
The Federal Medicare Prescription Drug Bill Plan:
Its Implications for the New England States
by E. Matthew Quigley

On December 8, 2003, President Bush signed into law the
Medicare Prescription Drug, Improvement, and Modernization
Act of 2003. Its centerpiece, and most costly provision, is a volun-
tary prescription drug benefit, to be delivered primarily through
private entities under contract with the federal government begin-
ning in 2006. Beyond this, the bill contains several additional pro-
visions that also carry significant fiscal implications for the New
England states. Chief among these is the new law’s treatment of
individuals eligible for both Medicare and Medicaid. 

Medicare and Medicaid: Some Background
Medicare, formally Title XVIII of the Social Security Act of

1965, is a federal health insurance program that covers more
than 35 million Americans aged 65 and older and 6 million
younger, diasabled adults. The program’s major components are
the following:

• Part A covers inpatient hospital care, home health care fol-
lowing a hospital stay, and hospice care. The federal government
finances it with payroll taxes accumulated in a trust fund. 

• Part B, funded by beneficiary premiums (co-payments by
Medicare recipients) and federal general revenues, covers physi-
cian and outpatient hospital care as well other medical screening
and prevention services. 

• Part D, funded from the same sources as Part B, is the new
prescription drug benefit.1

The Congressional Budget Office (CBO) projects that
Medicare spending, currently accounting for 13 percent of the
federal budget, will grow by an average of 6.8 percent per year
between 2004 and 2013. The Part A trust fund, whose balance is
a common measure of the program’s fiscal health, is expected to
remain solvent through 2026.  The new prescription drug benefit
is the largest expansion of the program since its inception. The
CBO estimates that providing this benefit will increase net feder-
al outlays by a total of $395 billion over the ten-year period from
2004 through 2013.  The new program’s actual cost, $410 billion,
will be partially offset by cost containment measures and admin-
istrative reforms within other areas of the Medicare program.2

Medicaid, formally Title XIX of the Social Security Act of
1965, is a medical entitlement program for certain individuals
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and families with low incomes and limited
resources. Within broad national guidelines
established by the federal government, each
state “establishes its own eligibility standards;
determines the type, amount, duration, and
scope of services; sets the rate of payment for
services; and administers its own program.”
Unlike Medicare, which is exclusively federally
funded, the federal government shares respon-
sibility for financing Medicaid with the states.
It matches state spending for Medicaid servic-
es based on statutory formulae.3 This match-
ing rate, referred to as the Federal Medical
Assistance Percentage (FMAP), is based on the
per capita income of a given state and varies between 50 percent of state Medicaid expenditures to a high of
77 percent of expenditures. Here in New England, the FMAP is 50 percent for Connecticut, Massachusetts,
and New Hampshire; 56 percent for Rhode Island; 61 percent for Vermont; and 66 percent for Maine.
Additionally, the Jobs and Growth Tax Relief Reconciliation Act of 2003 temporarily increased each state’s
FMAP for the last two calendar quarters of FY2003 and the first three calendar quarters of FY2004. The
FMAP of each New England state was increased by 2.95 percentage points. 

On average, states spend about 15 percent of their budgets on Medicaid (Table 1). Here in New England,
the unweighted average is around 18 percent and has been increasing. The thoughts of budget officials on this
subject are perhaps best summed up by John Rogers, chairman of the Massachusetts House Appropriations
Committee, who recently observed: “Medicaid is the black hole of the state budget. Every other program in
our budget cannot escape its gravitational pull.”4

Nationally, Medicaid spending grew by 13 percent in FY2002. Here in New England, it actually decreased

in Massachusetts, as legislators decided to reduce benefits as part of a budget bal-
ancing strategy. Elsewhere in New England, states increased their outlays of
Medicaid funds at rates ranging from 8 percent in New Hampshire to 13 percent
in Vermont (Table 2).  In FY2003, the rate of growth decelerated to 9 percent
nationwide and to an unweighted average of 4 percent for the New England states.

Nevertheless, over the past several years, Medicaid spending has generally
grown faster than state and local outlays as a whole.  Among the principal drivers
of the rapid increase in costs is a subgroup of Medicaid recipients referred to as
“dual eligibles.”

The Medicare/Medicaid Nexus: “Dual Eligibles”
Although Medicare and Medicaid are self-standing programs, serving distinct

populations, certain Medicare beneficiaries with low incomes and limited resources
may also receive assistance through the Medicaid program. Nationally, an estimat-
ed seven million disabled and/or elderly persons participated in both programs in
2002.  These “dual eligibles” accounted for 15 percent of all Medicaid enrollees
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Table 1. Medicaid as a Percent of Total State Expenditures
New England States

FY2001 FY2002 FY2003

Connecticut 20 21 22
Maine 12 12 14
Massachusetts 25 23 24
New Hampshire 19 19 20
Rhode Island 17 18 17
Vermont 11 12 12

Source: National Association of State Budget Officers, state budget documents.

Table 2. Medicaid Spending in New England
State Funds Only

Millions of Dollars Annual Percent Change in Expenditures
FY2001 FY2002 FY2003* FY2001 to FY2002 FY2002 to FY2003

Connecticut 2972 3272 3445 10.1 5.3
Maine 447 494 502 10.5 1.6
Massachusetts 5642 5259 5496 -6.8 4.5
New Hampshire 457 492 534 7.7 8.5
Rhode Island 568 639 633 12.5 -0.9
Vermont 215 243 255 13.0 4.9
*Estimated
Source: National Association of State Budget Officers, 2002 State Expenditure Report, November 2003; 
State of Vermont, Joint Fiscal Office. 



nationally in 2002. Here in New England, the proportion was 17 percent.
The majority of these low income and low net worth individuals, roughly 88 percent of all dual eligibles

in New England in 2002, are eligible for full Medicaid benefits (Table 3). For these beneficiaries, state
Medicaid programs pay for services such as prescription drug coverage and long-term care that, although not
available through Medicare, are offered as part of a state’s Medicaid benefits package (Table 4). Beyond these
fully eligible individuals, federal law mandates partial Medicaid coverage for four other groups of qualified
beneficiaries (Table 5). 
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Table 3. Dual Eligibles and Full Dual Eligibles in New England, 2002
Duals as a Percent of Full Full Duals as a 

Dual All Medicaid Aged and Dual  Percent of All
Eligibles Enrollees Disabled Enrollees Eligibles Dual Eligibles

Connecticut 83,000 17 71 76,000 92
Maine 49,000 21 64 42,000 85
Massachusetts 216,000 17 61 193,000 89
New Hampshire 20,000 16 72 19,000 93
Rhode Island 33,000 16 59 27,000 82
Vermont 28,000 17 73 22,000 77

Source: Urban Institute estimates based on data from Medicaid Statisical Information System.

Full Eligibility Categories

Supplemental Security Income (SSI)
Cash Assistance Related (mandatory)

Poverty Related (optional)

Medically Needy (optional)

Special Income Rule for Nursing
Home Residents (optional)

Income Eligibility

Generally 74 percent of the Federal
Poverty Level (FPL) for individuals
and 82 percent for couples.

Up to 100 percent of the FPL.

Individuals who spend down their
incomes to state-specific levels.

Individuals living in institutions with
incomes up to 300 percent of SSI.

Asset Limit

$2,000 individual; 
$3,000 couple

$2,000 individual; 
$3,000 couple

$2,000 individual; 
$3,000 couple

$2,000 individual; 
$3,000 couple

Medicaid Benefits

“Wrap around” Medicaid benefits
including long-term care and pre-
scription drugs. Medicaid pays
Medicare premiums and cost-sharing.

“Wrap around” Medicaid benefits
including long-term care and pre-
scription drugs. Medicaid pays
Medicare premiums and cost-sharing.

“Wrap around” Medicaid benefits
(may be more limited than those for
SSI recipients). Medicaid may also
pay Medicare premiums and cost
sharing, depending upon income. 

“Wrap around” Medicaid benefits
including long-term care and pre-
scription drugs. Medicaid pays
Medicare premiums and cost-sharing.

Table 4: Full Medicaid Eligibility Pathways for Medicare Beneficiaries, 2003

Full Eligibility Categories

Qualified Medicare Beneficiaries
(QMBs) (mandatory)

Specified Low-Income Medicare
Beneficiaries (SLMBs) (mandatory)

Qualified Working Disabled
Individuals (QWDIs) (mandatory)

Qualifying Individuals (QIs) 
(optional)

Income Eligibility

Up to 100 percent of FPL.

Between 100 percent and 120 per-
cent of FPL.

Working, disabled individuals with
incomes up to 200 percent of FPL.

Between 120 percent and 135 per-
cent of FPL. 

Asset Limit

$4,000 individual; 
$6,000 couple

$4,000 individual; 
$6,000 couple

$4,000 individual; 
$6,000 couple

$4,000 individual; 
$6,000 couple

Medicaid Benefits

No Medicaid benefits. Medicaid pays
Medicare premiums and cost-sharing.

No Medicaid benefits. Medicaid pays
Medicare premiums (Part B only).

No Medicaid benefits. Medicaid pays
Medicare premiums (Part A only).

No Medicaid benefits. Medicaid pays
Medicare premiums (Part B only).
Federally funded, no state match.
Participation may be limited by
funding.

Table 5: Partial Medicaid Eligibility Pathways for Medicare Beneficiaries, 2003

Source: Kaiser Commission on Medicaid and the Uninsured. 

Source: Kaiser Commission on Medicaid and the Uninsured.



In the aggregate, these dual eligibles, despite representing a relatively small proportion of all Medicare
beneficiaries (less than 20 percent of recipients), are extremely costly to the states. Here in New England, total
expenditures on dual eligibles ranged from a high of 69 percent of all Medicaid spending in Massachusetts
to a low of 38 percent in Vermont (Table 6). By far, the largest broad category of expenditure is for long-term
care, representing roughly 70 percent of total dual eligible spending. The second largest category of expendi-
ture nationally is prescription drugs. Here in New England, however, prescription drug spending, although
the second largest category of spending in Connecticut and Vermont, ranks below spending on premiums
and acute care subsidies in Maine, Massachusetts, New Hampshire, and Rhode Island (Table 6). 

Because caring for dual eligibles is so expensive, both on a per capita basis and as a proportion of over-
all Medicaid costs (Table 6), these individuals have become a significant point of debate between states and
the federal government. States, facing record budget deficits and severe fiscal constraints, have argued that the
federal government should assume full responsibility for the cost of covering dual eligibles. The federal gov-
ernment, facing its own deficit dilemma has, to date, been unwilling to assume this additional cost.5

The new Medicare prescription drug law provides some fiscal relief to the states in this area. The extent
of this relief, however, remains unclear. 

The Prescription Drug Law
The new prescription drug law is the largest expansion of the Medicare program since its inception.

Consequently, as stated by the Congressional Budget Office, there is “a great deal of uncertainty about its
budgetary impact and a wide range of possible outcomes.” The CBO's estimate of the program’s cost to the
federal budget is the result of extensive analyses of the pharmaceutical drug market, the Medicare program,
and the likely responses of potential enrollees. Similarly detailed analyses at the state level have not yet been
conducted. Despite this lack of specific projections, it is safe to say that, given the structure of the cost-shar-
ing arrangements contained in the new law, any fiscal relief flowing to the states will be years away. 

Under the provisions of the Medicare Prescription Drug, Improvement, and Modernization Act of 2003,
as of January 1, 2006, dual eligibles will receive prescription drug coverage under Medicare Part D. As a
result, states will no longer need to cover them with their own outlays. If dual eligibles do not enroll in Part
D, or if they need more coverage than is available under their Part D plan, states can provide it to them using
their own funds, but they will no longer receive a Medicaid match. In other words, if states choose to pro-
vide coverage above federally established Part D levels, they do so at their own expense.

In and of itself, this assumption of prescription drug costs by the federal government should save the
states hundreds of billions of dollars. Several other provisions of the new law, however, significantly lower the
savings that states will actually achieve. Chief among these is a “clawback” provision requiring states to con-
tinue to finance some of the cost of providing the prescription drug benefit to dual eligibles. Under the new
law, states are required to make a payment to the federal government equal to the product of three factors:
first, a “take-back” factor (set at 90 percent in 2006 and dropping to 75 percent in 2015); second, the month-
ly number of dually eligible enrollees in Medicaid and Medicare; and third, a per capita amount designed to
approximate the amount it would have cost the states for full-time Medicaid prescription drug coverage for
fully eligible dual enrollees.6

The Congressional Budget Office estimates that, nationally, the elimination of Medicaid-financed pre-
scription drug coverage for dual eligibles will reduce state Medicaid spending by approximately $115 billion
between FY2004 and FY2013. Over this same time period, the CBO estimates that approximately $89 bil-
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Millions of Dollars
Spending Per Total Dual Eligible 

Premiums & Prescribed Other Acute Long-Term Dual Eligible Spending as a % of 
Total Medicare Acute Drugs Care Care (Dollars) Total Medicaid Spending

Connecticut 2,252 148 201 74 1,829 27,000 46
Maine 645 73 106 108 357 13,116 45
Massachusetts 3,638 440 408 305 2,485 16,818 69
New Hampshire 455 62 52 6 335 22,500 46
Rhode Island 715 157 63 7 488 21,837 52
Vermont 248 28 58 13 149 8,782 38

Table 6. Medicaid Expenditures for Dual Eligibles in New England, 2002

Source: Kaiser Commission on Medicaid and the Uninsured. State of Vermont, Joint Fiscal Office. 



lion, or roughly 77 percent, will flow back to the federal government in the form of the mandatory clawback
payments.  Precise state level estimates, because of the high number of unknown variables, are not possible
to construct at this time. However, the U.S. Department of Health and Human Services’ administrator for
Medicare and Medicaid, the Centers for Medicare and Medicaid Services (CMS), estimates that, between
FY2006 and FY2013, Connecticut will save $549 million; Maine, $161 million; Massachusetts, $996 mil-
lion; New Hampshire, $203 million; Rhode Island, $204 million; and Vermont, $76 million. Most of these
savings will not materialize until after 2010 as the clawback percentage drops. 

In the near term, the Congressional Budget Office estimates that the new law will actually cost some
states more in Medicaid spending. This is the result of clawback payments in 2006 that will, possibly, remain
larger than the amount of fiscal savings that certain states will secure as a result of no longer providing pre-
scription drug coverage to dual eligibles. The clawback payments are based, in part, on estimates of national
growth over time in per capita prescription drug expenditures. States that would have experienced relatively
modest growth must still make payments to the federal government based on the nationwide trend.
Additionally, the new law places significant new responsibilities on states to administer Medicare’s low income
subsidy program. As a result of these new requirements, states will likely incur substantial administrative costs
that will, again, offset savings resulting from the elimination of state funded dual eligible drug coverage.

Moving Forward
Given the complexity of the prescription drug law, the peculiarities of state Medicaid programs, shifting

enrollment patterns, and lags in the release of state-level Medicaid data, it will likely be some time before esti-
mates of the fiscal impact of the new law are developed for each of the New England states. The trajectory of
state-level prescription drug expenditures, dual enrollment patterns, and current state prescription drug
expenditure levels will all affect the net savings, if any, that states will enjoy under the new law.  

Additionally, a key question moving forward for the New England states, and a large determinant of the
overall savings the new law could potentially yield for the region, is how policymakers choose to supplement
the new Part D benefit. If states choose to use their own funds to supplement the drug coverage available
under Medicare, the new prescription drug law may result in limited savings – if any – for New England. 

1 The Balanced Budget Act of 1997 (BBA) added Part C, called Medicare+Choice, to Medicare. The Act expanded the types of private health plans (such
as private fee-for-service, medical savings accounts, preferred provider organizations, and provider-sponsored organizations) with which the Centers for
Medicare and Medicaid Services (CMS) – Medicare’s administrator – can contract.

2 CBO estimates the cost of the new Medicare law at $410 billion over ten years. On January 29, 2004, the Bush administration said that the new law
will cost roughly $530 billion over the next ten years. On February 2, 2004, CBO Director Douglas Holtz-Eakin, in a letter to the Chairman of the House
Budget Committee, addressed the discrepancy by saying, “To date, we have not received any additional data or studies that would lead us to reconsider our
conclusions. Therefore, CBO believes its estimate is sound and has no reason, at present, to revise it.” The estimates released by CBO are, to date, signifi-
cantly more detailed than the Adminstration’s estimates. This article relies on CBO estimates unless otherwise stated. 

3 Section 1905(b) of the Social Security Act specifies the formula for calculating Federal Medical Assistance Percentages as follows: “‘Federal medical assis-
tance percentage’ for any state shall be 100 per centum less the State percentage; and the State percentage shall be that percentage which bears the same
ratio to 45 per centum as the square of the per capita income of such State bears to the square of the per capita income of the continental United States
(including Alaska) and Hawaii; except that (1) the Federal medical assistance percentage shall in no case be less than 50 per centum or more than 83 per
centum…”

4 Scott S. Greenberger, “House Panel Forecast Bigger Deficit,” The Boston Globe, January 14, 2004.

5 See, for example, letter from Governor Dirk Kempthorne, Governor John Hoeven, Governor Jeb Bush, Governor John G. Rowland, and Governor
Robert L. Erlich, Jr., to Tommy Thompson, U.S. Secretary of Health and Human Services, July 10, 2003.  

6 Gross per capita drug expenditures are equal to the weighted average of prescription drugs covered under state Medicaid programs in 2003 and an esti-
mated actuarial drug benefit value adjusted annually to 2006 by the percent change in per capita prescription drug expenditures based on National Health
Expenditure projections. 
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All six New England states have enjoyed solid revenue growth through the first six months of FY2004.
Year-to-date rates of growth range from 3.4 percent in Connecticut to 7.9 percent in Maine.  No single rev-
enue source has exhibited consistent strength throughout the region.  Personal income tax receipts have been
especially strong in Connecticut and Massachusetts, but weaker in Rhode Island and Vermont.  Sales tax col-
lections have soared in Maine and Vermont, but have been flat in Massachusetts and Connecticut. During
the first half of FY2004, corporate income tax revenues were up, year over year, by 29 percent in
Massachusetts and 87 percent in Vermont.  However, they were off by nearly one-third in Connecticut. In
some cases, changes in tax law and administrative procedures affected year-over-year growth rates. 

Overall, it appears that most New England states can look forward to a year in which revenues may equal
or exceed budgeted levels.  

Six-State Review
by Matt Quigley and Nick Turner

Connecticut
During the first six months of FY2004, Connecticut collected 3.4 percent more in total tax receipts than

in the same period a year ago. Collections from the personal income tax, the state’s largest source of own-
source revenue, were up 9.8 percent, while collections from the sales tax – the state’s second largest source of
tax revenues – were up only 0.5 percent. Countering these gains was a 26.0 percent falloff in corporate tax
collections.

The drop in corporate tax collections may be misleadingly low as an indicator of performance for the
remainder of the fiscal year. In a January 2004 letter to Governor John Rowland, State Comptroller Nancy
Wyman noted that “numerous corporation tax increases were enacted impacting fiscal year 2004 filings.
Many taxpayers may not have fully incorporated these changes within their quarterly filings to date.”  The
Comptroller is referring to two tax changes: a 25 percent corporation tax surcharge, forecast to yield an addi-
tional $49.4 million in revenues for FY2004; and an increase in the maximum additional preference tax for
combined filings, forecast to yield an additional $30 million.

Overall, the Comptroller projects total general revenues for FY2004 to fall $24 million short of initial
budget projections. Coupled with a projection that general spending will outpace budgeted levels by $60.9
million,  she is currently projecting a budget deficit of $84.8 million, or roughly 1 percent of expenditures,
for FY2004. 

Maine
Maine’s total revenues were strong through the first six months of FY2004, up 7.9 percent year over year.

Receipts from the personal income tax and general sales tax, the state’s two largest revenue sources, were up
6.0 percent and 7.5 percent, respectively. Corporate income tax collections grew 18.3 percent on a year-over-
year basis.  This significant growth in receipts from the corporate income tax reflects both stronger econom-
ic conditions and the state’s decision to delay conformity with federal legislation accelerating bonus depreci-
ation schedules. Revenue gains in FY2004 -2005 attributable to this delay will come at the expense of rev-
enues in FY2006-2007.

In its December 1, 2003, meeting, the State’s revenue forecasting commission adjusted upward slightly
($6.9 million) its projection for general fund revenues for FY2004 and FY2005. 

Massachusetts
Six months into FY2004, the Commonwealth’s tax collections totaled $7.3 billion – $396 million, or 4.5

percent, more than FY2003 levels.  Across tax categories, revenue results were mixed. Personal income tax
receipts were up 7.6 percent through the first half of fiscal year 2004. Withholding taxes remained down,
however, by less than one-half of one percent. At $1.9 billion, sales and use tax collections were flat, year over
year, for the first six months of the fiscal year. Corporate income tax collections were up 29 percent. 

Despite these positive revenue signs, state officials still expect rapidly escalating health care costs and
increasing pension costs to outpace revenue growth through the remainder of FY2004. 
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New Hampshire
The Granite State’s total unrestricted tax revenue from the general and education funds totaled $638 mil-

lion for July through December, roughly $6 million ahead of planned levels and up 5.4 percent on a year-
over-year basis.  

Collections of business taxes, the state’s largest source of tax revenue, were ahead of FY2003 by 1.4 per-
cent, but remained slightly below budgeted levels. Receipts from the meals and rooms tax – the state’s second
largest source of tax revenue – were up 4.3 percent relative to the first six months of FY2003.

Rhode Island
The Ocean State’s FY2004 taxes and departmental receipts for July through December totaled roughly

$1.1 billion, up 5.3 percent over FY2003. Tax revenues for the fiscal year to date were $973.8 million, up 5
percent from the $928 million collected for the same period in FY2003. Departmental receipts totaled $155
million for July through December, up 7.2 percent over the first six months of FY2003. 

Receipts from the income tax – the state’s largest source of revenue – were up 3.9 percent. This rate of
growth may be artificially low, however.  Some income tax refund payments for FY2002 were delayed into
the first quarter of FY2003. Consequently, FY2003 income tax refunds paid are overstated. Adjusting for
these delayed refunds, the actual rate of growth in year-to-date personal income tax collections for FY2004
compared with FY2003 is 2.0 percent. 

Collections from the sales tax – the state’s second largest source of revenue – were up $16 million, or 4.0
percent, year over year for July through December of FY2004. These figures are likely understated, however,
because of the “administrative complexity” associated with the state’s meals and beverage tax.1 As a point of ref-
erence, initial sales tax receipts were understated by $3.2 million in September and $3.7 million in October. 

Total general business tax receipts for the first six months of FY2004 were $5 million greater than col-
lections for the first six months of FY2003. Across categories, receipts were up, year over year, in business cor-
poration returns, health care provider assessments, bank deposit taxes, and public utility gross earnings taxes.
Receipts were down significantly from financial institutions and down slightly from insurance companies.

Vermont
Through the sixth month of FY2004, Vermont’s year-to-date general revenue collections were up $31

million (7 percent). Receipts from the personal income tax – the state’s largest revenue source – totaled $219
million for July through December (up 5.7 percent, year over year). Revenues from the state’s sales and use
tax also rebounded in December, exceeding budget expectations by roughly 2 percent. Year to date for
FY2004, sales and use tax receipts totaled $120.6 million, up 9.2 percent from the prior year. Similarly, the
meals and rooms tax recovered from lackluster performance in the fall, with receipts registering an increase
of 3.5 percent, year over year. 

After a November in which refunds actually outpaced collections, corporate income tax receipts rebound-
ed in December. Year to date, FY2004 collections outpaced FY2003 collections by 87 percent. 
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Despite these positive revenue numbers, state officials remain cautious that an unusually weak spring tax
filing season could adversely affect overall FY2004 collections.

1 As the State’s revenue brief for December explains, “The administrative complexity associated with the meals and beverage tax involves how monies are
remitted by taxpayers. Some taxpayers have submitted their sales tax and meals and beverage tax payments to the Division of Taxation as one payment with-
out indicating how much of the payment is for state sales and use tax and how much is for local meals and beverage tax. As a result, the Division of Taxation
has been unable to determine the proper allocation of such unitary tax payments between the sales and use tax and the meals and beverage tax on a timely
basis. The Division of Taxation has put all taxpayers (sic) unitary tax payment into either the state sales tax account or the local meals and beverage account,
depending on whether the payment was submitted with a state sales tax form or a local meals and beverage tax form. After the proper allocation is deter-
mined, monies will be transferred between these two accounts to rectify the situation.” The state has completed these transfers for September and October
of FY2004, but not for November or December. 
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