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ABSTRACT

Issue: President-elect Trump and some in Congress have called for establishing absolute limits
on the federal government’s spending on Medicaid, not only for the population covered through
the Affordable Care Act’s eligibility expansion but for the program overall. Such a change would
effectively reverse a 50-year trend of expanding Medicaid in order to protect the most vulnerable
Americans. Goal: To explore the two most common proposals for reengineering federal funding
of Medicaid: block grants that set limits on total annual spending regardless of enrollment, and
caps that limit average spending per enrollee. Methods: Review of existing policy proposals and
other documents. Key findings and conclusions: Current proposals for dramatically reducing
federal spending on Medicaid would achieve this goal by creating fixed-funding formulas divorced
from the actual costs of providing care. As such, they would create funding gaps for states to
either absorb or, more likely, offset through new limits placed on their programs. As a result,
block-granting Medicaid or instituting “per capita caps” would most likely reduce the number of
Americans eligible for Medicaid and narrow coverage for remaining enrollees. The latter approach
would, however, allow for population growth, though its desirability to the new president and
Congress is unclear. The full extent of funding and benefit reductions is as yet unknown.

BACKGROUND

Opver the past half-century, Medicaid has transformed from a niche program to become
a linchpin of the U.S. health care system. It is today the largest single insurer, serving
nearly 73 million low-income and medically vulnerable individuals, many of whom
would go without needed care or face severe financial hardship without this coverage.’
The growth in the number of Americans enrolled in Medicaid—up from
just 4 million people in 1965, the program’s first year—reflects its role as a health
care “first responder” in the face of broad demographic, social, and economic trends.?
These include: high poverty rates, which make it all but impossible for many people
to pay anything above nominal amounts for their health coverage and care; an ero-
sion in employer-sponsored coverage for low-wage workers; an aging population; and
longer life spans for people with serious disabilities requiring ongoing care and sup-
port. Medicaid also has expanded to meet surging health care needs in the wake of
natural and man-made disasters, ranging from the September 11th terrorist attacks to
Hurricane Katrina, and to address public health crises such as infant mortality, HIV/
AIDS and, most recently, the Zika virus.? Finally, Medicaid is the largest source of

financial support for health care providers serving medically underserved communities.
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As the number of Americans enrolled in Medicaid has increased, so has the cost. Indeed,
70 percent of the growth in Medicaid spending is attributed to rising enrollment, especially in the
wake of the Affordable Care Act’s Medicaid eligibility expansion.* On a per capita basis, however,
Medicaid’s annual spending growth rate remains relatively low, although recent evidence suggests
that spending growth may be somewhat higher among newly eligible adults, who as a group are less
healthy (at least partly owing to their previous lack of access to affordable care).” To put this growth
in perspective, in 1965 Medicaid cost a total cost of $900 million, half of which the federal govern-
ment paid. Looking ahead to 2024, when Medicaid is expected to cover 77.5 million Americans, the
total bill will be $920.5 billion. The federal government’s share: 61 percent.®

To fulfill its mission as a health care safety net, Medicaid has relied on open-ended federal
funding, as well as significant contributions from states (see box). But the high cost of Medicaid and
the fear of uncontrolled growth has led some conservative policymakers to call for establishing abso-
lute limits on spending—in effect, reversing a 50-year trend of expanding Medicaid to protect some
of the most vulnerable Americans. This issue brief explores the two most common proposals: block
grants that set strict limits on total annual spending regardless of enrollment, and per capita limits

on spending.

COST-SHARING WITH STATES

States share in the cost of Medicaid and must weigh these expenses against competing needs
in an era of much tighter budgets. The pressures and choices are real, and states have acted
aggressively to constrain annual increases in their share of Medicaid costs.” As the maps
illustrate, states already vary enormously in the proportion of low-income residents eligible
for coverage and in the amount spent per enrollee. These variations reflect underlying social,
economic, and financial conditions in each state as well as affirmative policy choices state
officials make about whom to cover, what services and benefits to include in their plans, and
how to pay participating health care providers and managed care plans.

Medicaid Coverage of the Nonelderly Medicaid Spending per Enrollee
with Incomes Below 200 Percent FPL

‘W

v

30%—39% (13 states) <$5,000 (11 states)

40%—49% (24 states) $5,000-56,499 (25 states)
® 50%-59% (12 states) ® $6,500-57,999 (8 states)
@ 60%+ (1 state + DC) @ $8,000+ (6 states + DC)

Data: Coverage—Kaiser Family Foundation, State Health Facts, Health Insurance Coverage of the Nonelderly (0-64) with Incomes up to 200% Federal Poverty
Level (FPL), 2015, www.kff.org/other/state-indicator/nonelderly-up-to-200-fpl/; Spending—Kaiser Family Foundation, State Health Facts, Medicaid Spending
per Enrollee (Full or Partial Benefit), FY2011, www.kff.org/medicaid/state-indicator/medicaid-spending-per-enrollee/.
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CONTROLLING MEDICAID’'S GROWTH: TARGETED STRATEGIES
VERSUS ACROSS-THE-BOARD LIMITS ON SPENDING

Historically, federal and state policymakers have relied on targeted strategies to control Medicaid
spending. These strategies zero in on specific drivers of cost, especially in areas where costs are esca-
lating, and aim to reengineer services, making them more efficient and cost-effective. The approach
reflects concerns that across-the-board spending limits would result in the denial of care to people in
need. Notable examples of targeted cost-containment include reforms to lower outpatient prescrip-
tion drug costs, expand access to preventive care, scale up managed care models, and create alterna-
tives to long-term, costly institutional care. The approach also has included setting upper limits on
certain expenditures, such as supplemental payments to hospitals that serve a disproportionate share
of low-income people.

In addition, policymakers have imposed more stringent limits on the circumstances under
which states can use health care provider taxes to finance their required share of Medicaid spending.
These limits restrict the amount of money states have to invest in their Medicaid programs, which in
turn restricts the amount of federal funding for which states can qualify.

Over the decades, these strategies have led to significant reductions in the cost of providing
health care to individuals and eliminated unnecessary spending. For example, today about 80 percent
of all Medicaid beneficiaries are served through some form of managed care.® And cost-effective in-
home and community-based care is now more common than long-term institutional care.” The over-
all impact has been to make a growing national program more efficient, while still delivering quality
health care.

Targeted cost-containment, however, does not address the primary source of increased spend-
ing on Medicaid: growing enrollment. Nor does it limit states’ ability to deploy new technologies to
improve coverage or the quality of care (like offering new vaccines or drug treatments), or introduce
new efficiencies like electronic health records or updated management information systems. As a
result, Republican leaders are calling for a very different approach to cost control.

In particular, President-Elect Donald Trump and House Speaker Paul Ryan have proposed
to repeal the Affordable Care Act (ACA) and restructure Medicaid. The president-elect wants to
replace Medicaid with block grants to states.'’ Ryan’s ideas are outlined in A Better Way: Our Vision
for a Confident America, which devotes six of its 37 pages to Medicaid reform. While recognizing that
Medicaid is a “critical lifeline for some of our nation’s most vulnerable patients,”"" A Better Way none-
theless proposes to substantially scale back the federal contribution. The first step would be to roll
back eligibility. States that had not already expanded their Medicaid programs by 2016 to cover non-
elderly poor adults (19 states as of November 2016) would have no access to federal funds to support
such expansion.'*!? States would then have a choice of complying with “default” limits on per capita
spending set by the federal government or receiving support in the form of a block grant.

Other proposed changes include restricting the extent to which federal funds can be used to
cover certain populations or services while eliminating federal funding for others. One example would

be to withdraw federal funding for people who have served time in prison or in jail.

Block Grants as an Alternative to Flexible Spending
The federal government helps fund an array of public services—from housing to public health, edu-
cation, and law enforcement—through grant programs that give states annual fixed amounts to spend

on activities permitted under the terms of the program. Because the federal funds available to states
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are fixed amounts, they grow at a predictable, formula-driven rate from one year to the next—or not
at all, if Congress does not appropriate funding increases. Such programs help support state health
and social welfare activities; they do not entitle individuals to services, as does health insurance.
Furthermore, they do not automatically take into account population growth, as would a per capita
cap.

Providing federal funding for Medicaid using this type of approach (often referred to as a
block grant) would disconnect the level of funding from the number of Medicaid beneficiaries and
the cost of providing care. In other words, the federal contribution would remain the same, or grow
only according to a preset formula, no matter how large the population in need becomes or how
much a state actually must spend on health care for Medicaid recipients. To permit states to manage
their Medicaid programs with a fixed amount of federal funding, the entitlement to coverage would
need to be eliminated, and federal rules regarding eligibility, coverage, and payment would need to be
substantially restructured or repealed. The Children’s Health Insurance Program (CHIP) provides an
example: The federal contribution is fixed and states are free to scale back enrollment and coverage
as needed to avoid budget shortfalls. (A special maintenance-of-effort provision in the ACA prevents
participating states from changing CHIP eligibility before October 2019, but states can roll back ben-
efits or increase cost-sharing.)

Proposals to fund Medicaid through block grants have a long history. In 1981, President
Ronald Reagan proposed state-specific block grants based on historical levels of spending in each
state. Congress rejected the proposal but did temporarily tighten the federal funding formula. With
the country in the midst of a recession, even this relatively modest downward adjustment in federal
funding triggered widespread reductions in enrollment as well as benefits at a time when the opposite
was needed.'* This temporary spending reduction was repealed in 1984 through bipartisan budget
legislation.

A little more than a decade later, in 1995, both the House and Senate passed a bill that
would have funded Medicaid through block grants to states based on historic average levels of spend-
ing nationally, coupled with a complex growth formula that would set future spending levels well
below the expected rate of growth in Medicaid. President Clinton vetoed the legislation in the face of
widespread evidence regarding its adverse financial impact on state Medicaid programs and underly-
ing state economies."

Since that time, block grant proposals have appeared intermittently. Most recently, in
2015, Senators Richard Burr of North Carolina and Orrin Hatch of Utah, both Republicans, and
Congressman Fred Upton, a Republican from Michigan, introduced bills to repeal the Affordable
Care Act.'® Both bills would have ended the ACA’s Medicaid expansion funding for low-income
adults and created block grants to states based on levels of spending prior to 2014.

The Congressional Budget Office (CBO) estimated that the proposed legislation would
reduce federal spending by $1 trillion over 10 years."” Much of the savings would come from denying
access to Medicaid for roughly 14 million people—the estimated number of low-income Americans
who would have been eligible for Medicaid by 2026. Additional savings would be achieved by reduc-
ing federal spending for the traditional Medicaid program by 4.3 percentage points. By 2026, accord-
ing to the CBO, federal spending on Medicaid was expected to be one-third below projected spend-
ing levels. Although the House bill offered no details regarding the level of flexibility states would
have in order to absorb the significant reductions in federal funding, it had enough support to be

incorporated into the 2017 fiscal year budget that was released in 2016.
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A Better Way offers no formula for how block grants would be calculated or trended forward,
or what growth factors would be considered, other than to note that the (undefined) base year for
purposes of calibrating the block grant would exclude the ACA expansion population and would
transition beneficiaries in expansion states to “other sources of coverage.” As a block grant, the for-
mula presumably would be divorced from actual rises in enrollment and the cost of coverage, relying
instead on a formula designed to produce predictable savings over time. Assuming that a new block
grant proposal might mirror the 2017 House budget proposal, federal Medicaid funding could be

expected to fall by a third in the tenth year of the proposal’s implementation.'®

Per Capita Limits on Spending

Another way to control spending on Medicaid is to establish limits on per capita spending—per
capita caps. These caps have the advantage of allowing funding to increase along with enrollment and
underlying need, while setting an annual upper limit on federal spending per enrollee, and are sup-
ported by many advocates of Medicaid finance reform." President Clinton suggested this kind of cap
prior to vetoing the 1995 congressional block grant proposal discussed above, but Congtess rejected
the idea.

Within this approach there are options: the federal government could set a single per-enrollee
cap that applies to all Medicaid recipients, including children, adults, the elderly, and persons with
disabilities; it could set different caps for each group; or it could exempt certain groups from the cap.
However, since spending on elderly people and people with disabilities accounts for nearly two-thirds
of total Medicaid spending,* the per-enrollee limits would need to apply to these populations in
order to generate significant savings. In addition, the cap or caps could be structured to apply to all
Medicaid services or only certain services, with others such as prescription drugs being exempt. And
how much growth over time to allow in the caps themselves is also an open question.

Limits on per capita spending are more accommodating, at least in theory, to increases in
enrollment reflecting underlying need, but a fundamental trade-off remains: To save money at the
federal level, the caps must keep spending below projected levels—in effect shifting the burden to
states in much the same way that block grants do. Under caps as well as block grants, states will face a
gap between the costs of providing coverage and the federal funds available to offset those costs. And
as with block grants, federal rules pertaining to eligibility, coverage, and payment to providers would
have to be altered, allowing states to narrow their programs and avoid significant budget deficits.

The effects of per capita caps could have significant consequences for people’s health care
and for insurers. For example, states might reduce already-low provider payment rates, forcing out
many current providers and thus limiting access to care, a shift that research suggests would be espe-
cially detrimental for people who need specialized treatment and long-term care.?' If federal spend-
ing updates lag rising health care costs, states might reduce managed care payments below actuarially
sound levels, triggering the demise of managed care plans. Or states might narrow eligibility to con-
trol costs, perhaps even eliminating coverage for the most needy and costly individuals.

Under Ryan’s plan outlined in A Better Way, states that choose to operate their Medicaid pro-
grams within the federal caps (as opposed to receiving a block grant) would transition to a new fund-
ing formula. That formula would take effect in 2019 but would be calculated based on enrollment
and costs in 2016—three years earlier. The plan would apply separate caps to each of the four major
beneficiary categories (children, adults, elderly people, and people with disabilities), which would be

permitted to grow, but at an unstated rate below “current law.”?? Each state’s allotment would apply
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the federal cap formula to the sum of its 2019 enrollment, adjusted for full-year equivalency (what
the cost would be if every beneficiary remained enrolled in Medicaid for the full year) across all eligi-
bility categories.

This plan does allow for population growth. But it fails to take into account that even within
a single beneficiary category, some individuals are much more expensive to cover than others. In par-
ticular, the formula would treat people who are enrolled in Medicaid for part of the year as less expen-
sive than full-time enrollees when, in fact, providing coverage to them can be more expensive if they
enrolled because of a single, high-cost health episode. Nor does the plan explain how the high num-
ber of part-year enrollments would be taken into account in reaching an accurate picture of growth
over time. Because the plan proposes to generate a predictive enrollment figure, rather than use actual
enrollment, it could undercount enrollment. It also could fail to adequately adjust for short enroll-
ment periods, which carry extremely high costs.

While A Better Way notes that the caps would reflect each state’s expenditures for medical
assistance and “non-benefit” expenditures, exactly which expenditures would be counted in the cal-
culation is unclear. This is because the proposal notes that “[r]ecognizing the complexity of Medicaid
financing, certain payment categories would be excluded . . . and would be calculated through a sepa-
rate funding stream, such as payments to states for disproportionate share hospitals, graduate medical
education payments, and other appropriate exclusions.”

The proposal also would replace the actuarial soundness principles used to set managed care
rates under current law with a new (undefined) “reasonable enforceable” premium test for nondis-
abled adults, as well as replace Medicaid’s specific benefit and payment rules with state flexibility to
adopt coverage designs that “promot[e] personal responsibility and healthy behaviors and encourag|e]
a more holistic approach to care.” The proposal does not explain which aspects of Medicaid’s current

coverage design would be eliminated or what an alternative design might look like.

What Counts as State Spending: An Unaddressed Issue

An important aspect of any proposal to reengineer federal funding for Medicaid is what will count

as state spending for purposes of qualifying for federal funds. In fiscal year 2012, 69 percent of state
Medicaid spending came from general revenues. States met their remaining obligations through local
government contributions (16%), permissible health care—related taxes (10%), and other sources such
as special dedicated revenues (5%).* If block grants or caps designated any of these forms of financ-
ing as impermissible, states would be in a position in which they would not quality for every federal
dollar otherwise available to them, causing federal outlays to fall even more than predicted. While
easily overlooked, this crucial issue should be addressed in any proposal to create block grants or limit

per capita spending—it remains unanswered in A Better Way.

As the country’s largest insurer, Medicaid is subject to the same cost drivers that affect all providers of
health insurance: population growth and demographic trends that increase enrollment, health trends
that influence how often people need care and what kind of care they require, and advances in tech-
nology that drive up costs, among other factors. But unlike commercial insurers, government-funded

Medicaid, in its role as first responder and safety net, is more vulnerable to these trends and to cost
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increases. For more than 50 years, Medicaid has been rooted in a flexible federal-state partnership,
constantly restructured over time to meet current challenges.

Any attempt to restructure federal financing for Medicaid and replace flexibility with strict
spending limits—whether in the form of block grants, per capita limits on spending, restrictions on
what counts as state expenditures, or a combination of all three—would divorce funding consider-
ations from the real-life needs that have informed federal and state Medicaid policy for half a century.
Crucially, a per capita cap would permit population growth to occur. But the limit of lawmakers’
appetite for continued growth in enrollment is unclear. Given how states responded to the relatively
mild and temporary funding reductions the federal government enacted in 1981, sweeping changes

like those currently under consideration are likely to produce far more substantial fallout.
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