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Abstract: Following the Supreme Court’s decision in 2012, state officials are now decid-
ing whether to expand their Medicaid programs under the Affordable Care Act. While the
states’ costs of participating in the Medicaid expansion have been at the forefront of this
discussion, the expansion has much larger implications for the flow of federal funds going
to the states. This issue brief examines how participating in the Medicaid expansion will
affect the movement of federal funds to each state. States that choose to participate in the
expansion will experience a more positive net flow of federal funds than will states that
choose not to participate. In addition to providing valuable health insurance benefits to
low-income state residents, and steady sources of financing to state health care providers,
the Medicaid expansion will be an important source of new federal funds for states.
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OVERVIEW
A key provision of the Affordable Care Act is the expansion of the Medicaid
program to residents with incomes at or below 138 percent of the federal poverty
level ($15,856 for an individual and $32,499 for a family of four). The federal
government will pay most of the costs of financing the Medicaid expansion, ini-
tially covering 100 percent of Medicaid costs for newly eligible enrollees. It will
continue to cover those costs through 2016, and will then phase down its support.
However, by 2020, the federal government will still pay 90 percent of the costs.'
In 2012, the Supreme Court ruled to allow states to choose whether to
participate in the expansion. Many of the states declining to participate have
pointed to a potential negative impact on their budgets, although research has
shown that the costs to states of expanding Medicaid average less than 1 percent
of state budgets.’
In this brief, we look at these outlays of federal funds in three differ-
ent ways. First, we compare the expected flow of Medicaid expansion-related
federal funds in 2022 (the year to which the Urban Institute projected Medicaid
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enrollment and spending under the law) to payments to
state governments through federal highway subsidies
and payments to state businesses through defense pro-
curement contracts. Second, we compare the Medicaid
payments to taxes raised by the federal government to
fund the program. Like a substantial share of highway
funds® and all funding for defense procurement con-
tracts, federal funds that pay for state Medicaid pro-
grams are raised through federal general revenue col-
lection. These revenues are raised from taxes paid by
residents in all the states, whether or not they benefit
from a specific federal spending program. Third, we
compare the state’s share of the cost of the Medicaid
expansion in 2022—the match needed to draw these
federal funds—to state expenditures that aim to draw
private investments to states.

We find that the Medicaid expansion will be a
relatively large source of federal revenue to state enter-
prises. The value of new federal funds flowing annu-
ally to states that choose to participate in the Medicaid
expansion in 2022 will be, on average, about 2.35
times as great as expected federal highway funds going
to state governments in that year and over one-quarter
as large as expected defense procurement contracts
to states.

No state would experience a positive flow of
funds by choosing to reject the Medicaid expansion.
Because the federal share of the Medicaid expansion is
so much greater than the state share, taxpayers in non-
participating states will nonetheless bear a significant
share of the overall cost of the expansion through fed-
eral tax payments—and not enjoy any of the benefits.

Most states’ budget costs of expanding
Medicaid each year will be, on average, less than one-
sixth the amount they pay to attract private businesses.
In only four states, the costs of the Medicaid expansion
in 2022 will be greater than the average amounts the
states pay out annually to attract private funds.

States’ decisions whether or not to expand
Medicaid will have profound effects on their residents.
State government officials should examine the incre-
mental impact of the expansion on state budgets and
the implications of the flow of federal money to

their states.
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BACKGROUND

In its 2012 decision, the Supreme Court gave state
governments flexibility to decide whether to participate
in the Affordable Care Act Medicaid expansions.* In
making these decisions, states have largely focused

on the implications of the expansion on state budgets.
However, the flow of federal dollars to states related to
the expansion is substantially greater than states’ costs.

The Affordable Care Act’s Medicaid
Expansion

The Affordable Care Act includes a substantial expan-
sion of eligibility for Medicaid. Beginning in January
2014, all documented residents under 65 years of age
with incomes below 138 percent of the federal poverty
level and who live in states choosing to participate in
the expansion will be eligible for Medicaid.’

In states that do not participate in the expan-
sion, analysts anticipate that some people already eligi-
ble for Medicaid who have not participated in the past
will enroll. The federal government will fund a share of
Medicaid costs for these participants who meet eligi-
bility levels that predate the Affordable Care Act. The
share is determined by states’ current federal medical
assistance percentages (FMAP), which range from 50
percent in Connecticut and New Jersey to 73 percent in
Mississippi.® In states that choose to participate in the
Medicaid expansion, Medicaid eligibility will expand
to cover more people. Between 2014 and 2016, the fed-
eral government will pay 100 percent of the Medicaid
costs for these newly eligible enrollees, declining to 90
percent by 2020.” In addition, the Affordable Care Act
provides an enhanced federal matching rate to states
that significantly expanded their Medicaid programs
under waivers prior to the Affordable Care Act.®

State Options for Financing Medicaid
Programs

States have used many strategies to fund their shares
of the Medicaid program: transferring financing of
existing state programs to Medicaid, for example,
by including state-financed mental health clinics

as Medicaid providers, or by raising funds through
income taxes, sales taxes, tobacco taxes, corporate
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taxes, or health care provider taxes.” Some states have
used other sources, including funds obtained through
the conversion of nonprofit insurers or hospitals to for-
profit entities.'” Because hospitals expect to see their
uncompensated care costs decrease considerably if the
expansion is implemented,'' hospitals in some states
have offered to accept new taxes in exchange for their

states’ participation in the Medicaid expansion.'?

How Federal Funds Move to States

Most federal government programs disperse funds to
residents, businesses, and governments in the states, for
example, through the purchase of services from state
businesses, the provision of social security benefits to
retirees, or through federal matching grants for social
service provision. The Medicaid expansion offers states
an opportunity to draw new federal funds by choos-

ing to participate in the program. Highway funds pay
local road contractors and generate jobs and benefits
for local residents, and defense procurement funds pay
local businesses and generate local jobs. Similarly, new
Medicaid expansion funds will pay local health care
providers and generate jobs and health insurance ben-
efits for residents.

Like state highway or defense procurement
funds, federal funds that will be used to pay for the
state Medicaid program expansions will be raised
through federal revenue collection. Revenues are
routinely collected from taxes paid by residents in all
the states, including states that do not participate in a
particular federal spending program. They are raised
through income taxes (71%), corporate taxes (15%),
and estate, gift, and excise taxes (14%)."* Social insur-
ance tax payments (mainly for Medicare and Social
Security) cannot be used to fund Medicaid.

Overall, the Congressional Budget Office has
estimated that the Affordable Care Act will reduce
the federal deficit by $143 billion between 2010 and
2019." Savings in some programs, such as reductions
in payments to Medicare managed care plans, and new
revenue collections in others, such as new taxes on tan-
ning salons, will more than cover the costs of the new
subsidies available for people purchasing coverage

in the marketplaces and the Medicaid expansions.
However, these savings and new revenue sources
will not be formally earmarked for the subsidies
and expansions.

There is substantial research that estimates the
impact of federal revenue collections and disburse-
ments at the state level.'> Since most federal general
revenues—income and corporate taxes—are collected
through a progressive tax system (i.e., people with
higher income pay more taxes), it is no surprise that
the professional literature consistently finds that states
with higher-income populations pay more in federal
taxes than they receive in federal disbursements.'® In
the United States, the income tax system levies higher
rates on those who earn more income, generating
higher levels of federal tax payments in rich states.
Federal spending follows a different pattern, based
largely on state industrial and demographic composi-
tion. States with more defense industry suppliers and
those with a higher share of agriculture tend to receive
more net federal funding."”

FINDINGS

Federal Funds Going to States for
Medicaid Expansion
States that choose to participate in the Medicaid expan-
sion will gain considerable new federal funds. Exhibit 1
compares the additional expected federal funds that
will go to states that participate in the Medicaid expan-
sion in 2022 with the estimated amount of federal high-
way funds going to states and the estimated amount of
federal defense procurement contracts going to states.

In all but eight states, the new federal funds
that states receive from participating in the Medicaid
expansion will exceed federal highway funds. On aver-
age, in 2022, states will receive about 2.35 times as
much in new federal funds from participating in the
Medicaid expansion than from the federal highway
program.

Annual defense procurement contracts are
expected to considerably exceed the total federal dis-

bursements associated with the Medicaid expansion



in 2022. On average, the Medicaid expansion in 2022
will draw slightly more than one-quarter as much fed-
eral funding to states as defense contracts will. In eight
states, however, the Medicaid expansion is expected

to draw more federal funding to the state than procure-

ment contracts do.

Federal Funds Moving In and Out of States
Like other federal programs, including a portion of
highway spending and all of defense procurement
spending, funds used to pay for the Medicaid expan-
sion will be drawn from federal general revenues. To
assess the effect of the Medicaid participation decision
on federal funds moving into and out of each state,

we compare the flow of federal funds to states with

the states’ sources of general revenue (i.e., tax dollars)
required to pay for the Medicaid expansion costs.

Exhibit 2 shows the distribution of federal
funds across states in 2022. For each state, the exhibit
shows the share of general tax revenue collected from
the state and the federal funds going to the state—
assuming that the state does not participate in the
Medicaid expansion, but every other state does. In
every case, choosing not to participate in the expansion
generates a net loss of federal funds. Column 1 shows
the share of general tax revenue that is likely to be col-
lected from the state in this scenario. Column 2 shows
the net loss of federal funding when states choose not
to participate in the expansion.

As of November 2013, 20 states have decided
to opt out of the Medicaid expansion.'® By choosing
not to participate, Texas, for example, will forgo an
estimated $9.58 billion in federal funding in 2022.
Taking into account federal taxes paid by Texas resi-
dents, the net cost to taxpayers in the state in 2022 will
be more than $9.2 billion. Similarly, Florida’s decision
to not participate will cost its taxpayers more than $5
billion in 2022. In Georgia, the state will forgo $4.9
billion in federal funding without the expansion of
Medicaid, and in turn, $2.8 billion will flow out of the
state in 2022. In other states, the costs of not participat-
ing will be lower. In South Dakota and Wyoming, for
instance, taxpayers will face a net cost of $224 million
and $166 million in 2022, respectively.
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Paying for Medicaid After 2020
Initially, states can participate in the Medicaid expan-
sion without contributing new funding. After 2020,
however, states will be required to pay 10 percent of
the cost of coverage for the expansion population.

One way to look at these state payments is
to compare them with other efforts to attract invest-
ments to the state. In Exhibit 3, we compare the states’
costs with average annual state expenditures to attract
private businesses, such as tax breaks provided to com-
panies. On average, the states’ costs in 2022 will be
less than one-sixth the amount they pay out annually to
attract private businesses.

POLICY IMPLICATIONS AND CONCLUSION
If adopted by all states, the Medicaid expansion is
expected to provide health insurance to as many as
21.3 million Americans by 2022, improving their
access to care and financial protection.'” For states, this
expansion in coverage will mean reductions in state
uncompensated care costs and in spending for some
state programs. It will also mean substantial changes in
federal funding.

States often seek to increase their share of fed-
eral funds, lobbying for military bases, procurement
contracts, and highway funds. Federal funding pro-
vides direct benefits and bolsters local economies. The
opportunity to participate in the Medicaid expansion
has potentially important benefits to states. In most
states, for example, the increase in federal funding in
2022 from participating in the Medicaid expansion is
roughly equivalent to one-quarter of the total value
of federal procurements for that year and more than
twice as much as all federal funding for highways.? In
most cases, the investment to attract this federal fund-
ing is modest. For example, the gain in federal funds
in Louisiana from participating in Medicaid is nearly
twice as large as annual federal defense procurement
spending in the state.?! Even states that do not value
the health and health system benefits of expanding
Medicaid may value the expansion as a source of funds
that benefits the state economy.
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METHODOLOGY

This study combines data on the expenditures anticipated under the Medicaid expansion with information on
the composition of federal revenues, on other federal expenditures, and on other state expenditures. We drew
estimates of state and federal spending on Medicaid under alternative Affordable Care Act scenarios from John
Holahan et al.’s report, The Cost and Coverage Implications of the Affordable Care Act Medicaid Expansion:
National and State-by-State Analysis.* That report uses the Urban Institute’s Health Insurance Policy Simulation
Model (HIPSM) and Congressional Budget Office estimates to project the costs of Medicaid expansion at the
federal and state level. Urban Institute projected Medicaid enrollment and spending under the law in the year
2022.

We obtained data on federal highway spending from the Federal Highway Authority, U.S. Department of
Transportation, Obligation of Federal Funds Administered by the Federal Highway Administration during Fiscal
Year 2011, Table FA-4B.* Highway funds are drawn from earmarked taxes contributed to the highway trust
fund, but since 2005, a portion of funding for the trust fund has been drawn from general revenues. We obtained
data on defense procurement contracts in fiscal year 2010 from Census Bureau, U.S. Department of Commerce,
Consolidated Federal Funds Report, FY 2010, Table 5. We updated these figures to 2022 dollars using the
Consumer Price Index from the Congressional Budget Office Economic and Budget Outlook 2012-2022.

The main source used to estimate the sources of federal general revenue collections was the Internal
Revenue Service’s “Gross Collections, by Type of Tax and State, Fiscal Year 2011.”° The IRS 2011 reports rail-
road retirement and unemployment taxes separately, but combines “income tax not withheld” with SECA tax
and combines “income tax withheld” with FICA tax. We adjust these figures using data from the 2010 Social
Security Administration’s Statistics of Old Age, Survivors, and Disability Insurance, which provides estimates
on payroll tax payments by state.? Finally, we omit corporate tax payments from our calculation of the state
share of federal general revenue receipts, because corporate tax payments are assigned to the state of corporate
incorporation (often Delaware) and need not reflect the states of residence of the corporation’s shareholders.

For each of the data sets, we then calculated state shares of total federal general revenue collections (Exhibit 2,
Column 1). Note that these calculations are all based on the distribution of federal revenues in 2010-2011. The
flow of funds across states varies with changes in tax rates. Thus, the American Taxpayer Relief Act 0of 2012,
which made changes to federal tax rates that will change the distribution of revenues raised, mainly by increas-
ing marginal tax rates for the highest earners, will tend to raise tax revenue collections from those higher-income
states that already pay a larger share of federal revenues.*

J. Holahan, M. Buettgens, C. Carroll et al., The Cost and Coverage Implications of the ACA Medicaid Expansion: National and State-
by-State Analysis (Washington, D.C.: Kaiser Commission on Medicaid and the Uninsured, Nov. 2012).

U.S. Government Accountability Office, Highway Trust Fund: All States Received More Funding Than They Contributed in Highway
Taxes from 2005 to 2009 (Washington, D.C.: GAO, Sept. 2011).

Internal Revenue Service, “Gross Collections, by Type of Tax and State, Fiscal Year 2011 (Washington, D.C.: IRS, 2011), available
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METHODOLOGY (CONTINUED)

In order to determine the effect on the flow of federal funds of a state opting out of the Medicaid expan-
sion, we calculated projected federal Medicaid spending in each state and federal Medicaid-related taxes paid
by each state in this scenario. We obtained projected federal Medicaid spending in each state from the Holahan
et al. report. We computed federal taxes paid by each state under the assumption that only that state opted out
of expansion. To do this, we subtracted the increase in federal Medicaid spending anticipated in that state if
it expanded coverage from the aggregate change in federal spending assuming all states participated in the
expansion. We then multiplied the resulting adjusted aggregate federal cost by the state’s share of U.S. general
revenue to obtain the total federal taxes paid by that state if it alone chose not to participate in the expansion.
We obtained data on state incentive payments to private businesses from the New York Times Government
Incentives Database.” We adjusted the figures to 2022 dollars using the Consumer Price Index from the
Congressional Budget Office Economic and Budget Outlook 2012-2022.

s

New York Times, “United States of Subsidies: A Series Examining Business Incentives and Their Impact on Jobs and Local Economies,’
2012, available at http://www.nytimes.com/interactive/2012/12/01/us/government-incentives.html? r=0.
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Exhibit 1. Federal Funds Associated with Medicaid Expansion, Compared with Federal Highway Transportation Funds
and Federal Defense Procurement Contracts, by State, 2022 (in $ millions)

Federal Funds Associated Federal Highway Federal Defense
with Medicaid Expansion Transportation Funds Procurement Contracts

Note: Federal highway funds and defense procurement contracts updated to 2022 dollars using the Consumer Price Index from the Congressional Budget Office Economic and Budget Outlook 2012-2022.
Sources: Federal funds associated with Medicaid expansion from J. Holahan, M. Buettgens, C. Carroll et al., The Cost and Coverage Implications of the ACA Medicaid Expansion: National and State-
by-State Analysis (Washington, D.C.: Kaiser Commission on Medicaid and the Uninsured, Nov. 2012), Table 8; highway spending from Federal Highway Administration, “Obligation of Federal Funds
Administered by the Federal Highway Administration During Fiscal Year 2011” (Washington, D.C.: U.S. Department of Transportation, Oct. 2012), Table FA-4B, available at http://www.fhwa.dot.gov/
policyinformation/statistics/2011/fa4b.cfm; defense procurement contracts from U.S. Census Bureau, Consolidated Federal Funds Report for Fiscal Year 2010: State and County Areas (Washington,
D.C.: U.S. Department of Commerce, Sept. 2011), Table 5.
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Exhibit 2. Net Flows of Federal Funds if a State Chooses Not to Participate in the Medicaid Expansion,
Assuming All Other States Participate, 2022

...................................................................................................................

Share of General Tax Revenue Net Loss of Federal Funds
State Collected from State ($ millions)

Notes: Assumes funding of expansion cost through general revenue collection (personal income only). Net loss of federal funds accounts for new federal spending for people who are currently eligible for
Medicaid who newly enroll.

Sources: Data on state Medicaid expansion from The Commonwealth Fund: http://www.commonwealthfund.org/Maps-and-Data/Medicaid-Expansion-Map.aspx; personal income tax shares of general
revenue calculated from Internal Revenue Service, “Gross Collections, by Type of Tax and State, Fiscal Year 2011” (Washington, D.C.: IRS, 2011), available at http://www.irs.gov/uac/SOI-Tax-Stats-Gross-
Collections,-by-Type-of-Tax-and-State,-Fiscal-Year-IRS-Data-Book-Table-5.
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Exhibit 3. States’ Costs for Medicaid Expansion Compared with
Spending to Attract Private Business, 2022 (in $millions)

State State Incentive Payments to
............................................................. Attract Private Business
Alabama 288 343
Alaska S 812
Arizona 488 1821
Arkansas 2N 934 .
Galifornia o NSAT ] 5164 .

Colorado 1,232

Connecticut

Massachusetts

Michigan

Montana

Nebraska

New York

North Carolina

North Dakota

South Carolina

South Dakota

Notes: Figures in database adjusted to 2022 dollars using the Consumer Price Index from the Congressional Budget Office Economic and Budget
Outlook 2012-2022. States with negative dollar amounts in Column 1 have previously expanded eligibility for their Medicaid programs prior to the
enactment of the Affordable Care Act. These states will get enhanced matches on the expansion populations; thus, their total spending will fall.
Sources: State expenditures from J. Holahan, M. Buettgens, C. Carroll et al., The Cost and Coverage Implications of the ACA Medicaid Expansion:
National and State-by-State Analysis (Washington, D.C.: Kaiser Commission on Medicaid and the Uninsured, Nov. 2012); state incentives from New
York Times, “United States of Subsidies: A Series Examining Business Incentives and Their Impact on Jobs and Local Economies,” 2012, available at
http://www.nytimes.com/interactive/2012/12/01/us/government-incentives.htm|?_r=0.
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