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OVERVIEW — This issue brief examines the recent history and trends in
state budgets and considers how those trends have influenced the role of
the Medicaid program. The paper offers several indicators for predicting
the future of states’ fiscal standing, cautioning that, although the “stormy”
period from 2001 to 2003 is over, states face many challenges in the near
future. This issue brief also poses several questions regarding the appropri-
ate roles of state and federal governments in administering the Medicaid
program. These questions become particularly important as the population
ages and states increasingly take the lead in developing solutions for cover-
ing the uninsured.
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Medicaid and State Budgets:
Clearing Storm, Fogqgy Forecast

In 2003, the interaction between Medicaid and states” budgets was de-
scribed as a “perfect storm” because of growing program enrollment, high
medical inflation, plummeting state revenues, and a national economic
recession.' At that time, state revenues were decreasing at double-digit
rates while one of states” biggest expenditure categories, Medicaid, was
increasing at a similar pace. Some wondered whether Medicaid was sus-
tainable, given the states’ tenuous fiscal situation.

Most states reacted to this perfect storm as they have historically: they
used reserves and one-time measures to close budget gaps. States were
also provided with one-time fiscal relief from the federal government in the
Jobs and Growth Tax Relief and Reconciliation Act of 2003, which helped
mitigate the decline in states’” revenues.

In late 2003, a long-awaited reversal of state fiscal fortunes began. State
revenues grew for the first time since early 2001, and Medicaid spending
slowed for the first time since 1996.> By the end of 2006, state revenues had
nearly recovered to prerecession levels.

The state fiscal storm is now over, but the forecast does not quite call
for blue skies: several factors suggest that the current fiscal stability of
states may be short-lived. What makes the future of state finances and
the implications for Medicaid unclear are recent changes in the financial
obligations of federal and state governments and slowing state revenue
collection. Medicaid relies on federal and state funds, making the fiscal
health of both levels of government critical in determining the program’s
future. This paper attempts to see through the fog by examining various
factors that may determine the fate of state budgets and the Medicaid
program over the next several years.

BACKGROUND

In most states (all except Vermont and Wyoming), the budget must be bal-
anced every fiscal year. Each state’s fiscal health, the balance between its
revenues and expenditures, therefore becomes critical to state policymakers
when they evaluate when to expand or constrain funding for programs
such as Medicaid.

Revenues

Programmatic decisions regarding Medicaid and other state spending are
often driven by the strength of state revenues. State budgeters undoubtedly
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wish they could know exactly how much revenue their state will collect
each year, but projecting revenues is complicated by the many factors
that can affect revenue flow. The effectiveness of tax collections, employ-
ment rates, consumer spending, fluctuations in the real estate market,
and changes in federal legislation are just some of the factors that state
budgeters must consider when making revenue projections.

States revenues come from two major sources. The first is state-levied —
personal income, corporate income, and sales taxes; fees and licenses; and
other taxes, such as property, inheritance, or cigarette taxes (see Figure 1).
The second and single largest source is intergovernmental revenue. Nearly
40 percent of intergovernmental revenue comes from federal matching
payments for the Medicaid program.* Matching rates (called the federal
medical assistance percentage, or FMAP) range from
50 percent to 83 percent and are calculated based on
each state’s per capita income.* Even states with the
lowest matching rate still receive one federal dollar for
every state dollar they spend on Medicaid, making the
program a true partnership. In fact, the federal match-
ing relationship in Medicaid is significant enough that
many states have been reluctant to cut their programs
because they do not want to forgo the opportunity to
draw down federal funds.

10.8%
Other Sales Tax*

Despite the availability of federal support, however,
many argue that Medicaid’s financing structure is not
sufficiently responsive to changing economic condi-
tions, making it difficult for states to budget effectively.
During economic slowdowns, unemployment rates

14.3%
Other

FIGURE 1

Sources of State Revenue,
First Quarter 2007
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tend to increase, causing individuals to lose access to
employer-sponsored health coverage. The FMAP s cal-
culated each year based on the average of the past three
years of states’ per capita income data. As a result, the

"This figure excludes intergovernmental revenues.
tFuel, tobacco, and alcohol taxes and motor vehicle and operator’s licence fees.

Source: U.S. Census Bureau, Quarterly Summary of State and Local
Government Tax Revenue, table 2; available at http://ftp2.census.gov/govs/qtax/

. table2.pdf.
federal matching rate often does not respond to current

state economic circumstances, and states are therefore

faced with making program cuts during times of greater need. Many experts
have suggested that the financing formula be modified to be more “counter-
cyclical,” that is, more appropriately tied to immediate economic indicators,
in order to provide more timely federal support to states.®

States vary significantly in revenue sources, and these variations often result
in disparate effects when economic changes occur. Seven states do not col-
lect any income tax, and two tax only dividend and interest income.® Even
among states with similar sources of tax revenue there is variation. For
instance, states with income taxes can have as many as ten brackets—or
as few as one. States without income taxes tend to rely heavily on other
revenue sources, such as sales taxes or fees. In general, southern states
rely more on sales taxes,” while many states in the Northeast depend
more on personal income taxes. There are exceptions; for example, New
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Hampshire has no personal income tax, and North Carolina receives less
than 15 percent of its revenue from the sales tax.® Using fees to pay for
new programs or program expansions is one way states can raise revenues
without increasing broad-based taxes. Many types of fees tend to be dedi-
cated to one program area, such as motor vehicle fees that are dedicated
to transportation projects and are therefore more transparent than general
taxes that are used for various purposes. Fees may also be easier to institute
because they encounter a lesser degree of public resistance to passage than
broad-based tax increases.

Correctly estimating revenues is important, not only because it helps states
determine what is available to spend on their programs, but also because
of the constitutional requirement in most states to have balanced budgets.
Since matching estimated revenues with actual spending is difficult, states
set aside extra revenues in reserves or fund balances, sometimes referred to
as “rainy day funds,” to use when spending exceeds collections. Rainy day
funds are then saved for use when states experience fiscal downturns.

Expenditures

Sources of state expenditures include state funds (which come from broad-
based taxes), bonds, and federal funds (which include the federal share of
funding for programs like Medicaid).’ There can be large differences in pro-
gram spending between states, although most states spend the largest por-
tion of state funds (not including federal funds) on kindergarten through
grade 12 (K-12) education and Medicaid. These two areas comprise nearly
half of all state spending.!’ In FY 2004, Medicaid’s double-digit growth
rates, combined with the slowing economy, caused Medicaid spending
to surpass spending on K-12 education —making it
the largest component of state budgets, if all funds
are considered." (Figure 2 shows the continuation
of this situation in FY 2005.)

States’ programmatic expenditures can also be dif-
ficult to predict because of market changes such as
recessions, inflation, new legislative requirements,

FIGURE 2
Major State Expenditure Categories, 2005

i - 30.8% 22.9%
or unforeseen crises, such as natural disasters. For All Other Medicaid
example, at the dawn of this century, state budget-
ers could not have predicted the terrorist attacks 21.8%

of September 11, 2001; Hurricane Katrina; or the
recession that drove large enrollment increases
in Medicaid.

STATE BUDGET TRENDS

Beginning in 2001, stock market stagnation and
terrorist events combined with other factors to
slow the U.S. economy, and the recession had a
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ripple effect on the states. A look at the trends in states’ fiscal situations
from 2001 to mid-2007 follows.

The Fiscal Storm: FY 2001 to FY 2003

Before the fiscal downturn of 2001, state expenditures had been growing
substantially for a number of years.'” Several decades of large per capita
state expenditure increases, coupled with a sudden and dramatic drop in
state revenues, caused the economic slowdown to last multiple years in
many states. Initially, this slowdown was most severe in those states where
revenue generation was most directly tied to stock market fluctuations.
Market losses significantly affected the Northeast, including New York
State, where the financial services industry is important to state revenues.
Eventually, the economic slowdown spread to every region of the country,
so that in fiscal year (FY) 2003, 36 states had mid-year budget gaps.”” A
significant contributing factor to states’ budget difficulties was Medicaid’s
expenditure growth rate." The combination of the revenue crisis and in-
creases in Medicaid spending led the National Governors Association to
characterize the state fiscal situation as the worst since World War II.

Recovery: FY 2003 to FY 2006

Many states initially reacted to the fiscal crisis by using one-time measures
to fill budget gaps, for example, using rainy day funds, selling state as-
sets, or drawing down all their tobacco settlement money at one time."
However, as the crisis persisted, some states made across-the-board cuts,
enacted program cost controls, or raised taxes. These cutbacks caused nega-
tive percentage increases in annual state budgets from FY 2002 through
FY 2004.' In the last quarter of 2003, lower growth, combined with an im-
proving stock market and increased revenues, allowed states to experience
their first positive adjusted real change in revenue collections. Since then,
state revenue growth has remained positive, with the most notable gains
occurring in FY 2004 and FY 2005, as shown in Figure 3 (next page)."”

A significant slowdown in Medicaid expenditures in 2006 allowed the states
to shore up their finances. The slower growth was due in part to changes
in states’ policies designed specifically to contain costs, such as freezing
provider rates' or enacting prescription drug cost controls. Another factor
that influenced the decrease in Medicaid expenditures was the implementa-
tion of Medicare Part D, the prescription drug benefit."” However, it should
be noted that the shift in costs from the Medicaid to the Medicare program
does not necessarily benefit the states because of the requirement, known as
the “clawback,” that states make payments back to the federal government
in return for Medicare’s takeover of prescription drugs for dually eligible
beneficiaries. Hospital and nursing facility spending also slowed during
this period. The slowdown in Medicaid spending was also encouraged by
federal administrative actions, such as providing states greater flexibility

National Health Policy Forum | www.nhpf.org 5


http://www.nhpf.org

Issue Brief — No. 824
August 17, 2007

in structuring their program benefits to control costs and limiting states’
use of techniques to maximize their federal match.”

By FY 2006, most states’ fiscal situations were very different than in FY 2003,
with ending balances as a percentage of expenditures the highest since FY
2000, and with only two states requiring mid-year budget cuts.”

USING THE PRESENT TO PREDICT THE FUTURE

Very few states made mid-year budget cuts in FY 2007. One of the few
was Michigan, which was considered to be experiencing a “one-state”
recession.?

For the first time in six years, more states enacted net tax decreases in FY
2007.% The types of tax cuts varied: three states eliminated the tax on gro-
ceries in 2006, while at least five additional states are considering doing so
in 2007. Property tax cuts are also being discussed in many states.

In addition to cutting taxes, many states are in the midst of debating or
enacting bold new spending initiatives. The 2007 state of the state ad-
dresses and FY 2008 budgets reflect the confidence of states” governors
and legislatures, with many of them using the current economic stability
to support greater spending on everything from health care and education
to infrastructure improvements.

FIGURE 3
Real Adjusted State Tax Revenue, Year-Over-Year Percent Change, 1991-2006

10 10

5 5
LN . S S . . RN e . P _
(5 (5)
(10 (10)

Source: Rockefeller Institute of Government
Revenue Report 68, adjusted real changes ac-
count for legislated tax changes and inflation.

(15) (15)

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

National Health Policy Forum | www.nhpf.org 6


http://www.nhpf.org

Issue Brief — No. 824
August 17, 2007

Future Indicators

How long will state budgets remain healthy? What do long-term trends
mean for the future of the Medicaid program? Four indicators suggest that
the current stability of state budgets may not last.

State revenues slowing—Revenue increases in 2006 were modest com-
pared to 2004 and 2005. The first quarter of FY 2007 showed a nominal
growth rate of 4.3 percent compared to the same quarter from a year
earlier, which was slightly below the previous quarter’s growth of 4.6
percent. This growth was characterized as “stable” but it was the weak-
est growth since the April-June quarter of 2003.* The second quarter of
FY 2007 (January—March 2007) showed that state tax revenue increased
4.9 percent compared to the same quarter the year before. The nominal
growth rate was stronger than the previous two quarters but not as strong
as the first two quarters of FY 2006.> Of most concern is the fact that state
sales tax collection slowed considerably. Looking ahead, many states be-
lieve that the modest slowdown in revenue growth will continue in the
year ahead. A survey by the National Conference of State Legislatures
(NCSL) in November 2006 indicated that many states were experiencing
slower sales tax revenue and were not as optimistic as they had been in
the previous year.”

The “steadying” of revenue growth that states are experiencing differs
from the recession that began in 2001, in which the drop in revenues was
abrupt and severe. However, with the state fiscal crisis of 2001 to 2003
still a recent memory, some states are being cautious with their revenue
estimates and spending proposals as they enter FY 2008. The NCSL’s
preliminary report on state budget and tax actions for 2007 shows that
year-end balances of more than half of the states were lower in FY 2007
than they had been in FY 2006.%

Local governments are not as large as state governments, but their financial
health is still a consideration for the states. If local governments are strapped
for cash, they look to state government for assistance. Property taxes are the
major source of income for local governments —an estimated 73 percent of
total revenues. Property taxes have performed well in recent years, as they
are linked to the real estate market and can be updated yearly, unlike other
taxes, which are more statutorily rigid.” This year, however, many govern-
ments are considering property tax cuts,” and the real estate market has
softened, which will further decrease revenues from this source.

Federal funding levels and national economic trends—Notable changes
have taken place with federal revenues since the last fiscal crisis. The first
of these is the end of extra federal revenue, $20 billion of which the federal
government provided to states during the fiscal crisis through the Jobs
and Growth Tax Relief Reconciliation Act of 2003. Half of this money was
used to relieve states of the growing cost of Medicaid through a temporary
increase in the amount of Medicaid matching dollars states received from
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the federal government, and half was used for general fiscal relief. This
one-time measure helped states but has now ended.

More significant to the future of state budgets are decreasing amounts of
federal grants-in-aid. This trend began in 2006, and the president’s pro-
posed FY 2008 budget would further cut discretionary and mandatory
grants to state and local governments (excluding Medicaid).* States will
experience revenue losses because of other changes at the federal level,
such as implementation of the federal “domestic production deduction.”
The domestic production deduction is a corporate tax break created by
the federal government that allows corporations to claim a

tax deduction for certain “qualified production activities.”  Sign ificant to the future of state
The tax break also affects corporate income tax collections budgets are decreasi ng amounts of

at the state level.’’ Not all states will be affected by this
deduction but, for those that are, losses are expected to
double in 2007. With the wars in Iraq and Afghanistan
still surging and the first members of the baby boom generation nearing
age 65, federal entitlement spending is expected to continue to increase,
so it is unlikely that federal grants-in-aid to state and local governments
will increase any time soon.

Projections based on the most current national economic data are mixed.
According to the Bureau of Labor Statistics, unemployment trends vary
considerably from state to state, but the overall U.S. unemployment rate
has been steady since the fall of 2006.% The Bureau of Economic Analysis
indicates that there was a small acceleration in the gross domestic product
(GDP) in the fourth quarter of 2006.* The Congressional Budget Office’s
economic outlook for FY 2008 through FY 2017 indicates that revenues
will be less than required outlays from FY 2007 until FY 2012.* The federal
government has considerable financial liabilities of its own to address.

Increasing state spending rates—States’ reliance on one-time measures
such as rate freezes and temporary spending controls to close gaps during
the last fiscal crisis meant that not all states enacted structural changes to
control long-term spending trends. Within health care, several states at-
tempted to control costs by implementing disease management programs,
expanding managed care, or placing utilization limits on certain services.
Many of these measures helped slow Medicaid spending. In FY 2007, state
general fund spending as a percent of GDP was still lower than prereces-
sion levels, but it is unclear how long this will continue.*

In 2007, many states have been proposing programmatic changes that
would increase short- and long-term spending levels. These changes
include universal prekindergarten, universal health care, and substantial
increases in other education funding. For instance, at least nine states
are proposing health care coverage expansions, while seven others have
established commissions to examine reform and coverage expansion
options. California has proposed universal health care estimated to cost
$12 billion yearly, while New York took the first steps to increase K-12

federal grants-in-aid.
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education spending by $7 billion over four years, and, for FY 2008, 34
governors introduced plans to reduce the number of uninsured.* A recent
NCSL paper indicates that projected spending increases may be higher
than revenue growth.?”

Trends also suggest that the slowdown in Medicaid spending will reverse
and that significant eligibility expansions, such as those proposed by Cali-
fornia and Pennsylvania and recently passed in New York,* may increase
Medicaid enrollment and corresponding expenditures even more in future
years. However, the exact amount that these projected program expansions
will increase states’ spending obligations is unclear.

The Centers for Medicare & Medicaid Services, which predicted less than
a 1 percent growth rate in Medicaid in 2006, expects Medicaid to grow
between 7.3 percent and 8.3 percent over the next several years.”” This
is above the rate of inflation and, in most years, greater than Medicare
and private insurance growth. Adding to concern over the potential for
Medicaid to grow faster than expected is the fact that these projections
were made prior to the changes in eligibility for the Medicaid program
mentioned previously. Also uncertain is the level of federal funding for
the State Children’s Health Insurance Program (SCHIP), which is due for
reauthorization by September 30, 2007. If federal

funds are insufficient, states may end up shifting  |f federal funds are insufficient, states may

a share of program costs to Medicaid. Finally, the d hifti h f t
proportion of people over age 65 will increase end up shifting a shareé ot program cosis

significantly as the “baby boom” generation tO Medicaid.
retires. Medicaid is the largest public source of

funding for long-term care in the United States, representing 49 percent
of total national long-term care expenditures in 2004. About one-third of
Medicaid spending is for long-term care.”’ The growth in spending by the
federal government and states for long-term care services through Medic-
aid will likely continue to increase as the population ages.

States’ long-term fiscal obligations—A fourth important financial bur-
den for states in the years to come is state employee pension and benefits
obligations. Before 2004, states did not account publicly for all of these
expenses, but that changed in 2004 when the Governmental Accounting
and Standards Board (GASB) issued “Statement No. 45,” (GASB 45), which
required governments to report annual “other than pension employee ben-
efits” (OPEB). States must report unfunded actuarial accrued liabilities (the
difference between a government’s total obligation for OPEB and any assets
it has set aside for financing the benefits).* Financing these obligations will
be a substantial challenge for many states. For example, Illinois estimates
thatits unfunded liability in the state pension system is over $40 billion.** In
California, Governor Schwarzenegger established a commission to address
public employee pensions and other obligations, which must recommend
by January 2008 a plan to the legislature for dealing with these liabilities.*
And New Jersey’s pension fund, estimated to be the sixth largest in the
country, is also estimated to be $56 billion in deficit.** Some states view
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the GASB 45 requirement as the top issue for the 2007 legislative session.*’
The states’ difficulty in meeting the requirements shows how the aging of
the baby boom generation will have major implications for state budgets.
As baby boomers retire from state jobs, pensions and retiree health care
costs for states will be significant.

IMPLICATIONS FOR MEDICAID

Historical patterns indicate that a stronger economy and flush state coffers
make Medicaid enrollment and spending rates more predictable.* The
current state fiscal environment reflects that the economy has been doing
well. If the economy continues to thrive and the federal government does
not take the lead in covering the uninsured, states are likely to continue
requesting that the federal government help finance coverage expansions
through Medicaid and SCHIP.

One of the largest unknown variables in the current equation for determin-
ing what will happen with state Medicaid programs is what happens with
the economy. Based on an analysis of the most recent economic indicators
(tax revenues and employment), the economy is stable and perhaps slow-
ing, albeit at a much slower and more predictable rate than in 2001. A slow-
ing economy may not hinder current debates about coverage expansions,
but it may make these same expansions less sustainable in the future.””

While states have contemplated coverage expansion, the Bush adminis-
tration has been looking for ways to reduce Medicaid program growth.
The federal Medicaid Commission released its final recommendations in
December 2006, suggesting several ways for federal and state governments
to reduce Medicaid spending.** Before the release of the commission’s final
report, the administration had been using administrative mechanisms to
slow federal and state spending on Medicaid. In particular, it has been
clamping down on states” use of “Medicaid maximization” techniques
such as utilizing the upper payment limit, disproportionate share hospi-
tal payments, and intergovernmental transfers,* and limiting the use of
provider taxes.”

State Variations Persist

The degree to which states’ budgets and Medicaid programs thrive or lag
may vary. Thirty states have made revenue forecasts for FY 2008, 23 for FY
2009, and 14 for FY 2010. The growth estimates range from 0.5 percent to
6.5 percent in FY 2008. For FY 2008 through FY 2010, the revenues of those
states that make projections are expected to be lower than nominal GDP
changes each year.” Contributing to differences in states’ economic condi-
tions are the varied changes in their tax laws and new policy directives.

Tax changes can vary considerably. Oregon is projecting $1.3 billion in
refunds, while other states predict much less. Regionally, the Southwest
and the Rocky Mountains states saw the biggest changes in tax revenues
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in the first fiscal quarter of 2007 —nearly 12 percent, while the far West
experienced growth of less than 2 percent.>

There may also be widening differences in states” Medicaid programs. Al-
ready, states vary significantly in terms of the eligibility levels they use for
Medicaid, the services they cover, and their mechanisms for care delivery.
The Deficit Reduction Act of 2005 makes it even easier for states to tailor their
Medicaid programs to meet both fiscal and political priorities.”® Some states
may choose to continue looking for ways to contain costs in their Medicaid
programs, while others may choose to expand them. Whether states choose
expansion or retraction may depend on their financial health.

In addition to variations in spending, revenue collection, and Medicaid
program costs, demographics and long-term debts also are likely to cre-
ate different situations for state budgets. States that have lower long-term
pension obligations and fewer high-needs populations may have an easier
time in the coming years. The structure of state economies will also create
differences in states’ financial health. States that can adapt their workforces
more easily in ways that produce economic growth are likely to do better
then those with less adaptable workforces and industries.

Addressing the FMAP

As noted previously, during times of economic slowdown and increased
unemployment, more people turn to Medicaid for assistance with medi-
cal care needs. However, the nature of the financing structure makes the
program inherently more vulnerable during these times of greater need.
(And, perhaps a bit ironically, states may receive a higher proportion of
federal Medicaid funds during strong economic times because of the lag
in the data used for the FMAP calculation.)

Analysts representing a wide range of perspectives (state, federal, and
beneficiary groups) have come up with several suggestions for making the
federal matching formula more appropriately responsive to the economy:

m Increase the FMAP by one percentage point for states with
higher unemployment rates (or during times of higher
national unemployment rates).

m Shorten the time period for calculating the average per capita in-
come for each state (for example, from three years to two years).

m Apply the new matching rates in the same year they are cal-
culated, rather than delaying them for two years.>*

While these modifications may seem highly technical, the slight changes that
would result could mean the difference in states” ability to sustain program
expansions and other experimentation, regardless of inevitable fluctuations
in the economy. Of course, such changes would require a commitment by the
federal government to provide a higher level of support to states through a
program that has grown exponentially over the past several years.
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Policy Questions

Now that states and Medicaid have weathered the storm, policymakers
will need to consider a few fundamental questions about the program’s
future. The uncertainty of state finances and the dynamic between the
federal and state governments raise important policy questions for the
Medicaid program.

How sustainable is Medicaid, given state fiscal volatility? As discussed
in this paper, states are more likely to expand Medicaid eligibility when
revenues are strong. But because Medicaid is countercyclical, the number
of enrollees and resulting expenditures grow when state economies are
weak. The fact that Medicaid tends to grow at precisely the time states are
looking to cut spending makes the program vulnerable.®

Should the Medicaid financing relationship between the federal and state
governments change? Questions about the state-federal fiscal partnership
of Medicaid are often raised when Medicaid expenditures are at issue.
Should the federal government change the way it finances Medicaid so
that the allocation of funding to states is more responsive to the economy?
Should the formula consider factors in addition to per capita personal
income levels? Should the FMAP rates continue to be based on three-year
averages or should they be updated more frequently? Should certain re-
sponsibilities be shifted from states to the federal government, and vice
versa, for better cost management? For example, should states bear the
fiscal responsibility for caring for low-income children and families, while
the federal government bears the fiscal responsibility for the elderly and
disabled and those dually eligible for Medicare and Medicaid? How much
fiscal responsibility should the federal government assume for state-ini-
tiated Medicaid expansions? Given the commencement of the Medicare
Part D drug benefit, should states be relieved of the fiscal responsibility
of having to pay the federal government for estimated savings to the
Medicaid program? Finally, should the funding formula for Medicaid be
based, at least in part, on unemployment rates, which—given the country’s
overall reliance on the employer-based health insurance system —could
provide a fairly reliable indication of anticipated need for assistance with
medical costs?

How large a role will Medicaid play in covering the uninsured? Medicaid’s
utility as a means for covering the uninsured is being debated by Congress
and the 2008 presidential candidates. Some of the candidates and mem-
bers of Congress view Medicaid/SCHIP expansion, combined with other
initiatives, as a means to universal health insurance coverage, while others
seek alternate solutions. Regardless of whether politicians at the federal
level view Medicaid/SCHIP expansion as part of a solution for covering
the uninsured, state governments are already moving forward. In the
absence of a federal initiative to expand the Medicaid program, the more
pressing question for federal policymakers is the degree to which they will
politically and financially support states’ expansion efforts.
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How vested is the federal government in sustaining Medicaid in future
years? If the fiscal circumstances of states become as precarious as they
were from 2001 to 2003, a second question is whether the federal govern-
ment, given its fiscal obligations, could provide the same type of fiscal relief
for states as it did under the Jobs Growth and Tax Relief Reconciliation
Act of 2003, which allowed many states to avoid cuts to their Medicaid
programs. That last fiscal crisis occurred at a time when federal government
had fewer long-term financial obligations (that is, before the wars in Iraq
and Afghanistan). How would states avoid significant cuts in Medicaid
if the economy were the same as it was during the recent recession but
states received no equivalent federal fiscal relief?

What is the appropriate role for Medicaid in financing long-term care?
The looming growth in the U.S. elderly population raises questions about
Medicaid’s large role in funding long-term care services. Should the fed-
eral government assume greater responsibility for paying for care for the
elderly? Was the addition of the Medicare Part D drug benefit in 2006 just
the first step toward the federal government’s fully covering the health
care needs of Medicare beneficiaries? The answers to these questions could
affect whether Medicaid will continue to be the major source of funding
for a growing number of people in need of long-term care.

How federal and state governments respond to these policy questions
may be partially dependent on the fiscal health of states. But these ques-
tions also depend on how states and the federal government view their
intergovernmental relationship and how they think the responsibilities to
Medicaid should be balanced between the two levels. Can the intergov-
ernmental relationship that maintains Medicaid be expected to continue
in the future? Only time will tell how the fiscal health of state budgets will
affect policy discussions on the future role of Medicaid as a major provider
of health insurance coverage.

READING THE FORECAST

The year 2006 was fiscally solid for states. The economic storm that began
in FY 2001 had ceased, revenues had strengthened, and Medicaid spend-
ing growth had fallen. The most recent fiscal survey of states indicates
that the large majority remain in good financial condition in 2007. Recent
proposals by state governments to either cut taxes or increase spending
reflect confidence in the economic stability of states. However, declining
revenue sharing by the federal government, a return to escalating Med-
icaid costs, long-term fiscal obligations, and the aging of the baby boom
generation suggest that states will experience more fiscal challenges in
the coming years.

The direction of state budgets will be tied closely to state spending ob-
ligations, particularly Medicaid, education, and long-term obligations.
Monitoring state-level differences will be important for gauging the general
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direction of the Medicaid program. Analysis suggests that the Medicaid
program will be sustainable over the long term.” But at what level —and
with what variation by state —remains to be seen.
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