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Medicaid spending reductions and proposals to restructure the program

have dominated the federal budget debate over the past several months.

The process began with the President’s budget proposal for FY2006. This

policy brief considers that proposal, particularly with respect to the

potential impact on children and families.

Key Findings

! The President’s budget proposed about $45 billion in net federal Medicaid reductions over ten

years (the five-year reduction in spending would be $12.8 billion as estimated by the Office of

Management and Budget).  This ten-year reduction is equivalent to the total amount of federal

spending on the State Children’s Health Insurance Program (SCHIP) for the first ten years of the

SCHIP program.

! The budget proposed a number of policies to accomplish these federal spending reduc-

tions, including changes in states’ ability to rely on “intergovernmental transfers” for their

state share of program costs and revisions in the way prescription drugs are priced and in

the way that family resources are counted when someone who needs nursing home care

applies for Medicaid.  These proposals will inevitably attract strong opposition in and out-

side of the Congress making it likely that other policies will emerge as the budget process

move forward.

! Less attention has been paid to a call in the President’s budget to “modernize” Medicaid

by providing states with more flexibility while protecting the federal government from ex-

periencing any new costs. Significantly, the Administration points to section 1115 waivers

and the State Children’s Health Insurance (SCHIP) program as models for Medicaid reform;

both cap federal payments to states in one form or another. A cap on federal funds would

protect the federal government from incurring unpredicted costs, but it would have a ma-

jor impact on states’ ability to finance coverage and inevitably lead to fundamental

changes in the program.

! The outcome of the current budget debate will have a particular impact on children:  more

than one out of every four children and nearly half of all low-income children in the nation

receive their coverage through Medicaid
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Introduction

On February 7, 2005, President Bush released his budget proposal for fiscal year 2006. The

proposal would reduce overall federal funding for Medicaid by at least $45 billion over ten

years, and it anticipates—although does not spell out—policy changes that could have a

major impact on children’s coverage. The deep cuts in spending proposed in the Budget

combined with plans to make other, potentially far-reaching, programmatic changes in

Medicaid and the State Children’s Health Insurance Program (SCHIP) underscore the extent

to which federal budget activities over the next few months could have significant conse-

quences for children’s access to coverage and care.

Federal Funding Reductions

Under the President’s proposal, federal Medicaid funding would be reduced by at least $45

billion over ten years (Figure 1). Some confusion about the Medicaid budget numbers has

arisen, in part, because there are several moving parts, including “baseline” adjustments,
1

federal spending reductions, and new spending initiatives.

The Budget proposes to reduce federal Medicaid payments by a total of $60.1 billion over next

ten years (between 2006 and 2015). It also proposes new initiatives that, according to OMB

estimates, would increase federal Medicaid and SCHIP spending by $16.5 billion over the

same period. The media has sometimes re-

ported $60 billion in federal Medicaid cuts

and at other times $45 billion in Medicaid

cuts. The net impact of the Administration’s

budget proposal is at least $45 billion in

federal Medicaid spending cuts over the

next ten years.

These net funding reductions, while repre-

senting only a small percentage of total

federal funding for Medicaid and SCHIP, are

quite large when considered in light of the

fiscal stress already facing these coverage

programs at the state level. To give some

perspective to the numbers, the net reduc-

tion of $45 billion is a bit more than the

federal government’s entire commitment to

SCHIP for the first ten years of the program

and a bit less than the entire federal SCHIP

Figure 1

President’s Budget Proposal:

Net Reductions in Federal Funds

for Medicaid and SCHIP

(in billions)

FY 2006-2010    FY 2006-2015

$12.8

$44.6

Source: “Agency/Category Account Detail Report:

President’s Policy and Baseline,” Office of Management and

Budget, February 2005.
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commitment proposed for the

next ten years (Figure 2). It is a
little more than the entire fed-

eral Medicaid contributions to

four of the largest state Med-

icaid programs in the country

in 2003—Texas, Florida, Penn-

sylvania and Ohio—and about

the same as the total federal

contributions to the Medicaid

programs in ten mid-sized states

in that year.
2

 The funding re-

ductions would grow over time,

just as the baby boom genera-

tion begins to retire and long

term care cost pressures in

Medicaid deepen (See Figure 3,

next page).

Figure 2

The Proposed 10-Year Net Medicaid Spending

Reductions Compared with 10-Year

SCHIP Spending

Net 10-Year Medicaid Federal SCHIP Proposed Federal
  Spending Reduction Allotments SCHIP Allotments
   (FY 2006-2015) (FY 1998-2007) (FY 2008-2017)

$45.7

billion
$39.7

billion

Source: “Agency/Category Account Detail Report: President’s Policy and

Baseline,” Office of Management and Budget, February 2005; first 10 years of

SCHIP spending from Centers for Medicare and Medicaid (available online at

http://www.cms.hhs.gov/schip/about-SCHIP.asp);  2008-2017 SCHIP allot-

ments extend 2008-2010 annual allotment for all 10 years.

$50.4

billion

Policy Proposals

The Administration’s Budget includes a list of potential changes in the law to bring the

federal savings to the net $45 billion level. It also suggests that the Administration is

considering other, as yet unspecified, changes that could more fundamentally restructure at

least some aspects of Medicaid and SCHIP.

! Medicaid and SCHIP “Modernization”

The Budget calls for “modernizing Medicaid and SCHIP coverage” by “providing states with

additional flexibility in Medicaid to further increase coverage among low income individuals

and families without creating additional costs for the Federal government.”
3

 According to the

Budget narrative, the Administration’s plans for restructuring Medicaid would build upon

SCHIP and the kinds of changes states have adopted through section 1115 Medicaid waivers.
4

Remarks made by the newly confirmed HHS Secretary, Mike Leavitt, a few days before the re-

lease of the budget shed further light on the Administration’s intentions with respect to

“Medicaid and SCHIP modernization.” In his February 1st speech, Secretary Leavitt also drew

on the experience of SCHIP and waivers. He proposed extending broad new flexibility to
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states with respect to “optional” Medicaid populations, posing the question, “Wouldn’t it be

better to provide health insurance to more people, rather than comprehensive care to a

smaller group? Wouldn’t it be better to give Chevies to everyone rather than Cadillacs to

a few?”
5

A few years back, in Secretary Leavitt’s home state of Utah, then Governor Leavitt ushered in

a new Medicaid waiver initiative that offered some uninsured people (and some people previ-

ously covered through a state-funded program) coverage limited to primary care. The plan

does not cover hospital services, mental health services, or other specialty care. Since waivers

require “federal budget neutrality” and do not make any new federal funds available to states

to pay for coverage expansions, Utah financed its new “primary care network” (PCN) plan with

savings realized by reducing existing coverage—mostly by charging parents with very low in-

comes copayments.
6

 The waiver also eliminated the Medicaid guarantee of coverage for those

that qualify for the new PCN benefits. With no new federal dollars, state budget constraints,

and a waiver that did not include any individual guarantee of coverage, enrollment in the PCN

program has been closed for more than a year.
7

According to the most recent data available, one of every five children served by the Medicaid

program (and more than 40 percent of the parents and pregnant women covered in Medicaid)

is enrolled under a so-called “optional” eligibility category.
8

  These are generally children

with family incomes between the poverty level and twice the poverty level ($304 to $608 in

gross weekly earnings for a family of three).
9

  Currently, these low-income children are as-

Figure 3

Year-by-Year Proposed Reductions in Federal Medicaid Spending,

President’s FY 2006 Budget

(in billions)

$6.3

$2.4

$3.5
$3.9

$4.9

$5.5

$7.1

-$04

$4.3

-$0.2

$8.1

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015Fiscal

Year

Source: “Agency/Category Account Detail Report: President’s Policy and Baseline,” Office of Management and

Budget, February 2005.
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sured a comprehensive Medicaid package, including preventive care and other medically nec-

essary treatment. Research shows that children enrolled in Medicaid are likely to have greater

health care needs than the general

population and that when they are en-

rolled in coverage through Medicaid

they are generally able to access the

care they need.
10

  Children with chronic

health conditions, like asthma and dia-

betes, and other special health care

needs would be particularly at risk if the

federal Medicaid benefit and cost sharing standards that apply to so-called “optional” children

were eliminated.

! Changes in Medicaid’s Financing Structure

The Budget documents do not explain the kinds of financing changes the Administration may

be seeking as part of the modernization effort, but they do state that Medicaid “modernization”

would be accomplished “without creating additional costs for the Federal Government.”
11

 This

suggests that some kind of federal spending cap would accompany the new flexibility propos-

als. In the absence of basic coverage standards, a cap would likely be needed to limit the extent

that states could use federal dollars to refinance existing health services and thereby increase

federal costs. The Administration’s models for modernization — the SCHIP program and section

1115 waivers — both operate within federal financing caps. The Budget’s only direct mention

of a financing cap, however, is with respect to the Administration’s proposal to cap federal pay-

ments to states for Medicaid administrative expenditures. (This proposal is discussed below.)

! SCHIP Reauthorization

Authorization for SCHIP expires at the end of 2007, but the Budget proposes to consider pro-

gram reauthorization a year early, in this budget cycle. It also proposes to level fund SCHIP

throughout the next ten years. No new federal funds would be added to the SCHIP program to

account for federal SCHIP funding shortfalls projected in 19 states
12

, rising health care costs, or

the importance of continuing to make progress cov-

ering more uninsured children. Two SCHIP policy

changes are mentioned in the Budget: a new two-

year grant initiative to promote children’s outreach

in Medicaid and SCHIP (discussed below) and a

change in the law to “better target SCHIP funds” to

states (no new formula is specified in the Budget). Targeting has been a problem in the SCHIP

program, but now that state programs have ramped up, there are many fewer “unspent” dollars

in SCHIP to retarget.
 13

 The challenge going forward will be to assure that there is an adequate

federal funding commitment to the program.

“(O)ne of every five children served by the

Medicaid program (and more than 40 per-

cent of the parents and pregnant women

covered in Medicaid) is enrolled under a

so-called “optional” eligibility category”

“The challenge going forward will be

to assure that there is an adequate

federal funding commitment to the

(SCHIP) program.”
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! Specific Policies Proposed to Achieve Spending Targets

A list of proposals for policy changes are included in the Administration’s budget, laying out

ways the net federal spending reductions proposed could be achieved. Most of the changes

would reduce federal Medicaid spending while some would offset federal savings through

new investments. Most of the proposals are not new—they have been advanced before, often

without any specific legislative proposal materializing to flesh out the proposal. Many are

likely to be met with considerable resistance in Congress. This suggests that the particular

policies listed in the budget may not be the policies taken up as the process unfolds. The

budget reduction target (i.e., the dollar amount of the proposed reduction in federal Medic-

aid spending), however, will need to be met one way or another if it is included in a

reconciliation bill.

A little more than two-thirds of the $60 billion in gross spending reductions is linked to

policy proposals that would change the way the federal government reimburses states for

Medicaid expenditures. If adopted, many would further deepen states’ difficulties paying for

health care. One proposal, for example, would place a cap on the funds the federal govern-

ment provides to states to administer their programs. Medicaid administrative costs are

generally lower than the private sector; a pre-set cap on federal funding for administrative

costs could inhibit technology advances, eligibility systems improvements, program integrity

activities, and children’s outreach initiatives.

The remaining $20 billion in savings would come from drug pricing proposals and a proposal

to tighten up the Medicaid long term care asset transfers rules. Some aspects of these pro-

posals — part of the drug pricing proposal, for example — have merit and could help states

as well as the federal government constrain Medicaid spending, but resistance to these pro-

posals may be strong.
14

The Administration’s Medicaid and SCHIP spending initiatives are also not new. They include

$1 billion in grants for children’s outreach (distributed over two years); $3 billion for the

President’s “New Freedom” long term care initiatives; $1.4 billion to expand the vaccine for

children program; and the rest (less than $1 billion) to pay for one-year extensions of provi-

sions in the Medicaid program that would otherwise expire. (These are all ten-year numbers.)

An additional $10 billion is added to the cost of these initiatives, based on the

Administration’s projections that the children’s outreach grants will result in added enroll-

ment, primarily in Medicaid. The level of new enrollment that would actually be realized from

these outreach grants would depend on many factors, including whether states decide to

take advantage of the grants and how they may be put to use. Any new enrollment associated

with the grants would result in new state costs since states pay, on average, 43 percent of

Medicaid costs. Given state fiscal pressures, the prospect of new state costs could discourage

states from using these outreach grants; many states have stopped their outreach efforts be-
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cause of the cost implications associated with new enrollment. (It is not clear whether states

would apply for these grants or whether the grants would be offered to non-state entities.)

This aspect of the new Medicaid investments, therefore, is somewhat speculative.

Follow the Money

The next step in the budget process is for the House and the Senate to develop their own

proposals. This is expected to occur in early March. In the meantime, Secretary Leavitt will

testify before various congressional committees, and he may, through those appearances or

through other actions, offer more detailed proposals for Medicaid and SCHIP restructuring.

The new Medicaid proposals have been advanced as part of the response to the growing

federal deficit, not by a concern over how best, and most efficiently, to maintain and expand

coverage for children or other groups of people served by the Medicaid program. Medicaid

is already under considerable fiscal stress, growing more slowly on a per person basis than

private health insurance but

more quickly than many

states can sustain over the

longer term. This is particu-

larly true in light of the

growing costs associated

with serving the elderly.

(Medicaid is the single larg-

est source of funding for

nursing home care.)

Medicaid and SCHIP have made

enormous contributions low-

ering the number of uninsured

children, even during the re-

cent economic downturn

(Figure 4). Efforts to reduce

federal support for Medicaid

and SCHIP will almost certainly

reverse this progress. If it is

possible to make changes that could achieve savings and improve program operations without

damaging coverage or shifting more costs to states, a key question facing policymakers is whether

such savings should be reinvested to assure that Medicaid and SCHIP can do their jobs more

effectively. Without an ongoing, strong federal financial commitment to these coverage programs,

fiscally-strapped states will not be able to maintain the coverage that now exists, never mind

continue to make progress in covering more of the almost nine million uninsured children.

Figure 4

Medicaid and SCHIP Have Prevented Millions

of Children from Being Uninsured

Coverage Trends for Children,

Percentage Point Change from 2000-2003

1.5 Million
Children

4.3 Million
Children

244,000
Children0.5%

–4.4%

5.5%

2.4 Million
Children

–0.5%

Total  Employer-  Medicaid  Uninsured
 Sponsored

Note: 2000 data included implementation of a 28,000 household sample expansion.

Source: Georgetown Health Policy Institute analysis based on March 2001-2004 Cur-

rent Population survey, Data for Medicaid include SCHIP.
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