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ABSTRACT 

 
 This paper seeks to determine whether states experience moral 

hazard in Medicaid spending due to the federal matching 

subsidies, which make it so states only pay a percentage of the 

full cost of Medicaid.  Econometric analysis shows that: 1) 

those states which receive higher federal matching rates for 

Medicaid costs do spend more per individual beneficiary; and 2) 

those states which receive higher federal matching rates for 

Medicaid enroll fewer beneficiaries.  As Medicaid spending 

continues to rise and our debt continues to grow, it is 

important to evaluate the incentives that are (or are not) in 

place to encourage efficient spending.  
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Using Medicaid Block Grants to Eliminate Moral Hazard  

 

Introduction and Motivation for Analysis 

 Everyone has the budget and the deficit on their minds 

lately, and this focus is appropriate: The country is in debt by 

over $15 trillion;
a
 its credit rating has been downgraded by 

Standard and Poor’s;
b
 all but seven states are expected to have 

deficits in the hundreds of millions or billions of dollars in 

2012;
c
 and the U.S. government debt held by the public, compared 

with total output of the economy, is higher now than it ever has 

been, other than the period around World War II.
d
  Though these 

problems are often blamed on politics, or on the Democrats, or 

on the Republicans, the reality is that our fiscal and budgetary 

woes are at least as structural as they are partisan, if not 

much more, and that Democrats, Republicans, the White House and 

Congress have all taken passes on numerous opportunities to 

reign in our nation’s spiraling deficits. 

                                                 
a National Debt Clock, http://www.usdebtclock.org/. 
b S&P downgrades U.S. credit rating for first time, The Washington Post, 

August 5, 2011, http://www.washingtonpost.com/business/economy/sandp-

considering-first-downgrade-of-us-credit-

rating/2011/08/05/gIQAqKeIxI_story.html. 
c State Budget Deficits, CNN, available at 

www.cnn.com/interactive/2011/02/politics/table.state.budgets/. 
d Congressional Budget Office, Federal Debt and the Risk of a Fiscal Crisis, 

Economic and Budget Issue Brief, July 27, 2010. 

http://www.cnn.com/interactive/2011/02/politics/table.state.budgets/
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 An area in which the country spends a significant amount of 

money is entitlement programs – Social Security, Medicare and 

Medicaid.
e
  More attention has been paid to Social Security and 

Medicare on this front, but Medicaid reform is likely imminent. 

Thoughtful analysis should guide its reform so that the 

program’s infrastructure is sound.  Between 1990 and 2010, 

national Medicaid spending rose from $72 billion to more than 

$400 billion.  According to a survey of Medicaid officials in 

all 50 states from the Kaiser Family Foundation’s Commission on 

Medicaid and the Uninsured, states’ spending on Medicaid in 

fiscal year 2012 is projected to increase by 29%.
f
  There has 

been a lot of debate in the past several months over parts of 

House Budget Committee Chairman Rep. Paul Ryan’s budget 

proposals, H.Con.Res.34 (112
th
 Congress) and H.Con.Res112 (112

th
 

Congress), in which a new Medicaid payment system was proposed.
g
  

Either iteration of the budget plan, which passed in the House 

of Representatives, would have (if passed in the Senate, too) 

                                                 
e Policy Basis: Where Do Our Federal Tax Dollars Go? Center on Budget and 

Priorities, April 2, 2012, http://www.cbpp.org/cms/index.cfm?fa=view&id=1258. 
f State Medicaid Spending Skyrockets, Kaiser Health News, October 27, 2011, 

available at http://www.kaiserhealthnews.org/stories/2011/october/27/state-

medicaid-spending-increase.aspx. 
g Establishing the budget for the United States Government for fiscal year 

2013 and setting forth appropriate budgetary levels for fiscal years 2014 

through 2022, H. Con. Res 112 (112th Congress); Establishing the budget for 

the United States Government for fiscal year 2012 and setting forth 

appropriate budgetary levels for fiscal years 2013 through 2021. H. Con. Res 

34 (112th Congress). 

http://www.cbpp.org/cms/index.cfm?fa=view&id=1258
http://www.kaiserhealthnews.org/stories/2011/october/27/state-medicaid-spending-increase.aspx
http://www.kaiserhealthnews.org/stories/2011/october/27/state-medicaid-spending-increase.aspx
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changed Medicaid from an open-ended entitlement program, under 

which anyone who meets his state’s eligibility threshold is 

guaranteed coverage regardless of cost, to a block-grant 

program, under which Medicaid would have set federal funding 

levels that would increase annually only to adjust for inflation 

and population growth.  Spending above the federal grant would 

be largely at the states’ discretion.  To help states meet their 

individual needs, without the limitless federal contributions, 

the block-grant program would also give states greater 

flexibility to customize their Medicaid programs, allowing state 

officials to tailor their programs to their unique state 

populations.
h
  Representative Ryan reintroduced a Medicaid block 

grant proposal in House Continuing Resolution 112, which 

contains a budget for fiscal year 2013.  The proposed Medicaid 

reform would, according to the continuing resolution’s 

accompanying report, free states from one-size-fits-all Medicaid 

requirements and allow them to tailor their Medicaid programs to 

their respective states’ needs.  It would also constrain 

Medicaid’s cost trajectory by $810 billion over ten years.
i
 

                                                 
h A Roadmap for America’s Future, U.S. Congressman Paul Ryan, 
http://www.roadmap.republicans.budget.house.gov/Plan/#Intro. 
i Report of the Committee on the Budget House of Representatives to accompany 

H. Con. Res. 112, 93, available at http://www.gpo.gov/fdsys/pkg/CRPT-

112hrpt421/pdf/CRPT-112hrpt421.pdf. 

http://www.roadmap.republicans.budget.house.gov/Plan/#Intro
http://www.gpo.gov/fdsys/pkg/CRPT-112hrpt421/pdf/CRPT-112hrpt421.pdf
http://www.gpo.gov/fdsys/pkg/CRPT-112hrpt421/pdf/CRPT-112hrpt421.pdf
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 According to Congressman Ryan’s A Roadmap for America’s 

Future Version 2.0, Medicaid spending is projected to increase 

from three percent of GDP today to five percent by 2035, and 

then to fifteen percent by 2080.
j
  A reason Medicaid spending is 

spiraling out of control may be that no one is forced to 

consider how the program’s costs actually fit into the fuller 

budget.  Under the current system – let’s call it “the no-

ceiling system” – state spending is subsidized by the federal 

government such that, at a minimum, states only need to spend 

fifty cents to receive a dollar of benefit, and for federal 

spending there is no upper limit – the federal government pays a 

particular percentage of whatever each state decides to spend.  

The block grant program advocated by Rep. Paul Ryan and other 

Republican leaders would limit federal outlays and give states 

strong incentives to spend Medicaid funds more efficiently and 

to spend them on the people who most need assistance. 

 If the Supreme Court does not declare the Patient 

Protection and Affordable Care Act (Affordable Care Act) 

unconstitutional, states will be required to enroll even more 

individuals in Medicaid beginning in 2014.  Whereas currently 

only those low-income individuals who are children (through the 

                                                 
j A Roadmap for America’s Future, U.S. Congressman Paul Ryan, available at 

http://www.roadmap.republicans.budget.house.gov/Plan/. 

http://www.roadmap.republicans.budget.house.gov/Plan/
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Children’s Health Insurance Program), parents, pregnant women, 

disabled or seniors are eligible for the Medicaid program, under 

the Affordable Care Act, in 2014 any individual who resides in a 

household below 138 percent of the federal poverty level would 

be eligible to receive Medicaid assistance.
k
  Currently, 

eligibility thresholds differ in each state and range from 17% 

to 191% and average about 88% of the federal poverty level.  The 

Affordable Care Act changes likely will result in Medicaid costs 

increasing more substantially in the next few years than they 

have in the past few years.  To help balance the country’s 

budget, or at least reduce its deficit, it is worth examining 

the pieces that contribute to its over-spending. 

 This paper seeks to determine whether the current Medicaid 

funding mechanism gives perverse incentives for states to 

overspend.  It will detail a regression analysis of the 

association between state Medicaid spending and FMAP 

percentages, accounting for variations in state median income 

and other control variables.  The primary question this analysis 

seeks to answer is whether state officials alter their behavior 

                                                 
k The Patient Protection and Affordable Care Act specifies that those at 133 

percent of the Federal Poverty Level shall receive Medicaid assistance.  

Because it also requires states to apply an "income disregard" of five 

percent of the federal poverty level in meeting the income test, the 

effective income threshold is actually 138 percent of the federal poverty 

level. 
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with respect to the net amount they award in Medicaid dollars as 

a function of the subsidy provided by the federal government. 

 

Institutional Background 

 Medicaid is a means-tested healthcare program for certain 

groups of people with low income, primarily pregnant women, 

children, parents, the disabled and the elderly.  Medicaid is 

jointly funded by the state and federal governments and is 

managed by the states.  Each year, the federal government 

contributes a percentage of the total amount the states spend on 

Medicaid.  This percentage in each state is referred to as the 

Federal Medicaid Assistance Percentage, or FMAP.  Pursuant to 

Section 1905(b) of the Social Security Act, each state’s FMAP is 

determined by a statutory formula to account for income 

variation across states.
l
  Sec. 1905(b) also says that a state’s 

ratio must be no lower than 50% and no higher than 83%.
m
 

 Under the Patient Protection and Affordable Care Act, 

states must enroll in Medicaid every individual who resides in a 

household below 138 percent of the federal poverty level.  

Nonpartisan analysts at the Congressional Budget Office and the 

Centers for Medicare and Medicaid Services estimate that this 

                                                 
l Social Security Act, § 1905, available at 

http://www.ssa.gov/OP_Home/ssact/title19/1905.htm. 
m Id. 

http://www.ssa.gov/OP_Home/ssact/title19/1905.htm
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expansion will increase annual spending on the program by $100 

billion.
n
  Federal reimbursement of state Medicaid spending is 

open-ended, meaning that once the federal government has 

determined the percentage it will contribute to a state, the 

final dollar amount is limited only by that percentage.  On 

April 15, 2011, the House of Representatives passed a budget, 

introduced by Rep. Paul Ryan, with an eye towards addressing the 

Medicaid crisis.  Rep. Ryan’s plan would have repealed the 

Patient Protection and Affordable Care Act.  It also would have 

ended the open-ended federal reimbursement of state Medicaid 

spending and provided states with greater flexibility to manage 

their programs without federal interference. 

 Though the Affordable Care Act would change the Medicaid 

program more dramatically than it has been changed in recent 

years, Medicaid funding has not been static over the past 

several years.  The 108th Congress’ Jobs and Growth Tax Relief 

Reconciliation Act of 2003 increased FMAP levels, and the 109th 

Congress’ Deficit Reduction Act of 2005 included provisions to 

exclude some Hurricane Katrina evacuees from FMAP calculations 

                                                 
n Brian Blase, The Heritage Foundation, Solving the National Medicaid Crisis, 

May 6, 2011, available at 

http://www.heritage.org/research/reports/2011/05/solving-the-national-

medicaid-crisis. 

http://www.heritage.org/research/reports/2011/05/solving-the-national-medicaid-crisis
http://www.heritage.org/research/reports/2011/05/solving-the-national-medicaid-crisis
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and to prevent Alaska’s FY 2006-2007 FMAPs from decreasing.
o
  

Then, the 111th Congress included a temporary FMAP increase for 

nine quarters, subject to various requirements, in the American 

Recovery and Reinvestment Act.  In March of 2012, the Senate 

passed H.R. 4213, which included a provision to extend the 

American Recovery and Reinvestment Act’s FMAPs by two quarters.
p
 

 The Affordable Care Act, enacted March 23, 2010, did not, 

however, extend the American Recovery and Reinvestment Act’s 

FMAPs.  The new health reform law requires that for states to 

receive any matching funds, they must not make Medicaid or CHIP 

"eligibility standards, methodologies, or procedures" more 

restrictive than those in effect the day the Affordable Care Act 

was enacted.  The Affordable Care Act also requires that in 

2014, states with Medicaid programs expand coverage to some 

currently ineligible low-income parents and childless adults.  

For these individuals, states will have a 100% FMAP for three 

years and then, for most states, slightly reduced rates well 

above regular FMAPs.
q
 

 Medicaid reform is not a politically popular topic.  The 

program is intended to help poor individuals who are in need to 

                                                 
o Medicaid: The Federal Medical Assistance Percentage (FMAP), Congressional 

Research Service, available at  

http://www.ncsl.org/documents/health/MAFMAP.pdf. 
p Id. 
q Id. 

http://www.ncsl.org/documents/health/MAFMAP.pdf
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receive health care.  Attempts to change the program are often 

viewed as attempts to put safety net benefits on the chopping 

block and any changes to it are viewed as threats to the program 

beneficiaries’ livelihood.  Medicaid reform, then, is 

controversial.  That does not mean, however, we should not talk 

about it.  Rather, it will be necessary to keep in mind the 

program’s purpose, something on which almost everyone can agree 

– those who are truly in need of medical assistance and are 

truly unable to secure it on their own should be helped to 

secure it through a means that will be sustainable and that the 

country can afford. 

 

Literature Review 

 There are many sources that provide background information 

on the Federal Medical Assistance Percentages and various 

insights into them.
r
  Though I am not aware of any scholarship 

devoted specifically to analyzing or predicting the moral hazard 

                                                 
r E.g. Federal Medical Assistance Percentages or Federal Financial 

Participation in State Assistance Expenditures FMAP, Office of the Assistant 

Secretary for Planning and Evaluation, Department of Health and Human 

Services, available at http://aspe.hhs.gov/health/fmap.htm; Evelyne P. 

Baumrucker, Medicaid: The Federal Medical Assistance Percentage (FMAP), 

Congressional Research Services, September 2010, 

http://aging.senate.gov/crs/medicaid6.pdf; State Health Facts, Kaiser Family 
Foundation, http://www.statehealthfacts.org/comparetable.jsp?ind=184&cat=4. 

 
 

http://aspe.hhs.gov/health/fmap.htm
http://aging.senate.gov/crs/medicaid6.pdf
http://www.statehealthfacts.org/comparetable.jsp?ind=184&cat=4


 

10 

 

effects of the Federal Medical Assistance Percentages (FMAP), 

which I will explore in my paper, and was unable to turn any up 

in my research, there is significant scholarship on the need for 

a switch to block grants.  Additionally, there is a vast field 

of literature that focuses on the matter of tax subsidies for 

health insurance provided by employers, an issue which can be 

viewed as analogous because both the employer-provided health 

insurance tax subsidies and the no-ceiling system for Medicaid 

essentially concern government subsidies for healthcare whose 

structures make them vulnerable to moral hazard.  

 Before I provide a sampling of the literature available on 

the analogous topic of tax subsidies for employer-provided 

health insurance, I will briefly describe the literature 

available on the topic of block grants in Medicaid.  This 

literature is especially important to our analysis because a 

block-grant structure for Medicaid would help to eliminate moral 

hazard if it exists.  By making the state the party that not 

only makes policy decisions regarding its Medicaid program, but 

also makes it the party directly in charge of managing and 

paying the bills for the program, the federal government could 

better align incentives and avoid the potential for moral 

hazard.   
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In 2004, the Kaiser Family Foundation released an issue 

brief comparing Medicaid and Block Grant Financing.
s
  The paper 

describes the key differences between Medicaid’s no ceiling 

system financing and the alternative block grant financing.  

First, under the current financing, federal payments are 

guaranteed regardless of the costs so long as the state’s 

expenses meet the program requirements.  There is no cap to the 

amount of federal funding available for Medicaid coverage under 

the current system.  Second, because there is no cap, the 

program can guarantee coverage to all eligible individuals.  In 

fact, it is an entitlement, under which individuals have legal 

rights to coverage and services.
t
  The article is helpful for 

background information on the current Medicaid system and a 

block grant Medicaid system. 

 There are many articles, especially news articles, 

advocating for or against changing Medicaid so that it is funded 

by block grants.  These articles are helpful for understanding 

the political opposition each method of funding the program 

faces.  The arguments against Medicaid block grants focus 

primarily on the increasing needs for Medicaid, the likelihood 

that dollars contributed by block grant will be insufficient and 

                                                 
s Medicaid and Block Grant Financing Compared, The Kaiser Family Foundation, 

January 2004, available at http://www.kff.org/medicaid/7028.cfm. 
t Id. 

http://www.kff.org/medicaid/7028.cfm
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the possibility that state governors would misuse the 

flexibility the changed system would grant them.u  John Holahan 

and Alan Weil argue that Medicaid costs are not so high when 

viewed on a risk-adjusted basis – if you take into account the 

poor health and prevalence of disabilities among Medicaid 

beneficiaries, the high costs are not so high.
v
  On the other 

side of the debate, those who favor block grants argue that in 

absolute terms, Medicaid costs are too high and are only getting 

higher.  Medicaid is meant to assist those who are truly the 

most in need, and those people should be helped.  Beyond that 

though, to solve our budget problems, we must address overall 

Medicaid spending, and to address overall Medicaid spending, we 

must limit spending.  To enable states to limit their spending, 

it is necessary to empower state officials – who know their 

                                                 
u E.g., Harold Pollack, The Real Impact of Cutting Medicaid -- Just When We 

Need It The Most, Kaiser Health News available at 

http://www.kaiserhealthnews.org/Columns/2011/May/050511pollack.aspx; John 

Holahan and Alan Weil, Block Grants Are the Wrong Prescription for Medicaid, 

The Urban Institute, available at 

www.urban.org/uploadedpdf/900624_hponline_6.pdf; House Republican Budget Cuts 

a Threat to Middle-Class Security, Center for American Progress, July 2011, 

available at 

http://www.americanprogress.org/issues/2011/07/medicaid_middle_class.html. 
v John Holahan and Alan Weil, Block Grants Are the Wrong Prescription for 

Medicaid, The Urban Institute, available at 

www.urban.org/uploadedpdf/900624_hponline_6.pdf. 

http://www.kaiserhealthnews.org/Columns/2011/May/050511pollack.aspx
http://www.urban.org/uploadedpdf/900624_hponline_6.pdf
http://www.americanprogress.org/issues/2011/07/medicaid_middle_class.html
http://www.urban.org/uploadedpdf/900624_hponline_6.pdf
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states best – to make the decisions about how Medicaid dollars 

should be spent.
w 

 To provide a brief background of the tax subsidies for 

employer-provided health insurance: most workers pay federal and 

state taxes on income paid to them by their employers.  If the 

employer contributes to the cost of a health insurance plan, 

however, these funds are usually excluded from taxable income.
x
  

To flesh out the analogy, with respect to federal FMAP 

subsidies, by providing states with matched percentage-based 

Medicaid assistance, the responsible state officials may be 

incentivized to spend more than they otherwise would.  After 

all, the more the state spends on Medicaid, the more money it 

“gets” from the federal government.  And the more money the 

state gets from the federal government, the more total money the 

state has to take care of its citizens and constituents.   

Similarly, with respect to tax subsidies to beneficiaries 

of employer-based health insurance, employees may be more 

                                                 
w Michael F. Cannon, Yes, Cut Medicaid -- It Won’t Be As Painful As You Think, 

Kaiser Health News, May 2011, available at 

http://www.kaiserhealthnews.org/Columns/2011/May/050511cannon.aspx; Sarah 

Kliff & J. Lester Feder, GOP Governors Want Medicaid Block Grants, Politico, 

February 2011, available at 

http://www.politico.com/news/stories/0211/50288.html; Brian Blase, States 

Bleeding From Medicaid Need Flexibility, March 2011, 

www.heritage.org/research/commentary/2011/03/states-bleeding-from-medicaid-

need-flexibility. 
x See Kaiser Health Foundation, Tax Subsidies for Health Insurance, An Issue 

Brief. 

http://www.kaiserhealthnews.org/Columns/2011/May/050511cannon.aspx
http://www.politico.com/news/stories/0211/50288.html
http://www.heritage.org/research/commentary/2011/03/states-bleeding-from-medicaid-need-flexibility
http://www.heritage.org/research/commentary/2011/03/states-bleeding-from-medicaid-need-flexibility
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inclined to spend more on healthcare or choose more expensive 

plans where options exist because taking part of their salary in 

this form allows the dollars they earn to go further since they 

are not taxed.  Because the federal government helps the state 

governments pay for these programs by contributing a percentage 

of the funds, FMAP may be thought of as functioning like a 

subsidy and as analogous to tax subsidies for health insurance 

provided by employers.   

 In a Heritage Foundation paper, Health Care Tax Credits: 

Designing an Alternative to Employer-Based Coverage, Nina 

Owcharenko discusses problems with the analogous issue of 

untaxed employer-provided healthcare.
y
  Among these problems is 

that exclusion encourages Americans to purchase more expensive 

health insurance policies, increasing the cost of health 

insurance.  Ms. Owcharenko cites to Eugene Steuerle from the 

Urban Institute for this argument.
z
 

 A November 2008 CRS Report for Congress: The Tax Exclusion 

for Employer-Provided Health Insurance Policy Issues Regarding 

the Repeal Debate also addresses the perverse incentives created 

                                                 
y Nina Owcharenko, Health Care Tax Credits: Designing an Alternative to 

Employer-Based Coverage, The Heritage Foundation, available at 

http://www.heritage.org/research/reports/2005/11/health-care-tax-credits-

designing-an-alternative-to-employer-based-coverage. 
z Id. 

http://www.heritage.org/research/reports/2005/11/health-care-tax-credits-designing-an-alternative-to-employer-based-coverage
http://www.heritage.org/research/reports/2005/11/health-care-tax-credits-designing-an-alternative-to-employer-based-coverage
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by health insurance subsidies.
aa
  The report describes a popular 

criticism of the exclusion for employer-provided health 

insurance, which is that the exclusion reduces the after-tax 

cost of insurance to workers such that they obtain more 

healthcare than they otherwise would.
bb
  Ms. Owcharenko’s paper 

and the CRS Report both point to the undesired and unintended 

outcomes of policy decisions.  In the instant analysis, the 

query is whether similar unintended outcomes are caused by the 

structure of the country’s Medicaid financing. 

 In The Impact of the Tax System on Health Insurance 

Coverage, Jonathan Gruber assesses the impact of taxes on health 

insurance by using existing variation in tax subsidies both at a 

point in time and across time.
cc
  For his analysis, Gruber uses 

data from the Current Population Survey, which is a nationally 

representative survey of the U.S. population.  Gruber considers 

the effect taxes have on whether a firm offers insurance and 

concludes basically that employers are very sensitive to tax 

incentives in their decisions to offer insurance.
dd
  His data 

                                                 
aa The Tax Exclusion for Employer-Provided Health Insurance: Policy Issues 

Regarding the Repeal Debate, CRS Report for Congress, available at 

http://www.allhealth.org/briefingmaterials/rl34767-1359.pdf. 
bb Id. 
cc Jonathan Gruber, The Impact of the Tax System on Health Insurance Coverage, 

The International Journal of Health Care Finance and Economics, 2002. 
dd Id. 

http://www.allhealth.org/briefingmaterials/rl34767-1359.pdf
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show that there "is a correspondingly large and negative impact 

of the tax price on health insurance coverage."
ee
   

 Gruber’s “Tax Subsidies for Health Insurance: Evaluating 

the Costs and Benefits" summarizes results from a tax policy 

simulation analysis that incorporates individual and firm 

behavioral responses.
ff
  The summarized simulation was intended 

to develop a realistic estimate of the insurance coverage and 

revenue implications of various tax policies for insurance 

coverage.  His model utilized micro-data on a nationally 

representative sample of individuals from the Current Population 

Surveys (CPS).  He identifies the elasticity for insurance as a 

result of changed taxes.  Among other key findings, the analysis 

shows that though larger tax credits may increase the impact of 

the tax policy, this may be at the cost of deceasing 

efficiency.
gg
   

 In Tax Incentives and the Decision to Purchase Health 

Insurance, Evidence from the Self-Employed, Jonathan Gruber and 

James Poterba analyze the "changing patterns of insurance demand 

before and after tax reform to generate new estimates of how the 

                                                 
ee Id. 
ff Jonathan Gruber, Tax Subsidies for Health Insurance: Evaluating the Costs 

and Benefits, Kaiser Family Foundation, available at. 

http://www.kff.org/insurance/loader.cfm?url=/commonspot/security/getfile.cfm&

PageID=13334. 
gg Id. 

http://www.kff.org/insurance/loader.cfm?url=/commonspot/security/getfile.cfm&PageID=13334
http://www.kff.org/insurance/loader.cfm?url=/commonspot/security/getfile.cfm&PageID=13334
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after-tax price of insurance affects the discrete choice of 

whether to buy insurance."
hh
  Among other things, the study found 

that for unmarried individuals, a one percent increase in the 

cost of insurance coverage reduces the probability that a self-

employed household will be insured by 18 percentage points.
ii
     

 In Private Insurance Subsidies and Public Health Care 

Markets: Evidence from Canada, Mark Stabile of the University of 

Toronto Department of Economics examines the effects of 

government subsidies to employer-provided health insurance on 

the decision to purchase insurance, and on utilization of 

publicly funded health services.
jj
  For data, Stabile uses a 

national cross-sectional survey that was conducted to supplement 

the larger Canadian Labour Force Survey, which is a monthly 

survey of employment and demographic data, and the National 

Population Health Survey, a longitudinal survey which includes 

demographic characteristics and information on health services 

usage and health status.
kk
  Stabile used variation in the 

marginal tax rates across individuals to test how subsidizing 

                                                 
hh Jonathan Gruber and James Poterba, Tax Incentives and the Decision to 

Purchase Health Insurance Evidence From the Self-Employed, available at econ-

www.mit.edu/files/6483. 
ii Id. 
jj Mark Stabile, Private insurance subsidies and public health care markets: 

evidence from Canada, University of Toronto, available at 

http://www.stanford.edu/~jay/health_class/Readings/Lecture06/stabile_tax_exem

ption.pdf. 
kk Id. 

http://www.stanford.edu/~jay/health_class/Readings/Lecture06/stabile_tax_exemption.pdf
http://www.stanford.edu/~jay/health_class/Readings/Lecture06/stabile_tax_exemption.pdf
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employer-sponsored health insurance affects insurance demand and 

to examine whether individuals respond to subsidies by 

purchasing additional insurance.  He finds that "supplemental 

private insurance has a positive and significant effect on both 

the probability of using health and doctors’ services and, 

conditional on positive use, on the magnitude of utilization.”
ll
 

 In Envisioning a Free Market in Health Care, the Cato 

Institute’s D. Eric Schansberg argues that "allowing employers 

to use pre-tax dollars to buy health insurance lowers the net 

price of coverage and thus increases the amount of coverage 

demanded by workers who do not have to pay taxes on their health 

benefits" and that removing the subsidy for health care above 

catastrophic coverage would diminish the incentive to obtain too 

much healthcare.
nn
 

 If employers and individuals are sensitive to these types 

of incentives in the ways Schansberg, Stabile, Steuerle, 

Owcharenko and Gruber identify, it is plausible that states are, 

too, and that they may be encouraged to spend more on the 

program by virtue of the federal subsidy. 

 

                                                 
ll Id. 
nn Eric Schansberg, Envisioning a Free Market in Health Care, The Cato 

Institute, available at http://www.cato.org/pubs/journal/cj31n1/cj31n1-2.pdf. 

 

http://www.cato.org/pubs/journal/cj31n1/cj31n1-2.pdf
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Conceptual Framework and Hypothesis 

 Moral hazard is the tendency for an individual or group to 

take greater risks when they are not the ones who must bear the 

consequences or pay the costs.  Employees who get tax deductions 

on employer-provided health insurance benefits may seek more 

comprehensive health insurance or more expensive health 

insurance plans.  Drivers with low-deductible automobile 

insurance may be less cautious drivers.  An individual with an 

expense account may stay in a fancier hotel than she would if 

she paid for it on her own dime.  Like the tax-deduction-

receiving employees, low-deductible auto insurance holders, and 

corporate-card-bearing executives, states are not required to 

pay the full cost of the Medicaid they provide.   

 The econometric analysis will test whether as states 

receive higher percentage subsidies in federal assistance, they 

will spend more money on Medicaid, and will perhaps lower their 

eligibility thresholds.  Now, of course because Medicaid is 

provided to those who are poor and because Federal Medicaid 

Assistance Ratios are determined based on the state median 

incomes, we should expect that states will spend more money when 

they receive greater federal assistance – the very fact that 

they are receiving a greater ratio of federal assistance 
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indicates that they have more Medicaid spending to do.  My 

hypothesis is something less obvious than this.  I hypothesized 

that even when we control for differences in state income by 

including state median income in our regression model, states 

still will be found to spend more when they have higher FMAP 

percentages.  Essentially, I expect to find a sort of moral 

hazard where states are more inclined to spend money because 

money is less expensive to them due to the federal subsidy. 

 

Methodological Approach 

 To answer the question: To what extent does variation in 

Federal Medical Assistance Percentages (FMAP), across states and 

time, affect per capita Medicaid spending and enrollment?  I use 

three main sources of data: 1) Medical Program Statistical State 

Summary (MSIS) Medicaid Quarterly State Summary for years 2004 

to 2010; 2) Kaiser Family Foundation State Health Facts pages, 

which provides FMAP percentages for years 2004 through 2010 in 

each state; and 3) the Interuniversity Consortium for Political 

and Social Research (ICPSR) at the University of Michigan’s 

County Characteristics from 2000-2007. 
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 The study employs the following two ordinary least squares, 

time series regression models and one two-stage least squares 

regression: 

 First, I measure how changes in the federal match rates 

over time and by state are associated with marginal changes in 

spending (per capita) so that the coefficients from my 

regression model can tell me that if FMAP is changed by X 

percentage points, we are likely to see per capita spending on 

Medicaid change by Y%, even after controlling for other factors 

that might also affect spending.   

 

Regression 1 

 

1) For H1: logamt1= B0 + B1(fy) + B2(loginc) + B3(age) + 

B4(unemployrate) + B5(medicarear) + B6(medicarebr) + 

B7(pctwhitecollar) + B8(pctcollegeedu) + B9(female) + B10(black) + 

ε [aw=pop]. 

  

 I also run a separate regression (below) to evaluate 

whether the eligibility thresholds established by states vary as 

a function of FMAP ratios. 

 

Regression 2 

2) For H2: Ben= B0 + B1(percent federal match) + B2(loginc) + 

B3(age) + B4(unemployrate) + B5(medicarear) + B6(medicarebr) + 

B7(pctwhitecollar) + B8(pctcollegeedu) + B9(female) + B10(black) + 

ε [aw=pop]. 
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With this regression, I measure the extent to which changes 

in the federal match rates over time and by state are associated 

with changed enrollment so that the coefficients from my 

regression model can demonstrate that if FMAP is changed by X 

percentage points, we are likely to see a given state lower or 

raise the eligibility threshold by some percentage, too, after 

controlling for other factors that might also affect enrollment.  

 Much in the way an individual consumer may be more likely 

to spend more money on health insurance when he receives it from 

his employer in pre-tax dollars, as opposed to buying it on his 

own with post-tax dollars, states may be more likely to spend 

more money when their programs are federally subsidized – and 

may lower their eligibility thresholds as well – than if they 

were to pay for Medicaid on their own or have a limited dollar 

amount they could spend. 

 Though at first blush it may seem purely positive for the 

federal government to give money to the states for Medicaid, a 

program intended to assist those who truly need assistance, the 

ceilingless method by which they provide funds could also be 

problematic because the influx of funding could lead states to 

lower the eligibility thresholds for Medicaid, shifting the 

focus away from the parties the program was intended to help and 
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also driving up overall costs.  Additionally, it is important 

for those spending federal dollars to be given the proper 

incentives to spend them efficiently. 

 

Description of Data 

 In the paragraphs and tables that follow, I describe the 

variables used in the regression formulas above.  

The “fy” variable represents the federal medical assistance 

ratio for each state. “Loginc” represents the log of the average 

state income.  The “age” variable is the average age of the 

state population.  The “unemployrate” variable represents the 

average unemployment rate of the state.  “Medicarear” represents 

the average Medicare Part A payments for the state.  

“Medicarebr” represents the average Medicare Part B payments for 

the state.  “Medicarear” and “Medicarebr” provide a sense of how 

costly medical care in the state is.  “Pctwhitecollar” is the 

percent of the state’s population that is white-collar workers.  

“Pctcollegeedu” is the percent of the state’s population that is 

college educated.  The “female” variable is the average 

percentage of the population that is female.  The “black” 

variable is the average percentage of the population that is 
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black.  The following two charts show the average FMAP rate in 

each state and average dollar amount spent on each beneficiary. 

 Table 1 

State Mean FMAP Rate 

Alaska .58598844    

Alabama .72244006    

Arkansas .76321948    

Arizona .68913083  

California .52442332    

Colorado .52489488    

Connecticut .53741607     

District of Columbia .74689438 

Delaware .53898992    

Florida .60497772    

Georgia .63953644    

Hawaii .60093888    

Iowa .6586804     

Idaho .72340734    

Illinois  .53830013     

Indiana .66642918 

Kansas .62394033    

Kentucky .73015135    

Louisiana  .74317511    

Massachusetts .50587845    

Maryland .52444827    

Maine .66313754    

Michigan .59465474    

Minnesota  .5244758    

Missouri .642331    

Mississippi .59465474    

Montana  .7302922    

North Carolina .6615386    

North Dakota .6717723    

Nebraska .62116003    

New Hampshire .52199206    

New Jersey .5373419     

New Mexico .75182013    

Nevada .56541113    

New York .52438957    

Ohio .64015774    
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Oklahoma .70450526  

Oregon .6490525    

Pennsylvania .56795994    

Rhode Island .56263023    

South Carolina .7298241    

South Dakota .66311731    

Tennessee .67678856    

Texas .62694983    

Utah .71814675    

Virginia .52548541 

Vermont .63117583     

Washington .52988574     

Wisconsin .58479309 

West Virginia .76997093 

Wyoming .56302375    

 

 

The mean amount of money spent per beneficiary by state are 

below: 

  

 Table 2 

State Mean $ per beneficiary 

Alaska 8306.2945    

Alabama 4531.2395    

Arkansas 3766.1412    

Arizona 4013.1842    

California 2879.6621    

Colorado 4579.5405    

Connecticut 7931.8195    

Washington DC 10088.013    

Delaware 5794.9373  

Florida 4329.6969  

Georgia 3694.6757   

Hawaii 4303.4162    

Iowa 5747.1697    

Idaho 5168.973    

Illinois 4649.57    

Indiana 4752.3037    

Kansas 5908.8852    

Kentucky 4960.6422    

Louisiana 4014.4164    
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Massachusetts 7296.1801    

Maryland 6936.2231    

Maine 5384.8434    

Michigan 4477.2801    

Minnesota 7844.4776    

Missouri 4649.8067    

Mississippi 4396.7355   

Montana 5688.0249   

North Carolina 5186.3477  

North Dakota 7091.6678     

Nebraska 5921.7599     

New Hampshire 7144.7763    

New Jersey 7175.1336    

New Mexico 5116.4089    

Nevada 4140.4486    

New York 8312.7699 

Ohio 6036.7787 

Oklahoma 4059.2981  

Oregon 4623.8968 

Pennsylvania 5590.8340  

Rhode Island 7751.4793    

South Carolina 4938.4706    

South Dakota 4901.0153  

Tennessee 4431.1722    

Texas 3890.0602    

Utah 5175.3092    

Virginia 5383.3410    

Vermont 5420.6047    

Washington 4678.4745  

Wisconsin 4356.3353    

West Virginia 6219.3274    

Wyoming 6427.4053    

Total 5013.8954  

 

 The data show that not accounting for any other variables, 

as the federal match rate goes up, state spending per 

beneficiary goes down.  However, once we account for the average 
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state income the trend reverses, we see that as the federal FMAP 

ratio goes up, state spending goes up too. 

Figure 1 

 

 

Results  

 The first regression, regressing log of state spending on 

the state’s federal matching rate, showed a positive 

relationship between the log of state spending (“lomgamt1”) and 

FMAP rate (“fy”).  Holding constant the log of income, age, 

unemployment rate, Medicare enrollment, percentage white collar, 

percentage with college education, sex, race and year, there is 
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a positive relationship between federal match rate and the log 

of the amount spent by a state on Medicaid.  The tables below 

show the results of the log amount regression.  The first column 

in the table shows that a one-percentage point increase (a 

change of 0.01) in the FMAP rate is associated with a 0.73% 

increase in Medicaid log-spending.  Between 2004 and 2010, if 

the federal government had set the matching rate for all states 

at 50%, it would have saved about 7% in Medicaid spending per 

beneficiary per year. 

 

Table 3 

Matching 

 

Status Quo 

(63%) 

50% 75% 

Medicaid 

Spending per 

Beneficiary 

$5251  $4895 $5870 

Beneficiaries 

per capita 

.187  .196  .174 

  

    

    

    

 Initially, this result may seem unsurprising because it 

would make sense for a state that has a higher federal match 

rate (which by definition means it has a lower income when 

compared with other states by virtue of the FMAP formula) to 

spend more money. After all, you might think, if a state is 
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overall poorer, then Medicaid would have to provide more to take 

care of those who qualify for Medicaid.  This is not a correct 

way to understand this regression, though, because the 

regression accounts for income level by including the “loginc” 

variable.  When we control for change in income  (along with the 

unemployment rate, Medicare enrollment, percent white college 

workers, percent college educated, gender, race and year), we 

see that there is still a statistically significant relationship 

between FMAP ratio and the amount a state spends per 

beneficiary. 

One might worry that there is a reverse causality issue, 

meaning that it might be the case that it is not the FMAP rate 

that causes higher spending, but instead a state gets a higher 

FMAP ratio in part due to its greater spending on Medicaid.  

This cannot be the case though because the only variable in the 

FMAP formula is personal income, and the formula is based on 

rolling three-year average per capita income data for each state 

and the United States.   

 

Figure 2 

 FMAPstate = 1 - ( (Per capita incomestate)2/(Per capita 

income U.S.)2 * 0.45) 
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Because the only variable in the FMAP formula is per capita 

income, and state spending on Medicaid is not a determining 

factor of the federal medical assistance percentage, we do not 

need to worry about reverse causality.   

 The second regression, regressing the state’s number of 

beneficiaries per capita on the state’s federal matching rate, 

showed a negative relationship between enrollment and the 

federal match rate.  Holding constant the log of income, age, 

unemployment rate, Medicare enrollment, percentage white collar, 

percentage with college education, sex, race and year, there is 

a negative relationship between federal match rate and the 

percent of the state population enrolled in Medicaid.  If we had 

implemented a 50% matching rate over the seven years between 

2004 and 2010, the number of Medicaid beneficiaries would have 

declined by 5%. 

 

Discussion 

 Empirical evidence from these analyses supports the 

hypothesis that FMAP rate does affect the total (state + 

federal) amount a state decides to spend per beneficiary, such 

that a higher FMAP rate is associated with higher state 

spending, even when accounting for the state’s income level.  
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This finding is consistent with the notion of moral hazard, the 

tendency to take undue risks or spend unnecessary funds because 

the costs are not borne by the party taking that risk or 

spending that money.   

 Though the finding is consistent with a moral hazard 

theory, it is not conclusive. While I accounted for the relevant 

variables for which I had data, it is not possible to say 

conclusively that states would spend less if the federal 

government provided funds in a different manner or did not 

provide funds at all.  If it is the case that the states spend 

more money when more money is available because there is a 

backlog of individuals who need care, then the findings are 

representative of unmet need, not moral hazard.  An additional 

weakness of the model is that the comparison in the simulations 

is an FMAP rate of 50% or 75% versus the status quo.  This is 

not the same comparison as the federal government not providing 

matching funds by some percentage with the status quo.  Because 

of these limitations, the results do not necessarily demonstrate 

moral hazard at the state level.  That being said, they do 

suggest that the less of the Medicaid bill the state has to 

cover, the more that state is likely to spend.  As our Medicaid 

spending continues to increase and our deficit continues to 
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grow, it is worth considering whether a restructuring of the 

Medicaid payment system would be advantageous. 

 The empirical evidence also suggests that we should reject 

the hypothesis that states enroll more beneficiaries when they 

have higher FMAP ratios.  Because there is a statistically 

significant negative relationship between FMAP ratio and number 

of individuals enrolled, it appears that as FMAP ratio goes up, 

the number of enrollees goes down.  A possible explanation for 

this seemingly counter-intuitive result is that though it 

appears from the “logamt” regression that states adjust their 

behavior in response to matching funding from the federal 

government, they simply may not choose to go so far as to enroll 

more beneficiaries.  Those states with higher FMAP ratios are 

relatively poorer states and may not be eager to expand the pool 

of people to whom they have to provide coverage, even if the 

state would not have to foot the entire bill.  It could also be 

the case that because a lower federal match rate is associated 

with a more affluent population (or a less poor one anyway) that 

it would naturally be the case that there would be fewer 

beneficiaries – in a less poor state there may be fewer poor 

individuals who would qualify and register for Medicaid based on 

the structure of the program itself. 
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 Whatever the cause of the association between state 

spending and FMAP rate, one thing is clear: the current Medicaid 

system is not as effective or efficient as it could be.  It is 

helping to stimulate a federal entitlement crisis and bankrupt 

state budgets, all the while providing substandard care to 

enrollees.
oo
  This is the right result though.  By right, I do 

not mean the morally desirable outcome, but rather, this is the 

correct outcome given the policy decisions our government made 

many years ago and has not altered. The funding mechanisms for 

the Medicaid program all but guarantee these subprime results.  

Because there are no limits and no budget for how much federal 

money states can spend, there is no reason to expect spending on 

the program to fit into any budget.  Switching to a system that 

forces decisionmakers to consider the costs more directly would 

better align incentives, put Medicaid on a sustainable track and 

help the country to live within its budget. 

 

 

 

 

                                                 
oo See Nina Owcharenko, Statement before Senate Committee on Finance, July 7, 
2011, available at, www.heritage.org/research/testimony/2011/07/saving-medicaid-a-
path-to-comprehensive-medicaid-reform. 

http://www.heritage.org/research/testimony/2011/07/saving-medicaid-a-path-to-comprehensive-medicaid-reform
http://www.heritage.org/research/testimony/2011/07/saving-medicaid-a-path-to-comprehensive-medicaid-reform
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