part V.B
TEXAS MEDICAID IN PERSPECTIVE, supranote 95, at 5-8.
Id.
Id.

107.

BARBARA WYNN ET AL., ANALYSIS OF THE JOINT DISTRIBUTION OF DISPROPORTIONATE SHARE

104.
105.

HOSPITAL PAYMENTS (Sept 2002), availableat http://aspe.hhs.gov/healthlreports/02/DSH (last visited May

17, 2005).
108.
109.

Id.at 2.
Pamela L. Davidson et al., A FrameworkforEvaluatingSafety-Net and OtherCommunity.Level

Factorson Access for Low-Income Populations,41 INQUIRY ONLINE 21, 31 (2004), at http://www.inquiry
journalonline.org.
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care for the poor," which allow for some states to use payments against
Congress's intent.' From a survey of forty states that compared Medicaid
DSH supplemental payments, it was determined that, "while the overall size
of the DSH program did not grow from 1993 to 1997, the composition of DSH
revenues and expenditures changed substantially."' A higher share of DSH
funds was paid to local hospitals and relatively less was retained by the
states.""' In Indiana, urban public trauma centers have suffered decreased
financial stability because of diminished DSH funds and a higher proportion
of either uninsured or underinsured patients.' 1 3 California has been able to
increase their public hospitals' profits from specific units while reducing their
operating losses from DSH hospitals located in markets with high HMO
penetration." 4 In Colorado, the response to the reductions in DSH payments
led to the creation of a Medicaid refinancing strategy, "so that major teaching
hospitals could enhance their teaching programs and at the same time meet the
needs of low-income patients.""'
V. DISPROPORTIONATE SHARE HOSPITALS AND EFFECTS WITHIN TEXAS
The DSH program in Texas has a large impact; and, therefore, the
numbers of DSH hospitals in Texas is large in comparison to other states." 6
In the United States, Texas ranks fifth in total Medicaid spending, but ranks
thirty-fifth in per-recipient spending." 7
A. Rural Areas in Texas

One reason that states such as Texas and Louisiana carry a heavier burden
for indigent care is because both states have greater amounts of rural areas; the
Fifth Circuit, focusing in particular on Louisiana, stated that "small rural
hospitals bear significant costs for the services they provide to low-income
uninsured patients though their 'hospital-based' clinics.""' Prior to 2003,
CMS had determined that Louisiana's hospital-based rural health clinics" 9
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116. TEXAS MEDICAID IN PERSPECrIVE, supra note 95, at 5-8.
117. Luis Figueroa, Note, A Legal Analysis of the Texas Medicaid Reimbursement Scheme and Its
Effects on the Border Region, 9 TEx. HISP. J.L. & POL'Y 55, 59 (2003).

118. L.A. Dep't of Health & Hosps. v. Ctr. for Medicare & Medicaid Servs., 346 F.3d 571,574 (5th
Cir. 2003).
119. Id. at575. Rural health clinics provide "medical emergency procedures as a first response to
common life-threatening injuries and acute illness and has available the drugs and biologicals commonly
used in life saving procedures." Id. at 574.
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were not furnishing hospital services 2 1; therefore, the rural health clinics were
excluded from calculations necessary for higher disproportionate share
Medicaid reimbursement rates. 12' The Louisiana Department of Health
asserted that the "[c]ongressional purpose behind the DSH program supports
reimbursing hospital-based RHCs for the cost of caring for uninsured
patients," because in effect the services are the same as the outpatient and
inpatient services offered by other DSH participants to the same type of
patients. 2 The Fifth Circuit agreed with the Louisiana Department of
Health. 2 3 This decision benefitted Texas's scheme of reimbursement due to
the amount of rural areas in Texas. 24 If Texas was not allowed to include rural
clinics in calculations for reimbursement,
areas most in need could face a lack
25
of funding for indigent care. 1
B. Texas DisproportionateShare Hospitals
Texas has managed its Disproportionate Share System by attempting to
allocate its DSH funds throughout the entire state. 2 6 In Texas, three hospitals
are considered permanent DSH hospitals, namely UT Medical Branch in
Galveston, UT Health Center in Tyler, and M.D. Anderson Cancer Center in
Houston. 127 All other hospitals are required to re-qualify annually to receive
DSH payments."'
In 2002, three University of Texas teaching hospitals were deemed DSHeligible. 12 9 Other DSH hospitals in 2002 included ninety-two public hospitals,
forty-five private nonprofit hospitals, and thirty-two for-profit hospitals. 130 In
total, 169 hospitals were considered DSH-eligible in 2002.'
In 2003, 167
Texas hospitals received DSH payments. 3 2 Included in that 167 were eighty
public hospitals, fifty private nonprofit hospitals, and thirty-seven private forprofit hospitals.133 As for locations of the DSH hospitals, eighty-seven were
located in rural areas, and eighty were in urban locations. 3 4 In the urban areas,
nine were public facilities, and seven were children's hospitals.'3 5 Three
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University of Texas teaching hospitals are included as DSH-eligible
hospitals. 136 All children's hospitals in Texas are automatically treated as DSH
hospitals, provided they meet federal and state DSH qualifications.137
Any other hospital seeking DSH funding can qualify in three different
ways. 38 Hospitals are required to have either "(1) a disproportionate total
number of inpatient 'days' for Medicaid patients; (2) a disproportionate
percentage of all inpatient days that are for Medicaid patients; or (3) a
disproportionate percentage of all inpatient days that are for low-income
patients. '
The federal funding for DSH is regulated by the ordered Medicaid plan,
which balances state funding with federal funding, with each entity sharing a
part of the burden.'"
As in other "matching" Medicaid programs, the federal government and a
state each pay a share of total DSH program costs. Payments are funded
using the same matching rate as medical services (59.99 percent federal
funds, 40.01 percent state funds in FFY 2003). The state share of DSH is
funded through intergovernmental transfers by nine large hospitals (eight
hospital districts and one large municipal hospital) and by state-appropriated
funds from state-owned hospitals (teaching, psychiatric and chest). In FFY
2003, $1.294 billion in federal and state DSH funds were distributed to Texas
hospitals. 4 '
By adding the money from the largest DSH-eligible hospitals to the
money from state-owned hospitals, Texas maximizes the amount available
from the federal government for such plans. 4 2 There are federal restrictions
on the amount of DSH payments that can be paid to hospitals.'43 Two caps
have been imposed on the amounts paid to hospitals, one of those being a cap
on the maximum amount of funds paid to mental health facilities and
institutions for mental diseases.'" The limit on such facilities is "the lower of
145
the amount spent in [fiscal year] 1995 or 33 percent of the DSH allotment.'
The second limit on DSH funding is that the amount of money a hospital
receives "cannot exceed the sum of: (1) the hospital's unreimbursed Medicaid
costs (the Medicaid shortfall); and (2) the hospital's uncompensated care costs
(meaning the costs of treating patients without insurance or another means to
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pay)."' 46 The DSH reimbursement rate is 100 percent, meaning that hospitals
can expect to receive up to 100 percent of the amount imposed by federal
law. 147
In the DSH programs, states direct funding outside of the federal
limitations.'48 States are able to control the following:
*
"
"
*
•

the total amount of state funds spent on the DSH program;
criteria in addition to federal requirements for determining which
hospitals are eligible to receive DSH payments;
the formula for determining the amount of DSH payments to each
hospital;
the distribution of payments among eligible hospitals; [and]
any conditions imposed on hospitals that receive DSH funding. 4 9

VI. LEGISLATION AFFECTING THE DISPROPORTIONATE SHARE HOSPITAL
SYSTEM
A. Federal Legislation

Federal legislation has lowered and raised DSH funding several times,
leaving states grappling with different limitations and different caps year by
year. 5 ° The Balanced Budget Act of 1997 (BBA) capped the federal share of
Medicaid DSH payments to states for the fiscal years 1998 through 2002.' In
accordance with the BBA, "[a] state's allotment for [fiscal year 2003] and for
later years was to equal its allotment for the previous year increased by the
percentage change in the consumer price index for urban consumers (CPI-U)
for the previous year."' 5 2 Further, states' DSH payments were limited to
twelve percent or less of spending for medical assistance in the state for that
year.'53 In 2000, the Benefits Improvement and Protection Act (BIPA) was
passed, granting states a two-year reprieve in DSH payments." 4 BIPA
increased payments for 2001 and 2002, but left 2003 to drop back to the BBA
limitations. With the Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 (MMA), DSH payments were once again increased

146. Id. at 5.
147. Id.
148. ld. at 2.
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150. See supra Part I.B.
151. Centers for Medicare and Medicaid Services, BetterBenefits-More Choices; Disproportionate
ShareHospitals,MEDICARE: TODAY'S ISSUE (April 1, 2004), at http://www.medicare.gov/medicarereform/

default.asp (last visited Feb. 4,2005)) (on file with the Texas Tech Journal of Texas Administrative Law)
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for fiscal year 2004.'

Allotments for 2004 allowed a sixteen percent

increase."' According to one policy group, the sixteen percent allotment
would result in a funding increase of $124.2 million for fiscal year 2004, for
a total of $900.7 million.' 57 In subsequent years,
[fiscal year 2004] level subject to the 12% limit
allotments as calculated under BIPA catch-up
allotments, at which point, allotment levels are

"allotments will stay at the
until the year in which the
with the new provision's
those of the previous year

increased by CPI-U subject to the [twelve percent] limit."' 58
B. States' Submissions to the Commission Per the MMA
To receive Medicaid payments, states are required to prepare and submit
an annual report, listing all DSH hospitals that received payments and the
amount of payments made the previous year. 1"' In addition, states must submit
an audit that details the following:
(1) By how much hospitals in the state have reduced their uncompensated
care costs as a result of claimed DSH expenditures;
(2) That payments to hospitals comply with the requirements of the statute
that establish hospital-specific payment ceilings;
(3) That only the uncompensated care costs of providing inpatient hospital
and outpatient hospital services to eligible individuals are included in
the calculation of these hospital-specific limits;
(4) That the state included all payments including supplemental payments,
in the calculation of such hospital-specific limits; and,
(5) That the state has separately documented and retained a record of all its
costs, claimed expenditures, uninsured costs in determining payments
adjustments, and any payments made on behalf of the uninsured from
payment adjustments. "0
As of April 1, 2004, the MMA increased DSH payments for rural
hospitals and urban hospitals with fewer than 100 beds. 16 ' DSH payment
allotments increased from five and a quarter percent to twelve percent for
urban hospitals with 100 beds or less, sole community hospitals, and rural
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hospitals with 500 beds or less. 62 Rural referral centers, urban hospitals with
163
100 beds or more, and rural hospitals with 500 beds or more have no cap.
The result of the new DSH allotments means a nearly $12 billion increase in
" Another change enacted by the MMA is
payments over the next ten years. 1M
the creation of a uniform standardized amount as the basis of Medicare
payments to hospitals.165 Prior to the MMA, two standardized amounts were
in effect, with one amount for large urban areas, and a lower amount for all
other hospitals.66 The standardized amounts are used to determine payment
rates for individual inpatient stays. 67
VII. PROPOSED CHANGES TO THE MEDICAID DSH PROGRAM
A. Texas HospitalAssociation
On September 2, 2004, the Texas Hospital Association (THA) presented
a letter to the Texas Health and Human Services Commission regarding the
changes to payment rules stemming from the MMA. 16' The THA argued that
Texas hospitals have suffered as a result of the shifting federal legislation that
culminated in lower DSH allotments.' 69 THA cited the following effects of
Medicaid payment reductions:
[1]
[2]
[3]

[4]
[5]
[6]

Significant reductions in Medicaid hospital outpatient payments;
Medicaid inpatient hospital rates calculated without an adjustment for
ordinary inflation;
A $45 million intergovernmental transfer of funds made by Texas
hospitals, which was never intended to be continued past the 2002-2003
biennium;
Reductions in hospital outlier payments;
Amount, duration and scope limitations on Medicaid patients that
continue to restrict Medicaid hospital payments; and
further from
Medicaid managed care reductions that are discounted
7
already reduced Medicaid fee-for-service rates. 0
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The THA also addressed rules proposed by the Commission, which would
increase DSH payments to state-owned hospitals by $120 million in 2004 and
2005, and stipulated that they would support the proposed increase of
Medicaid DSH payments made to state hospitals "only if the aggregate
hospital distribution of DSH funds to non-state hospitals in 2004 and 2005 are
equal to or greater than fiscal year 2003 levels and a portion of the displaced
funds are returned to Texas hospitals." '' The THA supports the
Commission's plan to re-invest the increased amount of DSH payments in the
Medicaid program by "[rjestoring Medicaid Graduate Medical Education
payments, [i]mplementing a non-state, non-public, enhanced (Upper Payment
Limit) hospital Medicaid payment program; and [r]estoring Medicaid coverage
to adult pregnant women to 185 percent of the federal poverty level.""' In
addition to the reinvestment of dollars into those programs, the THA further
recommended that Texas hospitals must continue the two and a half percent
restoration in "Medicaid hospitals payments in state fiscal year 2005," and
must reinstate "the adult medically needy spend-down program.9 173 The
THA's continued support of the proposed DSH rules hinges upon the success
of their two additional suggestions.'74
B. Centersfor Medicare and Medicaid

In relation, Congressional testimony by George Reeb, Assistant Inspector
General for Centers for Medicare and Medicaid Audits, addressed the federal
government's problems with states' expenditures of Medicaid funds through
intergovernmental transfers.' 75 Reeb claimed in his testimony that "the new
uses of intergovernmental transfers in areas such as upper payment limits and
disproportionate share hospital payments have opened new venues for States
to employ creative financing mechanisms."'' 76 Reeb listed the problems
concerning "creative financing" based on audits of six states, naming two
particular audits showing that public hospitals in two states, after receiving
their disproportionate share hospital payments, returned a bulk of those
' In his
payments, eighty to ninety percent, back to state Medicaid agencies. 77
testimony before the Committee, Reeb highlighted one particular state's
payment problem:

171.
172.
173.
174.
175.

Id. at 2.

Id.
Id.
Id.
IntergovernmentalTransfersofMedicaidFunds: HearingBefore the House Comm. On Energy

and Commerce, Subcommittee on Health (2004), 2004 WL 542599 (statement of George Reeb, Assistant
Inspector General for Centers for Medicare and Medicaid Audits, HHS Office of Inspector General).
176. Id.at 3.
177. Id.at 6-7.

312

TEXAS TECH JOURNAL OF TEXAS ADMINISTRATIVE LAW [Vol. 6:293
During fiscal years 1999 and 2000, the State made disproportionate share
hospital payments of approximately $738 million to acute care hospitals.
Approximately $632 million of the $738 million was transferred back to the
State. The result was that approximately 86 percent of the total
disproportionate share hospital payments were returned to the State via an
intergovernmental transfer. Once payments were returned, the States were
able to use the funds for any purpose deemed appropriate. We believe the
return of the funds contradicts the stated purpose of assisting these public
safety-net hospitals to pay for uncompensated care costs.17

The Inspector General's office made recommendations to the Committee,
budget, to ensure that
based on the Administration's fiscal year 2005 proposed
179
Medicaid funds are used for Medicaid services.
First, the budget proposes to restrict the use of certain intergovernmental
transfers that are in place solely to undermine the statutorily determined
Federal matching rate. Second, the budget proposes to cap Medicaid
payments to individual State and local government providers to no more than
the cost of providing services to Medicaid beneficiaries."'

For disproportionate share hospitals in particular, Reeb suggested that steps
must be taken to
ensure that disproportionate share hospital funds remain at the hospitals to
provide care to vulnerable populations, rather than being returned to the
States through intergovernmental transfers. We believe that any Medicaid
payment returned by a provider to the State should be treated as a credit
applicable to the Medicaid program.'

Reeb further testified to the Committee that, "without States being required to
the intended
leave the funds at the hospitals, there is no assurance that
met."' 182

purposes of disproportionate share payments [are] being

C. Texas Comptrollerof Public Accounts

In January 2003, the Texas Comptroller of Public Accounts
recommended that Texas increase its share of DSH payments for state-owned
hospitals from 100 percent to 175 percent of uninsured care costs for fiscal
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year 2004.183 In addition, the Comptroller's office recommended that the
Upper Payment Limit (UPL) program should be expanded. 184 The Comptroller
recommended a revision of the Medicaid disproportionate share formula,
enacting one that would "ensure hospitals affected by the Upper Payment
Limit (UPL) program are held harmless to the extent that they serve uninsured
and rural residents."'8 5 The recommendations suggest that state-owned
hospitals, under the 175 percent reimbursement plan, would generate $96
million each year, limited to two years with no gains beyond fiscal 2005.186
The Comptroller addressed the apparent concern of the United States
Department of Health and Human Services (USDHHS) that states "may use
UPL to reduce the state's contribution to Medicaid below that required under
federal law, and that states may redirect UPL funds to services not related to
health care,"' 8 7 by citing a memorandum sent from the USDHHS Inspector
General to the Administrator of Centers for Medicaid and Medicare
Services. 188 In that memorandum, the Inspector General asserted that, from
1996 to 1998, $511.4 million was paid to hospitals in excess of hospital
specific limits, due to the following reasons:
[1]

[2]

[3]

The state plan required that the Medicaid shortfall and uninsured patient
cost be summed to calculate the hospital specific limit. However, the
state limited negative Medicaid shortfalls, i.e. Medicaid payments
exceeding Medicaid cost of services, to zero;
The state made payments to hospitals on a prospective basis as required
by the state plan, but did not have controls in place to assure that
payments did not exceed the actual cost of providing services to
patients that were eligible for medical assistance under the state plan or
have no health insurance or other source of third-party coverage;
The state did not verify the accuracy of the self-reported uninsured
charges and payments submitted by the hospitals, which it used in the
calculation of uninsured patient costs."'

The Comptroller, in her recommendation, proposed that Texas's UPL plan
address the concern of excess payments by requiring that UPL funds returned

183. CAROLE KEETOSN STRAYHORN ETAL., LIMIrED GOvERNMENT, UNLIMITEDOPPORTUNITY, HHS
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html (last visited Apr. 5, 2005).
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to the state be used to increase payments to hospitals or support medical
teaching facilities.'90
VIII. CONCLUSION
To maintain a strong and efficient Medicaid system in Texas, a balance
must be maintained between effective state control of reimbursement plans and
the arguably necessary federal regulations on how and where federal funding
is spent."' The argument for increasing UPL, and therefore, funding in
general to DSH hospitals appears to be in accordance with Congressional
intent to keep DSH hospitals funded with already apportioned funds. 9 2 The
excess funds originally allotted to hospitals that subsequently lose DSH
categorization should remain in the DSH system . While states should be
supervised in order to avoid the fraud issues of transferring DSH money to the
state to use as it pleases, the funding already approved for the DSH system
should remain there in order to ensure that indigent care is maintained
throughout the state.194 Although the lowered levels of Medicaid funding for
DSH hospitals appear to have been enacted as a response to fraud within the
system, indigent care and the hospitals that provide basic but necessary
services should not be penalized in the form of inadequate funding. 95 The
problem of fraud can be mitigated if the states, through commissions such as
the THHSC, are allowed more control over the funding that is allotted to them
by the federal government; that control could come in the form of allowing
excess funds merely to be reallocated to the hospitals in the greatest need,
rather than an overbroad limiting of funding overall. 96 By doing so, federal
funding remains at a constant while states can manage the apportionment of
funding for indigent care through the administrative review they are statutorily
required to perform.' 97 Without adequate funds, agencies could face an
unfunded mandate situation, where the states would be required by law to
provide necessary services to indigent patients without adequate funding to
provide such services.' 98 Because the THHSC both regulates conditions of
participation and reviews statutory requirements, the Commission is best
equipped to handle the funding within the system and apply it to those
hospitals which it determines are most in need.' 99 State regulation of funds
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within the DSH system could most efficiently provide for the particular needs
of each state while ensuring that federal funding is being appropriately applied
to the programs for which the funding was intended." °
by M. Kate Pigg
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