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CHAPTER 4:
THE STATE SIDE OF THE

BUDGET EQUATION
NINA OWCHARENKO

edicaid consumes a significant portion of state budgets.
MTaking into account significant federal contributions,
Medicaid is the single largest budget item in most state
budgets, surpassing elementary and secondary education. In 2012,
24 percent of state budgets went to Medicaid. Medicaid spending is
expected to climb in the future due to increased enrollment, including
Medicaid expansion in the Patient Protection and Affordable Care Act
(ACA),'and increased costs of providing medical services in general.
To control spending, states typically use a variety of techniques,
including adjusting reimbursement rates for providers, restricting
eligibility and enrollment, limiting benefits and services, and adopt-
ing care management tools, such as managed care. Some states have
also recommended more structural financing changes, such as block
grants, as a means to better control costs over the long term. However,
just as states are looking to control costs, many are also pursuing eligi-
bility and benefit expansions. (See chapter 1, page 9, for an explanation
of the incentives that states face to maximize their federal Medicaid
funds while controlling their own costs.)
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THE STATE SIDE OF THE BUDGET EQUATION

The current federal-state funding structure creates conflicting
incentives that perpetuate these fiscal challenges. Efforts to influence
the financing at the federal and state level will likely continue without
reform.

HOW IS THE PROGRAM FUNDED?

The federal government pays a share of Medicaid costs and the states
are responsible for the remaining share. The federal share is calcu-
lated by the federal medical assistance percentage (FMAP) formula
and adjusted annually. In general, this percentage is determined
based on each state’s personal income versus the national average
income.?

States also receive enhanced federal funds for serving specific
populations, such as Native Americans and Alaskans. They also
receive enhanced federal funding for providing certain services, such
as family planning, and for opting to extend eligibility or services to
nonmandatory groups.’ And administrative costs, which account for
about 5 percent of Medicaid spending, are funded separately and typi-
cally matched at a 50 percent rate by the federal government, but with
exceptions as well.*

In response to the economic downturn, the American Recovery
and Reinvestment Act of 2009 provided a temporary increase in the
federal match rate to states from October 2008 to June 2011. The aver-
age federal share of Medicaid spending in 2010 increased to a high of
67 percent, leaving the average state share at a low of 33 percent.’ In
2012, when the additional federal funds expired, the average federal
share dropped back to its historic average of 57 percent, increasing the
average state share to 43 percent.

Most recently, the ACA provides an enhanced federal match to
cover costs for expanding coverage to childless adults earning up
to 138 percent of the federal poverty level. States will receive a 100
percent federal match rate for this expansion group in 2014, 2015,
and 2016, and then the federal share will gradually phase down to 90
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percent by 2020. However, this enhanced match is only for the newly
eligible population. States will continue to receive the standard fed-
eral matching rates for currently eligible populations, including
those previously eligible but not enrolled. By 2020, combining both
enhanced and standard rates, the average federal share of Medicaid
spending is projected to be 60 percent, leaving states with 40 percent
on average.®

The ACA also increased the federal matching rate for primary care
providers in Medicaid by raising payment rates for this group of physi-
cians to Medicare-level rates. This enhanced federal match is tempo-
rary and is scheduled to expire at the end of 2014.

Counterintuitively, total Medicaid spending is typically highest in
wealthier states, with a 50 percent match. As American Enterprise
Institute scholar Robert Helms points out, “Even though wealthier
states have lower matching rates, they have expanded their programs
to a greater extent than the states that typically have higher propor-
tions of poor people”®

WHAT PERCENT OF STATE BUDGETS
GO TOWARD MEDICAID?

In terms of total state expenditures, Medicaid represents the single
largest item in state budgets. Medicaid represented 22.2 percent of
spending across all states in FY2010, 23.7 in FY2011, and an estimated
23.9 percent in FY2012.° To compare, spending for elementary and
secondary education was 20.4 percent in FY2010, 20.2 percent in
FY2011, and estimated 19.8 percent in FY2012."°

It is worth noting, however, that these total state expenditures take
into account federal contributions. Federal grants to Medicaid repre-
sented 62.7 percent of total state Medicaid spending in FY2011, while
state general fund spending represented 26.9 percent.'! By compari-
son, federal grants represented only 21.0 percent of total elementary
and secondary education expenditures in FY2011, while state general
fund expenditures represented 66.5 percent.'* (See figure 1.)
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Figure 1. Total State Expenditures for Elementary and Secondary
Education (left) and Medicaid (right) by Funding Source, Fiscal Year 2011
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Source: National Association of State Budget Officers, “State Expenditure Report: Examining Fiscal 2010-2012 State Spending.”

State Spending by Enrollee, Group, and Service
State Medicaid spending varies by state for a many reasons, includ-
ing eligibility, benefits, and cost of care. States are required to provide
care to certain mandatory populations and for certain mandatory ser-
vices.” But, beyond these designations, states are permitted to extend
their Medicaid programs to serve certain optional populations and
provide certain optional services. Furthermore, states have the lati-
tude to administer their programs differently in other ways, such as
determining provider reimbursement levels. Because of such varia-
tions, no two Medicaid programs are alike at the state level.

According to the Henry J. Kaiser Family Foundation, national per
enrollee spending in FY2009 was $5,527."* The highest per enrollee
spending by state was $9,577 in Connecticut, $9,143 in the District of
Columbia, and $8,960 in New York. The lowest per enrollee spending
by state was $3,527 in California, $3,979 in Georgia, and $4,081 in
Alabama.

By group, 65 percent of national Medicaid spending in FY2009
went to the elderly and disabled, while the remaining 35 percent was
spent on adults and children.'® State-level spending on the elderly and
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disabled ranged from a high of 77 percent in the District of Columbia
to 76 percent in North Dakota and New Jersey, and a low of 51 percent
in Delaware, 54 percent in Alaska, and 55 percent in Georgia. State
level spending on working-aged adults and children ranged from a
high of 59 percent in Arizona and New Mexico and 49 percent in
Delaware, and a low of 24 percent in New Jersey and North Dakota
and 27 percent in West Virginia and Pennsylvania.

By services, 65.6 percent of national Medicaid spending in FY2011
was on acute care services and 30.2 percent on long-term care ser-
vices.'® State-level spending on acute care ranged from a high 0f 91.9
percent in Hawaii, 88.9 percent in New Mexico, and 88.3 percent in
Vermont, to a low of 37.6 percent in North Dakota, 45.4 percent in
New Hampshire, and 50 percent in Connecticut. State-level spending
on long-term care ranged from a high of 62.1 percent in North Dakota
and 46.7 percent in Connecticut and Wyoming, to alow of 6.9 percent
in Hawaii, 8.9 percent in Vermont, and 10.3 percent in New Mexico.

WHAT ARE THE STATE MEDICAID
SPENDING TRAJECTORIES?

While year-to-year spending fluctuates, the long-term spending trend
in Medicaid remains on an upward trajectory. In 1990, combined
federal and state spending on Medicaid was $72.2 billion, with the
state share at $31.3 billion and a total enrollment of 22.9 million."” By
2000, total Medicaid spending increased to $206.2 billion, with the
state share at $89.2 billion and enrollment at 34.5 million. In 2010,
total Medicaid spending reached $401.5 billion, with the state share
at $131.7 billion and total enrollment estimated to be 53.7 million.
(See figure 2.)

The Government Accountability Office’s (GAO’s) state and local
fiscal outlook report warns of the following: “The primary driver of
tiscal challenges for the state and local government sector in the long
term continues to be the projected growth in health-related costs.
Specifically, state and local expenditures on Medicaid and the cost

69



THE STATE SIDE OF THE BUDGET EQUATION

Figure 2. Total Medicaid Spending and State Medicaid Spending,
Historical and Projected
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of health care compensation for state and local government employ-
ees and retirees are projected to grow more than GDP”*® In FY2011,
Medicaid spending represented 2.8 percent of GDP and is expected to
reach 3.2 percent of GDP by FY2021."

In its 2008 report, before the enactment of the ACA, the Centers
for Medicare and Medicaid Services, Office of the Actuary projected
that combined federal and state spending on Medicaid would reach
$673.7 billion in FY2017, with the state share at $290.3 billion and total
enrollment reaching 55.1 million.”® After enactment of the ACA, the
Actuary’s 2011 report projected that total Medicaid spending would
reach $871.1 billion in 2020, with the state share reaching $340.0 bil-
lion and enrollment topping 85 million.*

But predicting future spending is always tentative and the Supreme
Court decision in National Federation of Independent Business v.
Sebelius, which overturned a key ACA Medicaid provision, under-
scores that uncertainty. The Supreme Court decision clarified that
states that chose not to expand their Medicaid program to childless
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adults would lose only the enhanced funding for the expansion popu-
lation—not all federal funding for Medicaid.*

The 2012 Centers for Medicare and Medicaid Services, Office of the
Actuary report adjusted its projections based on the Supreme Court
decision and now estimates that Medicaid expenditures will increase
atan average annual rate of 6.4 percent. By 2020, total spending is now
projected to be $746.2 billion, with the state share of these expendi-
tures expected to be $296.8 billion and enrollment at 77.4 million.”

Trending Upward:
Higher Enrollment and Higher Medical Costs

The projected spending increases in Medicaid are a result of both ris-
ing enrollment and increasing medical costs. Even before millions of
childless adults are added to the program, existing demographic chal-
lenges are substantial in Medicaid. For example, Medicare beneficia-
ries also enrolled in Medicaid made up 15 percent of enrollment while
consuming 38 percent of Medicaid spending in 2009.*

According to GAO, “The increase in the number of people 85 or
older in the next 10 years is expected to have a major effect on long-term
care spending for Medicaid. As such, a key driver of federal spending for
both Medicare and Medicaid is the aging population. Enrollment from
this population did not change as a result of the PPACA >

The Actuary’s report estimates enrollment is expected to jump
from 55.7 million in FY2011 to 77.9 million in 2021. Enrollment of
the low-income elderly is projected to reach 6.5 million and that of
the disabled to reach 10.2 million. Enrollment of children is projected
to reach 31.7 million, while enrollment of previously eligible adults is
expected to reach 15.9 million. In addition, 12.6 million of newly eli-
gible adults are projected to enroll.” The Actuary’s report also points
out the following: “Although much of Medicaid’s expenditure growth
(past and future) is due to expansion of eligibility criteria, the ‘per
enrollee’ costs for Medicaid have also usually increased significantly
faster than per capita GDP’%
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Figure 3. 2011 and 2021 Per Enrollee Expenditures,

by Category
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Source: Centers for Medicare and Medicaid Services, 2012 Actuarial Report on the Financial Outlook for Medicaid

According to the projections, total Medicaid spending per benefi-
ciary will also rise to an average of $9,532 by FY2021, compared with
$6,982 in FY2011.?® Average spending per disabled person will rise to
$27,647 by FY2021; average spending per elderly individual will rise to
$22,446; average spending per child will rise to $4,389; average spend-
ing on previously eligible adults will rise to $ 6,939; and spending will
average $4,684 for newly eligible adults. (See figure 3.)

STATE EFFORTS TO CONTROL
MEDICAID COSTS AND SPENDING

Faced with higher spending, states—as administrators of this joint fed-
eral-state program—play a significant role in determining Medicaid
costs and spending. Most recently, the Actuary’s report points out the
following: “Following the expiration of temporary increases in the
Federal matching rate, the States’ share of Medicaid expenditures have
grown rapidly over the last 2 years—nearly 40 percent—and the States
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have acted to reduce provider payment rates and/or optional benefits.
Their actions had a substantial impact in 2012 and emphasize the dif-
ficulty in balancing Medicaid against other government programs in
the context of States’ budgets”*

States focus their efforts to control costs through a variety of
policy initiatives. The Henry J. Kaiser Family Foundation’s 50 State
Annual Medicaid Budget Survey offers an overview of such state
budget actions. It found that 43 states implemented at least one cost
containment measure in FY2013 and the same number plan to do
so in FY2014.%° At the same time, 46 states reported implementing a
program improvement in FY2013 and 47 states expect to in FY2014.

Provider rates. One of the most common tools used by states to
control Medicaid costs is to adjust payment rates for health care pro-
viders serving Medicaid patients. Thirty-nine states implemented
some rate restrictions on providers in FY2013, and 34 states adopted
restrictions for FY2014.*! Hospitals and nursing homes were most
targeted.

Of course, one consequence of provider cuts is that fewer providers
will participate in the program. Today, physicians are less willing to
accept new Medicaid patients.’” The access issue will be increasingly
important as millions of new patients are expected to join the program
asaresult of the ACA. Possibly because of these challenges, the Kaiser
survey found that 40 states increased certain provider rates in FY2013
and 44 adopted increases for FY2014.%* As noted earlier, the ACA
does provide additional federal dollars to states to increase payment
rates for primary care physicians in order to meet Medicare levels.
This boost in federal funding, however, is temporary, and it remains
unclear whether states will resume lower reimbursement rates once
these federal funds expire at the end of 2014.

Eligibility and enrollment. States have also considered limiting
eligibility and enrollment to control Medicaid growth. Policies such as
scaling back eligible populations to lower income levels and freezing
or capping enrollment for some groups have been initiated by some
states. However, such changes have been more limited than in previ-
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ous years. According to the Annual Medicaid Budget Survey, 5 states
scaled back eligibility for adults in FY2013,* whereas in FY2006, for
example, 18 states adopted eligibility restrictions.*

Some of this change is likely a result of the “maintenance of effort”
(MOE) requirement in the American Recovery and Reinvestment Act
of 2009, which prohibited states from implementing policy changes
that would restrict eligibility or enrollment, as a condition of receiving
the additional federal funding.’® Some is a likely result of the overall
push of the ACA to expand, not restrict, eligibility and enrollment. In
fact, the Kaiser survey found 45 states reported adopting enrollment
expansions or enhancements (such as streamlining application and
renewal processes) for FY2014.>

Benefits. Adjusting benefits and benefit designs are other cost con-
trol tools used by the states. These changes can focus on eliminating or
limiting a type of benefit or service. For example, in FY2013, 14 states
adopted some level of benefit restrictions.*® Of those, 5 states reported
eliminating at least one benefit all together.”

Pharmaceutical benefits are another area that states target for cost
control. According to the Henry J. Kaiser Family Foundation survey,
24 states issued some cost containment measures to manage pharma-
ceutical costs for FY2013 and 25 adopted new policies for FY2014.%
Policies range from preferred drug lists, to supplemental rebates, to
limiting the number of allowable prescriptions.

States also use premiums and cost sharing to manage costs. The
Deficit Reduction Act of 2005 provided additional leeway for states
to require enrollees at various income levels to participate in cost-
sharing arrangements, whether premiums or copays. In FY2013, 39
states reported premium requirements for some group in Medicaid.*

Care management. States are looking to control costs by more
effectively coordinating and managing care delivery for Medicaid
enrollees. Most notable is the shift toward Medicaid managed care.
States are able to control costs by capping reimbursement to private
insurers. According to the Medicaid and CHIP Payment and Access
Commission: “In 1995, 15 percent of Medicaid enrollees were enrolled
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in such an arrangement. By 2011, half of all Medicaid enrollees were
enrolled in a comprehensive risk-based plan*

States are also looking to adopt policies focused on the most costly
enrollees—the disabled and the elderly. Only 24 percent of enrollees
are elderly or disabled, but they represent 64 percent of total Medicaid
spending. According to the Congressional Research Service, long-
term care services account for more than one-third of all Medicaid
spending.* Increasingly, states are focused on adopting policies to bet-
ter coordinate care and costs for these long-term care services.

Other cost containment efforts. In the past, some states” cost
containment strategies looked beyond their existing scope of author-
ity and turned to federal waivers* to experiment with larger budget
strategies. Vermont and Rhode Island are two notable examples.*
Both states negotiated an agreement with the federal government to
accept capped federal funding over a period of time with some policy
changes. The concept behind these initiatives was to demonstrate that
states could keep spending below the federal cap if given additional
tools to manage the program.

Along these same lines, there is growing interest in the states
to advance block grant concepts for Medicaid. The Republican
Governors Association sent a letter in support of the FY2012 House
budget proposal that included a Medicaid block grant structure.* (See
chapter 7, page 138, for more information on the mechanics of block
grants.)

It could be argued that not opting for the ACA Medicaid expansion
is also a form of cost containment. Analysis shows the long-term cost
implications of the Medicaid expansion may outweigh any temporary,
short-term benefit.*’

WHAT INCENTIVES DO STATES FACE GIVEN
FEDERAL FUNDING FORMULAS?

The open-ended nature of the Medicaid funding structure and the
joint federal-state partnership creates perverse incentives at both the

75



THE STATE SIDE OF THE BUDGET EQUATION

state and federal level. States are driven to leverage as many federal
dollars as possible, and the federal government uses its funding power
to persuade states to adopt certain policies. For every dollar a state
puts in, the federal government matches one for one and sometimes
provides even more.*

As noted, the federal grants are a key component of the state bud-
gets. Unfortunately, this leads states to spend funds on Medicaid
they otherwise would not have. The ACA is a good example. Total
Medicaid spending is expected to increase by 13 percent in FY2014 for
states opting for the new ACA Medicaid expansion (and its enhanced
federal funding), compared with 6.8 percent in states opting not to
expand.® Thus, states opting for the expansion are fueling overall
Medicaid spending.

The incentive to maximize and leverage unlimited federal dollars
has led states to develop financing schemes such as provider taxes,
where states tax Medicaid providers in order to gain the federal match
and then “repay” these providers with Medicaid reimbursement.*
Although these provider tax techniques are under greater scrutiny,
states’ use of them continues to grow. According to the Kaiser survey:
“At the beginning of FY 2003, a total of 32 states had at least one pro-
vider tax in place. ... By FY 2013, all but one state (Alaska) has one or
more provider taxes in place.”*!

Federal Medicaid funding policies also create perverse incentives
for the states to adopt certain federal policies, such as expanding
coverage, services, and benefits. This is most evident in the use of
the enhanced match rate under the ACA to entice states to extend
Medicaid eligibility to the childless adult population.”® Another
example is CHIP, which uses enhanced federal Medicaid match
rates to coerce states into agreeing to expand coverage to children
above the normal Medicaid eligibility levels. Other examples include
enhanced federal match rates for family planning services, certain
long-term care initiatives, and for the adoption of health information
technologies.”
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CONCLUSION

The fiscal challenges facing Medicaid are real. As the GAO report on
the state and local fiscal outlook found: “The state and local govern-
ment sector continues to face near-term and long-term fiscal chal-
lenges which add to the nation’s overall fiscal challenges™* Such warn-
ings suggest that policy changes at the federal and state levels will be
needed to address the long-term viability of the program. In the mean-
time, it is likely that the pressure to control Medicaid spending will
continue to fall on the states, which in turn will push states to continue
to explore new ways to address the fiscal challenges in Medicaid.
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