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In its opinion on the Obamacare
case, the Supreme Court found
Congress exceeded its Constitutional
authority by conditioning existing
Medicaid funding on state adop-
tion of the Medicaid expansion in
Obamacare. The ruling effectively
made the expansion optional.
Supporters of Obamacare, as
well as some health care stakehold-
ers—particularly hospitals and
clinics—have since contended that
states should voluntarily adopt
Obamacare’s Medicaid expansion.
They claim that expanding Medicaid
will entail little to no cost to state
governments, since the federal gov-
ernment will fund the vast majority
of the additional costs. Indeed, some
analyses project states achieving
savings from adopting the expansion.
However, state lawmakers should be
wary of accepting such analyses at
face value.

This paper, in its entirety, can be found at
http://report.heritage.org/ib3720
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Question the Assumptions.
Setting aside that Obamacare’s
unnecessary and unaffordable
Medicaid expansion will negatively
affect their constituents as federal
taxpayers; state lawmakers have
other reasons to be wary of “free
money” arguments. They should
closely scrutinize the assumptions
behind studies that project favorable
state fiscal effects from expanding
Medicaid, especially:

Projected Savings from
Reduced State Spending on the
Uninsured. Hospitals and clin-
ics have proven adept at blocking
or reversing cuts to state “supple-
mental” funding for treating the
uninsured. For example, the 2006
Massachusetts health reform legis-
lation, which transformed supple-
mental payments going to “safety net
hospitals” into premium support for
the low-income uninsured, achieved
near-universal coverage. However,
Massachusetts’s safety-net hospitals
have successfully lobbied to continue
receiving over $200 million a year in
supplemental payments from state
taxpayers.!

Under Obamacare, it is even more
implausible to assume state savings
from cutting uncompensated care
payments, since any state payment
cuts would have to be imposed in

addition to Obamacare’s federal pay-
ment cuts. Obamacare cuts federal
Medicaid “Disproportionate Share
Hospital” (DSH) funding by $18.1 bil-
lion and Medicare DSH funding by
$22.1 billion over the years 2014 -
2020.2 Furthermore, the President’s
Fiscal Year 2013 budget proposed an
additional $8.25 billion in Medicaid
DSH cuts for 2021 and 2022.3
Consequently, governors and state
legislators should expect their state’s
hospitals and clinics to lobby them
for more—not less—state funding to
replace reduced federal supplemen-
tal payments.

Estimated Costs Due to
the “Woodwork” Effect. The
Obamacare exchanges will system-
atically identify and enroll millions
of individuals in either Medicaid
or subsidized exchanges. Evenifa
state does not expand Medicaid, it
can expect enrollment and spend-
ing to increase in 2014 as a result of
what Medicaid officials refer to as
the “woodwork” effect: Individuals
who qualify under current law for
Medicaid, but are not enrolled, com-
ing “out of the woodwork” to enroll.
For those individuals, the normal
federal Medicaid match rates will
still apply.

Any state that adopts the
Obamacare Medicaid expansion will
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likely reinforce and exacerbate this
effect. State lawmakers should probe
whether the woodwork effect is fully
accounted for in the analyses they
are given.

Administrative Cost Estimates.

Obamacare’s “enhanced” federal
match rates for the Medicaid expan-
sion population (100 percent in the
first three years; 90 percent in 2020
and thereafter) apply only to ben-
efit spending. Medicaid’s existing,
separate administrative cost match
rates will still apply to any additional
administrative spending. Nationally,
on average, administrative expenses
add 5.5 percent on top of total (fed-
eral and state) benefit costs, with
states paying about 45 percent of
those costs.* Thus, every $100 of new
Medicaid benefit spending generates
about $5.50 in additional admin-
istrative costs, of which states pay
around $2.48.

States will still have to pay their
share of the added administrative
costs even during the initial three
years of the expansion, when the
federal government funds all benefit
costs. State lawmakers should ensure
the additional administrative costs
their state would incur from expand-
ing Medicaid are included in any
analysis of state fiscal effects.

Cost to States for Covering
Individuals Who Would
Otherwise Be Eligible for
Exchange Subsidies. The
Obamacare Medicaid expansion will
enroll all individuals with incomes

below 138 percent of the Federal
Poverty Level (FPL). If a state does
not adopt the expansion, then indi-
viduals with incomes at or above 100
percent of FPL will instead qualify
for the new federal exchange sub-
sidies. This applies to not only new
enrollees that would otherwise

be added to the Medicaid rolls by
the expansion, but also to existing
enrollees with incomes at or above
100 percent of FPL.

Thus, a state adopting the expan-
sion will not only incur Medicaid
costs for a portion of the expan-
sion population that would other-
wise receive subsidized exchange
coverage (at no cost to the state), it
will also be unable to reduce state
Medicaid costs by shifting current
enrollees with incomes between
100 and 138 percent of FPL into the
exchanges. State lawmakers should
check that any fiscal projections
accurately account for these alterna-
tive coverage scenarios.

Projected Increases in State
Tax Revenue. In theory, new fed-
eral spending from the Obamacare
Medicaid expansion will be income
to someone (e.g., various health care
providers) who will then pay state
taxes on that income. Economists
calculate such effects by applying
what is called an “economic multi-
plier” to the new spending.

If an analysis uses a multiplier of
1, then the study’s author is assum-
ing that every dollar of new spending
will generate a dollar of new taxable

income. Some believe new govern-
ment spending produces a multiplier
greater than 1, as the recipients in
turn spend some of that additional
income, generating more economic
activity. Others point out that the
taxes to pay for the new government
spending reduce economic activ-
ity, meaning the multiplier should
be reduced to reflect that offsetting
economic “drag.”

Government spending multipliers
are highly uncertain. A recent survey
of the economic literature found
multipliers ranging from 0.5 to 2.0,
but concluded that justification was
strongest for multipliers of between
0.8and1.2.°

State lawmakers should question
the appropriateness of any economic
multiplier assumed in a fiscal analy-
sis. It is highly unlikely that all of the
additional federal Medicaid spend-
ing will translate into new taxable
income or spending within the state.
For example, federal Medicaid funds
paid to out-of-state providers will not
be subject to the state’s income tax.
Similarly, if some of the additional
income is spent outside the state, it
will not generate in-state sales or
excise tax revenue. Furthermore, any
additional state spending associated
with the expansion will come from
increased taxation, creating an eco-
nomic “drag.”

Uncertainty of Future Federal
Medicaid Match Rates. Although
Obamacare stipulates the federal
government will pay at least 90
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percent of the benefit costs of the
Medicaid expansion, state law-
makers have no guarantee future
Congresses will keep that promise.
Indeed, the Obama Administration
has already foreshadowed that pos-
sibility in the President’s FY2013
budget by proposing to combine the
various existing and new Medicaid
and Children’s Health Insurance
Program (CHIP) match rates (includ-
ing those in Obamacare, which
have not taken effect), into a single

“blended” match rate for each state.®
Depending on how a “blended” rate
is calculated, the change could result
in significant shifts in program costs
from the federal government to
states.”

Skepticism is Key. There is an
old adage that if something seems too
good to be true, it probably is. When
it comes to studies purporting to
show positive state fiscal effects from
adopting Obamacare’s Medicaid
expansion, state lawmakers should

keep that folk wisdom in mind.
They should closely scrutinize the
assumptions behind the numbers
and decide for themselves whether
those assumptions, and the esti-
mates produced using them, are in
fact realistic.
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