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In December 1994, the. H~alth Care Binancing Admipistration (HCFA) notified Tennessee that 
. the Federal governinent may disallow $176 milliori from Federal Medicaid matching 

payments because the State's tax program violated Federal law. Although. the potential 
disallowanet: remains a significant 'issue, no action has yet. be~n taken on processing the 
disallowauC(: at this time. The implementation of the disallowance and/or negotiations with 
the State are still under. review b'y HCF A. 
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. T..;nnessee Nursing HomeT.ax, 

Background: " .'. ':, 
. ,'. . . 

The Mec:iicaid Voluntary Contribu~on and Provider Specific Tax Amendments of 1991 
established certain limitations on Federal financial participation under Medicaid when States 

P.eJ2 

. reCeive funds from providers. The law establishes a definition Of the types of health care related 
tax r~enues that States Me 'permitted to receive. In general, these taxes must be broad-based, 
apply to all 'ht::a1thproviders in a: given claSs. in a uniform .manner~ arid not hold provlders harinless 

, from their tax costs. ' . 

Tennessee's Tax' , 

Tennessee has a nursing h~me t~ .that is applied at a rate.ofS2,600 for each licensed bed. This 
tax is applied to all nursing faciliti~s. including facilities owned and ~perated by the State. The 
State indicate:d that there are .no exclusions; deductio,ns. or adjustments applied to the tax of any 

, licensed facility different from any other Such facility.' , .... .' 

. I 

, Simultanequ~; with the nursing.home tax,' tlJe State en~cted a grant assistance program for 
. financial supi)Ort for eligible individuals residing in Jicnesed nursing homes. Individuals eligible for 

this assistance must not have their nursmg home care paid for in whole 01" in part. by Federw.. 
State. or combined F ~eraVState ~edical program, . 

. -ReF A believes the grant assistance prpgram represents a direct repayment of the tax to 
non-Medicaid taxpayers. Consequent~y •. the grant.assistanCe program,woUld violate the hold 
h~ess pre,vision of the 1991 Provider Tax le,gislation (Regul8:tion •• '42 eFR 433.68 (f)(l»). 

Th~ lastc'orrespondence HCFA had With the State was a December 19, 1994 letter in' which 
HCFA informed the State that itS tax program violated the hold harmless·provisions. Tennessee 

, was one of seven States notified at that time. The disallowance. is estimated to be approximately 
$176 Jriillioll. 

No action has been taken on' processing the disallowance at this tinie, 

PotentiallllUpacts 

TOTAL P.eJ2 
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',"with e~c~ outstatione~' worker and~~~sof th~ limitsspecified,'under 
.. similar allocated costs of State or local graph (a)(2) of this section. \ 

agency support staff, and a prorated' , (57 FR55138, ,Nov. 24,1992: ~ amended 
" cost. of outreach, activities applicable FR 43180 A 3 99 ' , , ~,' ug. J • 1 3J 
. to the ,071tsta,tionedworkers at these 
'sites.,'The prorated costs of outreach, §433.68 Permissible 'health 
activities will be c8.lculated taking the ' e'dtllXes after the' transition 
percent :of "State' outstationed eligi- ,(a) General rule. Belrtnning on 
b1lity workers, at a facility to total, after a State's transition ' 
outstationed eligibUity workers hi the' fined in §433.58(b); ends,a 
State, and multiplying the perc'ent by receive health care-related 
,the ,total, cost of outreach a,ctlvities in out a reduc~ion inFFP, only, 
the, State. Costs for such items as ,ance with the requirements 
State 'agency overhead and provider of- , tion. ' , ',' " 

, nce,. space are not allowable' for this' , ' \ (b) P~issible, hoo.lth \' 
purpose. " ' '. " , taxes; Subject to the limita 

Y , ,ffed in §433.70, a, state may 
(57 FR MI38.Nov. 24 • .1992. as amended at 58 without. a reduction in' F'FP,' 
FR 43180. Aug. 13. 1993) "'" \,', care-related taxes if all Of the ::-~.~"l'."!i,'_' 
§ 433,67: Limitations on level of FFP fo~ ing are met: .,' . 

, permissible provider-related dona- "(1) The· taxes are" broad 
, tIOM. 'specified in para.gra.ph, (c) of: 

, 'tion;' ',' 
• '(a)(1) LimitationS. on' bona fide' dona-' (2), Theta.xes are uniformly , 
tions. There are no l:lInltations, ,on the .throughouta jurisdiction, as 
amount" of'.bona fide provider-rela.ted . in'p8.ragraph (d) of this section; 

, donations that a' State may receive (3) The taX program does not ' 
without a reduction: 'in FFP. as 'long as' "the hold harmless provisions 

'the bona fide donationS meet ,the re- \ in paragraph (0 of this sec~tllon. 
quirements Or §433.66(b)(I). '. (c) Broad based health 

(2), Limitati'ons . On donations: for taxes. (l)'A health cairE' l-rlHated 
outstationed 'eligibility workers. Effective be considered to be broad 
Octob~r, 1; i992.regardleSsof when a: 'tax.is iniposed'on at least' 
State's transition, period t ends; the . care, items or' services >In the 
maximum amount of providerJrelated 'providers of such items or RAIM71I'J'Ul 

, dona.tions .,for oustationed eligibility ,nished by~.all non-Federal. 
,workers. ,~. descr1ged In'\ §433.66(b)(2). providers in.'the ~tate. and 
that a Sta~e may receive without a re- uniformly. as 'specified in 1m.n ... ,r.s,u. 

'duction {n FFP may not exceed 10per~ of this section. " 
cent of a State's ,medical aSsistance ad-. " ,(2):If a health care~re1ated 
ministrativecosts (both' the Federal Posed by a uriit of local 
and State share). excluding the costs of the tax must extend to, 

, f~ily, planninga.ctivities.Th,e 10 Per-,' services o'r providers (or to 
cent, l1mitfor p~ovider-related dona- ,ers in a' class) in the. area 

. tionsfor outstationed eligibility work" . the unit' ofgovernrnent has" 
ers is not included in the limit in effect tiOD.,· . . .' . 

. ~through September 30;1995; . for health '(3) A State 'may 'request'a, 
.care-reiatedta.xes a.8described ' in' from HCFA o( the requirement 

. " , tax program be broad based" in 
§433.70., ance with ·th'e procedures, 

.:;, (b) Calculation ilf FFP;HCFA will de~ " §433.72. ,Waivers' from'the . 
: duct' from a 'State's quarterly medical broad-based requirements, 
assistanc'e:expimdltures. before' c&l- : matical1y be granted in 
'culating FF}). any proyider~re1ated do- ,ationshl licenSing and 
nations received in that quartertha.t fees for proViders if the ...... v, .... v 

do' not meet the ;reqUirements ,of fees is not more than' $1,000 
§433.66(b)(1)a:nd provider donations for Per provider, and' the' totial, 
outstatidned 'eligibility workers, in ex- raise,d by the, State from the '. , ",',' "< '. ", 
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,~Care'flnancl,ng Admlnlstratlol"l. HHS. ,5433.68' 

" ~_'1D theadrri1n1stra~io~ ~fthe' 11- ' , for each, provider of such ite~ or serv- i, 
cens1DBor certi:f1catfon program. " , ices in' the class.,: •. ' 

(d) Uniformly imposed health care-relat- ' (2), A tax imposed with' respect to a ,/' 
etruues. :11 he8.1tbcare-relatedtaxwIIl' ,class of health care items or services 
be' considered tC), pe imposed uniformly will not, pe conSidered to be imposed 

, ll'e-~lat. ' eveD ,if it excltldes 'Medicaid or Medi- 'uriiformly if, it meets' either one of the' 
j period. care payments !in whole'or iJipart)'d)r ,following two 'criteria: ',' ',' \' , 
, the cia;' bOth; or, in the ,~ase of a health care-re- , ' (1), The tax provides for credits, ex-", 
:. ,as ci;. ")ated tax base,d: on,revenues or receiptS, clusions; or deductions which have as 
.. :€ "'.2.',' " With respect to :iI. class, of items or serv- 'its purpose, or resultShl. the return to 
~5., w::i:i. . Ices (or providers of items or services); ,providers Qf all. or a portion, of, the tax 

.
ac, CO:':;.' I If it exclud~s eitlthh~r Meditcai

t 
d' cirIMedi-

f
', 'p8.id. and it results. directly or ~indi-, 

, :::,,:.5 se,:.·' I ,care revenuesw respec o,a casso rectly; in Iii. tax program in which"'::" 
" , ! 'Items or servicos, or. both. The exclu- '(A) The net impaCt of the tax and' " 

, slOD of Medicaid revenues'must beap-!', payments. is' not generally redistribu-' 
;: S;::..:,(i. : 1 :~d.~fO~Y to all providers~being , ,tive. as sPecified' in Paragraph (e)' of 
~~'::!::';~, I, ,\ A h al h 'I this seCtion; and, , 
. , (1).' e tcare-re atedtax ,will,' be (B)' Th' e 'amount'of the .. ..: - is dir"e'ctlY , 

,.::.e.<.::;: j" ", coilsldered to' bo imposed uniformly· if ,-.... 
:'0:20';,·; ,It meets a.riy Ollie of the"followIng ,cri-" "correlated'to payments under the Med: 

ter1a: . " \ . . " ." l'caid program. , , 
,.I ~'-:':. cJ 

:i.s E":<·~· 

: .... 
...... ---

;..s~ :;. 
3 :-~-

~.:. ~ ~ ... . -...... ~" 

(i) If the tax is a'licensing fee or -(11) The tax holdst8.xpayers harmless 
atm1lar'tax imposed on a class of for the cost of the' tax. as described in 
health care ,servtces (or providers of paragraph (f) of $Is section. , 
those health care items _ or services)." (3) If a tax does not meet the criteria 
the'tax is the sa.rne amount for every·' specified in pa.ioagraphs (dXl)(i) tliough . ' 
providei:' furnishing those' 'items ,or (iv) of this section, but the State estab-, ' 
serifces within the'clasS. ' '., ,lishes that the -tax if! imposeduni,. 
,(ll) If the,' tax is a licensing fee: or formlyin accordance with the proce-, 
8irn1lar 'tax imposed', on a, class' of 'dures foila. waiver spec1fied in ,§433,72; 
health care, items 'or services (or pro':: the tax 'w1l1be, treated as a uniform, 

, vIders of those, items or services), on: tax. ' " ~ 
.the ,ba81s of tiu~'number :of beds (li-, '., (e) Generally redistributive, A 'tax will 
censed .or otherwise) of the provider, 'be conSidered too' be generally redis~ 

". the amount of tile tax Is the same for tributive if it meets,the requirements' 
each bed, of eaCh', provider' 'of those of ,this paragraph. If the State desires· 
,items orsetvices in the claSs. ' ' , " ,w8iver of only the ,broad-baSed tax re..' ' 
, (111).If th~ tax Is iniposed on proVider ' quirement,: it lJ,lust demonstratecom-. 

... , 

revenue or receipts with' res~ct to a pllance with paragraph (e)(1) of this, 
,class of Items or semces (or providers' section. If the State desires waJver of " 
of thoSe heaJtll care it~x.ns or serVices), the uniform tax. requirement. whether 
the tax is imposed at a uniform'rate for or not the tax is broad-based. it must "I' 

an .Services (or providerS of those items' demonstrate compliance with ~-, 
or services) inths' class on' all the gross ' graph (e)(2) of thi!lsectlon. , 

~-. 

,'-"'-

revenues or. receipts. or on net' operat-, (1), Waiver' ojby:oad-based requirement 
big revenues reln,ting to the provision' only. This test is applied on a per class, 
or all ,items or l~ervice8'ln the~ State:, basis to a tax, ·that is imposed on all 

, unit. or Juri~dict!~o~. Net operating rev~ :revenues but excludes, certain provid~ 
enue means gross charges of fae1litles I ers. For example. a tax that isiinposed 
,leas ,any deducted amounts ~for bad ' on all reVenues (including Medicare 

, '~bts,: charity, (:are.· il,nd payer dis-' and Medicaid) but' excludes teaching 
. ,counts ... " ,.,' . , :, . ' ,',' hospitals would .have to meet this test. , 

(Iv) The' tax'is ImPosed on items or This test cannot·.be used when a State '. 
services on I a basis other than ,those'·· "excludes any or all Medicaid' revenue" 
'8pe()I~ed. in • p!U'agraphs'(d)(1) (1), ,from its tax.in addition to theexclu-" . 
through/CUi) of tbis section. e.g .. an ad-: slonof providers, since the test com- . 
mission tax .. and' the State establishes .' pares the' proportion of Medicaid reve-
to the satlsfa.ctlon .of the Secretary' nue. being taxed under the proposed t8.x 
that the a.rilount of the taX Is the same ,', with. the'proportion of Medicaid reve-

" '. . " 

,I 

I,.' 

, 
, \~ 
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42' CFRCh.' IV (10-1-95 EdHion) 
'" ' . \ \ I" 

",. . 
, nUEl being ~ed under a 'broad-based , '(iii) No more than 10- percent ,of 

,taJ'"~t" . 'j ." ' .. ' .',,' ", ,nonpubllc hospitals in the'State are ex ... 
(l.) A State ',seeking waiver of the'empt from the tax;" ' 

broad-based ta.x reqwrement'orilymust ': (7) Psychiatric hospitals; or 
demonstrate ',that its proposed tax plan' (8) HosPital~ o~ed and ~perated .by",: 
meets the reqUtrementtha.t its plan 'is Wrfos. , ' , " ' ',;' ;-, 

, generally redistributive by: ' , ,',' (iv) If a tax is enacted and iIi effect <-

,(A) Calcuiating the proportion of the', 'after Au~t 13, ,,1993,'. and ,the state' ,) 
", tax:' revenue applicable' to Medica.tdif demonstrates ,to the Secretary's sa.tis.. ';" 

, the tax were broad based and applied to' faction' that, the va.Iue of Pl1P2 is at 
, a11. proViders or a.ctivitieswithin the 'least 0,95, HCFA will review the waiver 

class (called PI); ',',' request. Such a 'waiver request will be"-
, CBj Calculating the' proportion of, the ,'approved only if the following two crt- I 

tax: revenue applica.ble, to Medicaid' teria are met: " , 
,'. under the tax, prograIll:- for which the- , (A) The value of PlIP2 is' at least'O .. 95" ," 

Su.te seeks'awaiver (called'P2); and : '~d, ' ,~ " " :,,' ,: 
(C) 'CalculatIng the value o~ PlIP2i . (~) 'Tl:le' tax complies· with ,the proVi. ,-, 
(U) If the State' demonstrates to the sions of §433:68(e)(l)(iii)(B). ' , ,,: ~ 

Sel)retary's ~tisfaction that the value (2) Waiver of uniform ta.z requirement.' 
oOfP~ is i;i.t least 1, ,HCFA will auto-, This test is 'applied on a. perCIass basis 
ma,ticallyapprove the waiver request.! to a.ll taxes that are not uniform. This .: 
, (:lii) if a tax is ,enacted and in effect includes those taXes that &re ,neither, " 
prior to August 13, 1993, and the State proad based' ,(as ,spe~it'1ed in, §433.68(c» -: 
<iemonstratesto, :the Secretary's satis-,: nor uniform (lttl spe~fied in '§433.68(d»~ ~'., 
faction "that ,the value of PlIP2 ,is a,t (1) A State seeking waiver of the unl, ',: 

, ' least 0.90, RCF A wiilreview the waiver form tax requirement (whether, or ,not ''. 
, l"eque~t; Such a waiver will be approved the taxis broad: based) - muSt dem-", 

only, if the ,following, two criteria are onstrate that its proposed,'tax plan"·: 
, : met: , ' " :. meets the requirement that its plan is " , 

, (AfTh~,va~ue of 'piiP21s, at least 0,90; : , 'generaliy redistri~uti.ve by: " ,;~, 
'and , ' ' , , ' .. " ' , ' (A) Calculating, USIng ordinary least 

(B) The tax excludes or proVides cred-," Squares, the slope (designate!i as (li>' 
~.1ts or deductions only to one or more of ,(that is. the value of ,~he x coefficient) 
thE) following providers of items and oftw~ linear regressions, in ·which the 
services'within the class to be taxed: dependent variable is 'each 'provider's, 

(l) Providers tha.t rurn1ah n~ services " percentage share of the total tax paJi:' 
within the:class in the State' ' , , by, all taxpayers' during a 12-month pe- :. 

, ' (,2) Providers that donat'charga'for "riod, and the independen~ variable: is ", 
, serVices within the class' ' ' the "taxpayer's ",MediC?aid Statist~c·"'_'. 

, " (.1) ,Rural hospitals (defined' as' any ,~e' ter:ql ").I,1e<ijcaid'Sta,tist1c" means ' 
'hoiipitallocated, outside of a.n urban the ,number of ,the: provider's taxable 
ar(la,as defined in '§ 412:62(0(1)(11) ofthis,un~ts applicable to., ~he Medicaid, pro­
chn,pter); , , " : gram durlnga 12-~onth period. If, for 

W Sole community 'hospitals as de- : example, the State imposed a tax based, 
fined in §412r92(a) f thi h' t "" "on p~ovider ch~es, the, amount of a , 
: " ,0 ~ c ,ap er, : ' prOVIder's MedicaId charges paid dur-

, ' (5) Physicianll prapticing primarily in ing a.- 12-month period- would be" its 
, ,~E,di~ally: unde~erved areas as defined "Medicaid Statistic" . If the tax : were ' 

in section )302(7) of' the Public Health ,baSed ,on provider inpatient dayS, the 
Se:rv1ce Act;, , number of the provider's Medicaid days, 

, " , (~ Financiallydi.stress~ hospitals if: 'durlng a 12-month period would, be itS 
0>; A: p.nanc~ally distressed hospitalis ,1"Medicaid Statistic". For the purpose 

defined by, the ~tate law;' '" of this test, it is not I relevant that a 
(ii)' The State law sPeCifies I reaSon- tax program' exempts Medicaid from 

,able, s,tandardsfor determining firia.n-' the tax. ' ; " ,"(ii T 
, 

cie.lly distressed, hospitals, and these " (B) Calculating the slope (designated , 
',stemdardl1,.¥~applied uniformly' to all,' as B1) of, the 'linear regression, as de~' ': 
ho:apitalsin.the State; a.nd ,,.._,,,' scribed in paragra.ph (e)(2)(i) of thiS. 

i· . 

90', 

\ ' 

Health .:are ~: 
section. for the S 
it were broad ~ 
, '(C) Calc1lla.ting 

, as ,B2) of the m,' 
scribed in, ~, 
section. for the S' 
propOsed. ' 

(if) If theStatc 
Secretary's sati.si 
of' Bl/B2 is at lea. 
mat1ca.lly apPron, 

, (iii) If the Stat.-: 
, Secretary's sati.si 

" of BlJB2 is In. lea ' 
View the waiver r 
will be appro.ed 
two criteria are II: ' 
, '(A) The .aloe 0:' 

-and " 
(B) The t.u: exel 

its 'or deductions ( 
',the'folloWing PI'( 
" services within th· 

'. (1) ProviderS'tli.; 
,',within' thecla.ss iL 

, ;' , (2) Providers tt,: ' 
-services, within th~ 
,'(3) RuraJ hospi ~ 

hospital located . 
area as defined in '. 
chapter; ~ .. , 
, (4) Sole commh:-' 

, (ine~ in § 412.92(8.)( 
'(5) Physicians pr 

medically un'derse;'· 
in sectiqn 1302(7) , 

, SerVice Act; " 
, (6)Financia.lly d 

(0 A t:InanciaJ..iy 
defined'bythe Sta: 

, ,(ii),The State I, ' 
able standa.rd.s fo! 

, cially "distressed :­
stant:iaids i are -a.ppl 
hospitals in the ,St<. 

(iii) ',No ,more ,t, 
, n'onpUl;>lic 110spital~ 
empt fro~ the tax: 

(7) Psychiatric he' 
" (8) Pr9viders or Pi 

, - -that vary based exe 
but, only if the reg", 
coterminous with i . 
(and not specW p 
Taxes within each 
must meet the br( 
formity, ;requireme: 
pa~alfI',aphs (c) and ( • 
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§433.70 42'CFR Ch. IV (10-1-95 EdlHon) 
. . ~ . .. 

parairaph . (0(3)(1.),~, of.' this. section. . (1) The, tax does not meet the broad 
HCFA: will not disallow funlis, received: based i cri'teria' specified' 'in §433;68c); 
by the State resulting from the tax: if .'andlor' '.' -. . .' . ,. 

· the State modifies the tax to' comply , (ii) The tax is not imposed uniformly' 
with, this requirement'by September'13. . but meets' the criteria. specified in, " 
1993, If. by, September'l3. 1993. ·the tax .§433.68(d)(2)or (d)(3).··, ." 
is not modified •. funds received by. (2), When a 'tax that meets the.cri--' ' 

,States on 'or after~September 13.1993 :teria.sPecified' in para'graph(a)(l) of 
will be disallowed. ' . . ,this section is imposed on'more' than 

one Class' ofheaith care items or serv­
[57 FR 55138. Nov. 24. 1992. as amended at 58· ices. a'separate waiver' must be ob-' 

· Fit 43181. Aug. 13. 1993] .' ' tained' for each class of heal th care 
1433.70 Limitations on level of FFP for items and services subject 'to the tax. , 

. revenues from health care-related' ' (b) Waiver conditions. In order for 
taxes after the .transition period. ,- ," HC'F A: to 'approve a waiver request that ' 

wQuld permit a State to : receive tax' 
(a) Limitations. (1) Subsequent to the revenue (within specified limitations) 

end of a State's'transition period' (as ,without a reduction in FFP,theState 
defined ·,in §433.58(b»,)· and exte'nding must demonstrate, to HCFA~s satisfa.c­

, , " through September 30. 1995. the' maxi- t~on, that its tax program meets all' of. 
: 'mum \ amount of health care-related', the following requirements: . , . 

taxes specified in §433.68 that a . State , ,(1) The net impact of the tax 'and 'any 
may receive during~a. State fiscal year ,payments made to the provider by the 
(or portion thereoO, Without: areduc- 'State under the Medicaid program is 
ti6n in FFP, IS liiniiedtO:- " generally rEidistributive; as' described 
. (i) The greater,of 25 percent or the in §433.68(e); " .. 

State base percentage as described in ,(2) The amount of the tax is' not di-
§433.60(b); multiplied,by , . '" 'rectly correlated to Medicaid 'pay" :,', 

,(ii) The' State's share· of. total ~ed.ical menta; and 
assistance' ex~'nditures for. the State' "(3) :The tlUc;progra~ does not, fall 
fiscal year. less aU health care-related within the hold.' harmless provisions 

'taxes other than those' described. iIi 'specified in §433.68(0., ' 
. ,§433.68 thatare'deducted' separa~elY, (c) Effective date. A waiver wni, be ef-

',,' ,pursuant to J)l!.ragraph (b) ,of this sec~ fective: , " ". .' 
tio~.' ',:: " '(1) The·. date of enactment of the taX 

" (2) Beginning' October' 1, 1995, there 'is' for programs in existence prior to' Au- ' 
· no. limitation on the amount, of health gust 13. 1993 or;" . .,,' . ,:" , 
care-related taxes that, a State may re-. '(2)' For tax programs cOmnlenchlgon:, 
cei've' without a reduction in· FFP~ as or after. August 13,,1993, ,.on the first day. 
long as' the health ,care-related taxe's in the'quarter in whiCh the ,waiver is, 
meet the 'requirements speCified in received by HCFA:. ' :;,,; 
§433.68. ' , ' " ' ., 

, " [57 FR 55138. Nov. 24" 1992. as. amended at 58 
(b) Caiculation,bfFFP. HCFA: will de~ ,FR 43182. A~g. 13. 1993] , . ',is 

duct from a State's medical assistance' . . ".;~ 
, eXPj:lnditures; 'before calculating FFP., 1433.74' Reporting requirements., ' :~;' , 

. revenues . from health care-related (a.) Beginning with the first qUarter\' , 
taxes that' do ',not' meet the require- ,of Federal fiscal :v.ear 1993, each,.State.' 
ments'.of '§433.68,·and any healthcare-' must'submit to HCFA quarterly sWn" 

',related: taxes in excess' of·, the limits; mary ,information ori tliesource arid' 
specified in paragraph (a)(l) of this se,c~ use' of all provider-related donatioDs 
tron.· '.' :(hicluding all, bona 'fide and ,presUmed,. 
~1433.72 . Wai,vel' provisions' appIica· hie to"be bona fide doriations) received by 

the' State or unit of local government: 
. .to healtbcare"rf;!latedtaxes .. " , "and'health care-related taxes'collected. 
, (il.) 'BaSes fOT requestinr;" waiver. (1) A . Eaph State must also 'provide any 8.ddi· . 
State may submlt to HCFA a request tional iIiformation requested by' the 

'for a waiver ira' health care-related taX Secretary ,related to any 'other '<iona­
does not;ineet any or all of the follow-" tions made' by,- or any taxes imposed 
irig: ' '.' on, healtli care providers:· Sta.tes' ~l!" 

I '(, ' ~ , , 

92 

, Health Care' F1r. 

, ports must'~ 
rate, and full c: 
donation and ta. . 
itures; 

(b) Each Sta~ 
mary 'infonria,­
graph (a) of 'uili 
basis in a6c0rda.. 
tablished by He:: 

(c) , Each ' Sta:· 
readily revievrc. 
document&tion , 
description and . ' 
nation and taX -
as well as the'~ 
nations ~i~eC', 
This informatio: 

, able to Federal -: . 
(d) If a sta~ U 

reporting requi: 
this' section. fut 

. be. reduced 'by 
HCFA estimates 
sums raiSed by, . 
grams as to whiC:: 
ported properly. '~ 

. State. complies v;'. 
·quire~ents. Defe~ 
ances of eqtiivale: 

, ,be i~posed with r 
!Vhichthe State 
properly. unless ' 
by.law, .FFP for tl: . 

:be released when' 
with allreportini 

SubpOrt C-Me 
, ,Processing 

, , .: RetrievaJ Sy! 
§ 433.110.. 11_..... "', 

. bility/~"" y' 

, (a} This I?UhP8J't '.' 
lOWIng s~ctions of't'. 

", (~~, Secti~n I.9OC, 
" WhICh prOvides' for ' 

,P8nditlires for the c 
or installation of 
"pro~essing and iili 
systems arid for th~ 
tain systems. Addi,' 

. ' tioD!! and 'HCFA'prc 
menting these reg-,­
CFR part 74: 45 CFR­
and P8.rtll, State ' 

. and' .. ' .. 
(2) Section 1903(r) c 

(1) ,Requires reductic 
,.Wise c,lue a State und~ 

" , .... 
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INTRODUCT!ON 

The Me~~caid voluntary Contribution and Provider Specific 
TaJ( Ameindments of 1991 {PubliC, Law 102-234 ( enacted 
Dacerr.be·r 12; 1991) amend provision~ of Title XIX of the 
Social security Act'and establish ~ew'limitations on ' 
.Federal financial Participation (FFP) when States receive 
funds donated from providera and reve~ues generated by 
certain health care related t~xes. The statute also 
establishes limit.s on the a.mount. of payment adjustment.s to 
dispr.oport1onate share, hospitals for which FF'P is 
ava11abl~. .' , 

1 

In gener~ll ~nder th~ new l~w a reduction· in FFP will occur 
.if States receive donations made' by, or on behalf of; 
health care p'rov1ders. The law also establishes a 
definition of the types of health care related tax revenues 
States are permitted to rec~ive, withotit reduction in FFP. 
Such taxes are. broad~bas~d taxes. which apply to all health 
care providers in a given class in a uniform mdnner and 
wh'ich do not hold providers " harmless' for, their tax costs . 
However, the law per~its States which" ~avet bi specified' 
dates prior to ~he enac.tment of this lc;tw, r,eceivedprovider 
donations and taxes which are no~ permitted by this law to 
continue to receive them f6r a limited· time, without a 
reduction 1n tFP. 

The provisions of the new lawaffectin~'taxgs, doriations 
and DSH payments apply to all 50 States and the Distric;:t of 
columbia', el(cept Arizona, which operates its Medicaid 
Program,under a waiver granted under section 1115 of the 
So~i~l Security Act~ 

, 't;1 

The lalH' applies to donations from providers and re1.3ted 
entlti~s, and to healt~ care rela~ed taxes. It :does not 
affect the treatment of donations from other entities not 
related to providers and ~~e receipt of revenues from 
generally appl'1cable taxes. However, any revenues received 
by a State from the 'donations or taxes described in the 
Medicaid statut~ (Title kIX of' the social Security Act) are 
subject, to its provisions',f 'without regard to whether these 

. funds were d~rectly or indirectly received by t.he Medicaid. 
Agency or some other department of the State orlecal 
governlllent. ,. 

The ne\ltl legislation directs HCFA to issue interim final , 
regulat:ions necessarY to implement its' provisions. These 
regulat.ions will, of course, superse:de ,this summary. 

. . 
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USE OF PROVIDER RELATED' DONATIONS AND·HEALTH CARE REI:.ATED 
TAX REVENUES' 

, , 

GENEFtA]L RULE 
.. " . 

Effective January' 1, 1992,', beiore calculating the amount of 
federal' Financial Participation (FFP) " 'certain. revenues 
receiv~d by a State will be deducted from ihe State',s! 
expenditures for Medical, Assistance. 1he ievenues to be 
deduct,I3d' are as follows: . 

l~ DonatiQns made by health .careproviders and entitles 
related to providers (except, for b'ona fide donations 
an~, subj~ct to alirnitation, donat~ons made 'by 
providers for the direct costs of outstationea 
eligibility workers), ' , 

" 

2. Impermlsslble "Health care Rela't.edTaxes·· I and, 

J. Until 'October 1, 1995, "PermissIble Health-Care 
Related Taxes" that exceed it specified limi t ~ , 

".," -. '. 

The tel:'tn "permissible health care related taxes" means 
those health care related taxes which are broad-ba*ed taxes 
unifor~ly applied to a class of health care items, services 
'or pro II iders I and 'which do' not hold th:e proyider harm~ess 
for thE~ costs of the' tax ,or a tax proqram for which the' 
Secretary has granted a waiver. ., 

The t,el~n\ "impermiss ible heal th care re'lated taxes" means. a 
health care r.lated taxthau does rtot ~eet the require~ents 
of ~ permiSSible tax. 

This p:rovision applies to revenues received by a State QJl 
or . aftjar January 1, 1992 (e,xcept for certain donatio~s and 
taxes!termitted under. a ,transition period,which are 
subjec~ ~o a limit). Revenues received by States prior to 

,this d.-u,e' are not subject ,to these statutory provisions, 
even, fl:::lr expenditures fundedby:these ·revenues· that are not 
made u:rttilafter January 1, 1992. 
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, I 

SPECIAt. RULES FOR TRANSITION P£RIOD 

I . • 

Unde~certain circ~m~tarices, the new ~~w permits Stace~ to 
use, ~ithout aredtiction in rFP, revehuesfro~ ~rovider 
donations and im~ermissible tax ~rografusin effect,before 
enact.m(~nt, of the new law, . for a limi t.ed period of time, 
f..Jhich 1s referred to as a "Transition Period .. II However,' 
the law requires tha~, in order-to be continued without a 
reduction in FFP; .the tax and donation programs must meet 
specific requirem~nts . 

. T.RANSI'I'ION PERIOD -.:.. For most States, t.he Transition Period 
extends' until October I, 1992,' For other States; the 
Transit.ion Period extends"until January 1, 1993, or,July 1, 
199:3., The cr-i teria' for determining the Transition Period 
are as foliolols·; 

Octo~er 1, 1992 

July .1, 1993 --

for States whose,State fiscal years 
begin January 1 through July l, and 
which are not eligibie for the 
July 1, 1993,' date. 

For States Who5e:~taie tiscal y~ars 
begin aft~r July 1, and before . 
January 1, and which are not, eligible 
for the July. 1,1993 date. 

For States: 

a. which are 'not SCheduled to have 
'~regular 1.g1s1ative session in 
ca~endar year 1992, or, 

b. wn'ich are not scheduled to have 
a regular l.gislative session In 
calendar year 1993,or . , 

c. which had enacted a.. provider-, 
specific ta~ program on, 
november 4 I . 1991. 

Based on information supplied to HCFA by the National 
Council of Stc:.te Legislatures, the Trar'lsition Period will, 
expire on October 1, 1992, exce~t for the,f611bwi~q States; 

Period E~pires January 1,,1993: 

Alabama. 
Michigan ,. 

,. 

; . 
. I 
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" 

Period Expire~ luly 1. 1993: 

},rkansas 
}Centucky 
Nevada 
North Dakota 
~tcmtana 
Oregon 
1~exas 
West Virginia 

("1 ,. 

" 
!', . 

" , , 

USE OF DONATIONS DURING THE TRANSITION PERIOD -- After 
January '1, 1992, Stat.es ma.y receive/without a reduction in 
FFP, revenues receivedfrcim permissible dona.tions(i.e., 
bona fide donation~ o~ donations forou~stationed ' 
eiigibility worker~). In addition, States may receive, 
without a reduc~ion in FFP, revenues from existing 
p~ovider donation programs ~- even though they do not me~t 
the ,reqi.lirements of being "bona-fide',' donations programs or 
are not for outstatidnedc eligibl1ity'workers -- only during 
ihe State's transition,period_ and subje~t to the following 

. rules:' . . ' 

1. the donation program must have been in effect o~ 
described 'in State plan amendments or related 
ctocu~ents submitt~d to HCFA by ~eptember30, 1991, 
sind 

2.' The program must be applicable to th~ Sta~e fiscal 
Jrear 1992, as demon~trated by State plan amendments, 

, ,written agreements, State budge~ documentation, 
or other documentary evidence in existence on 

.September 30, .1.991. 

In implementing this proviSion, states ~ust demonstrate 
~hrouqh written documentary evidence submitted to HCrA that 
the .above criteria are met. HeFA would:" consider as 
acc~pt,a.ble documentation such items, as:: 

1. aeference to the donation program in a State plan 
i!mendment: or related documents ,including a response 
'to a HeFA request for add! tional information, 

'2. State budget doc~~ents indicating the ~iate's 
intention to continue to receive donations, 

3. Written agreements with the parties donating the 
funds,' or 
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4. Other written'docrimentation that expresses thci 
State's intention to receive do~ations during the 
pe~iod. ' 
'. I' 

It isi~portant to note that to be ~cceptable, the w~1tten 
,docume~tary evidencelm~st hav_ been inrexistence 6n 
September 3D, 1991. 

The dortations that may be received, without a reduttion in 
~FP, by a State in Fiscal year 1992 (s~bject to the 
.limitation imposed during the transition period) are those 
that the State can. document ,that it i'ntended to receive 
during that p~riod. :For any portion of State fiScal year 
1993 that occUrs durin~;the transition period, the State' 
may receive, wIthOut a r~duction in FfP, the amoun~ Of 
donaticlns that it. received in the corresponding period in 
State fiscal year '1992, (including the five day5 after the 
end bf that period). ' 

USE OF TAXES 'IN THE TRANSITION PERIOD -- In general. States 
~ay, r~ceiv~, without a ~eduction in FFP, during the 
t,t;'an:s1t.ion period, revenu.es, from tax programs that were in 
effect as of November 22, 1991, even though these taxes 

'might not now meet the requirements for permissible health 
care rel~ted taxes. {These taxes a~e however, s~bject to 
the limitation imposed during the transition period.} In 
,order to receive these revenues, without a reduciion in 
fFP I ttl,etax must, have been in effect, or the legi~lation 
or regu.iat.ions' imposing, the tax must. h~ve been enacted, or 
adopted, by November 22, 1991. States1may only modify an 
existin.g tax program to: extend the d"uration of the 'tax 
program, if it was scheduled to expire. Othe~ 
modlficatiorts to State ta~ laws may be permitted only if 
the cha,nges do not alter the rate of the tax or the. base of 
the tax (e.g .. the providers 'on ~hic~ the ,t.x is imp6sed) 
and do not' otherwise increa~e the proceed~ of the tax. 

LIMITCIN AMOUNT OF DONATIONS AND TAXES· DURING THE 
TRANSI'l'ION PERIOD 

The amount of revenues States may use from provider 
donations' and health care rel~ted taxes is subject to 
limitation- The limltfor a state· fisc~l year is expressed 
as a p~rcenta~e 6t the total non-Feder~~ shate of Medicaid 
Program expenditures in that fiscal year (including,the 
State'S ~edicaid Program administrative costs), less th~ 
amount of provider-relateddon~tions (bther than bona~fide 
donations or donations .for butstationed ellqibility 
'workers;), and' impermissible taxes. The 5pecific percentage 
to be a,pplied for a State in any fiscal year is the greater 

'of: 
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a. 

.b. 

2S percent, Ot' 

The State's, "Base Percentage" which is calculated by 
dividing the 'amount of ailpro~ider donations: and 
health care related taxes (whether or not they are 
permissible) estimated to be r~ceived in State 
fiscal year 1992, by the total~non-Federal share of 
Medicaid Program expenditures (including . 
administrative costs) in that fiscal year. The. 
statute provides special rules'for calculation of 
the amount of health care related taxes to be 
included in the numerat.or·oftha formula for taxes 
that were not in effect for the entire fiscal· year, 
but were enacted as ofN,ovember 22, 1991. In this 
case, the amount of ,revenues to be included would be 
estimated as if they were in effe,ct for the entire 
fiscal y~ar. The legislation requires HCFA to 
estimate the State Fiscal yea~ 1992 non-Federal ' 
share of Medicaid expendi tures ,based on t.he best' 
available data in its possession as of December 12. 
1991. the dateo! enactment of the law. . 

During the transiticin per~od, the 25 percent l~~it (or if 
higher, the State base percen~age)wl1l, limit the amount 6f 
revenues States may receive from provider donations and' 
he~lth care related taxes. This cap ~ill apply to the sum 
of revenues received by States from: . 

. . . - . 

. 1. provider donations',' .including permissible don'ations 
and donations eligible for l.lseduring the transit.ion 
per iod, and ' 

2.: health. care'rfHat~1 taxes, including permissible 
taxes and impermissible,taxes still eligible for. use 
duririg the tr~nsitlo~ p*riod. 

Revenues received from these sources in excess of the 25 
percent cap (or the State basep.ercentage) 14il1 be deducted 
from Medicaid' expendi:tures before FFP 1'5 calc,ulated. .' 

LIMIT . .Q!LAMQUNT OF' TAXES PRIOR TO OCTOBEl1. 1. 1995 

Beginning on. the day after thest.ate'S tranSition period 
.has ettded,and extending until October' 1, 1995, revenues. 
received from permiSSible taxes in excess of the 25 percent· 
'cap (c)r, if higher, the' State base percentage)· will be 
deducted. After October 1, 1995, there are no limitations 
on thE~ amount of permissible taxes .St.Cltes may receive. 
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,1, 
. . 

PROVIDER-RELATED DONATIONS 

DEFINr~ION A'providei-related donacion is a donation or 
ot·her voluntary paym~nt (in cash or in kind) madedlrectly. 

, or ~ndirectly to a State or unit of lo~al government by a. 
health care provider". an entity related,to a he4jllth care 
provider, 'Or an entity providing godds 'or services to the 
State for administration cf the St,te's Medicaid plan. 

, , " 

Definition ot Health Care Provider --: For purposes of 
'. determining whether a donation was m~de by a health care 

.... provider, the term "health care provider" 15 'defined as 
'the indi vidua'l ,or entity ,th4t rece! v~s 'a·ny payment for 'a 
heal. t;h care . item or',service provided :tt:? a patient. " 

Entit'[ Related to' a Provider -- An individual or 'entity 
(I.e., an organi~ltion, corporation, 4ssoclatlon or 
partn,~rship formed by or, on behal,!' of a heal th care 
provic1er) :would be conSidered to be :t.elated to a 
provi(1er I . if it: . ~ , 

1. ·1* arr organization or entity formed by, or on 
behalf of, health care providers, 

2. is an organization or person with an ownership 
. or control interest in the provider, as defined 

in section 1124(a)(3) oithe SOcial security 
Act, . ' 

3. is the employee, spouse l parent, child~ o~ 
sibling of the provider, or' of a'person with an 
'ownership,or ~ontrol interest in the provider, 
or 

4. has ~ similar ciose relati6riship with the 
provic;ier.' 

Permissible Donations -- States are permitted to receive, 
wi. thout a reduction in FFP I donations :from persons and 
entitie!3 that are not health care providers, or entities 
not related to providers. (Donations made during the 

. transition period are, however, subject' to the 25 percent 
cap, or if greater,,' the State '.5 base perceI:1tage).. FOr' 
example" donati'ons mad.e by the Rooert, Woods Johnson, 
Foundation or otherphil~nthropic insti~utions·are ' 

·permissible, as long, as the donations are not made on 
behalf c,t health care providers or rela..ted entities. 
Moreovel=~ Statesa.re permitted to use, 'without a redut;:tion 
in FFP,. provider donations in two c~rc;umstances, as 
follOWS :; 
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1. Bonafide Donatio.Jl§, -- States are permitted t.o use, 
without a re~uction in FFP~ donations from health 
care providers, persons or entities, related to 
health care providers.~ or entities·provi9-ing goods 
and. services'to" the State for administration of the' 
Stat~·s MedicalAssistahce:Plan~ wh~n those 
donations are determined by HeFA to be bona fige. 
That is, the donation mus~ have no relationship, 
whether direct Or indirect,' to· Medicaid payments 
made to. the provider 9r entity; to other providers 
furnishing the same class of items and services as 
the provider or entIty, or to any related entity. 
States must receive approval ,from HcrA to use such 
donations, and must' demonstrate that the' 
requirements. of this provision': are, mee.. Examples of' 
donations for which approval may,be~qiven include 
those made by physicianso~ other profeSSionals to d 

State University alumnL fund. ' 

HerA may, by regulation, define certain' classes of 
-provider related donations as bona fide. Until 
these regulations are published, States will need to 
obtain explicit authorization from HCFA that 
speCific donations (or kinds of donations) are "bona' 
fide" . 

Note that the amounts permitted as bona fide 
doriations would be included. in the 2~ percent'capt 
or if higher, ,the state base percentage. 

2. Outstationed Eligibility.Workers -- States ,are also 
permitted to use donations made by a hospital, 
clinic or similar entity ,for the direct cost of 
state or local agency personnel who are stationed at 
the facility to determine the eligibility of 
patients f~r Medicaid ot to pr6vide outreach 
services to eligible (~r potentially eli~lble) 
Medicaid. patients. Included in the term "direct 
costs" would be the c:ost~ of s~laries and fringe 
benefits for :~he outstationed workers.and the CO$ts 
of pamphlets and materials distributed by the 
outstationed workers' at that slte. ot:.her:costs, 
such as State agency overhead costs and 'the cost of 
advertising campaigns, as well 'as the costs of 

'provider empl'oyees or space are not allowable for 
this purpose. 

Effe~tive Octob~r 1, 1992, the:statute provides that 
donations fo~outstatione~ eligibility workers are 
subject to a limitation. Such'donations'tnaynot 
exceed 10 percent of a State' s i Medicaid .' 
administrative costs (Fede'ral and State) j exclusive 
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of the costs of family plannin~ ac~ivitiei. 
Donations in excess of this limit will be offset 
from M;edical Assistance expendi:tures, pr ior to 
calculation at FFP. 

Note that the amounts ~ermitted as donations for 
oucstationed eligibility workers ~ould be included 
in the 25 per6ent cap, or if hfgher, the State ,base 
pe,rcentage. 

HEAL'I'H CARE RELATED TAXES 

General Provisions -- Revenues from br9ad-based health care 
related taxes that are applied uniformly to providers, and 
which do 'not hold providers harmless tor the co~ts of the 
tax; mc!y be 'received by States wi,thbut'a reduction in FFP. 

Revenues from other health care related taxes are deducted 
from Medical Assistance expenaitur~~ before FFP is 
calculctted. 

Health Care Related Tax -- A health care related tax is any 
iicensinq fee, assessment or 6ther man~atory payment which 
i~ rel~ted to health care it~ms or services, or to the 
,provisi.onof, the authority to provide,' or payment for the 
health care items or services. ~'tax would be considered 
to rel~te to health ~are items or services if at least 85 
percent of the 'burden' of the tax fallS' on health care 
provid€;~rs ._~ tax would also be con'sidered to' be health 
cere related, even if it is rtot limited to health caie 
items c)r' services, if the treatment of' individuals or' 
entiti~s providing o( paying fOr those! health 6are ite~s or 
service5 is different than' the treatmeht it provides to 
others. The tarm "tax" does not include a criminal or 
civil fine or penalty, unless the' fine: or penalti,was 
imposed instead' of a'tax. ' 

Broad-Based Taxes -- In o~der for a he~lth care related tax 
t.o be considered to be "b:roa.d-:-,based", :i t ~ust: 

, . .' 

1. be imposed at least on all items or services in the 
class furnished by all non-Federal non-publiC 
providers in £he St~te, or all non-Federal rion­
public pro~iders irt a class. 'If imposed by a unit ~ 
of local government, the tax must. extend to, all 

. items , services or proyiders .(or to all within a 
class) in the' area,,',o.ver .which the un! t of government 
has jurisdiction,' ~nd 

'2. be i~posed uniformly. 

" 
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Classes of Health Care Items, Servicai and Providers-- The. 
statute defines class.s of health care items, serv~ces and 

. prov id4~rs as: . 

. . 1. 
. 2. 
J. 
4 .• 

5 • 
6 . 
7 • 
a. 

Inpatient Hospital 
Outpatient Hospital 
Nursing Facilities 
Intermediate Care Eacilitiesfor the Mentolly 
Retarded \ 
Phys'i t ians 
Home Health . 
Outpatient Prescription Drugs 
HMOs and other Prepaid Enti~ies 

HCFA m':iy establish other service and provider cl:ass.e.s· by 
requl"ation. " 

Uni f.~rtnly- Impo'sed Taxes A tax is considered, to be 
!Jniforr'nly imposed if it meets anyone of the. following 
cri ter:L.a ~ 

l~It the tax is. a-licensing fee o:r sim'ilar tax imposed 
on a 'class of health care items; Qr services, or 
providers of those health care :items or services, 
the tax must' be the same amount tor every provider 
pr6viding those items or servic~s within th~ class. 

2. If the.tax is a licensing fee or similar tax imposed 
on a class of health care item~ or servic~s, or 
providers of those items or. services, on th~ basis 
of the number of beds in the pr'ovider, the amount of 
the tax must be the same for ea'ch bed of each 
proyider in the claSS. 

3. If the tax is imposed on provider revenues. or 
receipts with respect to a class·of items or 

t services or providers of'th6s_health care items or 
services,' the tax must be imposed at a uniform rate 
for all items and services, and providers of those 
items or serVice's in the class 'on all the gross 
reventies or receipts, or on net operating revenues. 

If a State's tax program dQes not· meet one of these 
criteria, the State mus~establish, to the satisfaction of <. 

HCFA~that the tax is .imposed uniformly. 

In th. case of physicians' servic.s, a tax that is applied 
at a flat 'rate, such as a licensing fee, must apply to all 
physicians in the class.· 1n the case of a.tax based Qn 
gross charges or· receipt.s f the tax must. apply to a.ll 
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phys icJ.ans who'ge~erate c'harges. _ Phys ic ians in an 
employnlent relationship, 5uch ,as provider-based physicians 
or phy.!Hcians employed by an HMO, could be excluded, from 
the class of providers to whom the tax program must be 

idpp"I icslble, to the extent that the, emp+oyment relationship 
is conSidered their full-time practice~ Ariy charges 
generated by thes~ physic~ans in a p~rt-time practice, ~or 
,examplEiwould ' be ,taxable. ' ";, 

'Credits, Exclusions or Deductions A,tax will not be 
conside!red to be imposed uniformly, if it meets ei ther one 
of the following two crit~ria: 

1. A tax, is not 'unif'orm 1.f it provides .for any ,credits, 
exclusions or deductions which ~esult' in ~he ~eturn 
to providers of all; or a portion, of ,the tax paid 
and, if it results, directly or indirectly, in a tax 
program 

a,. in which the net impact of the tax and 
payments is 'not generally redistributive, 
a~ , . 

b. iri which the amountof'the tax is directly 
correlated to paymen'ts under the Medicaid 
Program., 

2., a tax will not be considered,to be uniform ,if it 
holds providers harmless for the cost of the ta~. 

A tax will, however, be considen:!d to be uniform, even, if 
'it excludes Medicaid or Medicare revenues, or in the'case 
of a licensing .fee, exclu~es Medicaid or ,Medicare 
providers. 

/waivers. A State may submit to HCFA a request that a tax 
pro'gral'lll be considered a broad-based tax, even if ,it: 

~ . ' '.. . I.. . , 
1. does not appl~tpall heal~h cate items or services 

in a class, or- to all prov~ders,of such items or 
services. 

2., ,provides. for credits, exclu'sions o~ deductions, 
,~ I'. 

3. does not meet therequirerriE~Hl.ts '{or a uniformly 
applied tax, or 

4. otherwise does not meet the;. requirements for a 
permissible tax. 

. . 
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For example, a State might wish to ena~t • program which 
exempts rural hos~itals,sole community providers, or other 
:hospitals from a tax'program ~pplicable.to hospital gross 
revenues. In order for such a request,to be apbroved, the 

'State must'demonstr,ate that its program meees both ,of the 
followingrequiremen~s: . I , 

1. The net impac,t of the tax and any payments made to 
the prov~ders by the state under the Medi~aid 
'pro~ram is generally redistrlbcitlve in nat~re. 

2. The amount of the tax is not directly cor~el~ted to 
Medicaid payments. i I 

States need not obtain HCFA '5 approv'al prior to the 
enactment of a tax program wh1ch incorporates credits, 
deduct.ions, or exclusions, or ,which does not meet the 
requir.;!tnents for abroad-based; unifo~m tax. However, a 
state l,.jould be subject toa reduction in' Ff'Pif HeFA 
subsequently determines that the tax program does not me~t 
the st.:ttutory requirements ~ , 

Hold Hilrmless Provisions -- In general, tax programs that 
, have ,the effect of holq.iilg providers h.arinless for the caSt'S 
of the tax may not qualify as permissible taxes. A tax 
progl."aln . incorporates a' hold ,harmless provision if any of 
the followi~g applies~ 

1. The State {or other'unit of government) imposing the 
tax provides directly or indirectly for a non­
Me'::iicaid payment to those prov~ders . or others paying 
the tax and the amount of the payment is positively 
correlated to either the amount of the tax or to the 
difference be,tween the eflhar:tceq Medicaid' payment and 
the tax cost. 

2. Allor any portion of the Medicaid payment to the 
provider paying th~ tax v~~ies ;~'5ed only on the 
amount .of the, tax payment. 

3. The State {or local govex:nment) imposing the tax 
provides, directly or·indirect~y, for any payment,' 
offset or waiver that guarantees to hold taxpayers 
harmless for all or a portiQn 6t the tax. 

'there is no provision in the statute "'fhichprec:ludes St'ates 
from using revenues fx:om permissible health-care related 
taxes to fund general rate increases under the Medicaid 
pro9ra~ 6r to use the need to fund such increase~ as the 
basis' f~r State legislation. 
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LIMITS ON'PAYMENTS TO DISPROPORTIONATE SHARE 
HOSPITALS ( DSH) : 

INTROnUCTION 

The'!-lediCaid Voluntary Contribution and Provider Specific 
Ta)t Anlendments of 19'91 (Public Law 102-23,4) contain 
p-rovisions which restrict aggregate Medicaid payments to 
disproportionate sha.re hospitals (DSaS L. 'Prfor to 

':,enactment of this legislation, no limits on these payments 
could be imposed by HeFA. 

Under P.L. 102-234; limits will' be imposed on DSH payments. 
on* limit is applicable to,the ,period 'frcim:Januaty ,1,,1992 
throllg,h. September 3,0" 1992. 'A ,new l. 1mi t 'goes into ,'ef fect 
on OctOber 1, ~992. 

The fLcstDSH'limit is, in effect, a mbrator'ium on new DSH 
plans, until october 1, 1992. ,The statute specifies that 
States may npt re~eive'FF~.forCSH' payments unless the " 
payment.s were made inaccorctance with 'a Stat~ plan in' , 
effece or to plan amendments submitted prior to certairi 
dates and which meet certain other requirements. 

The seGond DSH timit~ effective October 1, 1992, 
eseablishesboth national and State limits on.DSH payments. 
The national }imi~ is ,established at '12 percent of total . 
Medlcii~ program expenditures. ' Th~ State limit is 
similatlysetat12 percent ·afa State's Medicaid. 
expend;Ltures. 'States with D,SH. ,payment:'s above the 12 
percent:. limit will not· be ablato increase aggregate DSH 
paymen1:'s. State,s with DSH payments below the limit will. be 
'permiti:.ed to' increase payments to, the .extent ,their Medicaid 
programs grow and to t,he e.xtentNation,al· DSH payments do 
not exceed the 12 percent limit •. , The annua~ DSH limit for 
each Sl;ate is calculated prospectively,' befor,e. the 
beginning of the Federal fisc~l year . 

• F 1.'", • 

LIMIT J\PPLICABLE FROMl/li.92 - 9/30192 

During this period, Federal finanCial Participation is 
available ~or DSH payme,nts only if made in accordance with: 

8. '. A State Plan in effect by Septeniber.JO, ,1991, 

b. A State Plan amendment submitted to HCFA by 
,Sep,tember 30. 1991,' 

.J' 

, , .' 
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A State plan amendment submitted to HerA between 
October 1, 1991 and November 26 i,: 1991, as well· as 
subsequent modifications of tha~'amendment., onlY'if 
the modificat~ons eith~r 0) br,ing the amendment 

,into compliance with the requirements of P.L. 102-
234 1 including modifications ,which limit the 
disproportionate sharehdspitals to which it applies 
to those with Medicaid or low-iricorne utilizati~n 
rates at or above the statewide' arithmetic meani 
and/or (2) change the designations of 
disproportionate share hospitals t~, include more, 
hospitals with Medicaid or low-income utilization 
rates at or above the statewide arithmetic mean. 
The legislative history of the underlying statutory 
provision reveals that it was designed for use only 
'in the circumstances ,described above i or ' , 

• 1 • . 

A payment m,ethodology establ ished and in ef fect as 
of Sep~ember 30, 1991, or in accordance with, stat~ 
law enact.ed or regulations adopted as of that date. 

, . , 

Since the new provision acts as a limit ~n FFP~ States may 
,not revise plan amendments to increase, the payments to 
OSHs, Qr t,o,increase th~ number of facilities qualifying 
for D.SH: adjustments', other than as permi tted,above. States 
may, however, amend their' payment, plans as may be necessary 
,to pay OSHs the mirii.um payment· adjustment describpd in 
section, 1923 (c) ( 1 )0£ the Act I which provides for' a payment 
adjustment based on the! Medicarefoimula. States may 

'revise DSH amendments as may',be .necessary,' subject .to the' 
ahove limitations, to respond to a HCFA'request for 
additional information. 

State plan amendments " regarding DSH payments' wl1ich do not 
meet the above crit.eria, may not be app'rovedforany period 

,from Ja.nuary 1, 1992 t.hrough September 30, 1992. States, 
may ho\o\rever, amend plans during this period to reduce the 
number of fac'ili1:.ies qualifying for DS~ payments or to 
r:educe'OSH payment adjustments.' , 

LIMiT APPLICABLE10/1L92 

P.16 

For Federal Fiscal years beginning on or'after October I, 
1992, the new' statut.e, imposes a, new Na,tional payment limit 
on aggl~egate OSH payments; , This' cap is implemented ,by 
designctting, for, ,each State, a specifi'c amount of OSH 
payments', called the' "State DSH Allotment," above which FFP 
will n6t be available. ' 



,' .• 't 
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NATIONAL DSH' AL"LOTMENT OR CAP -- The national cap tor DSH 
paymeftts in ~ny Federal fiscal year is 12 percent of 
-expenditures for Medical Assistance (i.e. not including 
adminiscrative costs) during that year. Prior to the 
beginning of e~ch Federal fiscal year (beginning Federal 
Fiscal Year 1993)~ HCFA will estimate' and publi~h a 
projection of the National DSHPaymerit Limit and each 
Scat.e f s DSHallotment;" for that year. : ' 
" • <.' ""., ' 

STATE DSH ALLOTMEN't ,-- Each State's DSH allot.ment under the 
national payment limit is' calculated uSing.the State's 
"base allotment I" that is, the greater of: . 

a. i tsallowable DSH payments during the Feder'al fiscal 
year 1992 (beginning on October 1,. 1991), or 

b'. $1 Million.. , 

In calcuiating' theDSH payments during federa'l fiscal year 
1992, HeFA will derive these amounts from payment plans, 
which meet the tequirements for FFP during the period from 
January 1, 1992, through september JO, 1992. These -plans are 
as follows: 

a. A State Plan ,in effect by September ,]0, 1991, 

b. A State Plan amendment submittedt.o .HCFA by 
September 30 f 1991,· 

c. A S~ate ~lan amendment submitted to HCFA between 
October 1, 1991 and Novembe~ 26, 1991, as well as 
subsequent modifications of that amendment, pnly if 
the modlficatioris either.(l) bring the amendment 
into compliance with the requi~ements of P.L. 102-
234, inclQding modijications w~ich limit the 

. disproportionat~ share hospitais to wriich it applies 
t.o those with Medicaid' or low,-income utilization 
!:"ates 'at or above the statewide arithmetic mean, 
and/or (2) change the designation's of .. . 
disproportionate share hospitais to include 'more 
hosp'itals with Medicaid or low~income ut-11ization 
rates at or ~bove the statewide arithmetic mea~ .. 
The 1$g1s1ative hlstory of the:underly1ng statutory 
provision reveals that it. was de~i~ned for use only 
in the circumstances described above~ or 

d. A payment methodology established and in effect as' 
of September 30', 1991, or in accordance with state 
law enacted or regulations a,dopted as.' ,of that date; 
or ' 
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., 

e.· .... the minim·urn. required' ·to . meet the re"quirem~nt~ ·of 
~eciion .1923(c)(1) of the S6cial Security Act .. 

.. , 

This~~lc~lation ~ill ha~e ~h~ eifec~cpf removing, for" 
purpos.s ~f'calculating ~he State base·alldt~ent,any 

Ipayment:s made. under plans effec~iv.e Oct.ob~r L: 1991 or 
·later, which are not eligible. for. FFpafter ~anuary. 1,. 
1992 : 

I. 
,',,' 

HCfAwillcalculate. fo"r each., State· t~e, percentage. of· total 
Medic'aJ. AS,sistance payments,~ (L'@. not, to include 

.. administrative costs) during Fiscal Year 92 ·which .wer.e DSH 
.. ' ... p,iyment:adjUstments. HCFA will classify a. S~·ateas a "High-' 

DSH" ~ta"te if, in. Fi·scal Year 92, its DSH. adjustments .. 
. 'eKceedE~d.l2. percen't of Medical Assi.stance .payments .. If its 

DSH pay~ent~ we~e 12 percent o~.less, ~h~ State 'will be 
.. cons idE~red a "Low-DSH" State.. ' 

... . . . 

STATE·L)SH ALLOTMENT f'OR HIGH-DSH STATES 

,ror a. ,State with a base-year ail"otmentin excess of 12 ' 
. percent of' .Medical,AssOi,st.ance payments',· r:.he dol.L3.r arnouftt.· 
cif . DSH payments in an'yfi:;lCal year. ,may. not exceed the ... '. . 
dolla.r amoun~ of payments made ·in Fiscal Year· 92 t unt·lIthe 

. year. ift which those ,payments~. expressed laS a····percentage,.of' .. 
Medical. Assistance .p.aym,ents,. equals 12· percent or les's. ,. 

STATE D)SH ALLOTMENT FOR LQW-D"SH STA'TES 

For ~ Stat~ wi~h a bas~ y~~r ~llotmentof 12 percent or, 
,le~s f: . the allotment 1:n .. any subsequent ,fisca.i'.year wil·1be 
,calcul~ted by HeFA by intreasinq the p~ior·yea~lsDS~ \ 
cillotm~ntbyi . 

~'~ 

". 'b;· a supplemental·amtiunt. . . . 

No St,at,e' s· DSH allotment will be less:than the· minimum 
paymem1:' adj ustment necessary to meet the requirements· 0 f.· 
:secti.·oI1 1923 (c) ( 1) of the SOCial·,Security Act I which. 
provi.d':~s·. for a 'payment ·adjustment: to DSHs, based on the. 
Medic:a;t:'e ·formula. No State (otner than ·Hlgh-DSH StateS) 
can ha'lTe· a DSH' allotment in excess of. ·12. percent of Medic.ai" 

·As.s is; to;\nce payments. 

" , . 

r. 

,'. ' 

, .. 

ii" ',' 

" >j 

• ,l 

;,' 

.1;- , 

, ,,' 
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GROWTH FACTOR 

The gnjwth factor for 'a State in a year is 'equal to the 
pr.oduc't of: 

. a. th~ pr9jected,percentage 
~edicaid program service 
the'corresponding amount 

increasa iri total State 
~xpenditurei relative to 
in the previous year, and 

I ' - -
: 

'b. the prior year DSH allotment . . 
I f thel~e is ho growth in Sta't.e Medicaid expenditures over 
those tn the previous year, there 'is no growth amount. 

SUPPLENENTAL AMOUNT 

The supplemental amount'is the state's' share of a pool, 
,which represents growth 10. DSH spending authority~hich 

High-DS;H States are not permitted to'use. The . 
Redist.t:ibution Fool is calculated by HCrA l;ly suhtractln.9, ' 
from the projected nationa~ DSH cap (12 percent of 
project,ed medical ass1stam:e parments) I the followi,ng: 

a .. the ,base allotments for ~11'Hig6-DSH Stat.e~, 

b. the pre~ious yea~'s,DSH al1ot~~nt5 for all LO~-D~H, 
States, . 

c. the grc~ih amdunts for all'Low-DSH States, and 

d. any additional a.mounts nf:'>'7essary for'a State to m.eet 
the minimum payment requirements of section 
1923(c)(1) of the Act. 

A low-:DSH State.' sshare' ot:,· tl'\e redistribution pool is 
calculated based on the Stat.'s relati~e share of totar 
Medical Assistance expenditures projected to be made by 
'low-DSH States. I'rl noeven't will a Stat.e rece'ive a . 

. supplemental amount that would result in its riSH allotment 
exceeding 12 percent of projected Medical Assistance 
payment,s. Any amounts not alloca.ted to States becau~e of 
this limitation will be allocated to other low-osa States 
,in accordance with their share' of Medical Arisistance 
payments. The difference bet.t.leen a liigh-DSH State' s actu,al 
DSH payments and its .base allotment is ,not' reallocated to 
Low-DSH States. " 

The individual State ,DSH limits will be publishe~ by HCFA 
prior to each Federal Fiscal Year. 
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STUDY OF DS" PAYMENT ADJUSTMENTS 

The~ew law ,directs th~ Prospective Payment Assessment 
COmm~LS6ion to submit a report, n.ot later than Janucii.-y 1, 
1994 on 'the study to be conducted concerning : 

(l) the desirability and feaslbil~~y of establishing 
maximum and minimum Medicaid D,~H pa'ymE':[1ts,and 

(2) appropriate criteiia, for the des~gnation of Medicaid 
OSHs. 

ALTERNi~TJ; D5H LIMIT 

P.t. 102 234 also provides fora legislative option to 
establish an alternative OSH limit .. A. of January 1, 1996, 

. if legislation is ena.cted to establish, such a limit, States 
will have the. option of adhering to this alternative DSH 
limit inscead of th~' 12 percent DSH limit. 

I 

Should such an a1 ternati ve DSH li,mit be enacted, 'any State 
opting for ,this, new limit on DSH paymept a.djustments could 
only ~esignate a hospital a~ esa if,the hospital meets at 
leastdne of the following requirements: 

. " , ~ 

+ the hospital's Medicaid ihpatient utilization is at 
or above the average rate for a~l hospitals in the 
State, 

+ the hospital's low-incomeutillzation rat~ is at or 
above the aV,erage rate for all hospitals in the 
state, . 

+ the hospital's MeOlcaid inp4tient days are equal 'to 
at least 1 percent of th~ total number of Medicaid 
inpatient days for all hospital~ in the State l or. 

+ the hospital meets other requir~ments specified by 
the Secr~tary'taking into account the special 
circumst~hce5 of: children's ho~pitals, rural 
hospitals. and sale community hospitals. 

REPOR'li,NG' REOUIREMEN'l'S 

The new' law specifies that, at the end,of,the Fiscal Year I 
each State is required to submit to the Secretary annual 
infonnat1on on 'provider donations received;, health care 
taxes collected, the aggregate amount of DSH payments and 
the amount of D::;H payments to individual faci,lities. This 
reporting provision~s effective for FederalFlscal Year 
1993. 

TOTRL P.20 
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• Experience in TennCare 
- -, 

I 

• \Vhat is TennCare? In1994, under a 1115 waiver granted by you, Tennessee converted 
its Medicaid program to a managed care program for virtually every one of its Medicaid -
recipients and also opened enrollment to all uninsured people in the state. It subsidized 
premiums for the uninsured, ona sliding scalebasi~, all the way up to 400 percent of 
poverty. (For example, families just above poverty: paid $25 a month; families at 400 
perceQt of poverty paid $366 a month; familiesaboye 400 percent of poverty paid $462 a 
month; and uninsurables families who have extremely sick individUals - paid $562 a 
month). Due to a number of factors (explained below), enrollment of the uninsured 
ended after one year. However, the state plans to re-open enrollment to uninsured 
children in April 1997. 

• History of Tennessee's Waiver. The idea for TeDttCare came from a need to avert a 
financial crisis facing Tennessee combined with a desire to expand coverage to the 
unirlsured. In 1993, Tennessee and other states with large Medicaid disproportionate 
shai-e hospital (DSH) programs were about to have their DSH :fu.flding limited by recently 
enacted laws. Tennessee's DSH spending was nearly 20 percent of the state's total 
Medicaid spending in 1992, among the highest in the nation. Governor Mc Wherter, his 
Commissioner of Finance, and a small staff put together a plan that would capture the 

• 

. DSH :fu.flding through a "demonstration" or 1115 waiver program in which the state 
would use that money to expand coverage. 

In May 1993, Governor McWherter gained approval of a: plan from the state legislature 
and set about the task of getting it Federally approved and implemented by January 
1994, when,the state legislature reconvened. During the summer and fall of 1993, 
he negotiated with the Administration and was granted the waiver in November; by 
January 1, 1994, the demonstration began. 

Rapid Expansion in 1994. In early 1994, TennOlre not only switched virtually .all of its 
Medicaid recipients to managed care, it increasedjrs enrollment by nearly 5,0 percent to 
cover an additiomil400,OOO previously uninsured p~ople. By January 1995, ~hen 
OJ~emor Sundquist took office, TennCare enrollment was at its peak of 1,25~. This 

. iwililded ahout 450,000 previollsly uninsured people..,:. The increase in the number of the 
uninsured pushed Tennessee's coverage numbers ahead of most states and ALL southern 
states in the nation; although statistics vary, the state was covering over 90 percent of its 
population an impressive achievement by any measure. 

, 

However, the first year was marked by several problems. Many providers rebelled 
agairlst the "cram down" policy in which the state would not contract with providers for 
state employees if the providers did not also treat TennCare patients. Additionally, both 
Medicaid and uninsured people were confused over p.ow to enroll and had difficulty in 
determining whether their providers were in their network. Finally, there were reports of 
serious fraudulen~ marketing practices by managed health care health plans. Specifically, 
prisoners were illegally enrolled; homeless shelters were targeted to sign up people who 
would never receive services; young healthy white males were enrolled w~ile anyone who 
100kM ill was avoided; and people who were already covered by Medicaid were told-they 
would lose their Medicaid if they didn't sign up for ~ particular new managed care plan. 



'. i . 

• Reduced TennCare enrollment in,1995.and 1996. Due to firs,t year implementation 
problems and state budget pressures, Governor Suridquist closed enrollment of . 
new uninsured applicants (except for "uninsurable~"), increased premiums and collection 
efforts, and'implemented more stringent eligibility verification. As a re$ult, there were 

,. 78,500 fewer enrollees as of December, 1995. In August of 1996; the TenhCare Bureau 
announced that it would cut tens of thousands of additional names fror:n the rolls, saying 

. ~helr elIgIbIhty. At the ,same tIme, Blue Cross, whI~h covers nearly 50 percent of « ',ennCare enrollees, announced that it would freeze, enrollment ofTennCare recipients. 
'.~ ~ .'s a result of these reductions in eprollment, there were 1,148,148 people enrolled in . 
'\ . ennCare, as .of February 11, 1997.' ' . .' . 

• Other challenges facing TennCare. The' provider community has consistently raised 
major quality, access, and, payment concerns about 'TennCare. They threatened not to 
serve TennCare p~tient~, but (other than a,brieftime of protest) most physicians are still 
serving the bene'ficiaries. The;public hospitals who:used to receive large DSH payments, 
like the "Med" in Memphis, have had a particularly 'hard time sustaitung economiC ' 
viability. However, withsome.financial and over:sight assistance from tl).e Federal 
GoveITunent, these pr<?blems andthe marketing abuses outlined above, seem!o be being 

.~ ad .. dressed. ~~e.r'~im. e. ~orexamph~, .th~ st~te has co~missioned a detail. ed study of access, 
cost and utIlIzatIOn to Improve the operatIon of the program. Probably the most 

. I . 

concerning development has been a recent rise in th~ infant mortality nite. This rate has 
not increased since 1987 and it happens to coincide ~ith a time in which TennCare is . 
coVering over half of the state's live births. " 

I . 

• Exp~lDdingto I9ds in 1997. On January 13, 1997, ~he Governor announced that, for the 
first time in two years, enrollmentiri TennCare would be opened. It would extend 

. coverage to poor children oetween 14 and 18; and wi:mld allow families with higher 
incomes to buy their children into TennCare. Gover!lOr Sundquist believes that they will ' 
be able to enroll 51,000 more children. " 

P )fthe reaSQfl for this jnitjative is the managed d,re plans' concerns about the risk 
selection without re-opening enrollment. According:to John Ferguson, State Finance 
CQ;jijnissioner, "the addition'ofuninsured enrollees is needed 'for the health of the 

rogram" since TennCare "has lostthehealt~ier ones whose premiums help pay for the 
are of others.': Tony Garr, head of the advocacy grqup, Tennessee Health Care 

Campaign, confirms this 'more pragmatic rationale: "opening enrollment is the only 
option for the state. , They need to do it to preserve the integrity of the program .... " 

• ' Does TennCare serve as a model for other states to expap.d coverage? Given the, 
experiences in this program; the juryis still outa~ to whether TenilCare is a model 
program for other states to emulate. It isa major accomplishment that 450,000 Tennessee 
reside:nts who would otherwise have been uninsured have benefited from this program. 
And, even though the number of uninsured has been increasing in recent years~ there are 
~;t 300,000 more people insured than there were prior to the jmpleme~ of 
Tenn(::are. However, as mentioned above, there are persisting challenges, particularly in 
terrns of risk seiection and,quality. 'Most importantly, however, because of the unique 
disproportionate share financingarrangement the Administration provided to Tennessee, 
the T ennCare model would be :extremely difficult to replicate in other. states. ' 
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WhY is TennCare difficult to replicate? First,there are only a handful of states (NH 
and MO among them) that have enough DSH dollats and political will to divert that " 
money frorp public hospitals toward new coverage} Second, the low-DSH Governors -- " 
whel represent the vast majority of the country -- would oppose such an approach both 
bl:!cause they would not benefit and because they believe that those who would only could 
do so because they "game4~' the system in the first place. Third,DSH money available is 
being reduced, in our balanced budget proposal; it i~ now contributing about $15 billion of " 
our total $22 billion in gross M,edicaid savirigs. Unfortunately', a reduction in DSH 
savings would require an increase in savings from the unpopular per capita cap. 

• t. , . '. . . ' ~ 

• Lessons of TennCare: 
First:, rapid movement from fee- ice covera e to mana ed care achieves savings " 
thafcan e mvested back into coverage expansio~.' Unfortunately the savings may not 
"Oe:S\'lstainable for long periods of time (TennCare plan premiums have seen some notable 

: Incwases); moreover, since most states are 'already moving rapidly toward 'a greater use of 
"~. m~aged care, future savi.ngswill be Iimited.'.H.avi~.,.g said this, as we provi~e states with 

eaSIer access to managed ,care J through the elImmatIOn' of managed care waIvers), we 
should strongly encourage theJ;Il to reinvest their savings into coverage expansions. 

, ""': ' I ' 

~MSecond, outside financing sources (TennCare used their DSH dollars) will be necessary to 
" H h~ve an~ major expansi?~of ~overage.Y ~ur budget explicitly. recognizes this point by ."" 
, "reInvestmg a,bout $18 bIlhon m support of mcreased;access,to msurance. " 

Third, Governors will likely lea,rn that it is extremely difficult to successfully exchange 
constraint in provider reimbursement for coverage expansion without utilizing a 
M<;Wherter-type model that rushes the proposal through the legislative process. 
Unfortunately, providers are now better prepared to <>ppose this strategy specifically 

. . I " 
because of the TennCare experience. "",' ". . " 

Fourth, the downside of legislative successes like TeimCare is that they almost inevitably 
produce implementation problems (as has been the case in Tennessee) that are extremely 
challenging. Quality and access issues frequently arise because ofrapid and confusing 
changes in the delivery system. Additionally, provid~rs who oppose the changes are 
quick to .point out - in the most public .ways possible - any real and/or perceived" 
problt!ms. ' 

" ~ Finally,the TennCare.experience supports the idea th~t efforts to significantly expand 
~ new coverage must be done in a w!:,!.y that covers the healthy as well as unhealthy 

1\1" popUlations to gu~d against adverse ~election. The problem in a predominantly 
" voluntary program is that it is extremely difficult to entice healthy uninsured people to 

" join without high subsidies'. This argues for carefully;designed approaches to incremental 
refoml. Expanding coverage to a group like kids, for :example, might be a way to both 
limit the Federal dollars and get healthy people enroll~d;,since many parents want to 
covl:!r their children regardless of their health. ' 

" . 



SUMMAR'( 

THE TENNESSEE MEDICAID WAIVER (T6NNCARE) 
A Background Paper 

On the face of it, the idea of (a) increasing enrollment by 50%, (b) contracting with 
managed care plans with their associated administr~tive and profit margin costs, 
and (c) capping Federal contributions at the before-waiver level is counter-intuitive 

. provided that some reasonable assumptions are ma;de about savings under 
managed ca.re (conventionally thought to be 3-8%).· 

In summary; 

o . Tennessee repealed a hospital tax, and under-funded TennCare at the 
outset. Combined with a 50% increase in participants, apparently . 
serious financing stresses remain unresolved. 

o To hold onto the approximately $750 million in Federal funds that had 
been matching those hospital tax-financed State Medicaid expendi­
tures, the State proposed and DHHS agreed it would recognize other 
"contributions" as State share of Medicaid costs. But none represent­
ed new cash investments. 

o Low capitation and provider payment rates, and loss of long-standing 
indigent care and other payments to hospitals are some of the 
financing results that continue to retard maturation of the program and 
create political stresses. Early start-up chaos has subsided, and about 
400,000 formerly uninsured Tennesseans have received insurance 
coverage through TennCare. 

o . The State has been to HCFA looking for additional financial help. It is 
considering some combination of seeking a Federal block grant at 
1993 levels (including illegal tax income), reinterpreting the waiver 
agreement in order to claim additional Federal funding, and finding 
non-tax means of bringing additional state funds into TennCare. 

TENNESSEE BEFORE THE WAIVER --BACKGROUND 

Tennessee is a relatively poor state: 

o their Federal Medicaid matching rate, based on a measure of poverty, 
has ranged from 69.64 in 1989 to 66.52 in 1994 {in th~ latter year, 
14 states had higher Federal match rates -- i.e., are, by this standard, 
poorer} ; 
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o in 1991, 15.5 percent of the population had family incomes below the 
poverty 'level; by 1993, this had increased to 19.6 percent (7 states 
have higher percentages); 

• • . I 

o in terms of total taxable resources, Tennessee in 1993 was ranked 
36th among states (it had experienced: a 9.6 % growth over 1991). 

During the early late 1980s and early 1990s, Tennessee, like other states, , 
experienced a significant growth in Medicaid enrollment. This was due in part to 
the recession and fn part to requirements to enroll more pregnant women and 
children. 

o During'the period '1-988-93, the number of beneficiaries in Tennessee 
grew by about 89% (an average annual rate of 13.6%) compared to a 
nationwide increase of 47%(8.1 % per year). ' 

o In 1993, Tennessee had a rate of beneficiaries per 1,000 state 
residents ,that was 5th highest in the nation .. 

Their Medicaid provider payr:nent levels have been similar to Medicare levels, and 
were only slightly below the national average for all 'state ~edicaid programs. 

During this same period" average annual growth in Medic,aid expenditures per 
beneficiary (excluding disproportionate share payments) was 3.3% in Tennessee 
compared to a national average growth of 7.6%. , ' 

Legislation in 1986 and 1987 gave ,states additional flexibility in raising funds to 
finance their Medicaid programs. States exploited that mechanism by levying taxes 
on and accepting donations from hospitals and nursing homes; the States then 
returned those funds to the institutions in the form of "disproportionate share" 
(DSH) Medicaid "expenditures" and claimed Federal matching funds. This 
effectively increased the Federal matching rate. 

In 1989-90, Tennessee raised $85 million of the State share of Medicaid program 
funding through taxes, fees and donations; by the ,1992~93 program year, those 
special fUl1ds had increased to $541 million. By including these DSH funds, 
Tennessee's average annual expenditure per beneficiary in the' period 1988-93 
grew at 6.4% (national 10.6%), nearly twice Tennessee's without-DSH 
expenditure increase of 3.3%. 

The centerpiece of Tennessee's, special funding was a hospital tax which,in the 
18 months between July 1, 1992 and its repeal on December 31, 1993, yielded 



$565 million. When the State returned those tax proceeds to the hospitals under 
the headin!~ of Medicaid "disproportionate share" p~yments, this generated 67% 
Federal matching funds of approximately $376 million. This effectively raised the 
Federai matching percentage. Both this tax and a nursing home tax (which 
generates about $85 million in annual revenues and about $57 million in Federal 
matching funds) have now been challenged by HCFA to have been unlawful. 
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With the special hospital tax scheduled to "sunset" in June of 1994, and little 
political likelihood of extension, Tennessee was faced with the annual loss of about 
$376 million in Federal matching funds. 

FINANCING THE TENNESSEE WAIVER -- AS PROPOSED, AS APPROVED 

Initially, Tennessee proposed that the Federal Government approve an 1115 waiver 
that amounted to a block grant: even though Tennessee would withdraw $376 
million, (the repealed tax), the Federal Government would pay at previous levels, 
and the effective Federal matching rate would be increased from the statutory 67% 
to over 80%. This was rejected. The State then began a search' for any spending 
that the Federal Government could be persuaded to recognize q,s "State share" and 
to match with Federal funds.. ' 

Perhaps thl~ most creative state share "contribution;" was a projected $572 million 
(over 5 years) in, "certified public expenditures." Public hospitals would serve 
TennCare beneficiaries, managed care plans would be permitted to underpay 
hospitals' costs by an estimated $326 per eligible, and that amount would be 
termed a "public expenditure" eligible for Federal matching. Furthermore, although 
the State would be making some payments from !?pecial pools' to the hospitals to , 
meet some of their uncompensated care costs (e.g., for persons considered 
"TennCare~'eligible but not enrolled", the State argued that the Federal Government 
should disregard those State payments and match hospitals' gross uncompensated 
care rather than net. When HCFA insisted on matching only net uncompensated 
care, the State told hospitals that Washington had "changed the rules" 
necessit~lting ,a halt to State payments t'rom special pools. 

Other StatE~-share contributio'ns approved for Federal matching were 

o some $457 million (over 5 years) in "patient revenues" of, which the 
majority would be premium payments by some TennCare enrollees; 
instead of flowing directly to the managed care plans in which they. 
were enrolled, these premiums would be captured 'by the State and 
then dispensed to the plans so Washington' would recognize the 
payments as Stat,e expenditures, hence federally matchable; 



o certain payments for TennCare enrollees in Institutions for Mental 
Diseases (mainly State mental hospitals) not generally matchable; 
(these were to include persons already residing in IMDs when the 
waiver began, not only persons admitted during the period of the 
waiver); 
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o . about $251 million (5 years) in local government indigent heahh 
services expenditures for TennCare eligibles and enrollees (including 
payments to private hospitals in Knox and Davidson" Counties). 

The State also proposed that HCFA match $188 rnillion in State payments for 
public health and mental health services (including State funds required to match 
certain PHS grants); this was later withdrawn. 

FINANCING IN TENNESSEE TODAY-- FACTS AND EFFECTS 

Under TennCare, approximately 400,000 Tennesseans who had previously been 
uninsured are now covered: The managed care industry, wbich prior to TennCare 
had enrolled only about 140,000 people in Tennessee, has now grown to cover 
nearly all 1.2 million TennCare enrollees. These are considerable accomplishments 
in the space of 15 months. 

~owever, three factors -- two financial and the one political -- combine to produce 
a tense anel unstable condition for TennCare today.' 

The first was the State's method of calculating the capitation' rate that Managed 
Care Plans would be paid for each enrollee. The basic capitation rate was set by 
calculating a Medicaid historical fee-for-service per-capita equivalent amount -­
$1,641. From this was deducted $335 in expected charity care from providers (in 
effect, holding onto hosptials' cost shift to private payers);' $28 in local indigent 
care funds the plans were .expected to benefit from; and $48 in patient coinsurance 
and deductible payments. This left a net capitation to plans of $1,230 (raised last 
July to $1,275). The low MCO capitation has resulted in low payments to 
physicians who contract with managed care plans, 'and to other providers 
participating in the MeOs' provider networks. . 

. The second was the December 31 discontinuation by the State of payments to 
hospitals from an "unallocated funds pool. ,,' HCFA agreed to recognize State· 
expenditurE!s up to the Federal cap. Amounts in t~e pool represented the 
difference between the Fede"ral funding cap for the year and aggregate amounts .the 
State was paying to managed care plans as capitation. For the first six months 
between January 1 and June 30, 1994, these l:mallocated funds were estimated at 
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$175 million, and were paid for medical education,uncompensated care payments 
to essential providers, extra payments to hjgh-Medicaid caseload hospitals, and 
extra payments to MCOs for the first 30 days of care to TennCare beneficiaries 
(pent-up demand). 

As enrollment increased, and as the State had to send increasing amounts of funds 
to managed care plans as capitation payments, the State had decreasing amounts 
available for these pool paYments. In late December, when enrollments reached 
about 1.2 million and the State realized it could afford to enroll no more people and 
closed enrollments, the State informed the' hospitals that no more pool payments 
were available. At least one hospital, the Regional Medical Center in Memphis 
(liThe Med") is going through rapid and sharp cutbacks. 

The third was the politi~'al arm-twisting by the State to force physicians to 
participate in TennCare. To avoid contention ,and compromise, the State did not 
engage Tennessee physicians in a dialogue over'this plan. Blue Cross/Blue Shield 
(which has; about 40% of TennCare enrollees) told the physicians participating in 
its manage:d care plan for State employees that if they wanted to continue in the 
state employees program, they would have to agree to participate in the TennCare 
program at TennCare payment rates. Without this requirement (called 'the "cram, 
down" in Tennessee), the program would, have been unlikely to be able to attract 
enough phYSicians at low payment levels to operate the program. (In fact, 
Governor Sundquist, who campaigned on a promise to eliminate this "cram down" 
requirement, has had to renege on that promise.) 1he Tennessee Medical 

,Associatiol1 sued the State (unsuccessfully) over th,is issue. This particip,ation 
requiremerlt, and the Governor's failure to eliminat~ it, have left a reservoir of ill­
will in the physician community and, despite assurances to the contrary by .. 
TennCare officials, it is apparently difficult to obtain TennCare servJ,ces in some 
specialtil3s .. There are said to be significant pressures from hospital and physician 
organizations to pare back eligibility and/or benefits to free up more fundi'ng for 
higher. pf3r-service payment levels to health care providers. 

CURRENT TENNCARE FINANCING PROBLEMS 

Tennessee was supposed to collect $98 million in premiums' from upper-income 
enrollees last year; instead, it collected $12 million. In order to finance program 
costs to have been covered by the $86 million in missing premiums, and to earn 
the appro~imately $57 million in Federal matching funds, the State must make up 
the loss. 
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HCFA is seeking to recover Federal payments made in 1993 related to the n'ow­
unacceptable hospital tax ($381 million). And an illegal nursing home tax of 
$2,600 per bed (whichthe state repays to the institutions) has led to steps by 
HCFA to recover $120 million for the 1993 year, with the expectation of similar 
recoveries for 1994. 
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The State has now approached HCFA for extra matching for local government 
payments to their public hospitals. Although HCFA already matches the value of 
charity care discounts below costs for care which public hospitals give to TennCare 
eligibles and enrollees (considered a "certified public expenditure"), Tennessee now 
wants to claim local appropriations of about $43 million which counties pay to 
those same hospitals (a public hospital revenue, not an expenditure) to offset the 
costs of sLich uncompensated care. 

Former and current State officials recently visited Washington to press for a block 
grant (in part, they said, so they "wouldn't have to 'keep jumping through hoops to 
come up with the State share. ") Discouraged over the level of funding likely to be 
available to them under a block grant, however, they appear to have fallen back on 
trying to scqueeze more Federal funds out of the current arrangement (see preceding 
paragraph) while conceding that there is probably a need for a 5-10% hike in 
capitation rates this year. 

PROGRAM UNCERTAINTIES 

Departmental officials who recently visited Tennessee were left with a number of 
uncertainties. They could not determine 

(1) whether there is beneficiary underutilization of the system; if so, what the 
volume and its trends might be, and whether it is purposeful as consequence 
of State and/or MCO plan-erected barriers (due to underfinancing) or 
incidental and a natural -- and temporary -- consequence of shifting a 
population into an unfamiliar arrangement; 

(2) how much real care management is occurring and how much is simply 
discc·)unted fee-for-service (five of the 12 plans are PPOs which will not be 
required to. have gatekeepers until year 3); 

(3) the financial stability of managed care plans - whether capitation payments 
are s.ufficient to permit profits by MCOs and to underwrit,e plan-to-provider 
contract rates adequate to keep providers in the program (State-sponsored 
audits are under way); 



(4) whether payment delays are about what would be considered normal, or 
might be indicators that some MCOs are performing poorly, purposefully 
delaying payments for cash flow reasons, or this is evidence of underlying 
problems in the overall levels or structure of financing; 
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(5) the ratio of operational problems to total plan performance; whether early 
performance complaints (access, enrollment, 'referrals, information) are 
largoly behind the plans, or there continue to be significant design errors and 
impl'ementation problems that are not being, recognized or overcome. 

HYPOTHESES: HOW DID THEY MAKE IT WORK? 

Program impact and performance di:lta is not yet available. Assertions and 
anecdotes are inconsistent and ambiguous. But the essential conundrum remains: 
on the face of it, the idea of (a) increasing enrollment by 50% and (b) capping 
Federal contributions at the before-waiver level is counter-intuitive providing that 
reasonable assumptions are made about savings under managed care. 

The following hypotheses suggest a framework within which to consider what may 
. be happening. 

Hypotheses #1: Tennessee's Medicaid program was so financially robust before 
the waiver that the program can now be adequately financed on 
a tight per capita fiscal diet. 

The e,vidence to support this hypothesis might include pre-waiver per capita costs 
well abovE: what would be expected (embodying some mix of high utilization and 
high prices). In fact, per beneficiary costs in Tennessee in 1993, were below the 
national average ($2,946 vS,' $3,895), and slightly above the average for the states 
in their east south central region ($2,892). Tennessee's Medicaid payment rates in 
1993 wern calculated by, PhysPRC in 1993 to be at 1.05 - 1.17 of national fees; 
for example, their fee for total obstetrical care and vaginal delivery was $1,100 
compared to a national Medicaid median of $1 ,051; and an office visit for a new 
patient was $40 compared to the national Medicaid median of $36. 

When considered by class of service, Tennessee's acute care expenditures per 
beneficiary were $1,683 compared to $1,637 in their region and $1,993 nationally. 
In long~term care spending per elderly beneficiary, Tennessee spent $4,244 
compared to $3,878 by states in their region and $6,907 nationally. 

" 
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The foregoing does not suggest that, when compared to other states, Tennessee's 
Medicaid program was fat going into the demonstration. 

Hypothesis #2: Tennesse,e's program is working and sustainable, but for 
reasons ~e don't understand. 

The least visible funding in the Tennessee system is amounts hospitals garner from 
surcharging private payors and cost-shifting to subsidize TennCare eligibles and' 
enrollees. Part of such funds (the gap between costs and payments they receive, 
from health plans) is visible because hospitals account for it in order that the state 

, might claim the Federal match for that difference as "certified public expenditures. II 
But the federal 2/3 match leaves 1/3 unfunded. In fact, it may be that the 
hospitals are raising greater amounts for cross-subsidies than is apparent, and 
these will be able to compensate for low TennCare,hospital 'rates for an extended 
period. (Since public hospitals have less of a privately insured client base, they 
have grE!ater difficulty obtaining funds for cross-subsidies.) . 

, ,1 ,> 

In addition, it is possible that new enrollees under TennCare may, on average, b'e 
healthier tl1an the average Medicaid population; many appear to be in low-wage 
working families. Conceptually, 'persons with chronic medical problems that left 
them unable to work, and children with ongoing problems are likely to have been 
enrolled ur,der Medicaid prior to TennCare. If this turns out, upon empirical 
analysis, to be correct, their average costs would be lower than those of, 
categorically eligiblE;! Medicaid population upon whose costs capitation rates were 
established. 

There havl3 been anecdotal reports that hospitalization rates per 1000 pr0gram 
beneficiaries are down' significantly which could save substantial, amounts if true. 
On the other hand, it could represent lack of access; a visiting Federal group heard 
reports that the second-largest HMO has been unable to conclude a contract with 
hospitals in one region of the state (including a large city), and the inconvenience 
faced by going outside of the region could dampen utilization, temporarily. 

Hypothesis #3: That TennCare is unsustainable without infusion of additional 
funding. 

Empirical information on program effects is not yet. available, and qualitative reports 
are ambiguous. - Some hospitals and other providers are declining, to continue to 
participatE!, but it is not known how generalizable that is. Discussions with a very 
few beneficiaries indicated some continued mechanical problems (like being 
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switched from plan to plan with no notice or reason), and difficulties with referrals 
and drug formularies. 

A number of program elements may have, in the first year, masked the 
tenuousness of the program's' financing foundation. First, the Federal, payment cap 
did not take into account the phase-in of new beneficiaries through the first year. 
Given the E~arly start-up confusion and the time it would take to enroll people and 
for them to begin to use health services, it is more likely that an appropriate 

, capitation E~stimate for the first year would be about one-half the annual rate for 
the first year. In the second year, the average costs are more likely to nearly' 
approximate ongoing costs. 

Second, managed care organizations were frantically busy in the first year building 
their referral networks -- primary care physicians, r~ferral specialists, hospital, etc. 
The very incompleteness 'of those networks probably held down costs, a factor 
much less likely to have effect in the next (and first- full)year of operation. 

Third, beneficiary sign-up with managed care plans, linkage with a primary care 
provider, transportation arrangements and other problems is likely to have had two 
effects: first, some -~ perhaps many -- may have under-used ,needed services 
because th1ey couldn't find access or gave up in frustration. Second, many went to . , . . 

their former care providers at least some of which went ahead and provided a 
service anyway hoping that reimbursements could later somehow be obtained from 
one of the managed care plans; some of those reimbursements probably did not 
happen. This chaos (and any savings th'at may have accrued to the State and the 
plans) is not likely to be repeated. 

Fourth, plan payments to providers are widely reported to have been slow. There 
may even be some significant backlog of physician and hospital payments by some 
of the managed care plans which matured State monitoring will cause to be paid; 
this will increase retroactive first-year costs, and (unless repeated) will not mask 
second year cost~. 

Perhaps thEl strongest indication of the precariousness of current TennCare funding 
comes from Washington visits by former-Governor McWherter and the former 
director of Finance and 'Administration Manning seeking additional funding. , Their 
concerns are outlined by Tennessee press reports in which Robert Corker, current 
Director of Finance and Administration, testifying b~fore the legislature's TennCare 
Oversight Committee, is reported' as indicating a TermCare financing shortage in 
the area of $200 million, 

The outlook for TennCare is ambiguous. On one hand, the managed care delivery 
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networks s.hould begin to mature during the coming year, with real case manage­
ment beginning to replace what, in many cases now, is reported to be'essentially' 
discounted'fee-for-service care. Quality oversight by the State will begin to 
reinforce expectations that preventive and primary $ervices in doctors', offices will 
replace episodic acute care in hospital emergency rooms. An increase in capitation 
payments should ease financing pressures, prehaps'drawing additional specialist 
physicians into the program easing access pressures. 

r 

On the other hand; serious risks remain. Provider disenchantment could continue , . . 

to build into further litigation, and more physicians could leave the program as well 
, as some hospitals that are least dependent on Medica'id funding. There continues 
to be talk that at least one of the managed care,plans may not be able to continue 
(although Blue Cross/Blue Shield may offer replacement coverage). The Tennessee 
legislature may continue to under~fund the program in which case the State will 
continue to have difficulty making enough qualifying Medicaid expenditures to 
attract Fed,eral matching funds. 


