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Abstract: If implemented as enacted, Obamacare will
impose significant new Medicaid costs on states and consti-
tute a major federal usurpation of long-standing state
authority in regulating private insurance. This will be
expensive and disruptive for those Americans who rely on
individual or employer-based insurance for their health
insurance. While some of the most expensive and disruptive
provisions of the massive legislation do not take effect until
2014, other provisions are already going into effect and
state lawmakers need to act right away if they are to imple-
ment their own Medicaid and private insurance market
reforms to mitigate the harmful effects of Obamacare. State
lawmakers must recognize that states are not mere agents
of the federal government. They are not powerless, and
there is nothing that requires them to assist in implementing
this new, misguided federal health care agenda. They
should assert their rightful authority, and represent and
protect their citizens by resisting the disruptions entailed in
Obamacare—taking actions that pressure the next Con-
gress to scrap or redesign this harmful federal legislation.

The recently enacted Patient Protection and Afford-
able Care Act, the federal government’s sweeping health
care legislation, will impose significant new costs on state
government budgets, while also constituting a significant
usurpation by the federal government of long-standing
state authority over health insurance regulation.

The immediate task for state lawmakers is to find
ways to protect their constituents—including state
taxpayers, health insurance policyholders, and indi-

@ A

‘Hcf tage “Foundation,

Talking Points

* The recently enacted Patient Protection and

Affordable Care Act will impose significant
new costs on state government budgets. It will
also constitute a significant usurpation by the
federal government of long-standing state
authority over health insurance regulation.

The task for state lawmakers now is to protect
their constituents—including state taxpayers,
health insurance policyholders, and individu-
als who depend on public health care pro-
grams—from the effects of Obamacare.

While some of the most expensive and dis-
ruptive provisions of Obamacare do not take
effect until 2014, other provisions are already
going into effect and state lawmakers must
act immediately if they hope to retain control
over their Medicaid programs or preserve
competition and choice in their insurance
markets.

States are not powerless agents of federal
authority. States should take every opportu-
nity to assert their rightful authority and
advance their own, better solutions. They
have a duty to represent their citizens.

This paper, in its entirety, can be found at:
http://report.heritage.org/bg2433
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viduals who depend on public health care pro-
grams—{rom the adverse effects of Obamacare.

The fact that some of the most expensive and dis-
ruptive provisions of Obamacare do not take effect
until 2014 should not lull state lawmakers into
thinking that they can wait for the results of the
Obama Administration’s regulatory implementation
or the outcome of the renewed health care legisla-
tive battle in the next Congress before acting. Some
significant provisions took effect upon enactment
and a number of others will go into effect later this
year or next year.

Thus, governors and state legislators need to
start planning their responses and start drafting any
applicable legislation for consideration in their next
legislative sessions—now. Failure to do so means
surrendering control over a large share of their
states’ current budgets to federal officials and becom-
ing passive bystanders as—faced with an onslaught
of new federal regulation—private insurers scram-
ble to position themselves for an Obamacare market
by taking steps that will likely result in less insurer
competition, fewer plan choices, and higher cover-
age costs, all beginning next year.

The wisest approach for state lawmakers is to
take steps that better position their states for either
of two possibilities: a new Congress that repeals
Obamacare, or a protracted, multi-year political and
legal battle conducted against the backdrop of an
Administration attempting to implement the legis-
lation as enacted.

A Massive Expansion of Medicaid

The Medicaid coverage provisions of the new
federal health care legislation will result in an enor-

mous expansion of state Medicaid rolls. This Med-
icaid expansion will account for over half of the
estimated reduction in the uninsured population
under Obamacare. !

Starting in 2014, the legislation requires states to
extend Medicaid eligibility to all non-elderly indi-
viduals with family incomes below 133 percent of
the federal poverty level (FPL). This mandatory cov-
erage expansion will principally consist of two
groups. The first group consists of parents or care-
givers of children, where the children are eligible for
Medicaid. While almost all children in families with
incomes below 133 percent of FPL are already eligi-
ble for either Medicaid or the Childrens Health
Insurance Program (CHIP),? only five states and the
District of Columbia extend Medicaid coverage to
all parents or caregivers with incomes below 133
percent of FPL.> An additional 15 states now pro-
vide Medicaid, or similar coverage—or in some
cases more limited coverage—to some, but not all,
parents with incomes below 133 percent of FPL.*

The second, and much larger, group of new
enrollees will consist of non-elderly, non-disabled
adults without dependent children, who have
incomes below 133 percent of FPL. Until now,
Medicaid coverage could only be extended to able-
bodied adults without dependent children as part of
a demonstration waiver program. The new health
care law not only permits states to extend Medicaid
coverage to such individuals beginning immedi-
ately, but also requires states to cover them starting
in 2014.

Table 1 provides Heritage Foundation state-
level enrollment projections for 2014—the first
year of the mandatory-coverage expansion—

1. Richard S. Foster, “Estimated Financial Effects of the ‘Patient Protection and Affordable Care Act,’ as Passed by the Senate
on December 24, 2009,” U.S. Department of Health and Human Services, Centers for Medicare and Medicaid Services,
January 8, 2010, at http://www.cms.hhs.gov/ActuarialStudies/Downloads/S_PPACA_2010-01-08.pdf (May 19, 2010).

2. The name of the program was shortened from “State Children’s Health Insurance Program” (SCHIP) to “Children’s Health
Insurance Program” (CHIP), by the Children’s Health Insurance Program Reauthorization Act of 2009 (CHIPRA),

(PL. 111-3, 81).

3. Samantha Artiga, “Where Are States Today? Medicaid and State-Funded Coverage Eligibility Levels for Low-Income
Adults,” Kaiser Commission on Medicaid and the Uninsured, December 2009. The states that currently provide Medicaid
coverage to all parents or caregivers with family incomes below 133 percent of FPL or some higher income threshold are
Connecticut, lllinois, Maine, Massachusetts, New Jersey, and the District of Columbia.

4. Ibid. Those states are Arkansas, Idaho, Indiana, lowa, Minnesota, Nevada, New Mexico, New York, Oklahoma, Oregon,

Pennsylvania, Utah, Vermont, Washington, and Wisconsin.
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derived from national estimates from
the Centers for Medicare and Medic- Projected Medicaid/CHIP Enrollment in 2014
aid Services (CMS) Office of the
A The CMS A . Enrollment Under  New Enrollment Percentage
Ctuar}l € Ctuary PYOJ€CtS Current Eligibility  Due to Eligibility Total Increase In
that national Medicaid enrollment in State Standards Expansion Enrollment  Enrollment
2014 will be 30.4 percent hlgher as Alabama 941,538 246,566 1,188,104 262%
) Alaska 111,764 3834l 150,106 343%
a result of the required coverage Arizona 1,355,196 493,651 1,848,847 36.4%
expansion than it otherwise would Arkansas 675976 191,264 867,240 283%
o California 9,330,040 2,795,684 12,125,723 30.0%
be absent those provisions s s o .
. Colorado 622,158 275,220 897,379 442%
At the state 1€V€1, Heritage esti- Connecticut 553713 116,509 670,221 21.0%
Delaware 202015 36,566 238,581 18.1%
mates that the growth in Medicaid District of Columbia 163814 21,85 185,670 133%
; g Florida 3,189,200 1,359,340 4,548,540 42.6%
caselqads will range from an 8.7 per Georgia 1,854,269 761,689 2615958 41.1%
cent increase in Massachusetts to a Hawail 274,983 35975 310958 13.1%
65.6 percent increase in Nevada. Idaho 1,585 90,149 341,734 35.8%
p llinois 2790395 689,592 3479988 24.7%
. s . Indiana 1,158338 297,559 1,455,898 257%
What Medicaid Expansion lowa 488943 108,839 597782 223%
¢ Kansas 354412 140514 494926 39.6%
Will Cost States Kentucky 938,237 294,373 232,609 314%
Obamacare a[tempted to appease Louisiana 1,198,464 353,155 1,551,619 29.5%
- Maine 323871 39,290 363,161 12.1%
state lawmakers by committing f?d' Maryland 848,904 262,360 111264 309%
eral taxpayers to paying for the entire Massachusetts 1370127 119,728 1,489,854 8.7%
: . ~ Michigan 1977,892 464,573 2,442,465 23.5%
beneﬁt costs of the Medicaid expan Minnesota 774828 163,344 938172 21.1%
sion from 2014 t0 2016. In 2017, state Mississippi 753345 273,174 1026519 363%
: Missouri 986,136 303320 1,289,456 30.8%
taxpayers will be on .the hook for 5 Montana 118,186 51320 169507 434%
percent of the benefit costs for the Nebraska 249,89 90,143 340039 36.1%
additional enrol : ’ Nevada 275,872 180997 456,869 65.6%
. 1€€.S, Wlth eaCh Stﬁ[?S New Hampshire 154,081 37378 191,459 24.3%
share then increasing to 6 percent in New Jersey 1,106,351 474042 1,580,392 42.8%
; _ New Mexico 515,342 177,563 692,905 34.5%
, [ percent In > an per New York 5,612,639 971,806 6,584,445 17.3%
. 5 ew Yor! 612, , 584, 3%
cent in 2020 and thereafter. North Carolina 1,705,663 628389 2334052 368%
' North Dakota 74047 24041 98,088 325%
Beyond the benefits costs of the : : ' '
Ohio 2280932 564,504 2,845,436 24.7%
expansion, there will be additional Oklahoma 734978 225385 960,364 30.7%
. . Oregon 515611 255317 770928 49.5%
administrative costs to both the fed- Pernsylvania 2582980 453749 3,036,729 17.6%
eral and state governments. The Rhode Island 200838 43840 244679 21.8%
- . South Carolina 840255 303,130 l,143,385 36.1%
added costs are not included in the South Dakota 125326 35070 160396 280%
estimates prepared by the Congres- Tennessee 1,559,901 390,789 1,950,691 25.1%
sional Budget Office (CBO) and the Texas 4,260,848 2416752 6,677,599 56.7%
X o Utah 330,343 114,044 444,386 34.5%
Centers for Medicare and Medicaid Vermont 160431 17,961 178,391 11.2%
Virginia 954,851 389,031 1,343,882 40.7%
Washington 1,157,791 264,048 1,421,839 22.8%
« » . WestVirginia 402,976 96,456 499432 239%
5. The “enhanced” Federal Medical Wisconsin 111,656 196373 1,308,029 17.7%
Assistance Percentages (FMAPs) for Wyoming 78,063 25241 103,304 32.3%
the Medicaid expansion in the Original United States 60,600,000 18,400,000 79,000,000 30.4%
bill (PL. 111-148, §2001 and §10201) Source: Authors’ calculations derived from CMS Office of the Actuary estimates of national
were modified in the “reconciliation” Medicaid enroliment in 2014 under current law and as a result of the coverage expansion.
. ) Projected national enrollment was distributed among the states according to each state’s
bill (PL 111-152, §1201). The final share of total Medicaid/CHIP enroliment in June 2009 (for current eligibility) and according
expansions of FMAPs are 100 percent to each state's share of the total uninsured population in 2007—2008 below |33% FPL (for
for 2014-2016, 95 percent for 2017, 94 the eligibility expansion) based on Medicaid and Census data as reported on Statehealth-
percent for 2018. 93 percent for 2019 facts.org. See appendix for additional information.
and 90 percent for 2020 and thereafter. Table | + B 2433 & heritage.org
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Services, but they will be a significant
expense for states. Administrative
costs are divided between state gov-
ernments and the federal government
at separate, uniform match rates. The
standard administrative cost match
rate is 50 percent, though the federal
government provides higher match
rates (in most cases 75 percent) for a
few, discrete administrative expense
items, such as certification of nursing
facilities or operation of a state Medic-
aid fraud control unit.°

The most recent available data
show that administrative expenses
add an average of 5.5 percent in addi-
tion to total (federal and state) benefit
costs, and that, on average, the federal
government pays 55 percent of total
administrative costs, with the other 45
percent paid by the states.” Thus,
every $100 increase in benefit spend-
ing can be expected to generate
another $5.50 in administrative costs,
of which states would pay $2.48.
Because the legislation does not change
the match rates for administrative
costs, states will still have to pay their
share of administrative costs, even
during the initial three years of the
expansion when the federal govern-
ment is funding all of the benefit costs.

As shown in Table 2, The Heritage
Foundation’s initial estimates are that

6. For further details on Medicaid
administrative match rates, see April
Grady, “State Medicaid Program
Administration: A Brief Overview,”
Congressional Research Service, May
14, 2008.

7. Ibid., and John Holahan, Alshadye
Yemane, and David Rousseau, “Medicaid
Expenditures Increased by 5.3% in 2007,
Led By Acute Care Spending Growth,”
Kaiser Commission on Medicaid and the
Uninsured, September 2009.

Estimated State Costs for Medicaid Expansion
In Millions of Dollars, All Figures Cumulative for Federal Fiscal Years
2014-2020
State Benefits Administration Total
Alabama $2720 $1533 i $425.3
Alaska $45.5 $25.0 $70.5
Arizona $544.5 $306.9 $8514
Arkansas $2110 $1189 $3299
California $3.520.1 $1,8985 $5418.7
Colorado $3465 $1869 $5334
Connecticut $14838 $80.1 $2289
Delaware $46.6 $25.1 $71.8
District of Columbia $24.1 $13.6 $37.7
Florida $1.569.1 $870.2 $2439.3
Georgia $840.1 $473.6 $1.3137
Hawaii $41.7 $23.1 $64.8
Idaho $994 $56.1 $1555
llinois $867.6 $468.1 $1,3357
Indiana $3282 $1850 $5132
lowa $1200 $67.7 $1877
Kansas $1580 $884 $2464
Kentucky $3247 $183.0 $507.7
Louisiana $389.5 $219.6 $609.1
Maine $43.3 $244 $67.8
Maryland $3350 $1804 $5154
Massachusetts $152.9 $82.3 $235.2
Michigan $5375 $2979 $8354
Minnesota $2086 $1123 $3209
Mississippi $301.3 $1699 $4712
Missouri $3355 $1889 $5244
Montana $56.6 $31.9 $88.5
Nebraska $95.3 $54.7 $150.0
Nevada $219.0 $1196 $338.6
New Hampshire $47.1 $25.4 $724
New Jersey $596.9 $3219 $9188
New Mexico $1958 $1104 $306.3
New York $12236 $659.9 $1,883.6
North Carolina $693.1 $390.7 $1,0838
North Dakota $26.5 $149 $41.5
Ohio $6335 $3547 $988.2
Oklahoma $248.6 $140.1 $388.7
Oregon $283.8 $159.5 $4433
Pennsylvania $543.5 $297.8 $841.2
Rhode Island $53.1 $29.0 $82.0
South Carolina $3343 $1885 $522.8
South Dakota $38.7 $21.8 $60.5
Tennessee $431.0 $243.0 $674.0
Texas $27114 $1.518.1 $4,2295
Utah $1258 $709 $196.7
Vermont $204 $114 $31.8
Virginia $489.8 $264.2 $7540
Washington $3305 $178.6 $509.0
West Virginia $1064 $60.0 $1664
Wisconsin $2259 $1254 $351.3
Wyoming $30.7 3167 : $474
United States $21,5730 $11,9085 $33481.5
Source: Authors' calculations derived from CMS Office of the Actuary estimates of the
federal cost of the Medicaid expansion with state costs derived by applying the applicable
FMAPs. Costs were distributed among the states according to state enrollment projections
derived from each state's share of the total uninsured population in 2007-2008 below
133% FPL using Census data as reported on Statehealthfacts.org. See appendix for ad-
ditional information.
Table 2 * B 2433 & heritage.org
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the Medicaid expansion will increase state tax obli-
gations by just under $33.5 billion for federal fiscal
years (FY) 2014 through 2020. Of that amount,
$21.5 billion will be the states’ share of the benefit
costs, and just under $12 billion will be the states’
share of the added administrative costs. Indeed, the
state share of administrative costs for the expan-
sions will exceed $100 million a year in each of the
four biggest states—California, Florida, New York,
and Texas. In fact, the complexity of the system with
separate rules for three classes of individuals—
those who qualify for Medicaid under prior rules,
those who qualify under the new expanded Medic-
aid eligibility rules, and those who instead qualify
for the new subsidized coverage administered by
the exchanges—will likely produce actual adminis-
trative costs that are higher than these estimates.

It is also important to emphasize that the total
cost (federal and state) of the Medicaid expansion—
which, based on CBO and CMS estimates, will
likely be between $400 billion and $500 billion
over the first seven years—will be shouldered by
taxpayers. Although some state policymakers may
think that the Medicaid expansion is a relatively
good fiscal deal for their states because the federal
government will pick up at least 90 percent of the
cost for newly eligible individuals, taxpayers in their
states will face higher tax bills as a result, not just for
the state costs but for the federal costs as well. Fur-
thermore, the additional federal taxes or borrowing
needed to fund this expansion will inevitably
dampen economic activity in the states.

“Crowd Out” Effects. Under the new law, Med-
icaid coverage will extend not only to those who are
currently uninsured and whose income is below
133 percent of the FPL, but will also sweep into the
program several million individuals below that
income threshold who are currently covered by pri-
vate employer-sponsored coverage or individual
coverage. This “crowding out,” or displacement, of
private coverage will most likely occur among indi-
viduals who work for businesses with fewer than 50
employees. The reason for this is that the law

exempts the vast majority of such firms from the
new mandate on employers to provide coverage—
which will apply to larger firms starting in 20148
Given that their workers will qualify either for Med-
icaid or for heavily subsidized coverage through the
new health insurance exchanges, many small busi-
nesses that currently offer coverage will likely termi-
nate their health insurance plans in 2014.

While the employer mandate penalties may dis-
courage larger employers from dropping their
plans, it is likely that many of the large firms that
are still providing coverage after 2014 will offer
only the minimum level of required coverage.
Thus, states can expect that even those low-income
workers who still have access to a large employer
plan will likely enroll in Medicaid as “wrap-
around” coverage.

“Woodwork” Effect. States can expect their
Medicaid program costs to further increase in 2014,
as a result of what Medicaid officials refer to as the
“woodwork” effect—meaning, that individuals who
qualify under current law for Medicaid, but who
have not yet enrolled, will “come out of the wood-
work” to do so.

This effect will result from the interaction of other
provisions in the legislation with the Medicaid
expansion. Specifically, the legislation establishes a
new set of generous health insurance subsidies for
individuals with incomes below 400 percent of the
FPL, administered through new health insurance
exchanges. The health insurance exchanges also
have the task of determining eligibility for those new
subsidies. In cases where an exchange determines
that an individual qualifies for Medicaid, instead of
for the new subsidy system, the law requires the
exchange to enroll that individual in the applicable
state Medicaid program. State Medicaid officials are
required to accept such individuals into their pro-
grams and are prohibited from conducting their own
separate eligibility determination.” If the individual
in question is eligible for Medicaid coverage under
the eligibility criteria for the states Medicaid pro-
gram that is in effect immediately before the passage

8. The one exception is that employer penalties will apply to non-offering firms in the construction industry with more than
five full-time employees and total payroll in excess of $250,000 a year.

9. PL.111-148, §2201.
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of the new federal legislation, then the state’s Medic-
aid costs for that individual will be matched by the
federal government according to the state’s stan-
dard match rate. (The higher match rates will apply
only to spending for individuals considered part of
the “expansion” population under the new federal
law.) Thus, states will experience yet higher costs
associated with the enrollment of individuals who
had qualified for Medicaid under prior eligibility
standards, but who had not previously enrolled in
the program.

Exporting “Doc Fix” to the States

Another provision in the new federal legislation
requires states to increase Medicaid reimbursement
rates for primary care physicians (PCPs) to the same
level as the applicable Medicare payment rates for
the 24-month period of January 1, 2013, to Decem-
ber 31, 2014.1° The legislation specifies that the
federal government will pay all of the added costs.
However, this provision will trigger a Medicaid “doc
fix” issue for some states starting January 1, 2015—
when both the mandate, and the federal funding to
compensate for its costs, will expire.

Doc fix has become congressional slang for legis-
lation to cancel automatic reductions in Medicare
physician payment rates. Absent legislative over-
rides, the fees that Medicare pays doctors would auto-
matically decline based on a formula included in
1997 legislation that was supposed to limit Medicare
spending growth. However, since then, Congress
has repeatedly bowed to political pressure and con-
cerns that enrollees will lose access to care by pass-
ing legislation to cancel the physician payment cuts.

The new legislation sets up a similar political
dynamic for the Medicaid program and state law-
makers. When the mandated increase in Medicaid
primary care physician rates (and the associated
federal funding) ends, states could theoretically
reduce Medicaid PCP payment rates to their previ-
ous levels, but both physicians and their Medicaid
patients are likely to lobby against such a move. The
alternative, of course, is for states to continue to

reimburse PCPs at the higher rates, but with state
taxpayers covering the state’s share (based on nor-
mal match rates) of the extra costs.

As Table 3 shows, increasing primary care physi-
cian payment rates will not be an issue for the six
states that already pay Medicaid rates to PCPs equal
to or in excess of the applicable Medicare rates. Fur-
thermore, for the 18 additional states that pay Med-
icaid rates between 80 and 98 percent of Medicare
rates, the state cost impact will be minimal. How-
ever, a number of states, most notably New York
and California, would incur significant state costs if
they continued to reimburse PCPs at the higher
rates after 2014.

The states that will be most affected are those that
have both low Medicaid payment rates for primary
care physicians and low federal match rates for their
Medicaid programs. For example, New Yorks Medic-
aid rates for PCPs are only 36 percent of Medicare
rates; New Jerseys are 41 percent; and California’s are
47 percent—while all three states have a 50 percent
federal match rate for their Medicaid programs. Thus,
Medicaid rates paid to PCPs in California and New
Jersey will more than double from their current levels,
and rates in New York will nearly triple, between
2013 and 2014. Continuing those payment levels
after 2014 will require taxpayers in all three states to
fund half the extra costs.

This also explains why states’ costs will increase
even when the federal government picks up the
costs associated with the expansion. Because pro-
vider reimbursement rates are uniform across the
eligibility groups, any rate increase will apply to
current enrollees as well as to the newly eligible.

In some states providers have obtained federal
court injunctions preventing the state from reduc-
ing Medicaid reimbursement rates. For example, in
March, a federal appeals court affirmed the district
court’s order of a preliminary injunction preventing
implementation of Medicaid provider payment
reductions enacted by the California General
Assembly last year.!

10. PL. 111-152, §1202.

11. United States Court of Appeals for the Ninth Circuit, California Pharmacists Association v. David Maxwell-Jolly, Case
No. 09-55532, opinion filed March 3, 2010, at http://www.ca9.uscourts.gov/datastore/opinions/2010/03/03/09-55532. pdf

(June 24, 2010).
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Estimated State Costs for Medicaid “Doc Fix"
In Millions of Dollars in 2015

State CBO “Doc Fix” Cost CMS“Doc Fix” Cost
Alabama $18 $33
Alaska n/a n/a
Arizona $25 $45
Arkansas $14 $26
California $240 $437
Colorado $16 $29
Connecticut $8 $15
Delaware n/a n/a
District of Columbia $10 $18
Florida $82 $149
Georgia $32 $58
Hawail $7 $13
ldaho n/a n/a
llinois $36 $66
Indiana $16 $29
lowa $6 $I1
Kansas $4 $6
Kentucky $16 $29
Louisiana $15 $27
Maine $10 $18
Maryland $22 $40
Massachusetts $34 $63
Michigan $39 $71
Minnesota $21 $39
Mississippi $9 $17
Missouri $18 $32
Montana $2 $3
Nebraska $6 $I1
Nevada $4 $8
New Hampshire $8 $14
New Jersey $35 $65
New Mexico $4 $6
New York $250 $455
North Carolina $37 $67
North Dakota n/a n/a
Ohio $34 $61
Oklahoma n/a n/a
Oregon $12 $22
Pennsylvania $42 $77
Rhode Island $4 $7
South Carolina $17 $32
South Dakota $3 $5
Tennessee n/a n/a
Texas $58 $106
Utah $7 $13
Vermont $3 $5
Virginia $14 $26
Washington $21 $39
West Virginia $6 $Il
Wisconsin $18 $33
Wyoming n/a n/a
United States $3,000 $5,460

Note: Alaska, Delaware, Idaho, North Dakota, Oklahoma, and Wyoming all pay primary care
physicians Medicaid rates that are equal to or greater than the applicable Medicare rates, and
Tennessee provides Medicaid coverage through managed care plans and does not pay physi-
cians on a fee-forservice basis. Thus, those seven states will not be affected by this provision.

Source: Authors’ calculations derived from CBO and CMS estimates of the federal cost of
the mandated payment increase in 2014, when it is 100 percent federally funded. Costs were
distributed among the states based on a weighting that adjusted for each state’s: |) share of
national Medicaid spending on physician services; 2) primary care physician Medicaid fee rates
as a ratio of the applicable Medicare rates, and; 3) standard FMAP rate. See appendix for
additional information.
Table 3 « B 2433 & heritage.org
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Other Medicaid Costs
for the States

Beyond the extra Medicaid costs
that states are certain to incur, there
are some other state Medicaid cost
increases that are probable, but not
definite. The two most significant
items in this category are payments to
so-called Disproportionate Share Hos-
pitals (DSH) and payments to special-
ist physicians.

DSH Payment Reduction. DSH
funding consists of extra, lump-sum
Medicaid payments to hospitals that
treat a “disproportionate share” of
Medicaid patients. Theoretically, DSH
payments help defray those hospitals’
costs of providing uncompensated
care to the low-income uninsured,
though most states have little real
accounting control over how hospitals
actually use the funds.

Under the new law, beginning
with FY 2014 (October 1, 2013), fed-
eral DSH funding will be reduced
each year. The theory is that as more
of the uninsured gain coverage, hos-
pital uncompensated care costs will
decline, with the rationale for offset-
ting DSH payments diminishing as
well. While this theory is logical, in
practice, state lawmakers are likely to
confront political pressure from DSH
payment—dependent hospitals seek-
ing to maintain their revenues.

That is exactly what has happened
in Massachusetts, which under its
2006 Medicaid waiver reallocated
hospital DSH funding to pay for
health insurance coverage subsidies
for the low-income uninsured through
the states new Commonwealth Care
program. While about 175,000 unin-
sured Massachusetts residents gained
coverage as a result, and while the
cost of their coverage has not
exceeded the total amount of the real-
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located funding, the DSH funding—dependent hos-
pitals in that state have successfully lobbied to
preserve some of their funding stream at an added
cost to state taxpayers. The hospitals’ justifications
are that they still incur significant uncompensated
costs—though they are obviously reticent about
admitting how much of those costs are attributable
to treating illegal aliens who do not qualify for Med-
icaid or other subsidized coverage—and that the
extra funding helps offset the lower payment rates
they receive from Medicaid.

Thus, under the new legislation, while states
will theoretically spend less on their share of Med-
icaid DSH funding, political pressures may effec-
tively negate any potential savings and, if state
lawmakers are pressured into replacing reduced
federal DSH funding with state funds, state costs
may actually increase.

Payments to Specialty Physicians. While the
provision in the new law that requires temporary
Medicaid payment rate increases for primary care
doctors will not apply to the rates paid for proce-
dures performed by specialty physicians, the reality
is that state lawmakers will likely find it politically
difficult to limit Medicaid payment rate increases to
primary care physicians. As with the increase in pri-
mary care payment rates, the political and financial
significance of the issue of specialty physician pay-
ment rates will vary among the states according to
their current Medicaid physician payment levels.
The states that pay the lowest rates (relative to
Medicare and private insurance) will face the great-
est political pressure to also increase specialty phy-
sician rates and shoulder the largest added costs for
such a move. Furthermore, this issue is likely to
come to the forefront in the states’ 2012 legislative
sessions, in anticipation of the scheduled January 1,
2013, federally mandated payment rate increase for
primary care physicians.

Offsets to Costs. Other provisions of the federal
legislation will generate some offsetting Medicaid
savings for states, though for most states those sav-

ings are likely to be minimal. Only one change is
likely to produce state savings of any significance,
and only a few states stand to benefit from the appli-
cable provision. One provision of the federal legis-
lation is likely to generate savings between now and
2014 for taxpayers in some states by enabling their
state governments to shift some of their current
costs to taxpayers in other states. The new law
allows states that have health insurance programs
that are funded by state tax dollars and that already
cover individuals who will qualify for Medicaid in
2014, to enroll those individuals in Medicaid imme-
diately. The costs will be shared by the federal gov-
ernment at normal match rates until 2014 and at
the expansion match rates thereafter.!? Connecticut
has become the first state to take advantage of this
provision, shifting an estimated $53 million in state
costs for Connecticut’s next fiscal year onto federal
taxpayers in other states. >

Maintenance of Effort Requirement. The pro-
visions of Obamacare that will have the most imme-
diate effect on state budgets are the “maintenance of
effort” (MOE) requirements in the law that are
applied to Medicaid and CHIP. Under those provi-
sions a state would lose all federal funding if it takes
actions that make eligibility more restrictive than
the standards in effect for the state’s program at the
time the new federal legislation was enacted. In fact,
states are already subject to a similar MOE require-
ment imposed as a condition of receiving a two-year
temporary increase in federal Medicaid funding
(through the end of 2010) as part of the 2009 stim-
ulus legislation.

The bad news for states is that this federal man-
date comes in the midst of their worst fiscal situa-
tion in decades. Because Medicaid is one of the
largest items in any state budget, it is also one of the
first places where governors and legislators look for
savings when they need to trim spending to bring
state budgets back into balance. In 2008, aggregate
state Medicaid spending accounted for 20.7 per-
cent of all state government expenditures, while

12. PL. 111-148, §2001(a)(4)(A), as amended by §10201(b).

13. Press release, “Connecticut First in Nation to Expand Medicaid Coverage to New Groups Under the Affordable Care Act,”
U.S. Department of Health and Human Services, June 21, 2010, at http://www.hhs.gov/news/press/2010pres/06/

20100621a.html (June 24, 2010).
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spending on elementary and secondary education
represented 21.6 percent, and the share of aggre-
gate state spending devoted to transportation was
7.9 percent.14

Traditionally, states have three main tools for
reducing Medicaid expenditures: restrict eligibility,
cut provider reimbursements, or reduce benefits.
The MOE requirements effectively mean that states
no longer have the first option of limiting eligibility.
However, they can still cut provider payments or
scale back program benefits.

Partly as a result of the MOE requirement in the
2009 stimulus legislation, 41 states and the District
of Columbia cut provider reimbursements rates
in 2009 or 2010, and 29 states and the District did
so in both years. Additionally, 39 states and the
District cut Medicaid pharmacy benefits, and 22
states cut Medicaid medical benefits over the past
two years. > All of these cuts are likely to continue
if state budget projections do not significantly
improve.

The problem is that in many states Medicaid
reimbursement rates are already quite low. That
makes Medicaid beneficiaries’ access to health care
providers problematic, particularly in states such as
New York, New Jersey, and California that pay pro-
viders exceptionally low rates. In addition, setting
physician payment rates even lower will not neces-
sarily reduce the aggregate costs of state Medicaid
programs if the result is that more enrollees are
forced to seek care in hospital emergency rooms
because they cannot find doctors willing to accept
Medicaid patients.

Even though the CHIP MOE prevents states from
changing eligibility, CHIP enrollment will decline
somewhat after 2014, resulting in some state sav-
ings. To qualify for CHIP, a child must be uninsured.
However, many children will likely become insured
through family coverage in subsidized plans offered
by the new exchanges starting in 2014, for which a
state contribution will no longer be required.

Washington’s New Insurance
Market Rules

In addition to the Medicaid changes that will
directly affect state budgets, state lawmakers will
also need to contend with a variety of new federal
health insurance market regulations. This federal
usurpation of long-standing state authority in regu-
lating private insurance will be expensive and dis-
ruptive for those who rely on individual or
employer-based commercial insurance for their
health care coverage. While the new law’s Medicaid
provisions will present governors and state legisla-
tors with fiscal challenges, the insurance provisions
will present them with policy challenges. The task
for state lawmakers will be to find ways to protect
their constituents from the adverse effects of the
new federal health insurance regulations.

The new federal health insurance regulations will
affect coverage in four major areas:

1) Benefit Requirements. The legislation
gives the Department of Health and Human Ser-
vices (HHS) new authority to establish minimum
benefit requirements for all health insurance
plans. The law requires that, effective for plan
years starting this fall, health insurers and
employer self-insured plans must cover preven-
tive services with no enrollee cost-sharing. New
prohibitions that prevent health insurance carri-
ers and employers from setting annual or lifetime
coverage limits will also be phased in starting this
year and take full effect in 2014. Beginning in
2014, HHS is granted additional, sweeping, and
discretionary authority to set, and periodically
revise, minimum health insurance coverage
requirements for virtually all medical services and
health care providers. Furthermore, the Secretary
of Health and Human Services is even given
authority to regulate the amount and form of
enrollee cost-sharing. The result will be a uni-
form, comprehensive health insurance minimum
benefit package dictated by HHS.

14. National Association of State Budget Officers, “Fiscal Year 2008 State Expenditure Report,” Fall 2009, Table 5
(“State Spending by Function as a Percent of Total State Expenditures,” FY 2008), p. 10.

15. Kaiser Family Foundation, “Medicaid Cost Containment Actions Taken by States, FY 2010,” StateHealthFacts.org,
at http://www.statehealthfacts.org/comparetable.jsp?ind=187&cat=4 (June 18, 2010).
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For individuals and employers, the result of
these new federal regulations will be across-the-
board increases in health insurance costs and pre-
miums. Those resulting premium increases will be
the product of three factors. First, reductions in
enrollee cost-sharing will mean that plans must pay
more of the cost for certain services that they
already cover, thus shifting those costs from
patients to plan premiums. Second, the elimination
of enrollee cost-sharing for specific services will
stimulate greater use of those services, further
increasing premiums. Third, premiums will also
increase to the extent that new federal regulations
require plans to cover benefits or services that were
previously excluded from coverage or subject to
plan limitations on the scope or duration of the ser-
vices eligible for reimbursement. These additional
costs will likely exceed any possible savings from
lower administrative costs for insurers.

As state lawmakers are well aware from their own
experience with insurance benefit mandates at the
state level, providers and patient groups can be
expected to exert special interest pressure on HHS
and Congress to constantly expand the scope of the
federal minimum coverage requirements. To the
extent that HHS or Congress bows to that political
pressure, the cost of health insurance will escalate
still further after 2014.

2) Coverage Rules. The federal legislation also
establishes some new coverage rules. Effective this
fall, insurers and employers must allow young
adults to retain dependent coverage on a parent’s
policy until age 26, and plans are prohibited from
imposing pre-existing condition exclusions on
dependent children. However, the effects of those
two changes are expected to be modest, as they will
apply to relatively few individuals.'©

Much more significant is that, starting in 2014,
Obamacare will prohibit the application of pre-exist-
ing condition exclusions under any circumstances.

Current law specifies that individuals who
already have employer-sponsored insurance can-
not be denied new coverage, be subjected to pre-
existing condition exclusions, or be charged
higher premiums because of their health status
when switching to different coverage.!” Thus, in
the employment-based health insurance market,
pre-existing condition exclusions may only be
applied to those without prior coverage, or to
those who wait until they need medical care to
enroll in their employers plan. These existing
rules represent a fair and balanced approach:
Those who do the right thing (getting and keeping
coverage) are rewarded; those who do the wrong
thing (waiting until they are sick to buy coverage)
are penalized. A modest and sensible reform
would be to simply apply the same set of rules to
the individual health insurance market.

But by prohibiting the application of pre-exist-
ing condition exclusions under any circumstances,
the new law mindlessly wrecks this careful balance
and creates a recipe for disaster.

Since heath plans will also be required to extend
coverage to any qualified applicant, and will not be
allowed to vary premiums based on individual
health status, the effect will be to encourage health-
ier individuals to wait until they are sick before
they buy health insurance. With fewer healthy
individuals buying coverage, premiums will need
to rise to cover the costs of the sick, which in turn
will drive even more individuals in good, or even
fair, health to drop coverage—knowing that if they
become sick they can buy insurance later—thus

16. Federal officials estimate that the requirement to extend dependent coverage to individuals under age 26 will result in 0.68
million to 2.12 million young adults enrolling in such coverage in 2011 (and further estimate that between 0.19 and 1.64
million of those will be previously uninsured individuals), resulting in an estimated increase in group health insurance
premiums of between 0.5 percent and 1.2 percent in 2011. See U.S. Department of the Treasury, Internal Revenue Service,
Department of Labor, Employee Benefits Security Administration, Department of Health and Human Services, Office of
the Secretary, “Interim Final Rules for Group Health Plans and Health Insurance Issuers Relating to Dependent Coverage
of Children to Age 26 Under the Patient Protection and Affordable Care Act,” Federal Register, May 13, 2010, Table 5
(“Number of Individuals with New Dependent Coverage and Impact on Group Insurance Premiums, 2011-2013"),

p. 9, at http://edocket.access.gpo.gov/2010/pdf/2010-11391.pdf (June 18, 2010).
17. Those provisions were part of the Health Insurance Portability and Accountability Act of 1996 (HIPAA) (PL.104-191).
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driving premiums yet higher. The result could be a
classic insurance plan “death spiral.”

Rather than ditching this bad idea in favor of a
more sensible and balanced approach, congres-
sional leaders tried to limit its inevitable disastrous
effects by adding an individual mandate to buy
health insurance or pay an income tax fine. A large
part of the rationale offered for the mandate was the
need to prevent healthier individuals from dropping
their coverage.

Setting aside the merits of challenges to the indi-
vidual mandate’s constitutionality, the practical real-
ity is that the mandate will be ineffective and
unenforceable due to the way Congress wrote the
specific provisions. For most individuals, the tax
penalty for not buying coverage will be modest.
More important, in response to strong and wide-
spread public opposition to the mandate, Congress
added provisions that explicitly bar the IRS from
using its normal tax enforcement powers of prop-
erty liens and criminal penalties to collect the fines
imposed on individuals who do not comply. Thus,
when faced with escalating health insurance premi-
ums, individuals who do not want to pay for cover-
age not only can ignore the mandate, but, by
making minor changes in their federal income tax
withholding payments, can also avoid paying most,
or even all, of the penalties for noncompliance.

Because the blanket prohibition of pre-existing
condition exclusions and the individual mandate
provisions do not take effect until 2014, there is
still time for a future Congress to prevent a health
insurance market destabilization by repealing this
disastrous legislation. At that point Congress can
then consider making more sensible changes.
However, until Congress acts, state policymakers
face the looming threat of a health insurance mar-
ket meltdown.

3) Rate Regulations. In addition to the indirect
effects on insurance premiums of new federal bene-
fit mandates and coverage rules, health insurance
premiums will also be directly affected by new fed-
eral rate regulation provisions. The largest effect will
come from a provision that limits age-rating of pre-

miums to a ratio of no more than three to one. This
provision will take effect in 2014 and means that
plans will not be allowed to charge a 64-year-old
more than three times the premium charged an 18-
year-old for the same coverage. In contrast, the nat-
ural variation in coverage cost is about five to one—
meaning that the oldest group of (non-Medicare)
individuals normally consumes about five times as
much medical care as the youngest group.

This mandated “compression” in the age-rating
of coverage means that insurers must charge older
individuals premiums that are less than the actuarial
value of their coverage, with the result that insurers
will need to compensate by charging younger indi-
viduals premiums that are higher than the actuarial
value of their coverage. Thus, this federally man-
dated under-pricing of coverage for older individu-
als will further increase premiums for the young—
who, because of their generally good health status
and lower earnings, are the group that is most sen-
sitive to changes in the price of coverage and most
likely to decline coverage.

Obamacare also creates new federal rules—
“minimum loss ratio” regulations—for how insur-
ers spend premium dollars. Starting in 2011, plans
must spend a minimum amount of premium
income on medical care and “activities that
improve health care quality,” or refund the differ-
ence to policyholders. The minimum levels will be
85 percent for large group plans and 80 percent for
small group and individual plans. In addition, HHS
is given new power to conduct annual reviews “of
unreasonable increases in premiums for health
Insurance covelragel”18

4) Imposing New Federal Schemes. Moreover,
Congress included four new health care coverage
schemes that further compound the problems of
the legislation:

a) Temporary Federal High-Risk Pools. The law
instructs HHS to establish temporary federal
high-risk pools starting in 2010 to cover unin-
sured individuals between now and 2014, with $5
billion authorized for the program.'® State gov-
ernments are invited to contract with HHS as ven-

18. PL. 111-148, §10101(f) and 1003.
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dors to administer the new federal high-risk pools
in their states, but are prevented {rom shifting into
them individuals currently enrolled in other cov-
erage, including those covered by existing state
high-risk pools. The CMS Office of the Actuary
projects that the available funding for the program
will be exhausted by 2012.2° That will force HHS
either to set enrollment limits for the program at
the outset or to subsequently terminate coverage
for enrollees, unless the next Congress authorizes
additional funding.

b) Health Insurance Exchanges. The legislation
requires HHS to establish operational health insur-
ance exchanges in every state by 2014. Again,
states are invited to act as vendors to administer a
federal program according to a detailed set of fed-
eral rules and regulations, but are not allowed to
exercise any meaningful discretion in administer-
ing the exchanges. The main purpose of the
exchanges will not be to give consumers greater
choice of coverage, since the coverage offered
through them will be a limited number of standard-
ized plans. Rather, their principal purpose will be
to administer a new set of federal health insurance
subsidies for those with incomes up to four times
the federal poverty level, and to regulate the cover-
age purchased with those subsidies. The exchanges
are also empowered to enroll anyone in Medicaid
they determine eligible for the program, with states
forced to share the resulting costs but prohibited
from conducting their own eligibility determina-
tions or verifying the accuracy of the eligibility
determinations made by the exchanges.

Large employers will be fined if their workers
receive subsidized coverage through an exchange,
but firms with 50 or fewer employees are exempted
from those fines. The likely result is that many small
employers who currently offer coverage will dump
their plans beginning in 2014, since their workers
will then qualify for either Medicaid or the new sub-
sidies. Even large employers are likely to dump their

plans if most of their workers qualify for subsidized
alternative coverage and the savings to the employer
are greater than the fines for not offering coverage.

¢) New National Health Insurance Plans. The
new law instructs the federal government’s Office of
Personnel Management (OPM), which administers
the Federal Employees Health Benefits Program
(FEHBP), to contract with health insurers “to offer
at least 2 multi-State qualified health plans through
each Exchange in each State,” and further stipulates
that at least one of the contracts is to be with a non-
profit insurer.?! Of particular concern to state offi-
cials is that from the way Congress wrote these pro-
visions the extent to which state insurance
regulators will be able to require the OPM-spon-
sored plans to meet state insurer financial regula-
tions, and thus ensure that the plans remain solvent,
is unclear.

d) New CO-OP Plans. The legislation also
instructs HHS to promote the creation in each state
of at least one non-profit, member-controlled, “con-
sumer-operated and oriented plan” (CO-OP) health
insurer. Both the CO-OP provisions and the provi-
sions instructing OPM to sponsor “multi-state”
plans were added as part of efforts by Senate Dem-
ocratic leaders to bridge the sharp division within
their caucus over whether the legislation should
include a new government-run health insurer—the
so-called public option. Thus, both sets of provi-
sions are primarily political in nature and, from a
policy perspective, poorly designed and drafted.

The bad news for state officials is that Congress
appropriated $6 billion for loans and grants to
establish CO-OPs and instructed the Secretary of
Health and Human Services to keep promoting the
program until every state has one. The good news is
that CO-OPs—unlike OPM-sponsored multi-state
plans—are explicitly required by the legislation to
comply with state insurance laws and regulations.
As a practical matter, it is uncertain whether any
CO-OP insurers will actually be created, as there is

19. PL. 111-148, §1101.

20. Richard S. Foster, “Estimated Financial Effects of the ‘Patient Protection and Affordable Care Act’ as Amended,”
U.S. Department of Health and Human Services, Centers for Medicare and Medicaid Services, April 22, 2010,
at http://www.cms.gov/ActuarialStudies/Downloads/PPACA_2010-04-22.pdf (May 19, 2010).

21. PL. 111-148, §1334, as added by §10104.
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no obvious market demand. The statute imposes
several restrictions that make it difficult to establish
and operate one, and the legislation expressly pro-
hibits the most likely and sensible path to setting
one up, namely, a divestiture or conversion by an
existing health insurer.

How State Officials Should Respond

Obamacare creates significant fiscal and policy
challenges for states. The broad effects of the legis-
lation, if implemented as enacted, will be to impose
significant new Medicaid costs on state taxpayers,
disrupt state health insurance markets and the cur-
rent coverage of tens of millions of Americans, and
usurp state authority. The new federal insurance
regulations, particularly the provisions setting new,
uniform federal benefit requirements, will reduce
coverage options for individuals and employers and
will likely drive up health insurance premiums.
They are also likely to result in greater concentra-
tion in health insurance markets, leaving only a few
large insurers operating as public utilities with a reg-
ulated low rate of return selling undifferentiated
products to customers with no other options.

Marylands experience is instructive in this
regard. In 1993, the state of Maryland imposed on
its small-group health insurance market a minimum
package of standardized benefits, annually updated
by a state commission—a design similar to that in
the new federal law. One result was that competi-
tion has declined to the point where the same two
carriers have now covered more than 90 percent of
all individuals in Maryland’s small-group market
for years.

State lawmakers now face the task of finding
ways to protect their constituents—including state
taxpayers, health insurance policyholders, and indi-
viduals who depend on public health care pro-
grams—{rom the adverse effects of Obamacare.
Governors and state legislators need to start plan-
ning their responses now and begin drafting any
applicable legislation for consideration in their next
legislative session. The wisest approach is to move

reform measures that better position their states
under either of two possible scenarios: a new Con-
gress that repeals Obamacare, or a protracted,
multi-year political and legal battle conducted
against the backdrop of an Administration attempt-
ing to implement the legislation as enacted. Specifi-
cally, state lawmakers should immediately and
aggressively pursue the following strategies:

e Shift non-elderly Medicaid and CHIP enrollees
into premium support.

The combination of recession-induced lower
state tax revenues and the new law’s Medicaid MOE
requirements puts state lawmakers in a fiscal bind.
Because the MOE requirements prevent them from
controlling Medicaid spending by reducing eligibil-
ity, many state lawmakers assume that their only
options are to cut provider reimbursements or fur-
ther limit program benefits.

However, there is another—and better—option
that states should pursue. The most effective tool for
states to control their Medicaid and CHIP spending
is to shift their programs from directly paying pro-
viders to subsidizing private coverage for enrollees.
Not only will this “premium support” approach
help states control spending; in many states it will
also increase beneficiary access to physicians.>?

States should immediately begin designing and
implementing Medicaid and CHIP premium sup-
port initiatives for non-institutionalized beneficia-
ries. In doing so they should take advantage of the
flexibility remaining in federal law by adopting all
“benchmark plan” designs, providing for maximum
allowable enrollee cost-sharing, and replacing the
individual cost-effectiveness test with an average
cost-effectiveness test. States should also pursue
contracting with one or more private insurers to
create supplemental policies that cover required
“wrap-around” benefits for Medicaid beneficiaries
enrolled thorough premium support in less com-
prehensive private plans. Then the state can simply
pay the premiums for those supplemental policies
as well.

22. For a more detailed discussion of Medicaid premium support, see Dennis G. Smith, “State Health Reform: Converting
Medicaid Dollars into Premium Assistance,” Heritage Foundation Backgrounder No. 2169, September 16, 2008, at
http://www.heritage.org/Research/Reports/2008/09/State-Health-Reform-Converting-Medicaid-Dollars-into-Premium-Assistance.

L\
e A

“Heritage “Foundation,

LEADERSHIP FOR AMERICA

page 13



No. 2433

Backerounder

July 1, 2010

The advantages of premium support for enroll-
ees are that they will likely get better access to phy-
sicians and more appropriate medical care. In
addition, subsidized private coverage is free of the
“welfare stigma” associated with traditional Medic-
aid, or even Medicaid managed-care plans, since
providers will only see the private coverage—not
the subsidies behind it.

Premium support will also help expand and
strengthen a state’s private insurance market—par-
ticularly its small-employer coverage market—by
adding a large number of mainly healthy and
younger individuals to the market.

From a state budget perspective, cost savings
from premium support are likely to come in four
forms: (1) savings from increased enrollee cost-
sharing, (2) efficiency savings from covering
under a single policy all members of a family cur-
rently covered separately by different combina-
tions of public or private plans, (3) administrative
savings achieved by significantly reducing the
need for the state’s Medicaid and CHIP programs
to operate systems that directly reimburse provid-
ers and verify claims, and (4) likely the biggest
source of savings will come from more appropri-
ate use of medical care. While private plans pay
doctors higher rates, if Medicare and CHIP bene-
ficiaries with premium support get earlier and
more coordinated physician care, their historic
practice of over-using expensive hospital emer-
gency room services should decline—thus, offset-
ting the increased spending on physician care
while also addressing the problem of emergency
room over-crowding.

Finally, states should craft their “premium sup-
port” initiatives as state-plan amendments to their
programs, rather than submitting waiver requests
to HHS. Unlike the waiver process, over which the
Secretary of Health and Human Services is granted
broad discretionary authority, Medicaid and CHIP
state plan amendments can only be disallowed if
the Secretary finds that they would violate statu-

tory federal requirements for how states operate
their programs.

Furthermore, unlike with waiver determinations,
a state has legal recourse to appeal an adverse deter-
mination by HHS about a state plan amendment in
federal court. Although states have lost some flexi-
bility in using premium assistance under both the
CHIP reauthorization legislation and the Obama
Administration’s newly issued regulations on bench-
mark plans and cost sharing, premium support is
still a worthwhile strategy for states to pursue.

e Refuse to administer the new federal high-risk
pools.

To date, 18 governors have wisely refused to let
their state governments administer the new fed-
eral high-risk pool.?> There are sound reasons for
their decisions, as the new high-risk pools are
poorly designed.

Any U.S. citizen or lawful resident with a pre-
existing medical condition who has been uninsured
for at least six months will be eligible for coverage.
Congress gave the Secretary of Health and Human
Services complete discretion in determining which
pre-existing medical conditions will qualify—no
matter how minor. Thus, unless the Secretary
decides to limit eligibility only to those individuals
with expensive conditions, it is certain that demand
will quickly outstrip the available funding.

Furthermore, the law stipulates that an enrollee
in a new high-risk pool cannot be charged a pre-
mium higher than the applicable standard rate for
the same coverage in the general market. In con-
trast, all of the 34 states with existing state high-risk
pools follow the long-standing guidance of the
National Association of Insurance Commissioners
(NAIC) to charge high-risk pool enrollees premi-
ums that are at least 125 percent of standard rates.?”
Specifying that premiums charged to enrollees in
the new pools not exceed standard rates means that,
relative to existing state high-risk pools, the new
pools will provide more generous subsidies (at a

23. The National Association of Insurance Commissioners has compiled lists of: the 30 states (plus the District of Columbia)
that have initially indicated that they intend to contract with HHS to administer the federal risk pools; the 18 states that
have told HHS that they will not apply to be a risk-pool contractor; and the two states that have yet to reach a final
decision, at http://www.naic.org/documents/index_health_reform_high_risk_pools_list_of_states.pdf (June 18, 2010).
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higher cost) and will likely attract many more appli-
cants, particularly individuals with relatively minor
pre-existing medical conditions.

Finally, another major concern with state gov-
ernments administering the program is that when
the federal funding runs out, state lawmakers will
be faced with either terminating the coverage of
enrollees or continuing to fund the program with
state tax dollars. From the perspective of state offi-
cials, they are better off letting the Department of
Health and Human Services administer the pro-
gram, either directly or through private-sector con-
tractors. That way, federal officials will be the ones
who are unambiguously responsible for any adverse
funding or enrollment decisions.

e Decline federal “premium review” grants.

The provisions instructing the Department of
Health and Human Services to conduct health
insurance premium reviews also authorizes HHS to
distribute up to $250 million in grants to states to
assist HHS in implementing those provisions. In
exchange, however, state insurance departments
must provide HHS with insurer data and collabo-
rate with HHS in administering rate regulations. To
preserve the integrity and independence of their
own insurance departments and insurance laws,
state officials would be well advised to decline this
offer of federal funding. The rate review provisions
are not only poorly drafted, but were politically
motivated additions to the legislation. Statements
by Administration officials since the enactment
indicate that implementation of the provisions by
the Obama Administration is likely to also be
driven more by political considerations than by
sound policy or genuine consumer protection.

For example, both the statute and subsequent
comments by Administration officials refer to
“unreasonable premium increases.” What is missing
is any recognition that another key aspect of proper
insurance regulation is to prevent the problems that
occur if insurers under-price their products. If an
insurer fails to charge enough in premiums to cover

its expected claims costs, then it is at risk of being
unable to make good on the promises made to its
customers. As any state insurance regulator under-
stands, ensuring that carriers have sufficient pre-
mium income to cover future claims costs is an
important consumer protection.

Also missing from the new federal law is any
recognition of the equity issues involved in setting
rules for insurers that cross-subsidize different
lines of coverage. For example, is it “fair” if regu-
lators require an insurer to limit premium
increases on its individual market policies, but as
a result the carrier then has to further increase
rates for group policies to make up the difference,
or vice-versa? Of course, there is no single “cor-
rect” set of answers to these kinds of questions,
but state lawmakers and state insurance regulators
at least have the benefit of decades of experience
addressing such issues, while the federal govern-
ment has none whatsoever.

To be sure, insurance companies (including non-
profit ones) are not altruistic enterprises, and state
insurance regulation is no more immune to political
considerations than is federal regulation. However,
given the demonstrated propensity of congressional
leaders and Obama Administration officials to
blame insurers for the adverse consequences of
their own legislation, the vast disparity between the
state and federal governments in experience and
expertise in insurance regulation, and the inherent
conflicts that will arise between the new federal rate
regulations and existing state insurer solvency regu-
lations, it is important that state lawmakers preserve
the independence of their own insurance laws and
state insurance departments. That means states
should not accept federal funding with strings
attached that compromise their independence or
make their insurance departments mere branch
offices of HHS.

e Implement state health insurance market
reforms and exchanges based on state, not
federal, designs.

24. Three states cap high-risk pool premiums at 125 percent of standard rates. Most have caps set at 150 percent to
200 percent of standard rates and only one sets its cap at a higher level (Florida, at 250 percent). See Kaiser Family
Foundation, “State High-Risk Pool Rating Rules, January 2010,” StateHealthFacts.org, at http://www.statehealthfacts.org/

comparetable.jsp?ind=676&cat=7 (June 18, 2010).
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Obamacare will drive up health insurance costs
with new coverage mandates while simultaneously
trying to hold down premiums with politicized rate
regulation. The federal standardization of coverage
will also limit the ability of insurers to differentiate
themselves in the market or offer their customers
lower-cost benefit designs, while the minimum loss
ratio regulations will reduce incentives for insurers
to be more efficient in managing or paying for
care—as insurers will be able to retain little, if any,
of the savings that might result.

Faced with this impending regulatory “squeeze
play,” insurers are already evaluating their options
and can be expected to act in some predictable
ways: Insurers with other lines of business (such as
property or life insurance) will likely discontinue or
sell their health insurance book of business to a
competitor and exit the market. Carriers that offer
only health coverage will look to mergers and acqui-
sitions as the path to becoming “too big to fail.”
Their logic will be that if the federal government is
going to turn private health insurance into a regu-
lated utility with a low rate of return, then the way
to survive is to be one of the remaining few large
insurers that the federal government needs to keep
in business in order to administer the system.

Thus, absent initiatives by state governments to
counter these effects by expanding choice and com-
petition, state health insurance markets will begin
to see fewer carriers and plan options—most likely
starting next year.

The best response for state lawmakers is to
immediately move in the opposite direction of the
new federal legislation by first determining their
state’s needs and priorities, and then enacting their
own reforms that increase health insurance choice,
competition, and coverage while also reducing
costs. Lawmakers in each state can select from the
following broad strategies the elements that offer
the best approach for addressing their state’s partic-
ular needs and circumstances: (1) increase con-
sumer choice by creating a “defined contribution”

option for employer-sponsored health insurance
coverage, (2) reduce coverage costs and allow more
variety in plan design by repealing unnecessary
state-mandated health insurance benefit require-
ments, (3) encourage insurer participation by low-
ering barriers to market entry through statewide
risk adjustment mechanisms collectively designed
and administered by the carriers selling health
insurance in the state, (4) expand coverage options
by creating a “premium aggregation” mechanism
that enables individuals to buy coverage using con-
tributions from multiple employers (such as when
a family has two earners or an individual has two
part-time jobs), and, in the case of low-income
families, Medicaid or CHIP premium support pay-
ments from the state, and (5) provide consumers
with greater price and quality transparency with
respect to insurance coverage and physician and
hospital services.>

The fact that the federal legislation perverts the
intent of a health insurance exchange—replacing its
original purpose as a state tool for increasing con-
sumer choice and encouraging greater variety and
competition in health insurance with the new pur-
pose of administering federal coverage uniformity,
and supplanting state insurance regulators—should
not dissuade state lawmakers from pursuing their
own designs for exchanges (consistent with the
original intent of the concept) or other administra-
tive mechanisms as tools for implementing their
own reforms to promote consumer choice and
enhanced health plan competition.

For example, Utah officials and stakeholders
determined in their assessment process that their
state’s small businesses coverage offer rate was well
below the national average and that Utah has a sig-
nificant number of workers with two or more part-
time jobs who do not qualify for employer group
coverage offered to full-time employees. Thus, they
decided to make defined contribution and premium
aggregation using a state health insurance exchange
key elements of Utah’s reform strategy. They also

25. For a more detailed discussion of risk-adjustment design, see Edmund E Haislmaier, “State Health Care Reform:
A Brief Guide to Risk Adjustment in Consumer-Driven Health Insurance Markets,” Heritage Foundation Backgrounder
No. 2166, August 1, 2008, at http://www.heritage.org/Research/Reports/2008/07/State-Health-Care-Reform-A-Brief-Guide-to-

Risk-Adjustment-in-ConsumerDriven-Health-Insurance-Markets.
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devised an implementation strategy that relies on
existing private vendors to provide the necessary
administrative services at a negligible cost to the
state’s budget.?® Other states can also use private
vendors to quickly design and implement similar
solutions customized to their own particular needs
and circumstances.

By enacting their own insurance market reforms
and creating their own exchanges, or similar admin-
istrative mechanisms, based on their own designs
now, states can make it politically more difficult for
federal officials to implement provisions of the new
federal legislation (such as minimum federal benefit
standards) that will drive up premiums and reduce
coverage choices. State-designed exchanges can also
serve as the administrative platform for implement-
ing Medicaid and CHIP premium support initiatives
and, if the legislation is not repealed by then, for
organizing alternative coverage arrangements for
individuals and employers who refuse to comply
with the new federal mandates that also take effect
in 2014.

e Insist that federal officials explain publicly
how they will administer Obamacare.

State legislators should convene public hearings
and summon the federal Secretary of Health and
Human Services, members of their state’s congres-
sional delegation, and other federal officials to
explain how they intend to implement the numer-
ous provisions of the legislation that will affect their
state’s Medicaid and CHIP programs and the pri-
vate health insurance plans of individuals and
employers. Obviously, state lawmakers cannot
override the federal regulatory process, but they
can force more of it out into the open and subject it
to heightened public scrutiny. They can put federal
officials on notice that if they assert their new
authority, then states will force them to accept
responsibility for the results—and that state law-
makers will ensure that their constituents know
who is to blame when state revenues have to be

diverted from other priorities to fund expanded
health care coverage, or individuals see their health
insurance premiums increase or their employer
drop their coverage. If federal officials refuse to tes-
tify before state legislatures, their refusals will
themselves be public testimony.

¢ Conduct and publicize “benchmark” analyses.

States should immediately conduct “benchmark”
analyses to provide “baseline” projections for at least
the next five years for key metrics, and then use the
results to measure the effects of various provisions
of Obamacare. The results can also serve as a base-
line for estimating the effects of any alternative state
reform proposals. Key metrics include:

e Projected annual enrollment and per capita
spending for Medicaid and CHIP, by eligibility
category under current law;

* Projected growth in average premiums in the
states individual, small, and large group
health insurance markets under current law;

e Projected average premiums by age in the
states individual and small group markets
under current law; and

e Current and projected health insurance cov-
erage status of the state’s residents by source of
coverage under current law.

The utility and integrity of the results will be
greatly enhanced if state lawmakers ensure that the
process for conducting these benchmark analyses is
open and nonpolitical, and that the resulting
reports clearly explain the methodologies and
assumptions used. Where appropriate, the analyses
should also provide upper-bound and lower-bound
estimates to account for the inherent uncertainty of
key assumptions, such as underlying medical cost
growth rates or changes in the states’ resident pop-
ulations. States can contract with recognized actuar-
ial and econometric consulting firms to conduct
these studies.

26. Edmund E Haislmaier, “State Health Care Reform: An Update on Utah’s Reform,” Heritage Foundation Backgrounder
No. 2399, April 9, 2010, at http://www.heritage.org/Research/Reports/2010/04/State-Health-Care-Reform-An-Update-on-Utahs-
Reform, and Haislmaier, “State Health Reform: The Significance of Utah Health Insurance Reforms,” Heritage Foundation
WebMemo No. 2569, July 29, 2009, at http://www.heritage.org/Research/Reports/2009/07/State-Health-Reform-The-Significance-

of-Utah-Health-Insurance-Reforms.
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Developing a state-specific baseline is the essen-
tial precursor to constructing state-specific estimates
of the effects of the new federal law. State officials
will want to construct their own estimates because, if
for no other reason, national level estimates will not
be sufficiently precise for state planning purposes.
Variations among the states in the composition of
their populations, economies, health systems, public
programs and insurance rules mean that, in any
given state, the actual effects of a particular provision
of the new law may differ significantly from the pro-
jected national effects estimated by federal officials.
Indeed, significant disparities in the effects among
states are likely to arise with respect to even minor
provisions of the new law.

Case in point: The requirement to extend depen-
dent coverage to age 26 is a minor provision that is
projected to have modest effects on cost and cover-
age at the national level. However, the most recent
Census data show that while 18- to 24-year-olds
(the Census age breakout that most closely aligns
with the group affected by the provision) account
for 9.79 percent of the U.S. population, that age
group as a share of resident population in the states
varies from a low of 8.17 percent in Nevada to a
high of 12.88 percent in North Dakota. Thus,
among the states there is a 57 percent variation
between the two with the lowest and highest shares
of young adults in their populations. That demo-
graphic difference alone will be a key variable in
explaining any variation between those two states in
the cost and coverage effects of just this one, rela-
tively minor, provision.

With their own, state-specific benchmark analy-
ses in place, states will be able to more precisely esti-
mate the effects of the new federal law and state

lawmakers will be able to demonstrate to their con-
stituents what portion of a particular result—such
as an increase in insurance premiums—is attribut-
able to the federal health care legislation and what
portion is attributable to other factors.

Conclusion

The enactment of the massive Patient Protection
and Affordable Care Act will not only alter the rela-
tionship between individuals and the federal gov-
ernment, it will also alter the relationship between
the federal government and the states. Under the
terms and conditions of the act, the states would be
reduced to mere agencies of federal authority, carry-
ing out the policy agenda of the Secretary of the U.S.
Department of Health and Human Services.

Some of the relevant provisions of this law that
directly affect the states will not go into effect for
four years, and by that time, the law may be sub-
stantially, changed, amended, or repealed.

In the meantime, state officials should recognize
one simple fact: States are not mere agents of fed-
eral authority. They are not powerless. There is
absolutely nothing that requires them to assist in
implementing this misguided legislation. Rather,
they should take every opportunity to assert their
rightful authority, resist, within the confines of the
law and the Constitution, any inappropriate or
unconstitutional exercise of Washington’s power
and aggressively advance their own, better solu-
tions. In other words, they have a duty to represent
their citizens.

—Edmund E Haislmaier is Senior Research Fellow
and Brian C. Blase is Policy Analyst in the Center for
Health Policy Studies at The Heritage Foundation.
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APPENDIX
METHODOLOGY

Table 1. Projected Medicaid/CHIP Enroll-
ment, by State in 2014. National enrollment esti-
mates by the CMS Office of the Actuary were
distributed among the states according to each
state’s share of total Medicaid/CHIP enrollment in
June 2009 (for current eligibility) and according to
each state’s share of the total uninsured population
in 2007-2008 below 133 percent of FPL (for the
eligibility expansion) based on Medicaid/CHIP
enrollment data and census data as reported on
http://www.Statehealthfacts.org.

Table 2. Estimated State Costs for Medicaid
Expansion, by State, Cumulative for FY 2014-
2020. National enrollment and federal spending
estimates by the CMS Office of the Actuary were
used to derive the average federal cost per enrollee,
per year, which were then distributed among the
states according to each states share of the total
uninsured population in 2007-2008 below 133
percent of FPL. State costs were then calculated off
the federal cost estimates using the applicable
match rates for each state as adjusted by the provi-
sions of the legislation. The added administrative
cost load was calculated by applying current ratios
for total administrative costs as a percent of total
benefit spending and then apportioning those costs
between the federal and state governments based on
historical data that indicate an average effective Fed-
eral Medical Assistance Percentage (FMAP) of 55
percent for all administrative costs.

Table 3. Estimated State Costs for Medicaid
“Doc Fix,” by State. The federal cost of the man-
dated increase in primary care physician (PCP) rates
in FY 2014 (when it is entirely paid for by the fed-
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eral government) are estimated at $3 billion (CBO)
to $5.5 billion (CMS). Continuing that policy in
2015 and thereafter would require states to assume
their shares of the total cost of the payment rate
increase. The cost to an individual state will vary
based on three factors: the state’s aggregate spend-
ing on PCP services; the ratio of the state’s current
Medicaid PCP payment rates relative to Medicare
rates; and the state’s FMAP

Projected state costs were constructed as follows:
(1) A weighting for each state’s share of total (federal
and state) national Medicaid spending on all physi-
cian services was calculated. (2) Each state’s share of
physician spending was then divided by the state’s
Medicaid-to-Medicare reimbursement ratio to
obtain a state burden index, after first removing
from the equation states that already have Medicaid
PCP reimbursement rates that are equal to or greater
than Medicare rates. (3) The initial state burden
index was then re-weighted so that all the weights of
the affected states summed to one. (4) The re-
weighted state burden index was then applied to the
CBO and CMS federal cost estimates to distribute
the total federal costs among the affected states. (5)
Finally, state costs were estimated by multiplying
each states share of the federal funding by one
minus the state’s applicable FMAP.

When summed, the projected aggregate state
costs are about $1.3 billion (using CBO estimates)
and $2.3 billion (using CMS estimates), or approx-
imately 43 percent of the total cost. That ratio is
consistent with the national distribution between
federal and state governments of total Medicaid
spending.
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