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Since the Lyndon Johnson administration launched the War on Poverty in 1965, government social spending has increased from
less than $100 billion per year to more than $1 trillion per year. The growth was initially broad-based, expanding services from
education to nutrition to housing. Increased spending in recent decades, however, has gone almost entirely to health care gener-

ally and Medicaid specifically.

Does this allocation of resources most effectively help people escape poverty or prevent them from falling into poverty? Does it
align with the needs or preferences of low-income Americans? This paper presents evidence that it does not. Medicaid’s growth
has been, in many respects, unintentional; it reflects skewed incentives built in to the program; and it does not represent the
best antipoverty strategy—or even the best way to improve health in low-income households. Restructuring the safety net could
reroute substantial sums from Medicaid to better meet the needs of the poor, without changing overall spending levels. This paper
also suggests various reforms that could be the first step in a longer journey toward a more effective U.S. antipoverty strategy.

Key findings include:

¢ Health care dominates safety-net spending. During 1975—2015, government social spending per person in poverty
more than doubled, from $11,600 to $23,400. Rising health care expenditures accounted for more than 9o percent of that
increase. For 2015—20, White House budget proposals call for 89 percent of additional social spending to target health care.

*

Notwithstanding the intense debate over the Affordable Care Act’s Medicaid expansion, every state has already expand-
ed its program far beyond the mandatory level. By 2007, more than 60 percent of all Medicaid spending represented
optional expansions, including an average of 57 percent in states that subsequently declined additional expansion under
the ACA.

By 2012, state Medicaid spending was 39 percent higher than if it had remained a constant share of state budgets since
2000. State spending on education and welfare was 9 percent and 54 percent lower, respectively.

+ This allocation is an ineffective poverty-fighting strategy. While the majority of government social spending goes
to health care, low-income households not enrolled in Medicaid allocate less than 10 percent of their spending to health care,
compared with 40 percent for housing, 22 percent for food, and 12 percent for transportation. Only 8 percent—9 percent of
marginal consumption goes to health care as such households move from $10,000 to $30,000 in total consumption.

*

Studies consistently show little to no positive impact on health outcomes from Medicaid enrollment; even evidence of a
relationship between health care access and life expectancy has been elusive. States with larger optional expansions of
their Medicaid programs have larger age-adjusted-mortality and infant-mortality gaps between non-Hispanic white and
African-American populations.

¢ Over-allocation to Medicaid may exceed $100 billion annually. If states with above-median Medicaid enrollment
rates or spending per enrollee in each recipient category (adult, child, disabled, etc.) returned to median levels, more than
$100 billion could become available for other antipoverty programs.

¢+ How to strengthen America’s safety net:

*

The federal government should consolidate antipoverty funding streams and allow states to design programs and allo-
cate funding to such programs as states see fit. Such a consolidation will achieve its goals only if Medicaid is included.

If the federal government is to retain control of disparate antipoverty programs, it should establish a “universal matching”
structure for federal funds that ensures that states do not overinvest in Medicaid in pursuit of additional federal dollars.

As a preliminary step, the federal government could create broader program waivers that explicitly allow states to repur-
pose funds from one program (e.g., Medicaid) to another (e.g., a substantial expansion of the Earned Income Tax Credit).
Waivers are far from ideal; but select state pilot projects may help validate the value of reallocating funds across programs.
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I. Introduction

ost policy debate about America’s social safety net is about its size. The Left,
concerned by entrenched poverty and rising income inequality, generates
countless proposals to expand existing programs and launch new ones.
The Right, concerned that a constantly expanding safety net will create perverse incentives
for low-income Americans and unsustainable deficits for the government, responds with
proposals to cap spending, condition it with work requirements, or cut it outright. Neither
liberals nor conservatives appear likely to achieve their vision anytime soon, nor do the
American people seem particularly eager to move aggressively in either direction.

Left unexamined is a potential source for a bipartisan compromise: restructuring the spending to achieve better results. If a
dollar spent on program A is achieving less than it would if subtracted from A and added to program B, shouldn’t we move
the dollar? Current policy misallocates resources for several reasons. First, the contemporary safety net is not the result of a
comprehensive antipoverty strategy. Rather, it is a tangle of programs authorized at different times by different legislation,
controlled by different bureaucracies, and channeled through separate pipes, either to state agencies or to recipients directly.
Each program has its own rules dictating how, and when, its funding will grow.

Second, the overwhelming majority of safety-net spending is parceled out at the federal level, where even an omniscient and
all-powerful bureaucracy could not establish a single formula optimized for the needs of every community, let alone every
individual. States and local governments can seek waivers from federal mandates about how they define eligibility, condition
benefits, or deliver the services associated with a particular program; but they have no ability to redirect resources from one use
(e.g., health care) to another (e.g., housing).

For the past 40 years, the U.S. has sunk into health care more than nine of every ten dollars in additional spending per person
whose income is below the federal poverty line. If this allocation were aligned with the needs of recipients and showed impres-
sive results, there would be no cause for complaint. But neither condition holds true.

Instead, the expansion appears to be the result of badly designed incentives. Each state sets the size of its Medicaid program and
receives matching federal dollars—from $1 to $4—for every state dollar spent. States thus have a strong incentive to overinvest
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in Medicaid, expanding their programs far beyond the point
where a marginal dollar of their own spending produces a
dollar of value. Washington, having tied the leash around its
own waist, is dragged along for the ride. The national po-
litical obsession with health care compounds the effect and
resists any attempt at reform. The emotional salience of a
medical treatment denied has proved uniquely powerful,
and politicians have shown no interest in challenging it or
offering alternative and, potentially, more effective uses of
taxpayer dollars.

Yet the evidence available from low-income households
offers little support for health care’s preeminence. Those
who are ineligible for Medicaid, or who choose not to enroll,
allocate less than 10 percent of their consumption to health
care and use relatively few additional health care services
for which they are subsequently unable to pay. This pattern
holds at higher-income levels, too: most middle-class house-
holds eligible for Affordable Care Act (ACA) subsidies to pur-
chase their own insurance decline to do so.

Extensive empirical evidence suggests that these spending
preferences are not irrational. As explained below, the best
randomized controlled study of Medicaid’s impact could not
find that Medicaid recipients were any healthier than eligi-
ble poor people who did not enroll. Many other studies have
shown worse outcomes. Further, these analyses compare
Medicaid with the absence of Medicaid. Medicaid’s poor
performance would look far worse if compared with other
uses of those same funds—higher-quality housing, access to
transportation, better job training—that might better influ-
ence physical well-being and upward mobility.

The glaring lack of justification for Medicaid’s disproportion-
ate role in the safety net, coupled with an obvious structural
reason for its rise, suggests that enormous sums are being
misspent. Still, the response need not be federal overreaction
in the other direction. States that genuinely believe health
care to be the best use of their funds should not be penalized
for continuing current policy. But the federal government
should remove the magnetic attraction of matching federal
funds, which skew state incentives in the current direction.
Ideally, Congress should give state and local governments
the flexibility to allocate funds as they see fit—and even to
craft programs that would customize benefits to the needs of
groups or individuals. Various reforms to enable such flexi-
bility are outlined later in this paper.

How large is the opportunity for reallocating U.S. safety-net
spending? Simply bringing states with above-average enroll-
ment levels or per-enrollee spending back to the national

median could release more than $100 billion—and Medicaid
coverage in those states would still be at least as generous as
what most states now offer. Allowing funds on this scale to
flow back toward better uses would dramatically improve the
quality of America’s safety net at no fiscal cost, which might
meet the needs of not only low-income households but also
warring factions in Washington.

I1. How Medicaid
Swallowed America’s
Safety Net

The U.S. has dramatically expanded social spending that
targets lower-income households, from less than $100 billion
per year in 1965 to more than $1 trillion in 2015. (This paper
uses 2015 dollars adjusted with the Office of Management
and Budget’s composite deflator, unless otherwise noted.
See Appendix for a description of the spending database de-
scribed in Section II, as well as for a compilation of figures.
The spending database excludes Medicare and Social Securi-
ty, whose benefits are paid regardless of income.)

Yet the number of Americans living below the federal-
ly defined poverty line has grown only from 36 million in
1965 to 47 million in 2015'—roughly in line with population
growth—while the absolute material conditions of those in
poverty has improved dramatically (Figure 1).> Rather, the
amount and types of government support have expanded, in
two distinct phases.

In the first phase, the first decade of the War on Poverty,
social programs grew across the board. Spending increased,
from $73 billion per year to $271 billion per year, while the
population below the poverty line fell, from 36 million to 23
million. Spending per person in poverty’ rose from $2,000
in 1965 to $11,600 in 1975, with Medicaid accounting for 24
percent of that increase. Training and employment expendi-
tures increased fourfold, housing expenditures fivefold, and
other social services nearly sixfold. The Supplemental Nutri-
tion Assistance Program (SNAP, or food stamps) grew from
zero to nearly $20 billion, while other nutrition programs
quadrupled in size. Supplemental Security Income (SSI),
which did not exist in 1965, paid out $18 billion in benefits
ten years later.

In the second phase, during 1975—2015, social spending in-
creased another fourfold, to $1,090 billion, while the total
number of Americans in poverty more than doubled, from
23 million to 47 million. Per-person spending rose, from
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U.S. Social Spending and Americans in Poverty, 1965-2015
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FIGURE 2.

Growth in Social Spending per Person in Poverty, 1975-2015

$25,0007

1,729 23,367
10,687 apyes
— 030 509 650 [ 199
- I s
20,0001 1,571 o1 ~561
& 15,000-
T7)
b=y 11,595
N
10,0004
5,000+
0 < > 5 & 2015
1975 & & & & & S« R
@ & > O & @ ¢
Ny O o° N N L <
2 Q © & SN oF
s & X L <
& 2 <
N (o2 <

Source: Appendix

$11,600 to $23,400. Unlike in the earlier period, the com-
position of that spending increase skewed overwhelmingly
toward health care. More than two-thirds of the total spend-
ing increase over these 40 years went to Medicaid (from $55
billion to $568 billion), to the Children’s Health Insurance
Program (CHIP) (from $o0 to $13 billion), and, in the most
recent years, to premium subsidies under the ACA.

On a per-person basis, spending on health care rose by more
than $10,000 (a 453 percent increase) while the increase
in spending on all other programs was barely $1,000 (a 12
percent increase). Spending on training and employment fell
by more than half overall and from $700 to $150 per person
in poverty (Figure 2). The White House Office of Manage-
ment and Budget (OMB) forecasts that, from 2015 to 2020,
social spending will increase by another $171 billion: 89
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percent of the increase would
come from further health care
spending increases.

Drivers of Medicaid’s
Growth

There is a widespread belief that
the rising cost of medical services
is responsible for Medicaid’s as-
tronomical growth. This is not
true. To be sure, medical infla-
tion has exceeded general infla-
tion in recent decades, produc-
ing annualized constant-dollar
spending growth of 2.2 percent
during 1975—2012.4 (This anal-
ysis stops in 2012 to exclude
spending arising from the ACA.)
But Medicaid spending over this
period grew at an annualized rate
of 5.8 percent. The largest source
of growth was increasing enroll-
ment, which grew at an annual-
ized rate of 2.9 percent.* Growth
in spending per enrollee, even
after accounting for medical in-
flation, contributed additional
annualized growth of 0.6 percent
(Figure 3).°

Data published by Medicaid’s
actuary for 2000-12 provide a
detailed view into recent trends.’
During that period, Medicaid
spending attributable to per-per-
son benefits increased, from
$249 billion to $400 billion
(Figure 4). (In some instances,
Medicaid spending represents
direct payment from states to
service providers; in others, the
state contracts with a private
insurer at a fixed rate per enrollee
and the insurer pays for the ser-
vices ultimately consumed. Med-
icaid’s Disproportionate Share
Hospital Payments [DSH] and
other program and administra-
tive costs, which, in 2012, totaled
nearly $50 billion in additional
spending, are excluded).®

FIGURE 3.

Drivers of Medicaid Spending Growth, 1975-2012
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FIGURE 4.

Drivers of Medicaid Spending Growth, 2000 v. 2012*
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Of the $151 billion increase in benefit payments, 97 percent
was the result of higher enrollment and only 3 percent was
the result of higher spending per enrollee. Similarly, while
long-term care for elderly recipients is often cited as a primary
driver of Medicaid’s growth, those recipients accounted for
only 12 percent of the higher spending.’

Disability

Medicaid benefits for disabled recipients account for 43
percent of the 2000—2012 growth in the program’s spend-
ing—due largely to an increase in enrollees, from 6.7 to 10.0
million."” In 2012, benefits for the average disabled recipi-
ent were $17,800 per year, compared with $4,300 for other
adults. Most of Medicaid’s disabled recipients are also recip-
ients of SSI, the program that pays cash benefits to low-in-
come individuals who are elderly, blind, or disabled as well
as qualifies them for Medicaid. (SSI is distinct from Social
Security Disability Insurance, which pays cash benefits to
workers who become disabled after having “paid into” the
system. SSDI recipients receive Medicare.)"

SSI was initially intended as a program for the low-income
elderly;"? but it has since been transformed into a benefit
primarily for working-age adults. During 1975-2012, the
number of elderly recipients declined by half (from 2.3
million to 1.2 million), while the number of disabled recip-
ients more than tripled (from 1.9 million to 7.0 million)."
Studies suggest that enrollments in SSI have been driven by
looser screening standards and that benefits have become
relatively more attractive to prospective recipients than
opportunities in the labor market.'* The prospect of Med-
icaid access increases the incentive to exit the labor force
and enroll in SSI. Higher enrollments then drive up Med-
icaid spending, which, in turn, constrains other antipoverty
approaches that might have better assisted those SSI appli-
cants in the first place.

The Affordable Care Act

Medicaid’s actuary expects that the expansion of Medicaid
under the ACA will increase Medicaid’s spending by $47
billion per year from 2015 to 2020." The OMB has forecast
that premium subsidies for insurance bought on the ACA
health exchanges will increase government spending on
health care by $68 billion annually over the same period. To-
gether, those ACA-driven increases of $115 billion in annual
spending will be responsible for 75 percent of the growth
in the safety net’s health care spending from 2015 to 2020,
which, in turn, will represent nearly 9o percent of all growth
in U.S. social spending. The OMB forecasts training and em-
ployment programs, by contrast, to grow by $2 billion; and
housing assistance, by $5 billion.

IT1I. Can Medicaid’s
Dominant Position
Be Justified?

The government’s single-minded emphasis on health care is
not inherently good or bad; but it should be subject to close
scrutiny. Does this emphasis reflect a coherent strategy for
lifting people out of poverty, based on their highest-priority
needs? Is it working? The evidence suggests that the answer
to both questions is no.

State Incentives

Medicaid operates on a matching-funds system, in which
state-operated programs receive federal dollars in proportion
to the state dollars spent. The Federal Medical Assistance Per-
centage (FMAP) establishes each state’s share of responsibil-
ity for its Medicaid program, based on the state’s per-capita
income.'® For higher-income states, the FMAP is 50 percent,
which means that the state receives one federal dollar for each
state dollar spent. By law, the FMAP can reach 83 percent (five
federal dollars per state dollar),” though, for fiscal year 2017,
the highest FMAP is 74.6 percent (Mississippi).'®

One consequence of the matching structure is that states face
relatively little incentive to operate their programs efficient-
ly—to the contrary, even an entirely wasted dollar brings in at
least as much additional federal money.!"” In some instances,
states have intentionally increased their own spending to earn
federal dollars, while simultaneously increasing state taxes on
the providers that receive those dollars so that the funds ulti-
mately flow right back into the state treasury.>

The larger problem arises when states establish the param-
eters of their programs. Enormous controversy has swirled
around states choosing whether to expand their Medicaid pro-
grams, under the ACA, to include all households with income
below 138 percent of the poverty line.?’ In reality, every state
has already chosen to expand its Medicaid program beyond
the federal requirements.

The federal Medicaid law establishes “mandatory” recipient
groups (e.g., children under age six below 133 percent of the
poverty line) and benefits that all states must cover (e.g., inpa-
tient hospital services). It also establishes a broad range of “op-
tional” recipients (e.g., low-income children at higher-income
levels) and benefits (e.g., prosthetic devices).”? Every state goes
far beyond the mandatory level. An in-depth analysis by the
Kaiser Family Foundation and the Urban Institute found that,
as of 2007, 44 states were spending the majority of their Med-
icaid funds on optional beneficiaries and/or benefits.?
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Medicaid Crowd-Out in State Budgets, 2000 v. 2012*
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States with Democrat-controlled legislatures had expanded
their programs by 177 percent, on average, beyond the man-
dated level; in Republican-controlled states, the average op-
tional expansion was 129 percent.?* Even states that (later)
rejected the ACA Medicaid expansion chose other, optional
expansions that increased spending 133 percent above the
mandated level.” In total, $215 billion of the $356 billion
that states spent on Medicaid services in 2007 was optional,;
to consume that $215 billion in optional spending, the states
committed only $95 billion of their own funds.?

At the margin, a state acting rationally should choose to
expand its Medicaid program far beyond its optimal level
because each additional dollar needs to produce only a frac-
tional return to be worthwhile. If a given expansion will
produce only 70 cents of value for each dollar spent, the
state will pursue it: the state dollar is matched by at least
one federal dollar, yielding two dollars of spending and,
thus, $1.40 of return for the one dollar of state funds. In fact,
states should stop expansions to their programs only when
the return becomes so poor that the combined state and
federal spending produces less value than the state spending
costs—depending on the state’s FMAP, 25 cents—50 cents of
value per dollar spent.

Given the finite budget of each state, state dollars spent to get
the federal match not only pull federal spending away from
potentially better uses; they distort the state’s budget. During
2000—2012, state Medicaid spending increased as a share
of state budgets (from 10.7 percent to 14.9 percent), while
K-12 education spending fell (26.5 percent to 24.0 percent)
and welfare spending fell (2.0 percent to 0.9 percent). Such
shifts appear small in percentage-point terms; but they rep-
resent an absolute increase of 39 percent in Medicaid spend-
ing and decreases of 9 percent and 54 percent in education
and welfare spending, respectively, as compared with a sce-
nario where programs expanded in proportion to the overall
size of government (Figure 5).”

If states were not uniquely rewarded for Medicaid spend-
ing with increased federal funds—i.e., if a set level of federal
funding were guaranteed independent of the state’s Medic-
aid rules, or if comparable matching were available for all
forms of social spending—states would not rationally place
the emphasis on Medicaid that they do today.

Expressed Preferences

Still, it could be argued that Congress designed the Med-
icaid match not by accident but because only such an ap-
proach could shift state priorities as far toward health care
as low-income households wanted and needed. Or, perhaps,

Congress and the states together inadvertently stumbled on
the right spending priorities. This notion is intriguing but
not persuasive.

The contours of the safety net should follow roughly the
consumption preferences of low-income households—not
in every instance, but broadly in keeping with the priorities
that similarly situated households express, absent govern-
ment support. Departures should come where persuasive ev-
idence suggests that market obstacles stand between house-
holds and their preferred allocation of resources, or where
an allocation different from those households’ priorities is
best suited to improve their quality of life and raise them
out of poverty. Yet the consumption patterns of low-income
households not enrolled in Medicaid indicate that health
care spending is a far lower priority for poor and nearly poor
Americans than it is for politicians seeking to demonstrate
compassion.

Consider the set of households (a) with annual spending of
$10,000—$20,000, (b) that do not receive Medicaid benefits,
and (c) whose head ofhousehold is younger than 65. Consump-
tion choices within this group should be broadly representa-
tive of those made by households below the federal poverty
line and reflect the relative emphasis that such households
place on health care in the absence of government support.
In 2012, before implementation of the ACA, these households
allocated only 8 percent of their spending to health care. By
comparison, they allocated 42 percent to housing, 24 percent
to food, and 10 percent to transportation (Figure 6).*

Some of these households are eligible for Medicaid but have
chosen not to enroll, suggesting that they are in better health
and have lower demand for health care services than the typical
Medicaid enrollee. Yet, as with any large insurance pool, a
relatively low share of children and adults who do enroll in
Medicaid will face major health challenges in any given year.
Conversely, a significant share of those unenrolled are ineligi-
ble, regardless of their medical needs, whether because of their
demographic characteristics relative to their income character-
istics or because of their immigration status. Indeed, out-of-
pocket health care spending for the unenrolled is more than
three times higher than for the enrolled, which makes unlikely
the hypothesis that many in the group choose to forgo coverage.
In aggregate, the underlying demand for health services among
the unenrolled and enrolled should at least be similar.

Unenrolled households are not hiding their health care
spending by “going to the emergency room” and leaving
hospitals with unpaid bills. In 2012, total uncompensated
care reported by hospitals totaled $49 billion,” or just under

11
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$1,000 for each of the 48 million uninsured Americans (at all
income levels and regardless of Medicaid eligibility).* This
pales in comparison with the $7,000 spent by the government
per Medicaid enrollee in 2012, or even the $4,300 spent per
adult after excluding the elderly and disabled.*' While hospi-
tals record uncompensated care based on their average costs,
hospitals accepting Medicaid patients must tolerate far lower
reimbursement rates for their services. Thus, $1,000 in ser-
vices at Medicaid rates likely would far exceed the services
represented by $1,000 of uncompensated care.

To some extent, the low level of health care spending could
reflect the unaffordability of purchasing health insurance. If
even the cheapest plan were beyond its budget, a household
ineligible for Medicaid might forgo the coverage that it des-
perately wished to purchase, and a unique opportunity for
aggressive government intervention might present itself. Yet
before the ACA proscribed lower-cost insurance options, a
market for low-cost plans could have served such demand—
and certainly provided coverage of a caliber comparable with
what Medicaid, in practice, offers. In 2012, the average annual
premium in the individual market was $2,834 per person,*
meaning that many plans were available for substantially less.
While such cost would still have been prohibitive for a house-
hold with consumption of less than $10,000 per year, it should
not have been for one spending $25,000—if health care were
the indisputable top priority that the safety net accords it.

Inany event, iflow-income households needed greater resourc-
es simply to pay for health care, their spending on it should
increase disproportionately as resources at their disposal rise.
It does not. Comparing households with annual consumption
below $10,000 with those in the $10,000—-$20,000 bracket,
only 8 percent of the additional spending goes to health care.
From that bracket to the $20,000—$30,000 bracket, only 9
percent of the additional spending goes to health care. From
there to the $30,000—$40,000 bracket, only 3 percent of the
additional spending goes to health care. Meanwhile, as con-
sumption increases, households consistently allocate more
than one-third of their marginal resources to housing and 15
percent—20 percent to transportation (Figure 6).

The ACA has provided further evidence about the expressed
preferences for health spending, slightly higher up the income
ladder: the significant under-enrollment in individual insur-
ance plans through the exchanges. As the Manhattan Insti-
tute’s Yevgeniy Feyman has observed, new enrollments in
2016 were only 10 percent of what the Congressional Budget
Office projected one year earlier, leaving total enrollment at
only 60 percent of the expected level. Less than half of eligible
individuals at 100 percent—250 percent of the federal poverty

line have enrolled, even with the offer of subsidies designed to
ensure affordability. For eligible young adults (aged 18—34) of
all income levels, only 26 percent have acquired insurance.*

To be sure, the case remains circumstantial that low-income
households do not put a high priority on health care spend-
ing—as it must, absent a policy experiment offering house-
holds the choice between Medicaid-style health coverage and
alternative uses of equivalent resources on their behalf. Yet
the evidence seems to point in that direction. Certainly, the
case appears stronger than the contrary one: that government
has accidentally, but correctly, discerned an unexpressed pref-
erence for the majority of all social spending to go there. The
argument here is not that Medicaid is useless and every dollar
wasted but only that policymakers lack evidence to justify
spending nine of every ten new antipoverty dollars on it for
decades on end.

Meanwhile, spending on other social programs is much lower
in areas that appear to be greater priorities for low-income
households. Housing consumes by far the largest share of
every marginal dollar that a lower-income household can
afford to spend; demand for public housing assistance is so
large that only one in four eligible households is able to receive
the benefit.** Yet federal funding for housing assistance has in-
creased by only 13 percent in the past 20 years, while health
care assistance has increased by 178 percent. Had growth
in the latter merely been held to 160 percent, spending on
housing could have more than doubled.

Likewise, no program exists to help low-income families with
the cars that they might need to reach their jobs, even though
the share of households that own a car increases three times
faster than the share with health insurance between the less
than $10,000 bracket and $10,000—$20,000 brackets, and
four times faster between the $10,000-$20,000 and the
$20,000—$30,000 brackets. Total 2015 spending on employ-
ment and training represents less than one-tenth of the in-
crease in health care spending during 2014—15 alone.

There is also strong bipartisan recognition that the Earned
Income Tax Credit, considered by many to be the most effec-
tive federal antipoverty measure, should be substantially ex-
panded for low-income households without children. House
Speaker Paul Ryan and President Barack Obama have both
put forward proposals along these lines. But progress has
stalled on the question of how to cover the annual cost of $6
billion*—as if social spending would not be more effective
with that expansion in place and Medicaid spending only 1
percent lower.



Most important, perhaps: housing, education, transportation,
training, and earned-income subsidies can all facilitate op-
portunity and help low-income households gain an economic
foothold more effectively than can Medicaid. Yet Medicaid’s
unquestioned first claim on every government dollar contin-
ues to crowd out the spending that its recipients might prefer,
from which they would most greatly benefit, and through
which the future need for government-provided health care
might decline.

Health Benefits

The government might still have a paternalistic interest in
concentrating resources on health care—perhaps the poor
are simply unaware that they are best served by resourc-
es directed overwhelmingly in that direction. Certainly, a
strong civic commitment across party lines stands behind
the proposition that America should not let people “die in
the streets.” But evidence from a variety of sources suggests
that the health benefits of Medicaid coverage are often low,
at best.

In “How Medicaid Fails the Poor,” Manhattan Institute
senior fellow Avik Roy summarizes studies finding that Med-
icaid recipients in a variety of contexts experience worse
health outcomes than not only the privately insured but the
uninsured, too. For instance, a University of Virginia study**
reviewed nearly 900,000 major surgeries performed during
2003-07, and, as Roy explains: “The results were jarring.
Patients on Medicare who were undergoing surgery were 45
percent more likely to die before leaving the hospital than
those with private insurance; the uninsured were 74 percent
more likely; and Medicaid patients were 93 percent more
likely. That is to say, despite the fact that we will soon spend
more than $500 billion a year on Medicaid, Medicaid bene-
ficiaries, on average, fared slightly worse than those with no
insurance at all.”’

These were the results after controlling for demograph-
ic characteristics, location, income, and health status. Roy
highlights narrower studies finding similarly poor outcomes
for Medicaid recipients—compared with those for both the
privately insured and the uninsured—undergoing surgery
for colon cancer (University of Pennsylvania researchers,
publishing in Cancer),*® suffering from vascular disease
(Columbia and Cornell University researchers, publishing
in the Journal of Vascular Surgery),” and receiving lung
transplants (Johns Hopkins researchers, publishing in the
Journal of Heart and Lung Transplantation),* among other
conditions.

Even more robust results come from the Oregon Health

Insurance Experiment, where a state initiative to expand
Medicaid in 2008 offered the opportunity for a randomized
controlled study in which low-income, uninsured adults
were selected by lottery to receive coverage.*' Over the next
two years, researchers studied the outcomes of the lottery’s
“winners” and “losers” to determine the marginal value that
Medicaid coverage offered.

Some benefits emerged immediately. Specifically, the new
Medicaid recipients self-reported better mental and physi-
cal health than their counterparts in the control group. They
used health care services at a significantly higher rate. And
they also had lower out-of-pocket medical costs and less
medical debt.”? Yet researchers ultimate concluded: “This
randomized, controlled study showed that Medicaid cov-
erage generated no significant improvements in measured
physical health outcomes in the first 2 years.” Recipi-
ents felt good about having the coverage, it eased financial
burdens, and it increased the consumption of health care
services. But it produced no statistically significant improve-
ment in physical health. Nor did it show any significant effect
on employment or earnings,* undermining the notion that
the provision of health insurance might remove obstacles to
participation in the workforce.

A subsequent analysis concluded that each incremental
dollar of Medicaid spending provided 20 cents—40 cents
of value to the recipient, based on factors including how
much households were willing to pay for medical care in
the absence of Medicaid coverage and how much coverage
affected life expectancy.® This result is consistent with the
level to which Oregon should have rationally expanded its
Medicaid program, given its FY2009 FMAP of 73 percent.*
In other words, Oregon chose to spend an additional 27 cents
to attract 73 cents of federal spending and generate value on
the order of 30 cents for a state resident.

One important limitation of the Oregon study was its short
time frame: How much effect on physical health can emerge
from only a year or two of improved insurance coverage? Yet
wider-lens assessments of insurance coverage, health care
access, and mortality point in the same direction. A study
conducted by researchers at Harvard University and pub-
lished in the New England Journal of Medicine asked: Does
an expansion of Medicaid keep more people alive? Com-
paring mortality rates for the five years before and after some
states expanded their Medicaid coverage in the early 2000s,
the study found no consistent result. Overall, states expand-
ing Medicaid appeared to have reduced annual deaths by 20
per 100,000 people. However, of the three states studied, only
one (New York) showed a statistically significant reduction.
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One (Arizona) showed a statistically insignificant reduction.
One (Maine) showed a statistically insignificant increase in
deaths.

Comparison of mortality rates across states with varying
levels of optional Medicaid spending produces a similar con-
clusion. If more aggressive expansion of Medicaid improves
health, states with higher levels of optional spending should
see smaller age-adjusted mortality gaps between higher- and
lower-income groups. But when using rates for non-Hispanic
whites and African-Americans as proxies for those groups, no
such relationship exists.*

During 2008-10, in states whose optional Medicaid expan-
sion, as of 2007, exceeded the nationwide median, the mor-
tality rate for African-Americans was, on average, 17 percent
higher than for non-Hispanic whites. In states with below-me-
dian expansions, African-American mortality was only 10
percent higher. Across all 46 states (and the District of Colum-
bia) with available data, no correlation existed between the
extent of optional Medicaid expansion and relative levels of
mortality.* The story repeats itself for infant mortality: during
2006-08, in states with larger Medicaid expansions, infant
mortality for African-Americans was, on average, 160 percent
higher than for non-Hispanic whites; for states with smaller
expansions, the gap was only 133 percent. Again, no correla-
tion existed across states.*

How could it be that Medicaid coverage often fails to produce
substantial health benefits? Medicaid coverage does not guar-
antee access to care: a doctor must still agree to see the patient
at the dramatically reduced rate that Medicaid will offer to pay.
Nevertheless, all those Medicaid dollars spent represent ser-
vices ultimately rendered. Yet even access to care may prove
less beneficial than intuition would suggest. An April 2016
study in the Journal of the American Medical Association,
by Raj Chetty of Stanford University and coauthors at MIT,
Harvard, McKinsey & Company, and the U.S. Treasury, found
“geographic differences in life expectancy for individuals in
the lowest income quartile were significantly correlated with
health behaviors such as smoking, but were not significantly
correlated with access to medical care, physical environmen-
tal factors, income inequality, or labor market conditions.™!

None of these studies shows that no one benefits from Medic-
aid or that the entire program budget is wasted. Undoubtedly,
recipients value the opportunity to obtain health care services
paid for by someone else, and some achieve better health out-
comes as a result. Some studies identify significant effects for
larger classes: for instance, providing pregnant women with
Medicaid coverage appears to reduce infant mortality*> and

leads to better long-term outcomes for their children.” This
observation argues for the existence of some program and,
likely, a carefully targeted one. It provides no basis for priori-
tizing health care spending over other forms of assistance, or
for fearing that the redirection of resources to other forms of
support would be calamitous—or, on balance, harmful to re-
cipients.

One Program Among Many

Too often, debates over Medicaid’s efficacy are framed over
the choice between maintaining it or cutting it. Fashioning ef-
fective antipoverty policy requires a different question: Would
some chunk of Medicaid spending be better spent on some-
thing else? The unique status awarded Medicaid, under which
it grows without limit at the expense of all other programs,
presumes a special interest in providing health care above
all else—presumably as a means of protecting life. Yet the
program fares poorly at even that narrowly defined mission.

The main benefits of Medicaid identified in the Oregon study
are improvements in self-reported well-being and reductions
in financial stress and depression. But health insurance has
no unique claim to such results. A government offer to cover
the recipient’s rent or car payment might offer similar effects.
Indeed, given that the value that low-income households
receive from Medicaid represents only a fraction of each dollar
spent there, and that those households prefer to direct their
own resources elsewhere, the results from other spending
should be far greater.

Even if the specific goal is better health outcomes, Medicaid
is not clearly the appropriate investment. For example, com-
pared with the barely measurable gains offered by Medicaid
expansions, what would happen to diabetes, hypertension,
and mortality if the recipients were instead offered vouchers
to move to high-quality affordable housing in better neigh-
borhoods? Or were offered a paid six-month apprenticeship?
A May 2016 study published in Health Affairs reports that
“states with a higher ratio of social to health spending (calcu-
lated as the sum of social service spending and public health
spending divided by the sum of Medicare spending and Med-
icaid spending) had significantly better subsequent health
outcomes for the following seven measures: adult obesity;
asthma; mentally unhealthy days; days with activity limita-
tions; and mortality rates for lung cancer, acute myocardial
infarction, and type 2 diabetes.”*

Imagine returning to 1975 and facing the question: We are going
to double social spending per person over the next 40 years, so
where should we direct it? Knowing what we know now, could
“all on Medicaid!” possibly have been the right answer?



IV. Paths to Reform

Every marginal dollar shifted from a lower-value use in Med-
icaid to a higher-value use in a different antipoverty program
should improve the well-being of low-income households at no
cost to taxpayers. The optimal shift is impossible to predict ex
ante; but it should represent a significant share of the option-
al Medicaid funding that states are encouraged by the federal
match to spend. In 2011, before the ACA-driven expansion,
optional spending across the state and federal levels totaled
approximately $255 billion,” helping to produce enormous
variations in coverage and cost by state. To estimate the scale
of misallocation, one useful approach is to identify potential-
ly excess spending created where a state’s enrollment rate or
per-person spending in a group exceeds the national average.

For instance, spending per disabled recipient ranged from a
low of $8,500 in Alabama to $17,900 in Massachusetts to a
high of $32,100 in New York. The share of the state’s popu-
lation qualifying as disabled recipients ranged from a low of
1.4 percent in Utah to 3.0 percent in Washington to a high of
6.8 percent in West Virginia.*® If the 25 states with spending
per disabled recipient above the national median of $17,100
reduced their spending to that level, and the 25 states with
an enrollment share above the national median of 2.9 percent
reduced enrollment to that level, Medicaid spending would
decline by $47 billion. Applying the same methodology across
children, adults, and elderly recipients would free up a total
of $115 billion annually for other poverty-fighting strategies.

This estimate is intended to show the magnitude of potential
savings, not to imply that the median spending and enroll-
ment level is an automatically appropriate maximum for every
participant category in every state. Some states with particu-
lar demographic, economic, or public health challenges might
find sensible reasons to remain high-spending outliers. And
there is no question that resource reallocation on this scale
would force states to make difficult choices about their pro-
grams. The point is that, even after shifting $100 billion, no
state would be reducing access below what half of states make
do with already. No public health crisis or politically unsus-
tainable deprivation would ensue.

Still, in charting a course for reform, an important principle
should be that no state is forced to make such reallocation;
if a state believes that Medicaid is the highest and best use
of every dollar that it and the federal government currently
put toward its program, so be it. The question is how best
to remove the incentives for irrational expansion and offer
flexibility to states that would make different choices for
their populations.

The Block-Grant Mistake

In response to concerns over Medicaid’s exploding costs, poli-
cymakers on the right have typically proposed block-granting
the program. The rationale: if each state received a fixed quan-
tity of Medicaid dollars, growing annually at a fixed rate, the
incentive to spend more and thus attract more federal funding
would disappear and efforts to control cost would take prece-
dence. The problem with this approach is its exclusive empha-
sis on budgetary concerns at the expense of improving support
for low-income households. Medicaid spending growth might
decline, but the resources already committed through past
overexpansion would remain trapped there.

More recent proposals to reform the broader safety net have
emphasized the need to combine funding streams across
programs. Yet such proposals often exclude Medicaid from
their scope. Speaker of the House Paul Ryan, for instance,
has proposed “Opportunity Grants” that would allow a state
to combine the federal dollars that it currently receives from
11 federal programs (primarily SNAP, TANF, and Section 8
housing) into a single funding stream to spend on antipover-
ty efforts as it sees fit.”” Former Florida governor Jeb Bush,
in his presidential campaign, proposed similar “Right to Rise
Grants” emphasizing SNAP, TANF, and housing assistance as
well.*® Neither proposal includes Medicaid.

Those proposals are flawed. A crucial premise of combining
disparate programs rests on the need to redistribute funding
that has been inefficiently allocated by the tangle of federal
bureaucracies. But nearly all that misallocation has flowed
in one direction: to Medicaid. If Medicaid funds are excluded
from consolidated funding efforts, the majority of all funds—
and the vast majority of the funds in need of reallocation—will
remain inaccessible to state-led reform.

One justification for leaving Medicaid dollars aside holds that
they are needed for the funding of health care reforms that
might replace the ACA. Unfortunately, that strategy will only
worsen the safety net’s distortion by moving the funding away
from “antipoverty” efforts entirely and dedicating them to
“universal health coverage.” Funds once intended to combat
poverty will increasingly be allocated through the lens of what
middle- and upper-middle-class households demand (i.e.,
generous health insurance coverage). Directing the spend-
ing in ways best suited to the particular needs of low-income
households will only become harder.

The Flex Fund

The most attractive solution for the safety net would be a
“Flex Fund” for each state that encompasses all federal social
spending within the state, including Medicaid.* Florida
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senator Marco Rubio has endorsed this approach.® Unlike a
block grant, a Flex Fund is aimed not at constraining spend-
ing but rather at allowing any given level of spending to flow
toward its most effective uses without the distortions of exist-
ing bureaucratic silos and fund-matching incentives.

Under a Flex Fund, each state would, by default, be free to
continue operating its current, federally defined programs.
But absent the matching incentive to overinvest in health care
relative to other services, a state might choose to shift signif-
icant resources out of Medicaid and toward, say, its own, re-
designed housing-voucher program—or double or triple the
Earned Income Tax Credit. Under a Flex Fund, the state might
also give low-income households their own say in the matter,
offering various programs to choose among. The state might
launch entirely new programs to support early-childhood in-
terventions, access to transportation, or residential relocation.

For example, Topher Spiro and Lanhee Chen of the Hoover
Institution have highlighted the broad, bipartisan support
for “nurse coaches” for first-time, low-income mothers,
which they call “among the most effective interventions ever
studied.” They write:

Researchers have accumulated decades of evidence from
randomized controlled trials—the gold standard in social
science research—following participants for up to 15
years. They have consistently found that nurse coaches
reduce pregnancy complications, pre-term births, infant
deaths, child abuse and injury, violent crimes and sub-
stance abuse. What’s more, nurse coaches improve lan-
guage development, and over the long term, cognitive
and educational outcomes. Nurse coaching is a vital tool
that addresses both the liberal concern about income in-
equality and the conservative concern about inequality of
opportunity. For fiscal conservatives in particular, nurse
coaching sharply reduces long-term government spend-
ing on Medicaid, welfare and food stamps. And for ad-
vocates of good government, the independent Coalition
for Evidence-Based Policy rates nurse coaching as “top
tier’—meaning that it yields sizable, sustained effects.®!

Yet, they note, support of this kind reaches only 2 percent—3
percent of eligible families, primarily because state govern-
ments are given neither the flexibility nor incentives to direct
resources toward it.

Universal Match

Short of releasing control entirely, the federal government
could achieve substantial reform by replacing the Med-
icaid-only match with a “universal” match that provides

matching federal funds under the same FMAP formula to
state spending on any antipoverty program. A universal
match would not allow states the flexibility of a Flex Fund;
but, at least among federal programs, a universal match
would allow funds to flow toward what each state believes
to be the best use. When setting relative funding levels for
housing assistance and health insurance, state governments
would no longer face a unique offer of federal reward when—
and only when—they choose the latter.

To avoid net spending increases, each state’s FMAP would be
proportionally reduced to ensure that projected total federal
funding in the year after reform was unchanged from the
previous year. A state that wished to target all its matching
funds back into Medicaid could do so; but it could also engi-
neer a transition toward higher spending in other areas.

Waivers

As a preliminary step to pilot and validate the approach,
the federal government could expand the use of Medicaid
waivers for redirecting Medicaid funding toward other uses.
Currently, two such waiver programs exist:

¢ Section 1115 waivers, under the Social Security Act,
allow states latitude to experiment with applying
Medicaid funding toward groups or services not
usually eligible, or toward innovative systems for
delivering care.®® For example, the 2007 Massachu-
setts health care reform used a Section 1115 waiver
to divert Medicaid funds toward subsidies for private
insurance premiums.®

¢ Section 1332 waivers, under the ACA, allow states
similar latitude to deviate from the ACA’s core re-
quirements and repurpose funds that would other-
wise have subsidized health care premiums for the
state’s residents.® These waivers do not begin until
2017, and their potential scope remains a subject of
debate.%

Both waivers require that spending remain dedicated to
health care: as written, they could not allow sufficient flexi-
bility to reallocate spending to other programs entirely. But
similarly structured waivers, if created by Congress, could
begin the process of experimenting with greater state lat-
itude. Such waivers could allow an open-ended shifting of
funds or, in an especially constrained model, provide a spe-
cific set of options. For instance, a state could apply to shift
a fixed percentage of its Medicaid funding toward either an
expansion of its Earned Income Tax Credit or toward clear-
ing its Section 8 housing waiting list.



Waivers are far from ideal. They vest authority in an execu-
tive agency that can wield its discretion as a weapon against
state-level policymakers. Waivers can insert an entire new
level of bureaucratic complexity. For example, when Cali-
fornia attempted to implement a three-year program, via
a Section 1115 waiver, in 2008, it took 14—30 months for
counties to begin receiving federal reimbursement.®® And
waivers will accomplish only so much if the result is to let
states choose between spending too much on Medicaid or
increasing investment in a fundamentally broken program,
such as Section 8. Still, waivers could offer a starting point
to validate the thesis that states and low-income households
would prefer to see more Medicaid money spent elsewhere.

V. Conclusion

Medicaid’s dominant role in the social safety net lacks a firm
justification. To the extent that it is intentional, this role
stems from a political obsession with prioritizing health care
funding even when that choice does not align with the pref-
erences of low-income households and does not produce the
expected results. But to a large extent, it is not intentional and
stems, instead, from poorly designed incentive structures and
funding streams.

Americans may insist on continuing the current Medic-
aid-dominated approach to safety-net spending. Yet the
choice should be explicit, rather than an emergent property of
a system that no one understands. The further that choice can
be devolved, to allow states—or even individual households—
to go their separate ways, the better the chance that low-in-
come households will receive the help that they need most.
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Appendix

This paper presents data on total social spending for 1965—2015 and forecasts for 2015—20 based on the historical tables pub-
lished by the Office of Management and Budget and relies on the classifications provided in those tables. Most spending comes
from the “human resource programs” section of the Office of Management and Budget Table 8.5 (Outlays for Mandatory and
Related Programs)®’ and is treated as follows:

Category Treatment

Education, training, employment, and social services Included but adjusted

Health: Medicaid Included but adjusted

Health: Refundable premium tax credit and cost-sharing reductions Included as Affordable Care Act
Health: Children’s health insurance Included but adjusted

Health: Other Excluded

Medicare Excluded

Income security: General retirement and disability Excluded

Income security: Federal employee retirement and disability Excluded

Income security: Unemployment compensation Included as Unemployment
Income security: Food and nutrition assistance Included but adjusted

Income security: Supplemental Security Income Included as Supplemental Security Income
Income security: Family and other support assistance Included but adjusted

Income security: Earned Income Tax Credit

Included as Earned Income Tax Credit

Income security: Child Tax Credit

Included as Child Tax Credit

Income security: Making Work Pay Tax Credit

Included as Making Work Pay Tax Credit

Income security: Payments to states for foster care / adoption assistance Included but adjusted
Income security: Housing assistance and other (including offsetting receipts) Included but adjusted
Social Security Excluded
Veterans benefits and services: Income security for veterans Excluded
Veterans benefits and services: Other Excluded




Additional spending comes from select programs in the Office of Management and Budget Table 8.7 (Outlays for Discretionary
Programs)® but is, in all cases, adjusted:

* 6 6 o o

Community and regional development
Education

Training, employment, and social services
Housing assistance

Income security: Other

The data are adjusted and supplemented as follows:

*

For 1965—2014, Medicaid and CHIP spending from OMB program outlays is replaced with data from the National
Health Expenditure Accounts,® which provide detailed spending for Medicaid federal, Medicaid state, CHIP federal, and
CHIP state. For 2015—20, state Medicaid and CHIP spending are imputed by multiplying OMB-reported federal spend-
ing in each category by the 2014 ratio of NHE-reported state to federal spending in the category.

For 1969—2015, SNAP-specific data from the U.S. Department of Agriculture™ are used for SNAP. OMB-reported “food
and nutrition assistance” spending less USDA-reported SNAP spending is used for “other nutrition.”

For 1965—2020, program-specific OMB data” for “payments to states for child support enforcement and family support
programs,” “payments to states for the child care and development block grant,” and Temporary Assistance to Needy
Families are used for “AFDC/TANF federal.” For 1994—2013, CBO data’ are used for “AFDC/TANF state.” For each year
before 1994, state spending is imputed by multiplying AFDC/TANF federal spending by the 1994 ratio of state to federal
spending. For each year after 2013, state spending is imputed using the 2013 ratio. OMB-reported “family and other
support assistance,” “payments to states for foster care /adoption assistance” and “income security: other” spending less

AFDC/TANTF spending is used for “other social services, family support, and income security.”

For 1965—2020, education, training, employment, and social-services spending from OMB program outlays is replaced
by function- and program-specific data.” Function-specific OMB data for “elementary, secondary, and vocational
education” are used for “K—12 education.” Program-specific OMB data for “student financial assistance” are used for
“higher education.” Function-specific OMB data for “training and employment” are used for “training and employment.”
Function-specific OMB data for “social services” are added to the aforementioned category “other social services, family
support, and income security.”

For 1965—2020, “community and regional development” spending from OMB program outlays is replaced by func-
tion-specific OMB data for “community development” and is used for “community development.”

For 1965—2020, mandatory “housing assistance and other (including offsetting receipts)” and discretionary “housing
assistance” spending from OMB program outlays are combined as “housing.”

The resulting database is not entirely comprehensive (not all sources of state and local spending are included), and classifica-
tion is not always precise (e.g., the “training and employment” line item includes $7.7 billion reported by OMB in 2009, a total
less than the $13 billion of employment and training funding and $5 billion in additional American Recovery and Reinvestment
Act funding identified by GAO across 47 programs that year).” However, the database provides a useful, directionally correct
picture of how U.S. federal and state social spending has evolved in recent decades.

All figures are adjusted to 2015 dollars, using the composite deflator provided by OMB for use in its historical tables.” Data on
the number of Americans in poverty—used to compute spending per person in poverty—come from the U.S. Census Bureau.”
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U.S. Census Bureau, “Historical Poverty Tables—People,” last revised September 16, 2015, https://www.census.gov/hhes/www/poverty/data/historical/people.html (table 2).

See, e.g., Robert Rector and Rachel Sheffield, “Air Conditioning, Cable TV, and an Xbox: What Is Poverty in the United States Today?,” Heritage Foundation, July 19, 2011,
http://www.heritage.org/research/reports/2011/07/what-is-poverty.

Not all social spending is targeted toward those below the poverty line, so dividing total spending by the population below the poverty line does not reflect actual government
benefits received specifically by those in poverty. However, the population in poverty provides a proxy for the scale of need and, therefore, the extent to which spending grows
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The American social safety net’s overwhelming emphasis on health care
is the unintentional result of skewed incentives, leading to an ineffective
antipoverty strategy poorly aligned with the needs and preferences of
low-income Americans. Reforms that allow states to reroute substantial
sums from Medicaid to other programs would better meet the needs

of the poor at no additional cost to taxpayers, marking the first step
toward a more flexible and effective safety net.

1. Health care dominates America’s safety-net spending: during 1975-2015,
government social spending per person in poverty more than doubled,
from $11,600 to $23,400; rising health care expenditures accounted for
more than 9o percent of that increase.

2.This allocation is an ineffective poverty-fighting strategy: while the
majority of government social spending goes to health care, low-income
households not enrolled in Medicaid allocate less than 10 percent of their
spending to health care, compared with 40 percent for housing, 22 percent
for food, and 12 percent for transportation.

3.Over-allocation to Medicaid may exceed $100 billion annually: if states
with above-median Medicaid enrollment rates or spending per enrollee
in each recipient category (adult, child, disabled, etc.) returned to median
levels, more than $100 billion could become available for other
antipoverty programes.
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