THE MEDICAID NOTCH, LABOR SUPPLY, AND WELFARE
PARTICIPATION: EVIDENCE FROM
ELIGIBILITY EXPANSIONS*

AARON S. YELOWITZ

I assess the impact of losing public health insurance on labor market decisions
of women by examining a series of Medicaid eligibility expansions targeted toward
young children. These targeted expansions severed the historical tie between AFDC
and Medicaid eligibility. The reforms allowed a mother’s earnings to increase
without losing public health insurance for her young children. Increasing the
income limit for Medicaid resulted in a decrease in AFDC participation and an
increase in labor force participation among these women. The effects were large for
ever married women, and negligible for never married women.

I. INTRODUCTION

The United States welfare system for single-parent families
with children offers four main benefits: cash assistance through
Aid to Families with Dependent Children (AFDC), health insur-
ance coverage through Medicaid, food subsidies through Food
Stamps, and public housing.! In the past decade Medicaid benefits
have become more important as medical costs have soared, while
cash benefits have failed to keep up with inflation. In fiscal year
1991 the combined Federal-State Medicaid expenditure of $21.9
billion on 12.6 million AFDC recipients exceeded cash payments of
$20.9 billion to this group [U. S. House of Representatives 1993].
This paper investigates the hypothesis that losing Medicaid cover-
age is a deterrent to leaving welfare. If this is true, then proposals
that extend health insurance coverage to children in low- and
moderate-income families could have the additional effect of get-
ting families off the welfare rolls.

*I would like to thank seminar participants at the University of Chicago;
Harvard University; the Institute for Research on Poverty; the Massachusetts
Institute of Technology; RAND Corporation; University of California, Berkeley;
University of California, Los Angeles; University of California, Santa Barbara;
University of California, Santa Cruz; and Yale University for helpful comments.
Lawrence Katz and an anonymous referee provided extremely useful comments
that led to a substantially improved paper. In addition, Janet Currie, David Cutler,
Peter Diamond, Leora Friedberg, Jerry Hausman, Caroline Minter Hoxby, Hilary
Hoynes, Mark McClellan, Lucia Nixon, Joseph Newhouse, Jorn-Steffen Pischke,
Andrew Samwick, Douglas Staiger, Duncan Thomas, and especially Jonathan
Gruber, Brigitte Madrian, and James Poterba provided insightful comments. I
would like to thank the National Bureau of Economic Research Health and Aging
group for use of their excellent computing facilities and the National Institute of
Aging for financial support.

1. Moffitt [1992] presents a thorough and readable discussion of the welfare
system. Throughout the paper I will use the terms “AFDC” and “welfare”’
interchangeably.
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Medicaid provides a basic set of free or subsidized medical
services to poor, eligible families. The program is federally subsi-
dized and regulated but administered by the states, which have
some leeway in defining the set of services offered. Traditionally,
eligibility for Medicaid has been contingent on eligibility for AFDC;
that is, one simultaneously qualifies for Medicaid and AFDC by
having net income under a state’s income eligibility limit. The
health insurance is retained as long as the AFDC recipient earns
less than the “AFDC breakeven level,” the point where AFDC
benefits are lost. Medicaid is entirely lost once earned income goes
beyond the breakeven level, generating a marginal tax rate in
excess of 100 percent.

This paper will explore some recent Medicaid expansions for
children that explicitly sever the link between Medicaid eligibility
and AFDC eligibility and generate sizable exogenous shocks to the
budget set of some welfare recipients.2 Using recent data from the
Current Population Survey (CPS), I offer new evidence on Medic-
aid’s impact on labor force and AFDC participation. I find that the
fully phased-in Medicaid reforms reduced the probability of partici-
pating in AFDC by 1.2 percentage points and increased the
probability of working in the labor force by 0.9 percentage points.
The effects of the reforms were quite strong among divorced and
separated women, but not among never married women.

The paper is arranged as follows. Section II sets up the
theoretical framework to analyze Medicaid’s effect. Section III
describes the legislative changes used to identify Medicaid’s effect.
Section IV describes the data extract, various years of the March
CPS. Section V provides reduced-form evidence of Medicaid’s
impact on labor force participation and AFDC participation. Sec-
tion VI concludes.

II. THEORETICAL EFFECTS OF MEDICAID

To analyze the effect of Medicaid on labor supply and welfare
participation among potential welfare participants, I use a variant
of the static labor supply model, which incorporates taxes and the
welfare system.3 Assume that the consumer maximizes utility, U =
u (Leisure, Other Goods). She faces a constant pretax wage w°. The

2. Three previous studies—Blank [1989], Winkler [1991], and Moffitt and
Wolfe [1992]—have tried to identify Medicaid’s effect on labor supply and welfare
participation, but have not arrived at a clear consensus.

3. Blank [1989] and Winkler [1991] present careful theoretical expositions on
how Medicaid affects labor supply.
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FIGURE I
Budget Set for Pennsylvania Recipient (1989) Before Expansion
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welfare and tax system create nonlinearities in the budget set. At
zero hours of market work, the mother receives a certain level of
AFDC and food stamp benefits, known as the ‘“‘guarantee” in
addition to Medicaid. Figure I illustrates this budget set.for a
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welfare recipient in Pennsylvania in 1989. As she begins to work,
her AFDC and food stamp benefits are taxed away, so her after-tax
wageis w! = (1 — Tarpc)w?, where Taoppc is the marginal tax rate for
earning income while on AFDC (which varies from 67 to 100
percent).? Once she works more than Hg ieven, the hours of work
where the entire AFDC benefit is taxed away, she loses her AFDC
eligibility, and therefore her Medicaid benefits, which creates a
dominated part of the budget set. This discontinuous drop in
benefits has been called the ‘‘Medicaid notch.”” Once the recipient
works more than this level of hours, she faces an after-tax wage of
w? = (1 — mpgp)w?, where 7pgp is the marginal tax rate in the
federal and state income tax codes. To determine what region of
hours is dominated, however, we would need to know the value of
the benefits she received from Medicaid.

As states have expanded eligibility for Medicaid by increasing
the income limit to a higher level than what an AFDC recipient
could earn, the notch has moved. The coverage is still means-
tested, but at a potentially higher level than the AFDC income
limit. The change in the income limit yields several reduced-form
predictions for those eligible for the expansions by changing the
budget set as illustrated in Figures I and I1.5
® Labor force participation increases (or remains unchanged if no
behavioral response occurs), since the new opportunities on the
budget set occur where the woman participates. This occurs
because some women who were not initially working before the
expansion begin to work. No one who is currently working should
withdraw from the labor force, because that (Leisure, Other
Goods) combination was available before the expansion.
® AFDC participation decreases (or remains unchanged if no
behavioral response occurs), because the only new opportunities
are where the woman leaves AFDC.
® AFDC participation decreases more than labor force participa-
tion increases. This occurs since some women will be located along
the welfare part of the budget set (but not at zero hours of work)
before the expansions, implying participation in both AFDC and
the labor force. After the expansions these people could increase

4. tappc is also known as the benefit reduction rate. It is meant to account for
other taxes and subsidies that interact with the welfare system as well, such as the
Earned Income Tax Credit, state taxes, and Federal taxes. Also note that nonlabor
and nontransfer income are excluded, since AFDC taxes them at 100 percent with
no deductions.

5. Since food stamp eligibility is not tied to the AFDC income eligibility level,
the budget set has more kinks than shown in the figures. This does not change any
prediction tested in this paper, however, so it is not modeled in this section, but is
controlled for in the estimation with year dummies.
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FIGURE I
Budget Set for Pennsylvania Recipient (1989) After Expansion
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their hours and locate on the postexpansion part of the budget set,
which we observe as exiting AFDC but having no effect on labor
force participation. For women initially at zero hours of work, the
two effects should be the same, since the only new opportunity the
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expansion offers is to exit AFDC and enter the labor force. For
women initially off welfare, their hours may decrease, but they will
not participate in AFDC, which they could have already done.
Therefore, in aggregate, the effect on AFDC participation is larger
than the effect on labor force participation.

® The effect on total hours of work is ambiguous. Hours could
increase for women initially on AFDC, but could decrease for
women initially off AFDC.

Two other points deserve mention. First, the existence of the
Medicaid notch is predicated upon no feasible insurance alterna-
tives for these households.b It may be reasonable to think that with
the skill mix that the group possesses, the possibility of employer-
provided health insurance coverage is quite low. Second, welfare
stigma potentially provides a second explanation for why the effect
of extending Medicaid should be smaller on entry into the labor
force than exits from AFDC. Households that previously worked
because they found collecting AFDC very stigmatizing might
withdraw from the labor force when given the opportunity to
receive Medicaid without being on AFDC.

III. LEGISLATIVE HISTORY AND IDENTIFICATION

A. Overview of Legislation from 1986 to 1990

The Medicaid expansions were legislated in response to the
Omnibus Budget Reconciliation Act (OBRA) 1981, which severely
reduced access to health care services for the poor by placing heavy
restrictions on AFDC eligibility. As a result, nearly 40 percent of
working AFDC families were removed from the welfare rolls and
roughly two million people (nearly 500,000 families) lost Medicaid
eligibility between 1979 and 1983. Starting in 1984, and especially
from 1986 onward, Congress attempted to increase access to health
care for pregnant women, infants, and children through a series of
Medicaid expansions.” The legislation severed the link between
Medicaid eligibility and AFDC eligibility by eliminating Medicaid

6. Short, Cantor, and Monheit [1988] examine the dynamics of Medicaid
enrollment. While 38 percent of the sample that was initially on welfare left over the
next two years, only 43 percent of this subgroup were covered by private health
insurance. This probably represents an upper bound on the availability of employer-
provided health insurance for AFDC recipients.

7. While pregnant women only receive services related to pregnancy or
complications from the pregnancy, infants and children receive full coverage
equivalent to that received by AFDC recipients.



