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INTRODUCTION

Governors are faced with unprecedented
challenges as a result of the COVID-19 pandemic.
States are largely responsible for the frontline
public health response and for rapidly developing
and implementing policies to serve residents
affected by the pandemic.

The pandemic and the resulting strained health
care system and economic downturn created
unprecedented challenges, further complicated by
the uncertainty of the duration of the pandemic.
As a result, states face mixed and unpredictable
budgets, with the situation depending on their
primary sources of revenue, how hard hit the
state is by the pandemic, and how quickly they
will be able to recover.! For many states, revenues
declined and remain low and demand for critical
social and safety net services is continuing to
increase.? Temporary, short term federal support
has helped, however, states continue to face
uncertain futures and Governors must balance
budgets, maintain a strong economy, and support
residents impacted by the pandemic. Many of
the residents most affected by the pandemic are
lower-income and often served by state Medicaid
programs.® Medicaid programs, which required
significant state funding before the pandemic,
are further straining state budgets because
economic downturns increase enrollment’* As a
countercyclical program, Medicaid experiences
increased enrollment during times of economic
stress.® High unemployment, among other factors,
has increased Medicaid enrollment.®

Along with unemployment due to the pandemic,
state residents have experienced housing
insecurity, food scarcity, and challenges paying for
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usual household expenses.” Social determinants of
health, such as income, education, access to safe
and affordable housing, availability of nutritious
food, and physical conditions of communities—
impact individual and population health outcomes.
As a result, the need for the social safety net is
greater than ever.

This paper outlines key factors for Governors and
state leaders to consider when balancing state
budgets and making difficult decisions about
funding Medicaid during the COVID-19 crisis and
subsequent economic downturn. It explores the
challenges faced by states, the role of Medicaid
and the strategies implemented in prior recessions
to lower state costs and maintain enroliment.
For example, Medicaid agencies may be asked to
reduce spending because of a decrease in state
revenue while Medicaid enrollment is growing.
Governors and state leaders will need to carefully
consider potential changes to the program as
the demand for services increases. In identifying
different strategies to reduce Medicaid spending,
considerations include the following:

» Magnitude of the savings;

» Impact on the Broader Economy;

» Potential disruptions to recipients and
equity implications;

» Impact on providers;
» Implementation timeline;
» Implementation complexity; and

» Identifying external strategies.
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BACKGROUND

The Medicaid Program

The Medicaid and CHIP programs fund health care
for almost 75.5 million children, pregnant women,
individuals and families with low incomes, persons
with disabilities, and older adults.® Medicaid is a
critical payer in the health care system and is the
single largest insurer in the United States based
on number of covered lives. Medicaid is also an
efficient program, averaging lower annual growth
rates in spending per enrollee than both Medicare
and private insurance’ Despite this, because of
the number of individuals enrolled in the program
and the requirement for states to provide the non-
federal share for Medicaid expenditures, in many
states, Medicaid is one of the largest total budget
items —around 29 percent on average, second only
to public education in magnitude.®

Traditionally, Medicaid costs are driven by the
interplay between:

» Enrollment (the number of individuals in the
program) and benefits (what services are
provided);

» Utilization (how many services are being used);

» Prices (how much the program pays for those
services, influenced by market forces and
the overall rates needed to ensure sufficient
providers will participate in the program); and

» Administration (state administrative costs,
typically a small portion of overall Medicaid
costs and administrative costs of managed
care organizations contracted by states to
administer and manage the delivery of care to
Medicaid recipients).

COVID-19 and Medicaid

In 2020, unemployment in the United States
rose from 3.5% in February to 14.7% in April,
dropping to 6.3% in January 20212 This increase
in unemployment meant many lost their employer-
sponsored insurance which, in addition to other
factors, has led to increased Medicaid enrollment.®®
Due to increased enrollment, and the expected

reduction in federal match rates for the program as
federal pandemic relief ends, means states project
a12.2% increase in Medicaid expenditures for fiscal
year 2021 Medicaid is a centerpiece of budget
discussions even in the absence of a pandemic. At
a time when states are looking for overall budget
savings, increased Medicaid enrollment makes
those savings even more challenging to find.

While states seek budget savings, they should
understand the critical role that Medicaid has played,
and continues to play, in the COVID-19 response
and recovery and the impact reductions may have
on Medicaid infrastructure and the availability of
services. Medicaid has been a significant source
of coverage for COVID-19 testing, vaccines, and
treatments. The program serves as a key payer of
behavioral health services, covering 26% of adults
with serious mental illness, 21% of adults with
mental illness, and 17% of adults with a substance
use disorder’® Medicaid also serves a critical role
in providing maternity-related care, financing
more than 40% of births® To support all of the
aforementioned services, Medicaid funding has been
critical as providers experienced significant financial
challenges associated with addressing COVID-19
(e.g., increased personal protective equipment (PPE)
costs, overtime for certain hospital professionals)
as well as lower patient volume associated with
individuals avoiding routine care” Medicaid is also
the primary payor for the nation’s long-term services
and support (LTSS) providers. Many Medicaid
programs provided additional financial support
to LTSS providers to offset a portion of the added
costs related to the pandemic and preserve access
to critical services for populations at significant risk
for severe outcomes due to COVID-19

Fiscal Relief

Medicaid is a matching program, where the
federal government pays a share of the costs and
states provide the non-federal share. The federal
government pays from 50 to 83 percent of state
Medicaid costs, with the federal share varying based
on the Federal Matching Assistance Percentage
(FMAP) for each state (a formula that takes into
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considerationthe average percapitaincomeforevery
State in relation to the national average).” Section
6008 of the Families First Coronavirus Response Act
(FFCRA) (P.L. 116-127) offered some relief to states
by temporarily increasing the matching rate by 6.2
percentage points for each state from January 1,
2020, through the end of the calendar quarter after
COVID-19 Public Health Emergency (PHE) ends.
Attached to these federal funds are restrictions on
states’ ability to make certain changes.?®* Under
these requirements states may not:

» Establish eligibility standards, procedures and
methodologies that are more restrictive than
those in place as of January 1, 2020;

» Charge premiums higher than those in place as
of January 1, 2020;

» Add orimpose cost sharing for testing, services
and treatments (including vaccines);

» Terminate eligibility of any individual enrolled
in Medicaid as of the beginning of the PHE, or
enrolled during the PHE; and

» Require political subdivisions to pay a greater
share of non-federal costs of the Medicaid
program than they were paying as of March 1,
2020.

States have used the current matching rate
increase to preserve provider viability as well as
cover the costs of increased enrollment associated
with the prohibition on ending coverage for those
who would no longer be financially eligible for the
program without the FFCRA changes. Congress
also passed additional COVID-19 stimulus funding
in December 2020, however no additional direct
state and local aid was provided. The legislation
did provide an extension of the deadline by which
the Coronavirus Aid, Relief, and Economic Security
(CARES) Act Coronavirus Relief Fund (CRF)
resources must be spent to December 31, 2021
which provides some additional flexibility for states.
As of publication, Congress is currently considering
an additional COVID-19 relief legislative package
that may include additional funding for states.

STRATEGIES FOR MANAGING MEDICAID DURING AND

AFTER THE PANDEMIC

Despite federal assistance, the combination of
many unique factors creates fiscal uncertainty for
Governors and State Budget Officers. Vaccines
coming to market provide some light at the end
of the tunnel, however, ongoing questions about
vaccine rollout and long-term immunity limit state
leaders’ ability to reliably forecast the timing of
recovery. As Governors navigate these uncharted
waters, the Medicaid program will be at the center
of many programmatic and budget discussions.
Governors and state leaders may consider the
following leadership and strategic considerations
to inform their management of Medicaid during
the COVID-19 pandemic.

LEADERSHIP CONSIDERATIONS

Governors play a critical role in

Yaa Y implementing state laws and managing
... oo the states’ resources. While state

“aa” |egislatures ultimately pass state
budgets, gubernatorial leadership is important for
shaping, approving and implementing them.
Governors’ offices and health leaders should
consider how to develop their budget fluency and
how to successfully engage stakeholders to inform
how to address potential budget deficits.

i States may disenroll individuals who voluntarily terminate eligibility or those who are no longer residents of the state in question. CMS has also
interpreted this requirement for continuous eligibility to mean individuals cannot move to different eligibility groups that offer fewer benefits than

they were receiving as of March 18, 2020.
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Budget Fluency

Given the importance of state budgeting
discussions and Medicaid’s significant role in
state budgets, leaders in the Governor's Office
and state Medicaid agencies should understand
and be conversant in the overall state budget and
how Medicaid fits in. Understanding the individual
components of state budgets will provide insight
into the various levers that are available to
policymakers during budget discussions that relate
to health care. Key aspects include the overall
budget status, where Medicaid fits within the state
budget, other important large dollar programs and
priorities (e.g., education), and projected revenue
trends. Within revenue discussions, it is important
to understand what funds are available for one-
time use (e.g., a Rainy Day fund) compared to those
that are recurring sources of revenue.

Governors and Executive Branch staff can also
review actions that are within the Governor’s
authority. For example, Governors can ofteninstruct
state agencies to make administrative budget
reductions, implement hiring freezes, and reduce
discretionary spending. In times of emergency
such as the COVID-19 pandemic, Governors can
use executive orders that impact spending; for
example, allocating emergency funds to address
critical public health issues. On the Medicaid
programmatic side, in some states, the executive
branch can act to reduce provider payment rates,
while in other states, such rates are dictated
through statutory requirements. Understanding
the levers available to the Governor is the first step
to being able to make decisions that can position
the state for longer-term budget stability.

Engaging Stakeholders

Stakeholder engagement is critical for any budget
savings discussion, and Governors and their
leadership should develop and implement clear
engagement strategies to gather additional ideas
and to understand the impact of the structure and
timing of decisions. Stakeholders include Medicaid
recipients, advocates, providers, health plans, and
other vendors associated with the Medicaid program.

In addition, budget reduction decisions are
hard because they are rarely without impact to
some stakeholder groups. Therefore, fostering
understanding of the broader context of these
decisions can help facilitate stakeholder buy-in
(or at least mitigate opposition). Communication
is important for community confidence in the
decisions being made. In some states, the
appropriate messenger to share information on
budgetary changes may be the health or human
services director, the Medicaid director, a policy
advisor,oreventhebudgetdirector,ifthatindividual
is conversant in Medicaid. The trusted messenger
should understand the full complement of budget
strategies as well as recognize the impact of the
reductions on the community. It is also important
to not dismiss the impact of the decisions. Often
budget savings options have very real impacts on
individuals, businesses, and the community, and
messengers should acknowledge these effects.
At the same time, it is important to convey the
message that there is a path forward to recovery.
Economic downturns are only a point in time, and
the goals of budget reductions are to preserve the
core functionality of state government, including
the core of the Medicaid program, through the
downturn and into the recovery.

STRATEGIC CONSIDERATIONS FOR
MANAGING THE PROGRAM

{}I

r In order to respond to economic
downturns that impact the state
.Q.J budget, state leaders must make
difficult decisions; balancing budget
constraints with the needs and requirements of
managing the Medicaid program. States have a
number of tools at their disposal to take quick
action. In choosing which budget strategies may
be most appropriate for Medicaid, Governors and
state leaders should consider a number of factors
that may influence the overall impact of a budget
strategy.
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Magnitude of the savings

Evaluating whether the “juice is worth the
squeeze” is important. Generating programmatic
savings may be more challenging, both politically
and administratively, than administrative
changes. However, programmatic changes
are more likely to be of sufficient magnitude
to impact the overall budget status. At the
same time, if all state agencies are producing
administrative savings, the Medicaid agency
will likely be asked to do the same. In addition,
leaders should understand how likely projected
savings are to materialize and the risks of not
meeting the estimated savings amounts. Some
options rely on untested changes that may or
may not produce expected savings.

Impact on the Broader Economy

Governors should also consider the overall
impact a budget strategy may have on the health
care delivery system and the state’s economy
as a whole. Nationally, Medicaid accounts
for $1 out of every $6 spent on health care?
Reductions in Medicaid spending can have a
significant economic impact, due to the financial
underpinning of the program as a state-federal
partnership. The federal government funds a
significant portion of the program, ranging from
50%-83% FMAP.28 The National Association of
State Budget Officers (NASBO) estimates that
56% of all federal funds spending by states flows
through the Medicaid program.? This means that
when states reduce their Medicaid spend, they
are also reducing the amount of federal dollars
flowing into the state’s economy. This becomes
even more significant during the current
recession due to the enhanced federal match
for the Medicaid expansion (which is currently
90%), which was not in place during previous
recessions. As a result of this more recent higher
match, the overall match rate for the program
has increased from a historical average of 57%
to 64% in FY 2019, resulting in even more federal
Medicaid dollars flowing to state economies.®*%
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Capturing Unspent Funds from Managed
Care Organizations

In the short term, many states will likely look
to capture some of the savings associated
with decreased health care utilization during
the early stages of the pandemic. The federal
Centers for Medicare and Medicaid Services (CMS)
noted a “precipitous decline” in certain types of
preventive health spending for children (specifically
immunizations, screenings, and dental services)
between March and May of 2020.22 Some of these
decreases have been offset by a shift to telehealth,
and utilization rebounded somewhat after the early
days of the pandemic. Through the third quarter of
2020, health spending was an estimated 2.4% below
2019 levels.” Some states, such as Ohio, have already
announced updates to their Medicaid managed care
contracts to capture savings associated with that
reduced utilization.?*

A similar option is establishing or modifying “risk
corridors,” which are designed to limit managed care
profits or losses by establishing a cap on the amount
of profit (or loss) a plan can experience. Profits above
the cap are returned to the state; losses in excess
of a certain level are reimbursed. To the extent that
managed care plans have excess revenue due to
lower than anticipated expenditures, the risk corridor
can capture savings for the state. According to the
National Association of Medicaid Directors, at least
19 states reported using risk corridors to ensure
excess profit gets returned to the state; of these
states, 43% are establishing a risk corridor for the
first time.”® A related strategy requires remittance
payments from managed care organizations who do
not meet the federally mandated minimal Medical
Loss Ratio (MLR, the percent of expenditures on
clinical services and quality improvement) of 85%.
When utilization is lower than expected, managed
care organizations may not meet the required MLR;
remittance payments are notrequired, but states may
employ them to recapture unspent funding intended
for services.?® Risk corridors and MLR remittances
provide an opportunity for states to recapture
unspent Medicaid funding from unanticipated lower
utilization, however this funding is likely to be one-
time in nature. States will also need to monitor
expenditure needs as COVID-19 testing, treatment,
and vaccination costs increase, and regular health
care utilization rebounds.
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Potential Disruption to Medicaid
Recipients and Equity Implications

Many budget options have the potential to impact
Medicaid recipients through changes in eligibility,
benefits offered, out-of-pocket spending, and
access to providers.! Governors and their staff
should consider these impacts as they evaluate the
relative merits of various strategies. COVID-19 has
exposed and magnified existing health inequities.
Medicaid is an important source of support for
communities of color and lower-income individuals
who are negatively impacted by health inequities,*
during COVID-19 and beyond. While many states
are working on achieving health equity through
broader initiatives, states should consider how their
actions to balance budgets may impact Medicaid
recipients and their goals to improve health equity.
Cutting investments in social and economic
supports can lead to poorer health outcomes and
ultimately higher Medicaid costs in the long term
as well. In addition, the impacts of changes in
eligibility, benefits, out-of-pocket costs, and access
to providers may have disproportionate impacts on
communities of color and low-income Americans,
which should be considered in evaluating options.

Impact on Providers

Reduced Medicaid spending may also have
significant impacts on Medicaid service providers
(eg. health care providers, managed care
organizations, pharmacies, transportation vendors,
etc.). In previous recessions, the health care sector
remained one of the economy’s bright spots, with
jobs and expenditures growing even when other
areas were experiencing a downturn® However,
market dynamics have changed over the last
decade and the unique dynamics of the COVID-19
pandemic have strained the entire health care sector.
As discussed, some providers have experienced a
decrease in revenue as individuals avoid routine care
during the pandemic.3* For others, such as hospitals,

the pandemic has shifted utilization from profitable
procedures such as elective surgeries to more costly
COVID-19 care. Furthermore, staffing pressures have
resulted in increased overtime costs and providers
have experienced unexpected costs such as PPE.*

In the longer-term, States must preserve a
Medicaid provider network beyond any economic
downturn in order to serve its members. Therefore,
states may consider needed financial investments
to support provider groups experiencing significant
financial struggles, particularly rural, high-volume,
and long-term services and supports providers.

Implementation Timeline

Governors must also consider how long it will
take to realize savings from strategies under
consideration. For example, a strategy that
requires state legislation or approval from CMS
will be impacted by the time frames required to
complete those actions. Some strategies, such as
payment rate reductions or restructuring, require
public input before implementation. CMS may also
require states to analyze potential impacts before
changes are implemented (e.g, an analysis of
access to care impacts for provider rate reductions,
a recipients impact analysis for benefit changes).*

Often, strategies such as benefit or rate changes
can be implemented quickly and result in short-
term savings, but may also have potential negative
impacts for Medicaid recipients. States may prefer
to turn to longer-term reforms such as addressing
social factors influencing health or improving care
coordination for recipients with complex health
care needs, because they are designed to produce
savings by improving care delivery over time rather
than making explicit reductions. However, savings
associated with these longer-term reforms often
take years to occur. While those savings are
important for the long-term sustainability of the
Medicaid program, they may not materialize in time
to help with shorter-term state financial needs.

i Certain choices that impact recipients are limited by the Maintenance of Effort Requirements established in Section 6008 of the Families First

Coronavirus Response Act (FFCRA) (P.L. 116-127) as discussed below.

i States can collect and analyze data to identify inequities by key demographics (race/ ethnicity; region; gender; language; etc.); address social
determinants of health to the extent allowable through Medicaid; implement evidence-based practices such as team-based care, community health
workers, families and community partners; use contracts to require managed care organizations to address equity and to implement performance
incentives; and utilize value-based payment mechanisms to incentivize process changes and reward outcomes changes. See the State Health & Value
Strategies Webinar Series on Addressing Health Equity through Managed Care for more.
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Implementation Complexity

Policymakers must also evaluate the complexity of
implementing the strategies they are considering.
Factors that drive complexity include:

» Policy: Many requirements and processes are
interconnected in state policy so multiple changes
may be needed to account for one policy change.

» Technology: System changes can be one of
the most significant operational changes
associated with budget strategies. State
information technology resources are often
significantly constrained, and many states
operate legacy systems which are not always
nimble, requiring lengthy processes to change.

» Contracts: For states that deliver services
through managed care organizations (MCOs),
changes often occur through contract changes
and the adjustment of rates paid to those
vendors, which requires engagement with
contracted vendors and CMS.

» Business Processes: States administer
Medicaid through a variety of complex business
processes that interface with recipients,
providers, contractors and other businesses.
These processes canimpact how hard it willbe to
implement these changes. For example, member
notification requirements can be cumbersome
and take time. Member notices need to be
written, reviewed, translated, produced and
distributed. This is just one example of the
many processes state Medicaid agencies must
consider when implementing program changes.

Identifying External Strategies

Contractors such as MCOs may be able to offer
additional potential solutions to address budget
constraints. For example, they may have data
identifying potential service over-utilization that
could be better managed through administrative
strategies without reducing benefits. As noted
above, stakeholders can also identify on-the-
ground solutions that may not be as visible from
within state government.

Governors may also evaluate other states’ reduction
plans. While each state’s budget environment and
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Medicaid program are unique, strategies employed
elsewhere can be tailored state-by-state. For
example, many states are implementing prescription
drug cost containment efforts including increased
transparency regarding Pharmacy Benefit Manager
costs, spread pricing reforms and value-based
purchasing.¥

Strategies Used in Previous Recessions

Many strategies have been implemented during
prior recessions. As Governors navigate the current
fiscal environment, they may want to start by
evaluating strategies used in prior recessions to see
how they might apply to their state. Below is a list of
strategies states have considered or implemented
during prior recessions:

» Reducing health care provider rates

» Implementing or expanding the use of managed
care

» Establishing or increasing cost sharing

» Imposing benefit limits and tightening existing
limits (e.g., Durable Medical Equipment)

» Eliminating optional benefits

» Eliminating optional eligibility categories or
imposing restrictions on eligibility categories"

» Developing or increasing Medicaid taxes
» Adding new prior authorization requirements
» Restructuring rate methodologies. For example:

» Moving away from cost-based reimbursement
or lower cost-coverage target for rates (e.g,
move coverage from 98% of costs to 95%);

« Shifting inpatient hospital payments to a more
efficient payment system such as Diagnosis-
Related Groups; and

» Ensuring inpatient hospital outlier payments
represent only 5% or less of claims are paying
on an outlier basis; realignment could produce
one-time savings.

It is important to note that federal regulations,
along with the unique impacts of the pandemic, will
affect the viability and long-term success of these
reductions during the current economic downturn.
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CONCLUSION

Budget planning during this time is incredibly
challenging due to the unknown duration of
the pandemic, the many moving pieces of how
it is affecting the health care system, and the
changing economic impacts of public health
mitigation strategies. Uncertainty about potential
future federal aid and changes to the federal
response increases the pressure on Governors to
maintain the social safety net in times of extreme
economic uncertainty. In addition, the timing of
vaccine distribution and work related to its roll-
out introduces even greater complexity. Governors
are adjusting to economic outlooks that are
changing from month to month, and they are at
the forefront of decisions not only around the
pandemic but also around budget strategies to

preserve state government functionality, including
the critical work of the Medicaid program.

To figure out how best to make changes to the
program, states should work with the provider
community, managed care plans, and consumer
groups to identify where changes can be made
to reduce costs that will have the least impact
on providers and people receiving services. Once
those changes have been identified, states must
evaluate the total impact of those changes on the
health care delivery system and health outcomes.
Understanding how to continue to improve the
program while ensuring efficiency should remain
the primary goal.

¥ Due to Maintenance of Effort restrictions as part of FFCRA, changes in eligibility are not possible during the Public Health Emergency.
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