
Routing

Medicaid occupies a special place among gov-
ernment programs for the poor. Public support
for Medicaid is broader and deeper than for
other safety net programs because the conse-
quences of inadequate medical care can be much
more immediate and severe than those of a lack
of money or even food. 

That may be one reason voters have hereto-
fore accepted the rapidly growing tax burden
Medicaid imposes. Medicaid is now larger than
Medicare (the federal health program for the
elderly and disabled) and is the single largest
item in state budgets, even larger than elemen-
tary and secondary education. 

To curb this growing financial burden, states
(led by Tennessee) are dropping hundreds of thou-
sands of eligible individuals from their programs.
Congress has resolved to reduce federal Medicaid
spending by nearly 1 percent over the coming five
years and has created a commission to recommend
short-term savings and long-term structural
reforms.

Yet Medicaid imposes additional hidden costs.
Like all means-tested government programs,
Medicaid discourages work and charitable effort
among the taxpayers who fund it, while discourag-

ing self-sufficiency and encouraging dependence
among beneficiaries. Medicaid also imposes costs
that stem from overuse of medical care, increasing
costs for private payers, and giving patients poorer-
quality care than they could obtain with private
coverage. 

As it did with federal cash assistance, Congress
should: (1) cap federal Medicaid spending, (2)
block grant federal funds to the states, and (3)
allow states full flexibility to define eligibility and
benefits under their Medicaid programs. States
should use that flexibility to target Medicaid assis-
tance to the truly needy, reduce dependence,
reduce crowd-out of private effort, and promote
competitive private markets for medical care and
insurance. That means withdrawing assistance
from those who are most able to obtain coverage
elsewhere and deregulating health care and health
insurance markets so they can meet that need.

Providing efficient medical care to the poor
without fostering dependence is a delicate bal-
ancing act, and many of the costs incurred by
getting it wrong don’t get a line item in the fed-
eral budget. Reforming Medicaid along the lines
of the 1996 welfare law would allow the states to
strike a better balance for all involved.
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Introduction

There is only one difference between a bad
economist and a good one: the bad economist
confines himself to the visible effect; the good
economist takes into account both the effect
that can be seen and those effects that must be
foreseen.

Frédéric Bastiat
That Which Is Seen, and That Which Is Not
Seen (1850)

Medicaid is the largest means-tested govern-
ment program in the United States. Enacted in
1965, it provides medical care to tens of mil-
lions of low-income Americans. Supporters
praise the program for making essential care
available to those who otherwise could not
afford it. Many argue that millions more
Americans find health insurance unaffordable
and therefore should be brought under
Medicaid’s umbrella. However, a body of litera-
ture supports the opposite view: that Medicaid
actually exacerbates the problems of poverty
and the lack of affordable medical care. Current
public policy debates lack a robust examination
of the unseen costs of Medicaid. 

Program Features

Medicaid subsidizes health care for low-
income Americans. The federal government
and state and territorial governments jointly
administer Medicaid—or more precisely, 56
separate Medicaid programs.1 Although par-
ticipation is ostensibly voluntary for states,
all states participate. 

Each state’s Medicaid program must pro-
vide a federally defined set of benefits to a fed-
erally defined population of eligible individu-
als. States can expand eligibility and benefits
beyond the minimum federal requirements. In
1997 the federal government created the State
Children’s Health Insurance Program, which
allows states either to expand their Medicaid
programs to include children in families with
slightly higher incomes or to enact a parallel

and more flexible program for such children. 
Each state receives federal funds in propor-

tion to what it spends. The more a state
spends on its Medicaid program, the more it
receives from the federal government. The
ratio of federal to state contributions, or
“match,” changes from state to state and is
determined according to a state’s relative
wealth. Relatively high-income states receive a
dollar-for-dollar federal match. Some poorer
states receive as many as three federal dollars
for each dollar they put forward.2 On average,
57 percent of Medicaid funding comes
through the federal government, and 43 per-
cent comes through states. 

For beneficiaries, Medicaid is an entitle-
ment. As long as an individual meets the eli-
gibility criteria, he or she has a legally
enforceable right to benefits. Medicaid typi-
cally offers services to beneficiaries free of
charge.3 The program primarily serves four
low-income groups: mothers and their chil-
dren, the disabled, the elderly, and those
needing long-term care. In 2004 Medicaid
subsidized health care for more than 50 mil-
lion Americans. They included some 38 mil-
lion low-income children and their parents
and 12 million elderly and disabled benefi-
ciaries. In addition to benefits provided to
those enrolled in the program, Medicaid’s
disproportionate share hospital (DSH) pro-
gram provides added federal funding to hos-
pitals that treat a disproportionate share of
uninsured patients. 

Although the vast majority of Medicaid
beneficiaries are low-income children and their
families, the vast majority of Medicaid spending
goes for the elderly and disabled, who use far
more care than their younger counterparts. In
2002 Medicaid spent $1,475 per covered child,
compared to an average of $11,468 per dis-
abled beneficiary and $12,764 per elderly ben-
eficiary. The elderly and disabled account for
about 70 percent of Medicaid spending.
Medicaid provides supplemental subsidies for
approximately six million Medicare beneficia-
ries, who account for 40 percent of Medicaid
spending. Medicaid finances nearly half of all
nursing home care in the United States.4
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Medicaid pays for covered services accord-
ing to fixed prices that are set administrative-
ly. Medicaid payments to providers are typi-
cally lower than those made under Medicare,
which also uses administrative pricing that is
well below payments from private payers.
Providers participate in Medicaid on a volun-
tary basis. 

Medicaid Spending

From its inception, Medicaid has imposed a
rapidly growing burden on taxpayers. By its
fifth year of operation, actual Medicaid spend-
ing had reached double the official projections.
That was “primarily because analysts greatly
underestimated the extent to which States
would offer coverage of optional eligibility
groups . . . and optional services. Enrollment
growth also greatly exceeded original expecta-
tions.”5

A number of factors drive growth in
Medicaid spending. Many of those will be dis-
cussed later. A large share of the growth comes
from recent expansions of state Medicaid pro-
grams. Encouraged by federal State Children’s

Health Insurance Program funds and over-
flowing tax coffers, states greatly expanded
optional benefits in the 1990s.6 Another
source of spending growth is the rising cost of
medical care. Many observers argue that the
rising cost of private health insurance and the
resulting growth in the number of Americans
without it lead to greater Medicaid enrollment
and spending. Finally, as the population ages
and longevity increases, more Americans are
relying on Medicaid to provide nursing home
and other long-term care.

As the economy slowed in 2001, a drop in
tax revenues left states unable to meet the
commitments they had made. According to
the National Association of State Budget
Officers: “Twenty-three states experienced
Medicaid shortfalls in fiscal 2003 and 18
states anticipated shortfalls in fiscal 2004. The
shortfalls as a percentage of the total Medicaid
program in fiscal 2003 reached as high as 16.4
percent of program costs. The combined
amount of the shortfalls in fiscal 2003 and fis-
cal 2004 totaled nearly $7 billion.”7

In response, all 50 states have taken steps to
contain Medicaid spending, including restrict-
ing access to prescription drugs, freezing pay-
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ments to providers, reducing eligibility and
benefits, and increasing patient copayments.8

All states have reduced provider payments and
access to prescription drugs. Two-thirds of
states have restricted eligibility or benefits. In
particular, Tennessee governor Phil Bredesen
(D) is attempting to cut 323,000 people from
that state’s TennCare program.9 Mississippi
has sought to eliminate eligibility for 65,000
Medicaid beneficiaries.10 Missouri plans to
remove 90,000 beneficiaries from its Medicaid
rolls11 and has gone as far as to sunset its
Medicaid program in 2008.12 Half of the states
plan to cover their shortfall by increasing taxes. 

Such measures are likely to continue.
Medicaid spending continues to grow faster
than all other state budget items and now
accounts for more than 21 percent of state
spending.13 The National Association of
State Budget Officers estimates that total
Medicaid spending reached $309 billion in
2004, surpassing elementary and secondary
education as the largest item in state budgets
(see Figure 1).14 That organization reports,
“Even after a full economic recovery is under-
way for state budgets, increases in Medicaid
costs will far outstrip the growth in state rev-
enues into the future.”15

In its budget for fiscal year 2006, Congress
will grapple with runaway Medicaid costs.
Congressional Republicans have pledged to
reduce Medicaid spending by $10 billion, or
just less than 1 percent, over the next five years.
Congress also created a Medicaid Advisory
Commission to make recommendations by
September 1, 2005, on how to attain those
short-term savings. That commission is fur-
ther charged with making recommendations
“that ensure the long-term sustainability of
the program.” Those recommendations are
due by December 31, 2006.16

Medicaid’s Unseen Costs

Medicaid’s most obvious effect is the
access to medical care it provides its benefi-
ciaries. However, Medicaid imposes a num-
ber of unseen costs associated with anti-

poverty efforts generally. For example, it dis-
courages self-help. Medicaid is a means-test-
ed program; if an individual’s income exceeds
a certain amount, that person loses eligibili-
ty. Thus, poor recipients may fail to climb
out of poverty if it would mean losing
Medicaid benefits, which average more than
$6,000 per beneficiary. Likewise, individuals
who are not poor may allow themselves to
fall into poverty to obtain Medicaid subsi-
dies. Finally, the tax burden Medicaid impos-
es on near-poor individuals—which includes
Medicaid’s effect on the cost of private med-
ical care and health insurance—may frustrate
the efforts of those who want to lift them-
selves out of poverty. (The taxes required to
finance Medicaid may also discourage work
on the part of other taxpayers.) Forgone self-
help efforts are an important unseen cost of
Medicaid.

Just as Medicaid’s means-tested subsidies
discourage self-help generally, they discour-
age other efforts to provide medical care to
recipients (and potential recipients). This
effect is typically referred to as “crowd-out” of
other efforts. For instance, eligible individuals
may rely on Medicaid to finance their medical
care rather than take steps (such as mutual
aid or purchasing private health insurance) to
cover their own medical expenses. Likewise, in
most cases, the availability of matching feder-
al funds encourages states to increase medical
assistance to the poor. However, states can use
Medicaid revenue to displace effort they
would otherwise exert themselves. Individuals
who are not poor may reduce charitable
efforts to provide medical care to the needy
because they believe the problem to be taken
care of or because Medicaid’s total tax burden
makes them less able to donate. In those and
other ways, Medicaid crowds out potentially
more efficient ways of targeting resources to
the identified need.

Many of Medicaid’s unseen costs are spe-
cific to in-kind programs. These include
costs that stem from the overuse of medical
care, increasing costs for private payers, and
giving Medicaid patients poorer-quality care
than they could obtain with private coverage. 
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Behavioral Responses

Many of Medicaid’s unseen costs result
from the ways in which individuals and insti-
tutions respond to the existence of the pro-
gram and the benefits it offers. 

Recipients 
Medicaid’s most crushing unseen costs

result from its discouraging private efforts to
alleviate poverty and to provide medical care
for actual and potential beneficiaries.
Anyone who meets federal eligibility criteria
(regarding age, income, family structure,
etc.), or a particular state’s broadened criteria,
is entitled to Medicaid benefits. This encour-
ages many people to enroll even when they
could obtain care and coverage elsewhere. 

Individuals sometimes respond to means-
tested government programs by failing to take
steps they would otherwise take to alleviate
their own poverty. Because eligibility depends
on one’s income and assets, many beneficia-
ries become or remain eligible by avoiding self-
help—such as striving to earn more or save
more—that would make them ineligible. The
prospect of losing Medicaid benefits can be a
significant deterrent for individuals who
might otherwise enter the workforce or
increase their earnings. University of Kentucky
economist Aaron Yelowitz explains the effect
Medicaid has on the incentive to work:

Until 1987 the income eligibility limit
(the maximum income allowable to
receive benefits) for Aid to Families with
Dependent Children (AFDC) was effec-
tively the same as the income limit for
Medicaid. This meant that at a prede-
fined level of earnings, both AFDC and
Medicaid benefits were lost. Losing
Medicaid abruptly created a large and
negative “notch” in income realized
from work, totaling several thousand
dollars. Because of this notch problem,
a welfare recipient who increased her
earnings above the income limit would
actually make her family worse off than

before. The notch contributed to keep-
ing families dependent on welfare and
discouraged the movement of welfare
recipients into the workforce.17

Yelowitz observed that many beneficiaries
would have to double their earnings before
their additional work effort brought their
total income back up to what it had been
before they became ineligible for Medicaid.18

Yelowitz found that this disincentive to
work affected the behavior of Medicaid recipi-
ents. He found that when income limits for
Medicaid eligibility were raised in the late 1980s
and early 1990s, enrollment in Aid for Families
with Dependent Children fell. He posits that
this response came from AFDC recipients who
previously could have found work and who no
longer would lose their Medicaid benefits if
they did so. He estimates that the change in
Medicaid eligibility was responsible for a 6.3
percent decline in AFDC caseloads.19

Since 1996 the link between AFDC (now
Temporary Assistance for Needy Families)
benefits and Medicaid benefits has been bro-
ken, and states have raised Medicaid income
limits. Yelowitz observes, “As states have
expanded eligibility for Medicaid by increas-
ing the income limit to a higher level . . . the
notch has moved.”20 The sharp reduction in
overall income that used to accompany
increases in earned income has been moder-
ated by gradual reductions in Medicaid bene-
fits as earned income increases. Such mea-
sures can lower the marginal “tax” rate that
the loss of benefits imposes on additional
earnings. However, they cannot eliminate it.
Moreover, such benefit “phase-outs” lower
that marginal tax rate by applying it to a
broader income range. As a result, Medicaid’s
disincentives to work, earn, and save have
moved up the income scale and now affect
more low-income individuals. 

Another form of self-help that Medicaid
discourages is wealth accumulation. There are
two reasons this may happen. Eligible individ-
uals may reduce precautionary savings if they
know their medical expenses will be paid by
government. In addition, the value of an indi-
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vidual’s assets is often used to calculate eligibil-
ity; thus some people may reduce or avoid asset
accumulation to become or remain eligible.

Yelowitz and MIT’s Jonathan Gruber
found that Medicaid eligibility was associat-
ed with reduced asset holdings21 among
nonelderly households. Rather than accumu-
late assets, recipients shifted income to con-
sumption. Increased consumption does not
jeopardize eligibility, but substituting con-
sumption for asset accumulation (such as
purchasing a car for transportation to work)
decreases the likelihood of escaping poverty.
Yelowitz and Gruber estimate that in 1993
Medicaid reduced asset holdings among eli-
gible households by the equivalent of $1,600
to $2,000 in today’s dollars.22

Asset tests for nonelderly Medicaid benefi-
ciaries are increasingly less common. By 2004,
only five states required household asset tests
when determining children’s eligibility,
although 28 states still required asset tests for
determining parents’ eligibility.23 Where asset
tests still exist, they likely create even larger dis-
incentives to accumulate wealth now than in
1993 as a result of subsequent expansions of
eligibility and benefits. Large exemptions
from asset tests allow significant numbers of
well-to-do seniors to rely on Medicaid for
nursing home and other long-term care.24

Asset tests present policymakers with a
tradeoff between undesirable effects. If asset
limits are low, individuals will impoverish
themselves, whether in reality or on paper, to
become or remain eligible for a subsidy. Thus
low asset limits can lead to both increased
poverty and increased fraud. On the other
hand, raising or eliminating asset limits opens
Medicaid to wealthier individuals. Thus the
gradual elimination of asset tests results in
scarce tax dollars going to less needy benefi-
ciaries. Such expansions in turn increase other
types of crowd-out. 

The most-researched way that Medicaid
leads eligible and potentially eligible individ-
uals to alter their behavior is by encouraging
them not to take steps to finance their own
medical expenses. Such steps include engag-
ing in private communal assistance or self-

help, such as purchasing private health insur-
ance.

Prior to the enactment of Medicaid, many
working-class Americans financed their med-
ical expenses with the help of fraternal orga-
nizations, also known as mutual aid societies.
According to historian David Beito, by 1920
such organizations “dominated the field of
health insurance. They offered two basic vari-
eties of protection: cash payments to com-
pensate for income from working days lost
and the care of a doctor. Some societies . . .
founded tuberculosis sanitariums, specialist
clinics, and hospitals.” Beito writes, “A con-
servative estimate would be that one of three
adult males was a member [of such organiza-
tions] in 1920, including a large segment of
the working class.” Moreover, these organiza-
tions “achieved a formidable presence among
blacks and immigrant groups.”25

Beito focuses on the effect that govern-
ment-provided medical care for the poor had
on mutual aid societies’ efforts to provide med-
ical care to low-income residents of the
Mississippi Delta. “For twenty-five years before
1967,” he writes, 

“thousands of low-income blacks in the
Mississippi Delta obtained affordable
hospital care through fraternal societies.
Although there were clear deficiencies,
the quality was reasonably good, espe-
cially given the limited resources. Most
importantly, the Taborian Hospital and
the Friendship Clinic excelled in provid-
ing benefits to patients that were not
easily quantifiable, including personal
attention, comfortable surroundings,
and community pride. Both societies
accomplished these feats with little out-
side help. The Knights and Daughters of
Tabor and the United Order of
Friendship of America forged extensive
networks of mutual aid and self-help for
thousands of low-income blacks.”26

However, the advent of federal assistance
changed the landscape. “In 1966 the federal
Office of Economic Opportunity (OEO), the
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major front-line agency in the War on Poverty,
entered the scene with subsidized health care,”
Beito writes. “The next year witnessed the end
of fraternal hospitalization in the Delta.” At
the time, the leaders of the Knights and
Daughters of Tabor wrote: “Since 90% of our
membership is composed of people who are
classified in the poverty category—they are eli-
gible for free care at the Mound Bayou
Community Hospital. Therefore, we are losing
their membership in the order. This puts the
Order in a declining position in membership
and financial income.” Beito continues: “The
rapid inflow of federal money dampened the
community’s old habits of medical mutual aid
and self-help. According to Dr. Louis Bernard
of Meharry Medical College, ‘The dollars avail-
able from the so-called antipoverty program
ruined the International Order of the Knights
and Daughters of Tabor.’”27

Beito focused mainly on the effects of feder-
al subsidies that created hospitals, not Medicaid
explicitly. However, Medicaid accounts for a
notable share of hospitals’ income and was one
of the changes that occurred during this period,
having been enacted in 1965.28

In addition, Medicaid encourages employers
of low-income workers not to offer coverage and
encourages low-income workers not to enroll in
private coverage. Researchers at the Robert
Wood Johnson Foundation surveyed 22 leading
studies on whether “free” government coverage
crowds out private coverage and concluded that
such crowd-out “seems inevitable.” More than
half of those studies found that expansions of
public coverage were accompanied by reductions
in private coverage. Some even found that enroll-
ment growth in public programs was complete-
ly offset by reductions in private coverage.29

Medicaid also discourages private insurance
for nursing home and other long-term care
expenses. Jeffrey Brown of the University of
Illinois at Urbana-Champaign and Amy Finkel-
stein of the National Bureau of Economic
Research found that 60 to 75 percent of the ben-
efits from private long-term care insurance “are
redundant of benefits that Medicaid would oth-
erwise have paid.” They estimate that Medicaid
by itself discourages 66 percent to 90 percent of

seniors from purchasing such insurance.30

States
Medicaid also induces responses by states

that increase both the seen and the unseen
costs of the program. Whatever costs
Medicaid imposes grow with the program’s
size and scope. Program attributes that affect
its scope, then, may be considered contribu-
tors to Medicaid’s unseen costs. 

Any state can at least double its money by
increasing its Medicaid contribution and
obtaining matching federal funds. Some
states, such as Arkansas, Mississippi, New
Mexico, and West Virginia, can triple their
money. In certain cases, states have even been
able to use federal funds to supplant com-
pletely funds that they would have appropri-
ated themselves. 

The federal government’s open-ended
commitment to match state Medicaid spend-
ing alters a state’s incentive to fund Medicaid
relative to other priorities. States receive an
average of $1.30 from Washington for every
dollar they spend. Spending $1 on police buys
$1 of police protection, but spending $1 on
Medicaid buys $2.30 of health care. This
encourages states to expand Medicaid even
beyond what is necessary to assist the truly
needy. According to the Urban Institute,
about one-fifth of adults and children who are
eligible for Medicaid nonetheless obtain pri-
vate coverage.31 The fact that some 20 percent
of those who fall within states’ Medicaid eligi-
bility criteria can obtain private coverage sug-
gests that many who are actually enrolled in
Medicaid would be able to obtain private cov-
erage. That strongly suggests that states have
expanded Medicaid beyond its original pur-
pose of providing medical assistance to the
truly needy. 

States have also used numerous account-
ing schemes to secure federal matching
funds, which are then diverted from their
Medicaid programs toward other items.32 For
example, the DSH program was created to
provide additional federal funding to hospi-
tals that treat a large number of uninsured
patients. 
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Yet DSH funds do not necessarily increase
overall funding for uncompensated care. In
fact, they often displace existing efforts.
Mark Duggan studied California’s Medicaid
DSH program and found that in 1990 “every
dollar of DSH funds crowds out one dollar of
[local] government subsidies.”33 Surveys have
found that as much as one-third of federal
DSH payments were captured by states and
spent on other items.34

As one might expect, when such funds are
diverted from the provision of medical care,
they do little to improve health. According to
Dartmouth economists Katherine Baicker
and Douglas Staiger, “Surprisingly little is
known about whether these public subsidies
have had any impact on patient care, despite
spending of nearly $200 billion during the
1990s on these programs by state and federal
governments.”35 Duggan finds that “virtually
none of the billions of dollars received by
these facilities results in improved medical
care quality for the poor.”36 He concludes
that “health outcomes for low-income indi-
viduals did not improve despite a substantial
increase in public medical spending for the
indigent. . . . If California’s experience is rep-
resentative of the U.S. as a whole, then the
social benefit from this $20 billion increase
in public medical spending has been much
smaller than its cost.”37

Medicaid funds diverted from medical
care do not lose all value. Baicker and Staiger
note that those funds “may result in other
benefits to society . . . such as tax abatement
or subsidies of other government pro-
grams.”38 However, the convoluted path
those funds take results in unnecessary inef-
ficiency and may do little to achieve
Medicaid’s purpose of improving the health
of the truly needy.

Taxpayers
Medicaid induces costly responses on the

part of taxpayers who fund the program as
well. Those unseen costs stem from Medicaid’s
tax burden and the resulting effect on taxpay-
ers’ work incentives; its effect on the cost of pri-
vate medical care and health insurance; and its

effect on charitable activity to provide medical
care to the poor.

Perhaps the easiest donor cost to quantify is
the tax burden imposed by Medicaid. With
Medicaid spending projected at $309 billion,
the program’s per capita cost exceeded $1,000
in 2004.39 (That figure does not include hidden
costs of the program, including Medicaid’s
effect on the cost of private medical care.) A tax
burden of this magnitude decreases the
rewards of productive activity. 

How the tax burden of Medicaid is dis-
tributed will determine whether (and to what
extent) it creates a disincentive to work for
the poor or for the nonpoor. If the tax burden
is disproportionately imposed on higher-
income earners, high marginal tax rates will
reduce work incentives for those individuals.
Insofar as it is placed on lower-income indi-
viduals, Medicaid will place a significant
obstacle in the way of the poor who would
like to pull themselves out of poverty. 

The tax burden that Medicaid places on
low-income earners should not be taken light-
ly. Generally, those with higher incomes pay
for a larger share of Medicaid spending as a
result of their greater consumption and larger
incomes (which are taxed at higher marginal
income tax rates). However, 43 percent of
Medicaid revenues come from state govern-
ments. On average, states rely on general sales
taxes for one-third of general fund revenues.40

Sales and gross receipt taxes account for half
of overall state revenues.41 Sales taxes are wide-
ly considered regressive in that they place a
larger burden on low-income earners relative
to income. In addition, personal income taxes
provide one-third of state revenues and also
place a significant burden on low-income fam-
ilies.42 That observable cost imposes unseen
costs by discouraging and frustrating self-help
among actual and potential Medicaid recipi-
ents, just as the availability of the subsidy does.

As discussed below, Medicaid effectively
increases the cost of privately purchased
medical care and health insurance. Insofar as
Medicaid discourages individuals from
obtaining private health insurance, it dimin-
ishes the ability of private insurers to pool
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risk, and thus may further increase the cost
of private health insurance. That in turn
encourages greater Medicaid enrollment and
increases the likelihood that those ineligible
for Medicaid will lack coverage and rely on
emergency rooms and other providers for
uncompensated care. 

Finally, Medicaid’s significant tax burden
makes nonrecipients less able—and perhaps
less willing—to provide charitable assistance
to those in need of medical care. Just as
means-tested government subsidies discour-
age self-help by recipients, they discourage
charitable efforts by donors. A study by
Jonathan Gruber and Daniel Hungerman
found that, although churches were “a cru-
cial provider of social services through the
early part of the twentieth century,” church-
es’ charitable activities fell by nearly one-third
as a result of increased relief spending under
the New Deal.43 By providing medical care to
50 million Americans at a cost of more than
$1,000 per capita, Medicaid likely crowds out
significant amounts of charitable care, either
because individuals are less able to give
because of Medicaid’s tax burden or because
they believe the problem is taken care of.

Overconsumption of 
Medical Care

A number of Medicaid’s unseen costs
result from overuse of medical care by recipi-
ents. The program typically offers services to
beneficiaries free of charge. That encourages
beneficiaries to consume medical care with-
out regard to its cost. A patient in this posi-
tion will keep consuming costly medical care
even though she receives little benefit from it.
Such overuse diverts money from more pro-
ductive uses, such as medical care that would
have benefited someone else. 

Overuse can lead to a significant waste of
health resources. The RAND Health Insur-
ance experiment observed use by individuals
for whom health care was made “free” com-
pared with use by those who faced tradeoffs
between medical care and other items for the

first few thousand dollars of medical expens-
es. The researchers demonstrated that avail-
ability of “free” medical care encouraged
individuals to consume an average of 43 per-
cent more care but failed to produce measur-
able overall health gains.44

Though Medicaid allows millions of
Americans to consume medical care free of
charge, data on the extent of over-utilization
and its costs are scarce. Nonetheless, the
Medicare program can provide some insight
into the amount of unnecessary care pur-
chased by Medicaid. Medicare subsidizes care
for a similar number of individuals, many of
whom are insensitive to price. Researchers at
Dartmouth College have found that “nearly
20 percent of total Medicare expenditures . . .
appears to provide no benefit in terms of sur-
vival, nor is it likely that this extra spending
improves the quality of life.”45 That is a con-
servative estimate of overuse, as it includes
only care that provides no value; it does not
account for care that provides some benefit,
but less benefit than its cost. If overuse in
Medicaid were of the same order of magni-
tude as in Medicare, its cost would be in the
tens of billions of dollars each year.46

Overuse affects, and is affected by, other
costs of the program. For example, encourag-
ing 50 million Americans to consume care
with little regard to cost increases demand
for medical services. That in turn should
result in higher prices for medical services.
Not only does overuse make medical care
more costly for both public and private pay-
ers, but higher prices for private care make
Medicaid a more attractive option than pri-
vate coverage. Yet rising medical prices are
rarely seen as a consequence of Medicaid’s
effect on demand for medical services. 

Price Controls

Medicaid’s administered prices act as
price controls. Medicaid typically pays doc-
tors at below-market rates for covered ser-
vices. As an illustration, Medicare’s physician
reimbursement rates are widely considered to
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be below market-clearing levels. In 1993
Medicare payments for physicians’ services
came to just over 60 percent of the average
rate paid by private insurers; by 2003 that
ratio had risen to just over 80 percent.47 Yet
Medicaid pays doctors even less. In 1998 a
doctor who treated a Medicaid patient would
receive on average 62 percent of what she
would receive for treating a Medicare
patient.48

One unseen cost of Medicaid’s price controls
is common to all price ceilings. Those subjected
to the artificially low price take steps to subvert
the controls. One example is Medicaid-partici-
pating physicians’ greater likelihood to manipu-
late reimbursement rules. Research suggests
that 39 to 50 percent of physicians have manip-
ulated third-party reimbursement rules in order
to obtain coverage for an otherwise uncovered
service or to increase the amount the physician
is paid.49 Doctors whose patient base is at least
25 percent Medicaid patients are much more
likely to get around such controls by manipulat-
ing reimbursement rules.50

Some of the hidden costs imposed by
Medicaid’s price controls are borne by private
payers. One example occurs with Medicaid
payments for prescription drugs. Medicaid’s
drug price controls result in the program pay-
ing about 90 percent of the average price paid
by private purchasers. In addition, Medicaid
holds any increases in payments to the overall
rate of inflation. Mark Duggan of the
University of Maryland and Fiona Scott
Morton of Yale University find that this effec-
tively increases the price of non-Medicaid pre-
scriptions by 13.3 percent over and above what
they otherwise would be.51 Thus, if a regime of
medications costs a private payer $1,000 per
year, over $117 of that cost is effectively a hid-
den tax attributable to Medicaid. 

Like overuse, this influences other costs
imposed by Medicaid. Increasing the cost of
private medical care necessarily increases the
cost of private health insurance, which makes
Medicaid a more attractive option for those
who are already eligible or are on the cusp of
eligibility. That is likely to lead to greater
enrollment and dependence.

Quality

Another unseen cost of Medicaid is the
costs borne by patients who receive lower-
quality care than they would receive from pri-
vate alternatives that they might choose if
Medicaid were not an option. Mutual aid is
one such alternative, as is commercial health
insurance. How does Medicaid compare with
these alternatives in terms of quality?

Choice of Providers
A patient’s choice of providers is one

dimension of health coverage quality. One sur-
vey found the strongest predictor of dissatis-
faction with a health plan, as measured by
unwillingness to recommend the plan to oth-
ers, is lack of choice with respect to providers.52

Lack of choice also influences the quality of
care. If a patient is unhappy with the care he or
she is receiving from one physician, the quali-
ty of that care will improve if there are other
options available. The patient is more likely to
find a provider who meets his or her needs,
and providers are more likely to compete with
each other to do so. 

Physicians unwilling to accept Medicaid’s
low reimbursement rates as payment in full
must refuse Medicaid patients. As a result,
many doctors do so. As one study notes,
“Physicians in states with the lowest Medicaid
fees were less willing to accept most or all new
Medicaid patients in both 1998 and 2003.”53

That significantly restricts Medicaid patients’
choice of providers. 

Medicaid patients often see their physician
choices narrow even when payments to physi-
cians rise. From 1998 to 2003 states increased
physician payments by twice the rate of infla-
tion.54 Yet Medicaid patients still saw their
choice of providers drop. The share of doctors
accepting all new Medicaid patients fell from
48.1 percent to 39.4 percent from 1999 to
2002. In contrast, far more doctors accepted
all new private fee-for-service (FFS) and pre-
ferred provider organization (PPO) patients,
Medicare patients, non-Medicaid health
maintenance organization (HMO) patients,
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and uninsured, self-pay, and charity patients
(see Figure 2). The share of doctors accepting
no new Medicaid patients increased from 26.4
percent to 30.5 percent over the same period,
yet far fewer doctors refused to see patients
with the other types of coverage (see figure
3).55 As Oregon’s Medicaid bureaucracy
acknowledged in 2001, “Having coverage does
not always guarantee access.”56

The limited availability of providers and
other factors affect Medicaid patients’ ability
to obtain medical care and can leave patients
who might otherwise obtain private coverage
worse off. For example, adults who are eligi-
ble for Medicaid but have private coverage
have fewer unmet medical needs than eligible
adults who are enrolled in the program.57

The unseen costs of Medicaid’s poor qual-
ity of care fall hardest on women. Medicaid
subsidizes health care for 1 of 10 American
women, who comprise 71 percent of adult
beneficiaries.58 Women with Medicaid cover-
age have more difficulty finding a doctor
than uninsured women and significantly
more difficulty than women with private cov-
erage. They are twice as likely as women with
private coverage to have difficulty obtaining

care due to a lack of doctors or clinics.59

Does Medicaid Improve Health?
Medicaid provides necessary and often emer-

gent medical care to millions of recipients.
However, a number of studies question whether
the quality of care provided improves health as
much as private alternatives. A 1999 study by the
National Bureau of Economic Research
observed that “relatively little is known about
the effects of Medicaid on health outcomes.”60

The authors note that “[f]indings from studies
of Medicaid’s effect on infant health are incon-
clusive.”61 Although the authors had set out to
quantify the health benefits of Medicaid cover-
age, they found “at best weak support for the
hypothesis that Medicaid improves the health
of low-income children.”62 They concluded,
“The proposition that health insurance is the
cure for adverse health outcomes among poor
and near-poor children has not been adequately
demonstrated.”63 Regarding the creation of the
State Children’s Health Insurance Program,
through which the federal government spent
$24 billion with the stated purpose of improv-
ing the health of low-income children, the
authors commented, “It is remarkable that
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there is so little empirical evidence to support so
large an expenditure.”64

A study by researchers at Stanford University
and the RAND Corporation found that HIV
patients with health coverage are less likely to die
prematurely, “but private insurance is more
effective than public coverage. The better out-
comes associated with private insurance are
attributable to the more restrictive prescription
drug policies of Medicaid.”65 The authors write:

Some private insurers may place limits
on when it [sic] will cover [highly active
anti-retroviral therapy, or HAART], but
Medicaid limits can be quite severe.
Many states place limits on how many
prescriptions can be filled per month,
and since HAART therapy alone aver-
ages 4.8 prescriptions, these can limit
coverage for not only HAART but also
drugs to treat opportunistic infections
associated with advanced disease.
Many of the drugs also required prior
authorization that restricted use to
advanced illness. The result is that pri-
vately insured patients are able to start
treatment earlier in the disease than

the publicly insured, and the latter
often have no coverage at all.66

Insofar as beneficiaries (whether HIV patients
or others) substitute Medicaid for private
health coverage, the program may actually
reduce the quality of care they receive—anoth-
er unseen cost of Medicaid.

How to Reduce All 
Medicaid Costs, 

Seen and Unseen
What can be done to minimize the costs

imposed by Medicaid, both seen and unseen?
One set of options would restructure the pro-
gram. Those options include altering how
the program is financed or the way benefits
are delivered. 

Block Grants
One way to reform Medicaid’s financing

structure would be to “block grant” federal
funding. Under such proposals, the federal
government would no longer offer states an
open-ended “match” of state funds. Instead,
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the federal Medicaid contribution would be
independent of each state’s contribution.
This change would eliminate the existing
incentive states face to “double their money”
by expanding Medicaid benefits or eligibility.
As noted earlier, there are strong indications
that Medicaid eligibility has expanded
beyond the truly needy, which has increased
the program’s seen and unseen costs. Block
grants would reduce those costs and encour-
age states to target scarce resources to the
truly needy. 

In 1981, 1995, and 2003, proposals to
block grant federal Medicaid funding received
national attention. Each proposal sought to
cap federal funding and give states broader
flexibility to administer their programs.
However, none of them was successful. Block
grant proposals offered by Presidents Reagan
and George W. Bush died in Congress in 1981
and 2003. A Republican block grant proposal
passed Congress in 1995 but was vetoed by
President Clinton.

Health Savings Accounts and Vouchers
Other observers have proposed restruc-

turing the way Medicaid provides benefits.
One such proposal would make use of health
savings accounts (HSAs), while others would
give beneficiaries a voucher to purchase pri-
vate health insurance.

Some governors, such as Florida’s Jeb Bush
and South Carolina’s Mark Sanford, have pro-
posed restructuring Medicaid for some benefi-
ciaries to include HSAs. Instead of an open-
ended promise of health benefits, beneficiaries
would receive money in an HSA to use toward
copayments and deductibles and could keep
what they didn’t spend. The idea behind HSAs
is to give beneficiaries an incentive to be pru-
dent consumers, and it builds on what seem to
be successful “cash and counseling” programs
in Florida, Arkansas, and New Jersey.67

Medicaid HSAs could be used indepen-
dent of or in tandem with Medicaid vouch-
ers. Giving eligible individuals a voucher that
they could put toward the cost of private
health insurance premiums would provide
beneficiaries much greater choice of cover-

age, and they could expect a much higher
level of quality. In addition, beneficiaries
would be more careful shoppers if they
shared in the savings. 

However, the availability of a more attrac-
tive Medicaid subsidy would not eliminate
the perverse incentives created by the sub-
sidy’s existence. In fact, it could heighten
them. All subsidies increase the incidence of
that which is subsidized and become even
more attractive the more control they grant
the recipient. HSAs and vouchers would give
Medicaid enrollees greater control over their
subsidy, since each operates more like cash
than traditional Medicaid benefits. The very
fact that these reforms would give beneficia-
ries greater control over their subsidy would
lead to a different—and possibly more harm-
ful—mix of seen and unseen costs. 

For example, Medicaid HSAs and vouchers
would encourage more eligible individuals to
claim their subsidies. Only about two-thirds of
Medicaid-eligible individuals are actually
enrolled at a given time.68 Moreover, recipients
likely would remain enrolled for longer peri-
ods, whereas now many beneficiaries use
Medicaid for only brief periods. That may have
been part of the reason Florida’s “cash and
counseling” program saw increased outlays in
its first year of operation.69 Altering Medicaid
subsidies to more closely resemble cash thus
could increase the program’s tax burden,
heighten the disincentives to work, exacerbate
its crowd-out effects, and increase dependence. 

It is by no means certain that Medicaid
HSAs or vouchers would produce a worse
state of affairs than Medicaid’s existing bene-
fits structure. States should be free to experi-
ment with such approaches and to learn
from each other’s successes and failures.
However, simply changing the structure of
Medicaid’s subsidies is unlikely to reduce the
program’s seen and unseen costs.

Withdrawing Assistance
An option for reducing the costs imposed

by Medicaid that is discussed less often is
withdrawing assistance from those who are
best able to obtain medical care and coverage
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elsewhere. As noted earlier, one-fifth of
Medicaid-eligible individuals are able to
obtain private coverage. Although this could
represent the entire population of those who
are able to obtain private coverage, the litera-
ture on work disincentives, price controls, and
crowd-out suggests it does not. The available
evidence suggests Medicaid encourages indi-
viduals to avoid self-help and mutual help,
makes self-help more difficult for those who
attempt it, and ultimately succeeds in getting
those with other options to become depen-
dent on Medicaid. Thus, one reform that must
be considered is disenrolling those beneficia-
ries most likely to land on their feet. Doing so
would increase work incentives for those indi-
viduals, reduce dependence, make private
health coverage more affordable, and reduce
the tax burden of Medicaid.

States have already begun that process out
of necessity. The federal government should
give states greater flexibility to return
Medicaid to its original mission of providing
a safety net for the truly needy.

Evidence from Welfare Reform
What would be the effects of withdrawing

Medicaid assistance from some recipients?
The 1996 welfare reform law provides an
instructive lesson. The now-repealed Aid to
Families with Dependent Children cash
assistance program operated like Medicaid in
many ways. Both programs conferred a legal
entitlement to benefits for anyone who mets
the eligibility criteria. Each received funding
from the federal government in the form of
an open-ended “match.” And each was large-
ly run from Washington, which issued
detailed rules on how states should manage
their programs. 

AFDC had been accused of discouraging
work and encouraging dependence. The
1996 welfare reform law sought to minimize
that program’s seen and unseen costs by scal-
ing back federal cash assistance for the poor.
Congress eliminated the federal entitlement
to benefits and put in its place a five-year life-
time limit on benefits plus work require-
ments for many recipients; block-granted

federal funding; and gave states greater con-
trol over eligibility, benefits, and the use of
federal funds.

Opponents of the 1996 law predicted that
scaling back federal assistance in that way
would be disastrous for the poor. Some pre-
dicted that an additional one million chil-
dren would be thrown into poverty.70 Yet
withdrawing assistance produced exactly the
opposite result. Caseloads plummeted and
poverty decreased—often dramatically—for
every racial category and age group, includ-
ing children. Although the poverty rate has
increased somewhat in recent years, it
remained lower in 2003 than at any point in
the 17 years leading up to welfare reform.71

Although the robust economy of the
1990s contributed to those outcomes, its
effect was relatively small. A study by former
Congressional Budget Office director June
O’Neill and Anne Hill indicates that TANF
“accounts for more than half of the decline in
welfare participation and more than 60 per-
cent of the rise in employment among single
mothers,” while “the booming economy of
the late 1990s . . . account[ed] for less than 20
percent of either change.”72 Many who
opposed the 1996 law have since admitted
that it accomplished a large measure of good. 

The experience of welfare reform suggests
that means-tested government cash assis-
tance programs impose unseen costs in the
form of dependence and diminished effort,
and that scaling back that assistance pro-
duced positive results. But would the same
hold for Medicaid? A provision of the 1996
welfare reform law suggests that it might.

Evidence Regarding Medicaid
Wholesale Medicaid reform was dropped

from the welfare reform law in 1996. However,
that law contained a little-noticed provision
that eliminated Medicaid eligibility for many
immigrants. Harvard economist George
Borjas studied the outcome of that provision.
He found that the result of that “draconian”
measure was exactly the opposite of what
many would predict: health coverage among
noncitizen immigrants increased. 
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After Congress cut off Medicaid benefits
for immigrants, a number of states responded
with programs to preserve coverage for those
affected. Borjas examined the coverage rates
for affected immigrants with the expectation
that “as the Medicaid cutbacks took effect, the
proportion of those immigrants covered by
some type of health insurance should have
declined.” To the contrary, he found that “the
expected decline in health insurance coverage
rates did not materialize. If anything, health
insurance coverage rates actually rose slightly
in this group.” Borjas explained:

The resolution to this conflicting evi-
dence lies in the fact that the affected
immigrants responded to the welfare
cutbacks. The immigrants most likely
to be adversely affected by the new
restrictions significantly increased their
labor supply, thereby raising their prob-
ability of being covered by employer-
sponsored insurance. In fact, this
increase in the probability of coverage
through employer-sponsored insurance
was large enough to completely offset
the Medicaid cutbacks. The empirical
analysis, therefore, provides strong evi-
dence of a sizable crowd-out effect of
publicly provided health insurance
among immigrants. In an important
sense, the state programs were unnecessary.
In the absence of these programs, the
targeted immigrants themselves would
have taken actions to reduce the proba-
bility that they would be left without
health insurance coverage.73

The robust economy of the late 1990s cannot
explain those results, Borjas argues, because
states that offered coverage to people cut
from the Medicaid rolls saw coverage levels
for this group decrease, whereas states that
did not saw coverage levels increase:

The rate of ESI [employer-sponsored
insurance] coverage for non-citizens rose
2.7 percentage points in the more gener-
ous states, and by an astounding 11.4

percentage points in the less generous
states. The descriptive evidence . . . sug-
gests a causal relationship between the
Medicaid cutbacks and the use of ESI
coverage in the targeted population.74

Borjas notes that immigrants responded
not just to the Medicaid cuts but to all the
changes in the 1996 law. Nonetheless, a nat-
ural experiment has revealed that Medicaid
cuts produced results consistent with those
of the broader welfare reforms, and exactly
the opposite of what many would predict.
Moreover, if the state programs designed to
protect immigrants from losing coverage
were unnecessary, it follows that so too were
the original Medicaid subsidies. 

Borjas’s research demonstrates that Medi-
caid requires taxpayers to pay the health care
bills of some of those who could obtain
health coverage on their own. And it suggests
that withdrawing that assistance need not
decrease—and could instead increase—cover-
age levels.

An Agenda for Medicaid 
Reform

America’s experience with welfare reform
provides a model for reducing both the seen
and unseen costs by Medicaid. First, Congress
should stop encouraging Medicaid expansions
by freezing payments to states at the 2005
amount, just as welfare reform froze payments
to states at the 1995 amount. According to
Congressional Budget Office figures, freezing
federal Medicaid spending at 2005 levels could
produce $941 billion in savings by 2015, or
enough to erase 96 percent of the cumulative
10-year federal deficit (see Figure 4).75 Second,
Congress should give states maximum flexibil-
ity to use federal funds to meet a few broad
goals, as it did with AFDC’s replacement, the
TANF program. Those goals could consist of
the following:

1. targeting medical assistance to the truly
needy; 
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2. reducing dependence; 
3. reducing crowd-out of private effort,

including charitable care; and 
4. promoting competitive private markets

for medical care and insurance. 

A necessary first step toward allowing states to
focus resources on the truly needy would be to
eliminate the federal entitlement to Medicaid
benefits—just as Congress eliminated the fed-
eral entitlement to cash assistance under
TANF—and allow each state to determine eli-
gibility and benefits in its own program. 

By themselves, these reforms would not
alter a single state’s program. Each state
would have the power to keep operating its
Medicaid program under the same eligibility
and benefits rules as today. States that want
to spend more on their Medicaid programs
would be free to do so. However, states likely
would experiment with ways of providing
efficient care to the truly needy and encour-
aging private charitable care. Today, states
are learning from each other’s efforts at
encouraging work and reducing dependence
through their TANF programs. These

reforms would allow states to engage in the
same discovery process with Medicaid. As
states learn from each others’ experiences,
they would imitate successful approaches to
reducing Medicaid dependence, health care
costs, and the burden Medicaid imposes on
taxpayers.

The available literature suggests that
returning Medicaid to its intended role as a
safety net for the truly needy would require
removing many beneficiaries from the pro-
gram. That begs the question: whom should
states cut loose? The answer likely will be dif-
ferent for each state. Obviously, states should
focus on those who are most likely to land on
their feet. A prime target would be well-to-do
families who are financially able to purchase
private long-term-care insurance but who
nonetheless use Medicaid to pay for nursing
home and other long-term care. With full
flexibility to define eligibility, states would
no longer be forced to scale back eligibility
for only “optional” beneficiaries. Instead,
each state could decide for itself which indi-
viduals are most deserving of government
assistance. 
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To make medical care more accessible to
those no longer enrolled in Medicaid, states
should deregulate provider and health insur-
ance markets. States should begin by relaxing
or repealing laws (such as coverage mandates
and pricing restrictions) that increase the cost
of private health insurance. One way to do so
would be to allow individuals and employers
to avoid unwanted regulatory costs by pur-
chasing health insurance across state lines.
States should also relax laws (such as those
that restrict tele-medicine, scope of practice,
and provider mobility) that inhibit the ability
of health care providers to provide affordable
care to underserved communities. For its part,
the federal government can encourage afford-
ability and competition by allowing interstate
commerce in health insurance and making
health savings accounts more widely available
in the private sector.76

Opponents will argue that individuals
who move from Medicaid to private insur-
ance will end up with less coverage. As noted
earlier, that is less than certain. But how a
person obtains coverage can be just as impor-
tant as how much coverage he or she has.
When someone with private coverage works
hard to increase earnings, society benefits
from the effort and the individual benefits
from the added income. By contrast, some-
one with Medicaid coverage who works hard
and increases earnings often ends up no bet-
ter off, or even worse off. Offering people
Medicaid coverage in lieu of private coverage
conveys that the way to get more is by doing
less: work less, save less, cultivate less self-
reliance. Like other means-tested govern-
ment programs, Medicaid sets a trap for the
poor; that trap should be avoided whenever
possible.

Conclusion

Medicaid imposes significant costs in addi-
tion to the tax revenue it spends. Medicaid
encourages people to become dependent on
government; encourages people to behave in
ways that increase the cost of government and

of medical care, which makes self-reliance
more difficult for others; and encourages
states to induce more people to impose those
costs on their neighbors. Medicaid provides
needed medical care to many Americans, but
often at a lower level of quality than the private
coverage it places beyond their reach. Cost-
containment efforts should focus on all costs
imposed by Medicaid, seen and unseen.

With so many similarities between Medi-
caid and the old AFDC program, Congress
should reform Medicaid along the same lines
as it reformed welfare: end the entitlement to
benefits; eliminate states’ open-ended entitle-
ment to matching federal funds; cap federal
payments to the states; and give states maxi-
mum flexibility to pursue a few broad goals.
The surest way to reduce Medicaid costs—
seen and unseen—is to withdraw assistance
from those who are most able to obtain cov-
erage elsewhere.

Providing efficient medical care to the
poor without fostering dependence is a deli-
cate balancing act, and many of the costs
incurred by getting it wrong don’t get a line
item in the federal budget. Reforming
Medicaid along the lines of the 1996 welfare
law would allow the states to strike a better
balance for all involved.
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