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Returning Health Care Power to the States 
The Affordable Care Act’s Section 1332 Waiver for State Innovation

By Rea S. Hederman Jr. and Dennis G. Smith

Executive Summary

When Congress passed the Patient Protection and Affordable Care Act (ACA), it transferred 
significant regulatory power from the states and placed the health insurance coverage of millions 
of Americans under the direct authority of the federal government. But Congress also provided 
states the power to innovate and improve on the ACA through a statutory provision, Section 
1332, which provides states with power over some of the most controversial parts of the law.  
Beginning in 2017, for example, states may choose to waive “all or any requirements” of the 
ACA’s new provisions related to the federal tax code.

Section 1332 implicitly recognizes that states could do a better job meeting the objectives of the 
ACA than the federal government. Congress intended for states to innovate and experiment using 
Section 1332, and the ACA expressly grants states latitude to pursue alternative plans: “[a] State 
may apply to the Secretary for the waiver of any or all of the requirements…with respect to 
health insurance coverage…” (emphasis added). 

To take advantage of Section 1332’s “Waiver for State Innovation,” alternative state plans must 
meet four conditions:

1. Coverage must be at least as comprehensive as the Essential Health Benefits package 
and offered through exchanges;

2. Provide coverage and cost-sharing protections against excessive out-of-pocket  
spending for individuals;

3. Provide coverage to at least a comparable number of residents; and

4. Will not increase the federal deficit.

State Innovation Waivers may be used for states to pursue a range of reforms. Some states, like Ohio, 
have already enacted laws encouraging broad innovation and experimentation. States also could use 
Section 1332 to take smaller steps to target specific problems, such as the so-called “Family Glitch,” 
or to resolve other inequities by realigning conflicting income and standards methodologies. The 
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waiver process could also enable states to eliminate the individual mandate, develop better ways to 
sell health insurance, terminate the federal statutory prescription of metal tiers and coverage benefits, 
and promote market competition by giving individuals more choices to meet their needs.

Unfortunately, the Obama Administration released guidance in December 2015 that discourages 
states from pursuing State Innovation Waivers. The administration’s guidance conflicts in part 
with the ACA, complicates waiver approval, and imposes arbitrary restrictions on states. 

For states to innovate in health care, they need commitment from the federal government to work 
cooperatively with state reform efforts, and new guidance that frees states from federal overreach 
so that they can effectively focus on the needs of their residents. 

Recommendations

1. The next presidential administration should rescind the Obama Administration’s December 
Guidance, which deviates from the text and intent of the ACA. The Guidance deviates dramatically 
from the current fiscal practices used in the Section 1115 demonstration program. The December 
Guidance limits the ability of states to make Medicaid a more cost-effective program with better 
health outcomes in the long term.  

2. The executive branch should release additional guidance on how deficit neutrality will be  
calculated. The new guidance should allow any savings from moving healthy individuals in 
Medicaid and the Children’s Health Insurance Program (CHIP) into private sector markets as a 
result of state action, whether economic, administrative, or policy, to be counted and offset any 
higher costs. There cannot be a wall between Innovation Waivers and Medicaid waivers that  
prevents savings in one area from applying to another area.

3. The executive branch should release additional guidance to clarify that Section 1332 authority 
and Section 1115 authority can be used in combination, and that a state can file a single application 
using both authorities under a single definition of deficit neutrality.

4. Congress should amend the statutory requirement in Section 1332 to provide coverage at least 
as comprehensive as the Essential Health Benefits package. The current requirement in Section 
1332 is inconsistent with the inherent authority itself and is anticompetitive. As an alternative, 
Congress should consider permitting states to use each of the five original benchmark options  
under the CHIP and the Deficit Reduction Act of 2005 for all children and adults who are  
covered by Medicaid, CHIP, or tax subsidies. 

5. Congress should amend the statutory requirement in Section 1332 regarding cost coverage and 
cost-sharing protections against excessive out-of-pocket spending. There are multiple definitions 
of “affordability” that create and reflect inequities among individuals and families depending on 
their source of coverage. As CHIP funding declines, Congress should have a coherent plan for 
integrating coverage of children with their parents’ coverage and recognize that affordability  
reflects the cost of covering all members in a family. Congress should consider closer alignment 
with private sector employer-sponsored insurance and alternative mechanisms of protecting  
individuals against catastrophic losses. 
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6. State governors of both parties should continue to push for flexibility from the federal government 
in regulating their state health insurance markets. New guidance from the administration should 
reflect the fact that state governors have and can continue to achieve better outcomes for their 
citizens than a one-size-fits-all rule drafted in Washington, D.C. 

Background

The Patient Protection and Affordable Care Act (ACA) expands health insurance coverage 
through a three-part approach: Medicaid, tax credit subsidies in the individual market, and  
Employer Sponsored Insurance (ESI). The majority of Americans, 155 million, receive coverage 
through ESI. Medicaid is the second-largest source of coverage, with Medicaid and CHIP providing 
coverage to 68 million people—or one-quarter of the U.S. population under age 65—while the 
new ACA exchanges cover only 12 million people. Indeed, Medicaid and CHIP now cover 17 
million more people and the exchanges cover 10 million fewer people than the Congressional 
Budget Office (CBO) had originally projected. CBO’s projections were based on the statutory 
requirement that all states expand Medicaid under the ACA, but the U.S. Supreme Court struck 
that provision, making state participation in the Medicaid expansion optional.1  

The ACA created new federal regulations for health insurance by creating Essential Health  
Benefits (EHBs) in 10 different categories. Only Qualified Health Plans (QHPs) could be sold 
on the federal and state marketplaces. These regulations replaced state laws and regulations that 
governed a state’s health insurance market. Now, instead of states being able to offer insurance 
that meets the needs of their population, states have no choice but to require insurance that meets 
the new federal requirements. People now no longer choose plans that best fit their needs, but 
instead must choose a plan that meets federal standards.

The next president will face many challenges on health care from the fate of the ACA to CHIP. 
Next year, a new Congress will need to work with whoever is elected president to develop a  
coherent strategy in response to the decline in CHIP funding, which expires in 2016 under  
current law. While parents have been receiving ACA coverage and subsidies, many children have 
remained covered by Medicaid and CHIP. State waivers may become even more important to 
states if no federal agreement is reached on CHIP and children could lose health coverage. With 
many insurers pulling out of the ACA exchanges, it seems likely that health care will be a key 
issue in the next few years. 

What Are State Innovation Waivers?

State Innovation Waivers found in section 1332 of Title 1 of the ACA are commonly called 
“1332 waivers.” These waivers allow states more flexibility to design health care plans to best 
serve their respective populations by removing many mandates and regulations put into place by 
the ACA. 

Section 1332 provides states with a great deal of power to alter provisions of the ACA and other 
federal health programs to fit their state’s needs. A State Innovation Waiver, for example, could 
be used to change not only the ACA but also some parts of Medicare, Medicaid, CHIP, and “any 
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other Federal law relating to the provision of health care items or services.”2 The law permits 
states to submit a single application for obtaining an Innovation Waiver for any and all of these 
federal health care programs,3 and allows states to use a waiver that combines the ACA and other 
federal programs like Medicaid. States can address the health care needs of their population 
through one waiver, instead of piecemeal.

The ACA restricts State Innovation Waivers in four key ways. A waiver may be granted only if the 
Secretary of Health and Human Services (HHS) or Treasury finds that a State Innovation Waiver will:

(A) provide coverage that is at least as comprehensive as the coverage that would be 
received under the ACA;

(B) provide coverage and cost sharing protections against excessive out-of-pocket  
spending that are at least as affordable as those provided under the ACA;

(C) provide coverage to at least a comparable number of the state’s residents as would be 
covered under the ACA; and

(D) not increase the Federal deficit.4 

States Push for Flexibility

States have pushed for flexibility in designing their health care programs since well before Congress 
enacted the ACA. Since the ACA’s passage, both Republican and Democratic governors have 
expressed interest in seeking State Innovation Waivers. The bipartisan National Governors 
Association urged the Obama Administration to make the waivers as flexible as possible.5 Many 
governors want the administration to interpret the four statutory requirements so as to give states 
greater latitude in designing their plans and waiver requests. For example, some governors have 
argued that administrative savings accrued when a state provides services instead of the federal 
government should be applicable to the entire waiver instead of just one section. Some states 
have sought unified budget flexibility that would allow a waiver to be budget neutral if the total 
of all the provisions would not increase the deficit.6 Such flexibility would allow states to apply 
savings in Medicaid or Medicare to insurance reforms. 

Impact of December Guidance

The Department of Health and Human Services and the Department of the Treasury released 
guidance on State Innovation Waivers on December 11, 2015.7 That “December Guidance”  
addresses the four Section 1332 requirements related to coverage, affordability, comprehensiveness, 
and deficit neutrality. Unfortunately, the guidance sharply curtails the flexibility of the State 
Innovation Waivers by establishing stringent restrictions that go far beyond the four requirements 
outlined in the law. These arbitrary restrictions prove inconsistent with the text of the statute 
regarding how other federal programs would be treated under a Section 1332 waiver application, 
and go beyond historical examples of other federal guidance on waivers, such as providing states 
with samples of what the federal government is likely to approve, and templates for facilitating a 
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streamlined approval process. Instead, the December Guidance exceeded restrictions that historically 
have been attached to waivers when it informed states that any policy change to Medicaid would 
cause a waiver application to fail.

The inability of states to count changes to Medicaid policy in a waiver is a significant barrier to 
reform, because Medicaid has enrolled twice as many people as CBO originally projected for 
2016. The “comparable coverage” provision of the December Guidance goes beyond the statute 
and presents a major hurdle for states, since the Guidance splits Medicaid waivers and 1332 
waivers into separate groups and savings from Medicaid cannot offset other costs. 

The December Guidance informs states and other interested parties about the views of the Obama  
Administration, but it does not carry the same legal weight as a regulation that went through the rigors 
of the Administrative Procedures Act. Fortunately, this means that the Guidance can be amended or 
even rescinded by this—or any future—administration by releasing new or updated guidance. 

Recommendation 1

The Obama Administration’s December Guidance should be rescinded by regulatory action by 
the next presidential administration. The Guidance deviates from the text and intent of the ACA, 
deviates dramatically from the current fiscal practices used in the Section 1115 demonstration 
program, and limits the states’ abilities to make Medicaid a more cost-effective program with 
better health outcomes in the long term. The Obama Administration policy in the December 
Guidance of keeping 68 million lives, more than half of whom are healthy children, separate 
from the rest of the insurance market thwarts the objective of the ACA’s Section 1332.

Deficit Neutrality Needs Clarification

Securing approval for a Section 1332 waiver requires a state and the federal government to agree 
upon deficit neutrality. Costs and revenues with the waiver will be compared to costs and revenues 
without the waiver. If, at the end of the waiver period, the cumulative federal cost with the  
waiver does not exceed the without-waiver projection, it is budget neutral.

History suggests that even the first step of establishing a baseline without the waiver will be a 
difficult challenge. CBO and CMS do not even agree on baseline spending for Medicare and 
Medicaid at the national level. Generating state-specific baselines that include Medicaid  
spending, CHIP spending, and federal spending on tax credits will be even more complicated 
than a baseline that reflects only Medicaid spending.

Although not required by statute or regulation, the longstanding policy of the federal government 
has been to require that Section 1115 Demonstration Projects be budget-neutral over a five-year 
period, though not in each individual Demonstration year. Historically, budget neutrality has 
required a state to generate savings in order to pay for new costs to the program. For example, 
a number of states have adopted different forms of managed care to produce savings. Although 
there may be start-up costs in the first year or two in a Demonstration period, savings will accrue 
over time and be budget-neutral during the entire Demonstration period.
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Deficit neutrality should include the fiscal impact on federal outlays beyond health care. Medicaid 
is a doorway to participation in other income-related programs, including the Supplemental  
Nutrition Assistance Program (SNAP), the Earned Income Tax Credit, housing assistance, and child 
care assistance. Thus, in many cases, individuals on Medicaid also receive other sources of federal 
assistance, which increases federal spending and the deficit. As individual earnings increase, federal 
spending on these other benefit programs will decrease, and states should be credited with reducing 
total federal outlays and increasing federal revenues, including payroll taxes. 

Medicaid coverage and future spending will look very different among states that have expanded 
Medicaid eligibility and those that have not. Accordingly, building deficit-neutral baselines that 
include coverage and outlays will need to accommodate different starting points for each state. 
These baselines should take into account the additional federal spending that accrues to Medicaid 
enrollees due to more SNAP and other transfer programs.

The executive branch should release additional guidance on how deficit neutrality will be  
calculated. Such guidance should specifically include:

• Impact on federal outlays, including reductions in spending on Medicaid and other  
public assistance programs;

• Impact on federal revenues, including through increased full-time employment; and

• State adjustments from national trend rates.

Recommendation 2 

The executive branch should release additional guidance on how deficit neutrality will be calculated. 
The new guidance should allow any savings from moving healthy individuals in Medicaid and 
the Children’s Health Insurance Program into private sector markets as a result of state action, 
whether economic, administrative, or policy, to be counted and offset any higher costs. There 
should not be a fiscal wall between Innovation Waivers and Medicaid waivers that prevents  
savings in one area to apply to another area. 

Two Authorities, One Application, One Deficit Neutrality

The ACA requires the Secretary of HHS to accept a single application from a state that combines 
Section 1332 authority with Section 1115 authority. As Section 1332 already gives states the 
authority to include Medicaid in a 1332 waiver, it would be redundant for a state to submit a 
separate Section 1115 waiver. A state may want to include waivers of Medicaid policy as part of 
a Section 1332 waiver in order to generate savings to meet the deficit-neutrality requirement. In 
fact, it may be almost impossible to make a comprehensive Section 1332 waiver deficit neutral 
without reforming Medicaid to create savings. 
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Recommendation 3

The executive branch should release additional guidance to clarify that Section 1332 authority and 
Section 1115 authority can be used in combination and that a state can file a single application  
using both authorities under a single definition of deficit neutrality.

Essential Health Benefits Should be Amended by Congress

Through the ACA, Congress requires individuals to purchase health insurance coverage, and  
it specifies 10 Essential Health Benefits (EHB) that must be included in coverage offered by 
Qualified Health Plans (QHPs) sold on the federal and state Marketplaces. With this defined  
benefit requirement, Congress restricted the choices of millions of Americans to purchase what 
they may consider to be adequate affordable protection against potential financial losses.  
Moreover, these defined benefits surpass what Medicaid required in the past for adults and  
provides less flexibility for the states to establish the benefits for children under CHIP.

Whether the ACA has helped to lower the cost of health care overall remains a subject of dispute. 
What is clear, however, is that after six years of actual experience, there are five million more  
people without insurance and 10 million fewer individuals covered by QHPs than originally 
projected for 2016. There is no doubt that many Americans, even those eligible for generous 
subsidies, are declining coverage because, for them, it is not affordable. The ability of QHPs to 
compete based on price is limited because of the EHB. Allowing greater variation in the benefits 
package could inject competition into the market and lower prices.

Recommendation 4 

The statutory requirement in Section 1332 to provide coverage at least as comprehensive as the 
Essential Health Benefits package should be amended by statute. This provision of Section 1332 is 
inconsistent with the inherent authority itself and is anticompetitive. As an alternative, Congress 
should consider permitting states to use each of the five original benchmark options under the 
CHIP and the Deficit Reduction Act of 2005 for all children and adults who are covered by  
Medicaid, CHIP, or tax subsidies. 

Multiple Definitions of Affordability and Multiple Programs Create Inequities

The ACA provides multiple definitions of “affordability” depending on a person’s income,  
family size, and the source of coverage. Because different subsidy programs were created at  
different times, states, individuals, and families face different rules for eligibility, premiums, cost 
sharing, and benefits. As a person’s income increases, that person is responsible for paying a larger  
percentage of income, up to 9.5 percent of income for employer provided health insurance, for 
coverage. There are no subsidies for an individual with income in excess of 400 percent of FPL. A 
family with ESI may not be eligible for any type of subsidy and will pay more for their coverage as 
a percentage of income than a family that does not have ESI, because a family that purchases  
insurance on an exchange has a lower affordability threshold than the 9.5 percent of ESI. 
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In general, federal law places an individual with income at or below 138 percent FPL into Medicaid 
for which no premium can be charged for coverage. For someone who makes just $10 per month 
more and is at 139 percent FPL, such an individual is eligible to purchase coverage through an 
exchange with tax credit subsidies. The ACA considers coverage “affordable” for someone at 
139 percent FPL if the person is willing to pay 2 percent of income toward the premium, much 
lower than 9.5 percent ESI affordability threshold. 

Recommendation 5

The statutory requirement in Section 1332 to provide cost coverage and cost-sharing protections 
against excessive out-of-pocket spending that are at least as affordable as the provisions of this title 
would provide should be amended by statute. There are multiple definitions of “affordability” that 
create and reflect inequities among individuals and families depending on the source of coverage. 
As CHIP funding declines, Congress should have a coherent plan for integrating coverage of  
children with their parents and recognize that affordability reflects the cost of covering all members 
in a family. Congress should consider closer alignment with private sector employer-sponsored 
insurance and alternative mechanisms of protecting individuals against catastrophic losses. 

Increased Flexibility for the States

Governors of both parties want more flexibility from the federal government to pursue state- 
specific reform. The December Guidance ignores this request for flexibility and instead limits 
the usefulness of waivers. Past flexibility has allowed HHS to work with states to produce more 
effective outcomes by allowing some experimentation with Medicaid and welfare.

Welfare reform illustrates how states and the federal government can be effective partners with 
states experimenting with alternatives to provide better care for their residents. In 1988, Congress 
enacted the federal Family Support Act of 1988. This legislation attempted to implement work 
requirements for many welfare participants. Unfortunately, the law actually made it harder for 
states to run their own work programs.8 As a result, the majority of states received waivers from 
HHS to allow experimentation with work programs and the welfare program before enactment of 
the bipartisan reform bill in 1996.9 

The National Governors Association (NGA) has asked HHS for more flexibility under the ACA. 
NGA sent a letter regarding State Innovation Waivers to the Secretary of HHS outlining its request 
for further clarification on the waivers.10 As previously discussed, the December Guidance  
rejected the call for flexibility on budget neutrality and the Medicaid program. Governors are still 
interested in State Innovation Waivers. Although governors may disagree on some policy specifics, 
the NGA is very interested in working together on Medicaid reforms and gaining a better  
application of Section 1332.11  
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Recommendation 6

State governors of both parties should continue to push for flexibility from the federal government 
in regulating their state health insurance markets. New guidance from the administration should 
reflect the fact that state governors have and can continue to achieve better outcomes for their 
citizens than a one-size-fits-all rule drafted in Washington, D.C. 

Conclusion

The ACA completed a controversial federal takeover of the health care system. Since the law 
took effect, ACA mandates have increased the cost of health insurance and there is now growing 
concern about insurance affordability as many health insurers continue to abandon the ACA 
exchanges. As these concerns mount, the ACA’s health insurance scheme grows increasingly 
unstable. The next president will have to address this instability or risk greater collapse of an 
already fragile insurance system. The flexibility for state innovation afforded by Section 1332 
waivers is by no means a perfect solution, but these waivers can help states regain some control 
of and return some stability to their health insurance markets. States have a better track record of 
managing their own insurance markets and should have the opportunity to again create a more 
competitive, responsive, and effective health care system. Unfortunately, the Obama  
Administration’s December Guidance has discouraged state efforts and innovation. Unless and 
until the ACA is repealed or replaced, new federal guidance is needed to restore flexibility to the 
states. The ACA acknowledges the need for states to experiment and find insurance solutions for 
their citizens, but in order for states to fully engage in the reform effort, they must have a  
commitment from Washington that their waiver requests will be well received. Thus far, the 
states have no such assurance. As a general rule, federally mandated one-size-fits-all schemes 
rarely succeed, and the federal takeover of America’s health care system is certainly no 
exception. 
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