In December 1994, the Health Care Financing Administration (HCFA) notified. Tennessee that
. the Federal governine'nt may disallow $176 million from Federal Medicaid matching

* payments bccause the State's tax program violated Federal law. Although the potential
disallowance remains a significant issue, no action has yet been taken on processing the
disallowance at this time. The 1mplcmcntatlon of the dlsallowance and/or negotiations with
the State are still under review by HCFA. : ‘
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- Tennessee Nursing Home Tax -

,Background I :

The Mecncmd Voluntary Conmbutmn and Provzder Specrﬁc Tax Amf:ndments of 1991
,estabhshed certain limitations on Federal financial participation under Medicaid when States
receive funds from prowders The law establishes a definition of the types of health care related
tax revenues that States are pemutted to receive. In general, these taxes must be broad-based,

~ apply to all health provnders in & given class ina umform manner, and not ho!d provzders harmless
: ﬁ‘om their tax costs. : : : ‘

Tennessee 5 I‘nx

Tennessee has a nursmg home tax that is apphed at a rate of $2 600 for each licensed bed. This
tax is applied to all nursing facilities, including facilities owned and operated by the State. The

' State indicated that there are no exclusions, deducnons or ad]ustrnents applied to the: tax of any
licensed facﬂ:ty different from any other such facility.

: Sunultaneou w:th the nursing home tax; the State enacted a grant assistance program for

’ ﬁnanmal support for eligible individuals remdmg in licnesed nursing homes. Individuals eligible for -
this assmtance must not have their nursing home care paid for in whole or in part, by Federal
State or combmed FederaVState mechcal program

HCFA A(,tmns

y . HCFA behwes the grant asmstance pmgram represents 2 dxrcct tepayment of the tax to

. non-Medicaid taxpayers. Consequently, the grant assistance program would violate the hold
harmless provision of the. 1991 Provider Tax legislation (Regulation -- 42 CFR 433.68 (£)( ).

" The last correspondence 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 notrﬁed at that nme The disallowance is estimated to be appmxlmately
$176 mxlhon ' ~ C

No actxon has been taken on processmg the dxsa]lewance at thls ume

Potent;ai Iimpacts

TOTAL P.@2
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* FR 43180, Aug.. 13 1993]

- a.ssistance\ expenditures,

outstationed eligibility workers, in ex-

.

'. ‘with each outstationed worker and

* similar allocated costs of State or local
agency. support staff, and a prorated

‘cost. of outreach- activities 'applicable
"to the outstationed workere at ‘these’
~sites. The prorated costs of outreach
activxties will be calculated taking the
percent ‘of State outstationed ellgi-
. bility workers at a facility to total -
‘outstationed eligibilicy workers in the -

State, and multiplying the percent by
the total cost of outreach activities in
the . State. Costs for such items as

State agency overhead and provider of- -
‘rice space are not allowable for this' ]
" tazes. Subject to the limitations Bﬁaf

fied in §433.70, a.State may receg

purpose
57 FR 55138 Nev 24 1992 a8 amended at 58
. RN

- §433.67 Limitations on Ievel of FF’P for
o permmsnble pmv:der-related dona-

tions.

H(axl) Lzmztattons on -bona fzde dona— ’

tions. There are ho limitations on the
amount- of ~bona fide provider-related

" dohations that a State may receive

withéut a reduction in FFP, a8 long as
‘the bona- fide donations meet the re-
quirements of 5433 66(b)(1) '

2. Lzm;tatwns Son  donations .
outstatumed eligibility warkers Effective
‘October 1, 1992, rega.rdlesa of when &
State’s . transition period” ends the
maximum a.mount of provider—related

\denations for oustationed eligibility ,
- workers, as described in| §433.66(bX2), '

that a Stat.e may receive without a re-
‘duction in FFP may not exceed 10 per-

. cent of a State’s medical assistance ad-. ~
. mimstrative ‘costs- (both the Federal

and State sha.re), excluding the costs of

. family. planning ‘activities. The 10 per- -
cent. limit for provider-related dona- -

'i:ions for outstationed eligibility work-

ers is not included in the limit in effect ..

v.,through September 30, 1995, .for health

.care—rela.t;ed taxes a.s described in‘

~§433 70. .

v (b) Calculatzon of FFP HCFA will de<
,duct from a ‘State’s qua.rterly medical
before - cal-
-culating FFP, any provider-related do-
nations received in that quarter ‘that
do' not meeét the requirements of
§433.66(bX(1).and provider donations for

~
Yo

for ,

,199 Prowdcr*ﬁ% ch s!ahovu (4

' ess of the limits epecified under

“graph (a)(Z) of this section. . 1%

- care-related taxes if all of the follo

‘_!t;he hold harmless provisions specify
" in’ paragraph (f) of this section.”

i

*the unit. of government has

. tax program be broad based, in accod- :
* ance with-the procedures speciﬁed
§433.72. Waivers from the unifo
_broad-based requirements will 3
: matiea.lly be granted in cases of ]
_ations in licensing and cert.ific&ti

_raised b'y t.he State from the foes

. ance with t;he requirements of this g 860-

“in’ paragraph (d) of this section; and

‘tax {s inmposed ‘on at least all he&}"g
' care items or services in the ‘class%gf
- providers of such items or services
.nished by all non-Federal, non-publis’;

2CFR423 (4®).

42 CFRCh: IV (10-—1—95 Ed

. (57 FR 55138, Nov 24, 1992, s,s amended a
FR 48180 Aug 13, 1993] -

§433.88 Permissible health care-rely
Toed taxes after the transition pe

. (a) General rule. Beginning on the |
after a State’s transition period, as qg_
fined in §433.58(b), ends, a State m

receive health care-related taxes, vﬁ’&;
out a redudtion in FFP, only in ace

tion. = - )

. (b) Permiss:ble health H

without .a reduction ih’ FFP, heal

ing are met: {
(1) The. taxes are broa.d baee
speciﬁed in paragraph (c) of: this %
tion;
(2). The taxes are u.uiformly im
‘throughout .a. jurisdiction, as specifi

(3) The tax program does not waﬁg

(¢) Broad based health care-v -
tazes. (1) A health care-related tax ¥l
be considered to be broad based if th"

providers in the State, and’is imposed

uniformly, as specii’ied in pa.ra.graph

of this section. ™
. (2) If a health ca.re-related ta.x is‘

‘posed by a unit of local govemm“iiﬁ.
‘the tax must extend to.all items

services or providers (or to all prov?t;-%
ers in a class) in the area over whi

tion
% A State may request a.
from HCFA of the requirement that

fees for providers if the amount of sid, §
fees is not more than’ $1,000 angn_w & 2
per provider and' the total. WELTE -
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f uodh Care. Flnclnclng Adminlstration. HHS
M in the administration of the- l-’

.or certification program.

(d) Uniformly imposed health care-relat-"

of tares. A health care-related tax will .
b considered to be imposed uniformly

- aven Af it exclides Medicaid or Medi-
care payments (in whole or in part), or.
both; or, in the case of a health care-re-
‘1ated tax based on.revenues or receipts
-, with respect to a class of items or serv-

. ices. (or providers of items or services),’

if it excludes either Medicaid or Medi--
. care revenues with respect to a class of
- items. or services, or both. The exclu-
aion of Medicaid revenues must be. ap-.
plied uniformly to all providers being.
taxed.

(1) ‘A health ca.re-related tax will 'be
considered to‘ be imposed uniformly if -

4t meets any ore of the following cri-
terla:-.

@) If -the ts.x is a- licenaing fee or
similar ' tax imposed on a class of

health care services (or providers of

those health care items or services),

the tax is the same amount for every -

provider furnishing those items or
‘ services within the class. :
- ({1) If the tax is a licenslng fee or

aimilar tax imposed.on a. class: of;

health care items or services (or pro-
.viders of those items or services). on

the basis of the ‘number .of beds (li-.
censed or otherwise) of the provider,
. the amount of the tax is the same for

. each bed.of each. provider - of those
. -ltems or services in the class.
(11f) If the tax is imposed on provider

., revemue or receipts with respect to a
~ class of items or services (or providers '

of those health care itéms or services),
_the tax is imposed at a uniform ‘rate for

all gervices (or piroviders of those items
. or services) in-the class on all the gross
.. Fevenues or.receipts, or on net operat- -
. ing revenues relating to the provision
of all .items or services in the: State,.

,unit, or jurlsdicti on. Net opera.ting rev-
-enue means gross charges of facilities
less any. deducted amounts ‘for bad

debts cha.rity care, a,nd pa.yer dis-‘

. counts.

© (iv) The' ta.x is 1mposed on 1tems or.

services on'a basis other than those °
‘8pecified. in . paragraphs-- (d)X1)

" mission tax, and the State establishes .

to the satisfaction of the Secrets.ry'

thn.t. the arhount of the tax is the same -

()
_ through/(iil) of this section, e.g., an ad-.

5433 68’

for each provider of such 1tems or serv- )
ices in the class.

(2). A tax imposed with respect. to a
-¢lass of health .care items or services
will not be considered to be imposed
uniformly if it meets either one of the -
following two criteria: .

(1), The tax provides for credita ex-’ -
. clusions, or deductions which have as
'its purpose, or results in, the return to . ~
‘providers of all, or a portion, of the tax .
-paid, and it results, directly or “indi-- :
rectly, in d tax program in which-— .

(A) The net impact of the tax and’
payments. is- not generally redistribu-.
tive, as specified’ m paragraph (e) of
this section, and -

(B) The amount of the tax is directly
-correlated-to payments under the Med-
jcaid program. .

*(i1) The tax holds taxpayers harmless
" for the cost of the tax, as described 1n
paragraph () of this section.

(3 If a tax does not meet the criteria
" specified in paragraphs (d)1)(i) through *
(1v) of this section, but the State estab- .
lishes that the -tax is imposed uni- .
formly in accordance with the proce-
“dures for’a waiver specified in .§433.72,
the ta.x will "be. treat;ed as a uniform
tax

- (@} General!y redismbutwe A tax will
*be- considered to, be generally redis-

tributive if it meets the requirements

of this paragraph. If the State desires

_walver of only the broad-based tax re-

quirement,: it must demonstrate com-

pliance with paragraph (e)1) of this . -

section. If the State desires walver of .

the uniform tax requirement, whether

or not the tax is broad-based, it must
demonstrate’ compliance wit.h pa.ra.
graph (e)(2) of this section. - -

(1) . Waiver of broad-based reqmrement
only. This test is applied on a per class.
‘basis to a tax -that is imposed on all
. ‘revenues but excludes- certain provid-

+ ers. For example, a tax that is imposed

- on all revenues (including Medicare

and Medicaid) but excludes teachihg
- hospitals would have to meet this test.
" This test cannot be used when a State .

excludes any or all Medicaid revenue”

from it8 tax in addition to the-exclu-" .
sion ‘of providers, since the test com-

. pares the proportion of Medica.id reve- .

nue being taxed under the proposed tax

wi_t.h the proportion of Medicaid reve- - ‘ .

R .
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A §4.3368

. nuc belng t.a.xed under a broad-based ;

©ovax.
(j) ‘A State: seeklng waiver of the
broad-based tax requjrement only must

dernonstrate: that its proposed tax plan .

_meets the requirement that its plan is
- generally redist:mbutive by: ‘
" .(A) Calculating t:he proportmn of the,

% tax’ revenue applicable to Medicaid if
" - the tax were broad based and applied to’

- all providers or activities mthin the
clasa (called P1); '~

(8) Calculating the' proportion of the
tax. revenue- applicable to Medicaid'
- under the tax program. for which the-

~ State seeks'a waiver (called P2); and .
. () Caleulating the value of PL’P2
. (‘ti) If the State demonstrates ‘to t:he

. Secretary's satisfaction that the value .
of PUP21s at least 1, HCFA will auto-

mat1ca.lly approve the ‘waiver request
v @i1) If a tax is enact;ed and in effect

- prior to August 13, 1993, and the State
demonstrates to the Secretary’s satis- -

faction that .the’ value of PUVP2 is at

" least 0.90, HCFA will. review the waiver

request. Such a waiver will bé approved

only if the, following two criterla are

 met:

~and :

(B) The tax excludes or provides cred~'

" .its or deductions only to one or more of
the following providers of items and

- services'within the class to be taxed:
(1) Providers that furnish no services .

within the.class in the State, )
- (2) Providers that do- not charge for
’ services within the class; .
. (3 Rural ‘hospitals (defined as any
'ho:apita.l located . putside -of 'an urban
. area as defined in §412 ﬁz(f)(l)(ii) of thxs
chn.pter),
(#) Sole community hosplta.ls as de-
fined in §412:92(a) of this chapter: - -
(5) Physicians practicing prima.rily in

L \me dically underserved areas as defined |
+. . 'in section. 1302(‘7) of the Public Health
- Bervice Act;

A Financially dlst:ressed hospitals if:
‘ (z) A financially distressed hospital is
i 'del’ined by. the State law; .

. (i) The State law specifles reason-
" . able standards for determining finan-’

cially distressed. hospitals, and these

- standards a.re applied unjformly t0 allr

ho'apltals ih the St‘.ate‘ and

(A The va.lue of Pl/P2 1s at least 0. 90 !

S

| 42 cm Ch. |v (10-1-95 Edlﬁon) "

(m) No more than 10 percent, or =8
-nonpublic hospitals in the State are ex— s

empt from the tax; :
(7} Psychiatric hospita.ls, or

) Hospihals owned and operated by, '

HMOs . )

(iv) If a tax is enacted and in effect, M |
after ‘August 13, 1993, and the State
démonstrates to the Secreta.ry s satis-
. faction' that the value of PY/P2 is at .
least 0.95, HCFA will review the waiver ..
+ . request. Such a waiver request will be " f -
. ‘approved only if the following two cri-

t.erla. are met:

This test is'applied on a per class basis

to all taxes that are ngt uniform. This *
" includes those taxes that are neither.
broad based (a8 specified in §433, 68(c)) .

nor uniform (as specified in §433. 68(d));
(1) A State seeking waiver of the uni:

form tax requirement (whether. or .not e 1

the tax -is broad based).must. dem-

onstrate that 1ts proposed. tax plan~ -
meets the requirement that its plan is
. m

genera,lly redistributive by:

(A) Calculating, using ordinary lea.st :
“squares, the slope {(designated as (B)
‘(that is. the value of the x coefficient) '
- ‘of two linear regressions, in-which the | =

dependent variable is ‘each ‘provider’s, e
. percentage share of the total tax paid -

by. all taxpayers during a 12-month pe- * M
"riod, and the independent variable. is .
the taxpayer’'s ‘‘Medicaid St,a.tisclc".x; .

The’ term ‘“‘Medicaid' Statistic’’ means.

“the number of -the provider’s taxable
,unlts applicable to. the Medicaid. pro- [- x

gram during a 12—month period. If, for
example, the State impoaed a tax based.
on provider charges, the amount of 8

- provider’'s Medicaid charges paid dur- =
ing & 12-month period wouid be its _f -

“Medicaid Statistic”. If the tax 'were.

based on:provider inpatient days, the -

number of the provider’s Medicaid days.

"during a 12-month period would be its
““Medicaid Statistic”. For the purpose

of this test, it is not’ relevant that 8 -
tax program exempts Medicaid £rom

" the tax. s < gl

(B).Calculating the slope (designa.ted

" as Bl1) of the linear regression, as de- N

scmbed in pa.ragra.ph (e)(2)(1) of this

- (&) The value of PlfP2 is a.t lea,st; 0. 95 E
S (B) The tax complies wit.h the provi-
slons of §433: 68(6)(1)(111)(B) S o '
(2) Waiver of uniform tax. requzrement ' f_ 3

S

Heafth Care Fincr

.'section, for the

-it, were broad base
_ (C) Calculating
as.B2) of the lir-
scribed in. paras.
section, for the &
proposed. -

(i) If the. Statc
‘Secretary’s satisy -
of BUB2 is at lea-
matically approve.
. (iii) If the Star:

. Secretary’s satis?
. of B/B2 is at lea’
~ yiew the waiver r.

" .. will be approved -

swo criteria are - -
(A) The va.lue o
and o
(B) Thé tax exci-
its'or dednctions
. the ‘following pr¢

T services w:thm th-

- Prov:ders the
wlthm ‘the class ir
(2) Providers tk.
servxces within th:
- (3) Rural hospi-
_hospital located -

V . areaasdeﬁnedin -
. chapter, L '

(4) Sole com.mu:

. ﬁned in §412.92(a) ¢

'(5) Physicians pr
rned:cally underse: -
-in seétion 1302(7).

: Service Act.

(6) Fina.ncmlly d
H A ﬁna.ncially
defined'by the Sta- N
.(ii)."The State 1:

‘able standards for
“clally”’ distres%d

standards'are appi
hcsmtals in the St
(iti) 'No' -more 1.

. nonpubllc hospitals

empt from the tax;
(7 PsyChiatnc he'
(8) Providers or p
that vary based exc
but only if the reg :

.COﬁerminou_s Wlth -

{and not special
Taxes within each .
must meet the bro.
formity. requireme:

Paragraphs (c) and (:
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slvél'y‘ ~ Aonx .‘reg'ion‘a.l«- varia.t.ions, anda “en”
acted‘ a.nd in, effect prior to November

: ebnsidered to.be held harmless, under a
] te.x progra.m if any of the following.-‘

- {1y, The State (or othei? unit.of goy- . - -

", etnment) imposing the tax provides di-

B) The tax excludes or providea créd;

~ rectly, or.indirectly for a non-Medicaid"

payment .to. those pmviders or. ‘others
paying the: tax and the amount: of the
payment is positively correlated to ei~

¢ 'its or, deductions only to one or more-of . only’ on vm

empt from the t.a.x, e
22 A7) Psychia.tric hospit&ls,
S A® Provlders or payere with t.o.x rates-.

that vary based:exclusively on' ‘regions,::

~ but.. only If the regional va.riations are:
cet,ermincuus with preexletin@ polibica.l
(and- not' special. purpose) boundarlea

" Taxes within each regional. bounda.ry‘:
;must - meat_ the:- broad-be,sed and ‘ani-,

formity requirements as speciﬁed in
paragraphs (c) and(d) of this séction. -

Medicaid pa.yments or ‘other, State pay-
“ments. The ‘seécond. prong . of. t,he hold,

5harmless tést is-applied in the aggre-

“gate. ‘to.all"health care. taxes applied to "
“eéach cla.ss If- t:his standard isxviolated-
" the. amount of tax revenue to be offset
irornz medical fassisbanee expenditures L
‘18 the\ tot.al ‘amount’ of . the. taxpayers
revenues received by the State

) (il)~If a8’ of August 135 1993;. & Smte
“has. enacted a ta.x ih excess of 6 percent
tha.t. does 10t mee : the requir ments in




§433.70 .
pa.ragraph (f)(3)(i)l of- this section
. HCFA will not disa.llow funds. received
by _the State resulting from the tax if

_thé State modifies the tax to comply
with this requirement by September 13,

| 1993, If, by. Septémber 13, 1993, -the tax'

is not- modified funds ‘received by.
‘States on-'or after September 13 1993
‘will be disallowed. R

[57 FR 55138, Nov. 24 1992 as amended at 58
- FR 43181, Aug. 13, 1993] S :

5 433.70 Limltatlons on level of FFP for
.revenues from health care-related .
taxes after the transition period.. -

(a) Limitations. (1) Subsequent to the

"+ end of a State's transition period (as

defined -.in §433. 58(b)), - and extending
through September 30, 1995, the maxi-
mum , amount of health care-related’
taxes specified in §433 68 that a_ State-

© may receive during a’ State fiscal year

(or portion: thereof), without'a reduc-
tion in FFP, is lirmted ‘to—

.(1) The greater: of 25 percent or the )

State base percentage as described in

' §433.60(b); multiplied by .

v

.(ii) The State’s share-of.total medical
‘assistance’ expenditures for. the Staté
fiscal year, less all health care-related
" taxes other than those - described in
- ,§433. 68 that ‘are  deductéd’ separately,
pursuant to paragraph (b), of this sec-
tion. .

) (2) ‘Beginning’ October 1, 1995 there is
" no-limitation on the amount- of health
" care-related taxes that a State may re-.

* ceive without a reduction in.FFP, as

" long as the health . care-related taxes
meet the requirements specified
§433.68. 0

(b) Calculation. of FFP. HCFA will de-

' revenues -from health care-related
taxes . that do ‘not' meet the require-

ments-.of §433.68. and any- health care-'.

i.related .taxes in excess' of-the limits;

specified in paragraph (a)(l) of this sec- i

tion . L

5 433.72 Wawer provisions applicable
to health care-related taxes. -

(a) Bases for requestmg,. wawer @1 A
State may subrmt to HCFA a. request
-for a waiver if'a health care-related tax
does notmeet .any or all of the follow-
ing . L -

Sy

42 CFR Ch IV (10-1-95 Edlﬂon)

(i) The tax does not meet the broad
based i criteria specified " in §433 68c),

. and/or’

_ (D The tax is not lmposed uniformly

“but meets - the criteria speciﬁed in’
.§433.68(d)(2) or (d)(@3).

(2), When- a ta.x that meets the cri-
:‘teria- specified in paragraph (a)(l) of
.this section is imposed on ‘'more than
one class of health care items or serv-
ices, a .separate waiver -must be ob-’
tained- for each class of health care
items and services subject to the tax. .

" (b) Waiver conditions. In order for.
"HCFA to approve a waiver request that-

would permit a State to | receive tax:
revenue (within specified limitations) L
. without a reduction in FFP, the :State

must demonstrate, to HCFA'’s satisfac-
tion, that its tax program meets all of.
the following requirements: . .

(1) The net impact of the tax and any

.payments made to the provider by the

‘State under the Medicaid program is
generally redistributive, as: described
in §433.68(e);

(2) Thé amount of the tax is not di-
rectly correlated to Medicaid pay— .
ments, and

(3 "The tax prog'ram does not fa.ll
‘w1th1n the hold harmless provisions

: specified in §433.68(f).. .
(c) Effective date. A waiver will be ef-

“

fective
(1) The-date of enactment of the ta.x

for programs in existence prior to' Au- ‘,‘

gust 13, 1993 or; "

" (2) For tax programs commencing on
or after August 13,.1993, on the first day.
"in’ the ‘quarter in which the \wa.iver is+
received by HCFA o . ,;,4

- [87 FR 55138, Nov 24.\ 1992 as a.mended at 58

- FR 43182, Aug. 13, 1993] - S s
duct from a State’s medical assistance -

expenditures ‘before calculating FFP,.

'5433 74 Reportmg requu'ements.i »

(@) Beginmng with the first qua.rter‘ ‘
- of Federal fiscal year 1993, each: State-

must submit to HCFA quarterly’ sum-
mary .- information on the ‘source and "
use of .all provider-related donations -.

.(including all bona'fide and presumed-

to-be bona fide doriations) received by
the- Staté or unit of local government,

" .and health care-related taxes collected.

“Each State must also prov1de any add- .
tional information requested by the
Secretary .related to any -other dona-
tions made by, or any taxes imposed
on, health care providers States re-

'Heonhamr-r

DOrt.s must I!r'e
rate, and foll ¢
i donation and p._ .
1tures :
(b) Each Stat:
- mary mforma—
graph (a) of this
basis in accords
_ tablished by HC:
"~ (¢) Each . Sta-
readily reviewsz
documentation : -
' description angd .
nation and tax o
as well .as the" qc
nations receivec '
This mIormatio:
"able to Federal r
(@) If a State £:

. reporting requir

this’ section, fur
. be reduced by

t HCFA €stimates

: §433 110,
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INTRDDQQILQE

The Medzcald Voluntary Ccntrlbutlon and Provider Specific
Tax Amendments of 1991 (Public. Law 102-234, enacted
December 12, 1991) amend provisions of Title XIX of the
Social Security AcCt and establish new 'limitations on
Federal Financial Participation (FFP) when States receive
funds donated from providers and revenues generated by
certain health care related taxes. The statute also
establishes limits on the amount of- payment ad]ustments to
disproportionate share hespitals for which FFP is
avallable. . o

In general, under the new law a reduction'in FFP will occur
if States receive donations made by, or on behalf of,
health care providers. The law also establishes a
definition of the types of health care related tax revenues
States are permitted to receive, without reduction in FFP,.
Such taxes are broad-based taxes which apply to all health
care providers in a given class in a uniform manner and
which do not hold providers harmless: Iar their tax costs.
However, the law permits States which have, by specified - -
dates prlor to the enactment of this law, received provider
donations and taxes whlch are not permltted by this law to
continue to receive them for a limited time, without a
reductlon 1n FFP. :

- The provisions of the new law affecting taxes, donations
and DSH payments apply to all 50 States and the District of
Columbia, except Arizona, which operates its Medicaid -
Program under a waiver granted under Sectlon 1115 of the
Soczal Security Act.‘ :
The lau applies to donatlcns from prcvxders and relatad
entities, and to health care related taxes. 1t does not .
affect the treatment of donations from other entities not
related to providers and the receipt of revenues from
generally applicable taxes. However, any revenues received
by a State from the donations or taxes described in the ‘
Medicaid statute (Tltle XIX of the Social Security Act) are
subject to its provisions, without regard to whether these
_funds were directly or indirectly received by the Medicaid.

. Agency or some cher department of the State or. local
government. :

The new legislation directs HCFA to issue interim flnal ‘
regulations necessary to implement its provisions. These
requlations will, of course, supersede thlS summary.
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USE OF PROVIEER RELATED DONATIONS AND. HEALTH CARE RELATED
- TAX RE: RBVENUES o | o

GENERAL RULE

'EffectLve uanuary l, 1992, before calculating the amount of
Federal Financial Participation (FFP), 'certain revenues
received by a State will be deducted from the State's’
expenditures for Medical Assistance. The revenues to be
deducth are as follows: : P

‘1. = Denations made by health care providers and entities
related to providers (except. for bona fide donations
and, subject to a limitation, donations made by
providers for the direct costs of outstationed
ellg;bxllty workers),

2;5<-Impermlsszble Health care Relaced Taxes and,

kP VUntll October 1, 1995, "Permissible Health-Care
©  Related Taxes" that exceed a specified. l;mlt.

The term "permissible health care related taxes” means
those health care related taxes which are broad-based taxes
uniformly applied to a class of health care items, services
' or providers, and which do not hold the provider harmless
for the costs of the tax, or a tax program for which the
Secretary has qranted a waiver. A

The term ”impermlsslble health care related taxes" means a
- health care related tax that deoes not meet the requlrements
of a pPrmlSSlble tax.

This provision applies to revenues received by a State on
or ‘after January 1, 1992 (except for certain donations and
taxes permitted under a. transition period, which are
subject to a limit). Revenues received by States prior to
. this date are nct subject to these statutory provisions,
- even for expenditures funded by these revenues that are not
made until after January 1, 1982. -
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SPECIAL RULES FOR TRANSITION PERIOD

‘Under .certain c¢ircuymstances, the. new law permits: States to
use, without a reduction in FFP, revenues from provider
donations and impermissible tax programs in effect before
enactment of the new law, for & limited periad of time,
which is referred to as a "Transition Period. However,
- the law requlres that, in order to be coritinued without a.
,reductlon in FFP, the tax and donatlmn programs must meet
«peczflc requ;remenus

TRANSITION PERIOD -- For most States, the Transition Period
extends until Cctober 1, 1992. For other States, the
Transition Period extends -until January 1, 1993, or July 1,
1993.. The criteria fcr determlnlng the Transltlon Period
are as follows.;

Octpber 1, 1992 --  For States whose State fiscal years
» begin January 1. through July 1, and
which are not elxg;ble for the =
July L, '993 date.

‘January 1, 1393.-- For States whose 'State fiscal years'
c C ' begin after July 1, and before
January 1, and which are not, eligible
for the July.l, 1993 date. :

July L, 1393 == . For States:

a. whlch are not scheduled to have
- a regular legislative session in
kralendar year 1992, or ,

. b. wnzch are not scheduleéd to have
a regular legislative session in
Calendar year'1993

which had enacted a. pxovxder-
specific tax program on
November 4, 1991, :

'y

Based on ;nfcrmétion‘supplléd to HCFA by the National
Council of State Legislatures, the Transition Period will.
‘ explre on Octcber 1, 1982, except for the fullow;ng States.

Fericd Expmres January 1, 1993:
Alabama :
Michigan

o
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Period Expires July 1, 1993:

Arkansas

- Kentucky
Nevada Lo
North Dakota P !
Montana - T S o
OGregon
Texas ‘
West Virginia

USE'CF‘DONATIONS DURING THE TRANSITION PERIQD -~ After

PLO5

January 1, 1992, States may receive, without a reduction in |

FFP, revenues received from permissible donations (i.e.,
bona fide donations or donations for outstationed
‘eligibility workers). In addition, States may receive,
without a reduction in FFP, revenues from existing
provider donation programs -- even though they do not meet
the requirements of being "bona-fide" donations preograms or
are not for outstationed eligibility workers -- only during
the State's transition perlod,-and sub)ect to the fOllOWlng
‘rules: V S

7' 1. The donation program must have been in effect or
: described 'in State plan amendments or related -
documents Submxtted to HCFA by September 30, 1991,
clnd C . . :

2. The program must be appl;cable to the State fiscal
: year 1992, as demonstrated by State plan amendments,
written agreements, State bud;et documentation,
‘or other documentary evidence in existence on
September 30, +991.

In implementing thiéfproviéion, States must demenstrate

through written documentary evidence submitted to HCFA that

the above criteria are met.  HCFA would consider as
acceptable documentation such ltems as:

1. 'Qeference to the donaticn program in a State plan
amendment or related documents, including a response
- to a HCFA request for additxonal lnformatlon,

‘2. State budget documents 1ndlcat1ng the State )
xntentzon to continue to receive donations,

3. ertten agreements wlth the parties donating the
: Vfunds, or \
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4. Other written documenration that expresses the
' State's intention to recexve donations during the
perzod )

It is Jmportant to note that to be accnptable, the written
.documentary evidence must have been in; eXlStenCE on *
' September 30, 1991. ‘ :

- The donations‘that may be received, without a reduction in
FFP, by a State in Fiscal year 1992 (subject to the
limitation imposed during the transition period) are those
that the State can document that it intended to receive
during that period. For any portion of State fiscal year
~ 1993 that occurs during.the transition period, the State
may receive, withéut a reduction in FFP, the amount o&f.
donations that it received in the corresponding period in
State fiscal year 1992, (including the five days after the
end of that period). ' :

P.

UsSE Q OF TAXES 'IN_THE TRANSITION PERIOD -- In general, States'

' may, receive, without a reduction in’ ' FFP, during the

. transition period, revenues from tax programs that were ;n
effect as of November 22, 1991, even though these taxes
‘might not now meet the requirements for permissible health
care related taxes. (These taxes are however, subject to-.
the limitation imposed during the transition period.) In
.order to receive these revenues, without a reduction in
FFP, the tax must have been in effect, or the leg;slation

' or requlations imposing the tax must have been enacted, or

 adopted, by November 22, 1991. States:may only modify an
existing tax program to- extend the duration of the tax
program, if it was scheduled to expire. Other
modifications to State tax laws may be permitted only if
the changes do not alter the rate of the tax or the base of
the tax (e.g. the providers on which the tax is 1mposed)
and do not: otherwxse lncrease the proceeds of the tax.

LIMIT ON_AMOUNT QF DONATIONS AND TAXES DURING THE
TRANSITION PERIOD

The amount of revenues States may use from provider
donations and health care related taxes is subject to

limitation. The limit for a State flscal year is expressed

as a percentage of the total non- Federa¢ share of Medicaid
Program expenditures in that fiscal year (including. the
State's Medicaid Program administrative costs), less the
amount of provider-related donations {(other than bona-fide
.donaticns or donations for outstationed eligibility

workers), and impermissible taxes. The specific percentage

" to be applled for a State in any flSC&l year is the greater
'Of. B . . . . . .

H

=

~1
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a. 25 percent, or

b. The State's. "Base Fercentage" which is calculated by
dividing the '‘amount of all provider donations and '
‘health care related taxes (whether or not they are
permissible) estimated to be received in State

" fiscal year 1992, by the total.non-Federal share of

- Medicaid Program expenditures (anludlng :
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 numerator of the formula for taxes
that were not in effect for the entire fiscal vyear,
but were enacted as of November 22, 1991. In this
case, the amount of revenues to be included would be
estimated as if they were in effect for the entire
fiscai year. The legislation requires HCFA to
estimate the State Fiscal year 1592 non- Federal -
share of Medicaid expenditures.based on the best
avallable data in its possession as of December 12,
1991 the date of enactment of the law, :

During the transition period, the 25 percent lzm;t {or if
higher, the State base percentage) will limit the amount. of
revenues States may receive from provider donations and

" health care related taxes. This cap will apply to the sum
of revenues rec91ved by States from:

1. vrovxder donatlons, 1nclud1ng permissxble donations
~ and donations eligible for use dur;ng the transition
perlod, and

2.f health care related taxes, including permissible
' taxes and impermissible taxes still eligible for use -
during the transitimn perlod. : -

Revenues received from these sources in excess of the 25
o percent cap {or the State base percentage) will be deducted
from Ned;cald expendxtures before FFP is calculated. -

' LIMIT ON AMOUNT OF TAXES PRIOR TQ OCTOBER 1, 1995

.Beginning on the day after the State's transition period
‘has ended, and.extending until October 1, 1995, revenues.
~received from permissible taxes in excess of the 25 percent
cap (or, if higher, the State base percentage) will be
deducted. After QOctober 1, 1995, there are no limitations
on the amount of permissible taxes States may receive.
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' PROVIDER-RELATED DONATIONS ,
DEFINITION -- A provider-related donation is a donation or

, other voluntary payment (in cash or in kind) made directly.
or. indirectly to a State or unit of local government by a.
health care provider, an entlty related to a health care
~ provider, ©or an entity providing goods ‘'or services to the

- State for administration of the State's Medicaid plan.

Definition of Health Care Provider -- For purposes of
- determining whether a donation was made by a health care
. provider, the term “"health care provxder" is ‘defined as

"the 1nd1v1duax or entity that receives any payment for'a.
health care item or, service provxded to a patxent

Entity Related to a Provider -- An lndLVLdual or ‘entity
(i.e., an organization, corporation, association or
partnership formed by or on behalf of a health care
provider) would be con51dered to be related to a

- provider, 1f it: - S

1, -is an organizatian or entlty fcrmed by, or on,
" _behalf of, health care provxders,

2. is an organization or person with an ownership .

' .or control interest in the provider, as def;ned
in section 1124(a)(3) of ‘the soclal Securlty
Act, ‘ , , :

-+ 3. is the employee, spouse, parent, child, or
sibling of the provider, or of a person with an
Jownership. or control 1nterest in the provider,
or : '

o
P

,4."’has a similar close relationship with the
o provxder._ - . o ‘
‘Permissible Dﬂnatlcns - States are permztted ta reCELVQ,
“without a reduction in FFP, donations from persons and
entities 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's base percentage). For’
example, donations made by the Robert Woods Jahnson
"Feundation or other philanthropic Lnstltutlons are -
-permissgible, as lang as the donations are not made on
behalf of health care providersg or related entities,
Moreover, States are permitted to use, without a reduction
in FFP, provxder donations in two c;rCumstances, as '
. follows“ L . ‘ -

®
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Bona fide Donatiogns =-- States are permitted to use,

without a reduction in FFP, donations from health
care providers, persons or entities related to
health care prov1ders, or entities. prOVLdlng gouds

. and services to the State for administration of the -

State's Medical Assistance Plan, when those
donations are determined by HCFA to be bona fide.
That is, the donation must have no relationship,
whether direct or indirect, to Medicaid payments
made to the provider or 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 HCFA to use such
. donations, and must demonstrate that the

requirements. of this provision:are met. Examples of
donations for which. approval may. be' given include

;‘,thcse made by physicians or other p:ofESSLOnals to a

State University alumni fund.

‘HCFA may, by regulatién, define certain classes of
provider related donations as bona fide. Until

these requlations 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
donations would be included in the 25 percent cap,

- or if higher, the state base percentage.

Ooutstationed Ellglb lity Workers -- States .are also

" permitted to use denations 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 for Medicaid or to provide outreach
services to eligible (or potentially eligible)
Medicaid patients. Included in the term "direct

- costs” would be the costs of salaries and fringe

benefits for the outstationed workers and the. costs
of pamphlets and materials distributed by the
outstationed workers at that site. Other' costs,

'such as State agency overhead costs and the cost of

advertising campaigns,. as well ‘as the costs of

-provider employees or space are not allowable for

this purpose.

Effective October 1, 1992, the‘statute provxdes that
donations for outstationed eligibility workers are

. subject to a limitation. Such donations may not

exceed 10 percent of a State's 'Medicaid

,admxnlstratlve costs (Fedéral and State), exclusive

1

18 -
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, \ {
cf the costs of family pianning activities.
-Donations in excess of this limit will be cffset
from Medical Assistance expendltures prlor to
caleculation of FFP.

~ Note that the amounts permitted as donations for
oucrstationed eligibility workers would be included
in the 25 percent cap, or if higher, the State base
percentage.

HEALTH CARE RELATED TAXES

General Frovisions -- Revenues from broad-based health care.
related taxes that are applied uniformly to providers, and
which do not hold providers harmless for the costs of the
tax, may be received by States wWwithout a reduction in FFP.
Revenues from other health care related taxes are deducted
from Medical Assistance expendltures before FFP is
falouldtad

Health Care Related Tax -- A health care related tax is any
licensing fee, assessment or other mandatory payment which
is reldted to health care items or services, or to the
provision of, the authority to provide, or payment for the
health cares items or services. A tax would be considered
to reldte to health care items or services if at least 85

- percent. of the burden of the tax falls on health care
providers. A tax would also be considered to be health
care related, even if it is not limited to health care
items or services, if the treatment of’ Lnd1v1duals or
entitieés providing or paying for those' health care items or
services is different than the treatment it provides to
others. The term "tax" does not include a criminal or

- civil fine or penalty, unless the- flne or penalty was
meosed instead of a tax. :

Breoad- Baaed Taxes -- In order for a health care related tax
to be cons;dered to be "broad -based"”, it must

1. be imposed at ’east on all items or services in the
¢lass furnished by all non-Federal non-public
providers in the State, or all non-Federal non- »

. public providers in a class. 'If imposed by a unit
of local government, the tax must extend to all
.items, services or providers (or to all within a :
<lass) in the area.over which the unit of government
~has ]urlsdictlon, and

2. - be imposed uniformly.
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10- .
Classes of Health Care Items, Services and Providers . -- The .
statute defines classes of health care Ltems, services and
providers as: . : . : .

1. 'Inpatieni;ﬂcspital

. 2. Cutpatient Hospital-
¢ 3. Nursing Facilities ~
C4, Intermediate Care Facilities for the Mentally

~ Retarded

5. Physicians

6. Home Health ) R

7.  Outpatient Prescription Drugs

8. HMOs and other Prepaid Entities

‘HCFA may establ;sh other serv1ce and prcvxder classes by
'regulaflon.f‘ : , ..

Uniformiy-Imposed Taxes -~ A tax is considered, to be
uniformly imposed if it meets any one of the: followxng
~cr1terLa~

1. If the tax is a licensing fee or similar tax imposed
" on a class of health care items or services, or
providers of those health care items or services,
the tax must be the same amount for every provider
providing those items or services within the class.

2. If the tax is a licensing fee or similar tax imposed
- on a class of health care items or services, or
providers of those items or services, on the basis
of the number of beds in the provider, the. amount of
the tax must be the same for each bed of each
provider in the class.

3. . If the tax is imposed on provider revénues. or
- receipts with reéspect to a class of items or
'+ services or providers of those 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 services in the class on all the gross
revenues or receipts, or on net operating revenues.

If a State's tax program does not meet one of these
criteria, the State must establish, to the sat;sfactlon cf‘
HCFA, thac the tax is imposed un;formly. .

In the case of phy51cxans‘ serviceés, a. tax that is applied
at a flat rate, such as a licensing fee, must apply to all
physicians in the class. In the case of a tax based on
gross ~harges or recexpts, the tax must apply to all
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11
physzcians who generate charges.ﬁ Physzc;ans in an
employment relatlonshlp, such as provider-based thSLCLans
.Or physicians employed by an HMO, could be excluded from

. the class of providers to whom the tax program must  be
‘appllcable, to the extent that the employment relationship

" is considered their full-time practice: Any charges
generated by these physicians in a part tlme practlce, for
,example would: be taxable. o

‘Credits, Exclusions or Deductions -- A tax will not be
considered to be imposed uniformly, if it meets either one
of the follow;ng two crlterla' '

1. A tax is not uniform lf it prov1des for any credits,
exclusions’' or deductions which result ' in the return
to providers of all, or a portion, of .the tax paid
and, if it results, directly or lndlrectly, in a tax
program

a. in whidh'the net impaét of the tax and
e payments lS not generally redlstrlbutlve,‘
- and . :

b. in whlch'the amount of the tax is directly
correlated to payments under the Medicaid
Program ‘

2. " a tax will not be c0n51dered to be. unlform if it
' holds prov1ders harmless for the cost of the tax.

A tax will, however, be considered to be uniform, even 1f
it excludes Medicaid or Medicare revenues, or in the case
of a licensing fee, exclu es Medicaid or Medicare
providers.

Waivers --. A State mayvsubmit:to_HCFA a request that a tax
program be considered a broad-based tax, even if‘it:

1. does not apply to all health care items or servlces

: in a class, or to all provxders of such items or
services, -

2.,}lpr0vides for crédité, exclusidné or deductiohs,

3. does not meet the requlrements for a unlformly
applled tax, or -

4, . otherwise does not meet the, requirements for a
permxssxble tax. :
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For example, a State might wish to enac¢t & program which
exempts rural hospitals, sole community providers, or other
;hospitals from a tax program applicable to hospital gross
revenues. In order for such & request to be approved, the

~-State must’ demcnstrate that its pragram meetcs both of the
following - requlrements'A ,

1. The ret impact of the tax and any payments made to
_the providers by the State under the Medicaid
‘program is generally red;strlbutlve in nature.

2. The amount of the. tax is not dlrectl} correlated to
Medicald payments.

States need not obtain HCFA's approval prior to the
enactment of a tax program which incorporates. credits,
deductions, or exclusions, or which does not meet the
requirementsg for a broad-based, uniform tax. However, a -
State would be subject to a reduction in° FFP if HCFA
subsequently determines that the tax proqram does not meet
the statutory requ;rements :

Hold Harmless PrOVisions - In;general, tax programs that A
"have the effect of holding providers harmiess for the costs
of the tax may not qualify as permissible taxes. A tax
program incorporates a hold harmless provision if any of

the following applies:

1. The State {or other unit of government) imposing the:
tax provides directly or indirectly for a non-
~ Medicaid payment to those providers 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 between the enhanced Medicaxd payment and
the tax cost.
C2. All or any portion of the Med;cald payment to the
' provider paying the tax varies !based only on the
- amount of the tax payment ; ‘

3. The State (or local government) 1mpcs;ng the tax
provides, directly or indirectly, for any payment,
offset or waiver that guarantees to hold taxpayers'
harmless for all or a portlon of the tax

There is no provis;nn in the statute wh;ch precludes States
from using revenues from permissible nealth-care related
taxes to fund general rate increases under the Medicaid
‘program or to use the need to fund such 1ncreases as the
basxq for State leglslatxon. ' :

1
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LIHITS ON PAYMENTS TO DISPROPORTIONATE SHARE.
HOSPITALS (DSH

The Medxcald Voluntary Contr;butlon and Provxder SPECLflC
Tax Amendments of 1991 (Public Law 102-234) contain
provisions which restrict aggregate Medicaid payments to
disproportionate share hospitals (DSHs). Prior to

“enactment of this legislation, ne limits on these payments

could be 1mposed by HCFA.

Under P.L. 102-234, limits wlll be imposed on DSH payments.

One lLimit is applicable to.the period ‘from January 1, 1992
through September 30, 1992. A new limit goes into effect

‘on October 1, 1992.

The first -DSH limit is, in effect, a moratorium on new DSH
plans, until Qctober 1, 1392. The statute specifies that
States may not receive FFP. for CSH payments unless the

payments were made in accordance with a State plan in

effect or to plan amendments submitted prior to certain
dates and which meet certaln other requlrements.

The second DSH llmlt, effectlve October 1y 1992,

Medicaid program expenditures. The State limit is
similarly set at 12 percent of a State's Medicaid
expenditures. ‘States with DSH §aymen:s above the 12
percent limit will not: be able to increase aggregate DSH
payments. States with DSH payments below the limit will be
permitted to increase payments to the extent their Medlcald
programs grow and to the extent Natlanal DSH payments do
not exceed the 12 percent limit. The annual DSH limit for

.each State is calculated prospectively,’ befnre the
-beglnnLng of the Federal fiscal year.

LIHIT IPPLICABLE FRQH 1{1{92 - 9[30[9

Durxng this period, Federal FlnanCLal Participation is
avaxlable for DSH payments only if made in accordance with:

a. ~ A State Plan in effect by SeptembeL 30, .1991,

b A State Plan amendment submxtted tc HCFA by
September 30 1991 - S

P15

. establishes both national '‘and State limits on DSH payments,
~The national limit is. establlshed at 12 percent of total
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c. - A State plan amendment submitted to HCFA between
‘ October 1, 1991 and November 26, 1991, as well. as
subsequent modifications of that amendment, only -if
- the modifications either (1) bring the amendment
Cinto compliance with the requirements of P.L. 102-
234, including modifications which limit the
dispropertionate share hospitals to which it applies
to those with Medicaid or low-income utilization
rates at or above the statewide arithmetic mean,
and/or {(2) c¢hange the desxgnatlons of
disproportionate share hospitals to include more:
hospitals with Medicaid or low-lncame 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
'jln the erCumstances descrlbed abave, or

d.. A payment methodology established and in effect as
~ of September 30, 1991, or in accordance with State
law enacted or regulations'adopted'as of that date.

5ince the new provision acts as a limit on FFP, States may
not revise plan amendments. to increase, the payments to
DSHs, or to increase the number of facilities qualifying .
for DSH adjustments, other than as permitted above. States
. may., however, amend their payment plans as may be necessary
.to pay DSHs the minimum payment adjustment described in
section 1923(c)(1l) of the Act, which provides for a payment
adjustment based on the, Medicare formula. States may
‘revise DSH amendments as may' -be necessary, subject to the:
above limitations, to respond to a HCFA request for
additicnal information,

state plan amendments regarding DSH payments wh;ch do not

. meet the above criteria, may not be approved for any period
from January 1, 1992 through September 30, 1992, States.

may however, amend plans during this period to reduce the

number of facilities qualifying for DSH payments or to

: reduce DSH payment ad]ustments. .

4

Lnu'r' Pﬁi’PLICABLE »104‘1432

For Federal FlSCal years beginning on or after October 1,
1992, the new statute imposes a new National payment limit
on aggregate D3H payments.  This cap is implemented by
designating, for each State, a specific amount of DSH
payments, called the "State DSH Allotment," above whxch FFP
will nmt be available. .

P

BT~}
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NATIONAL DSH ALLOTMENT OR CAP -- The naticnal cap for DSH
payments in any Federal fiscal year is 12 percent of
cexpenditures for Medical Assistance (i.e. not including
administrative costs) during that year. Prior to the
beginning cf each Federal fiscal year (beginning Federal
Fiscal Year 1993), HCFA will estimate and publish a
projection of the National DSH Payment lelt and each
State s DSH allotmpnt for than year.

STATE DSH ALLOTMENT -- Each State's DSH allotment under the
national payment limit is calculated using .the State's
"base allotment " that 15, the greater of.*

a. its allowable DSH payments durlng the Federal fiscal
year 1392 (beginning on Qctober lﬂ.lggl), or

B. . 31 Million.
In calcuiating the DSH payments during Federal fiscal year
1992, HCFA will derive these amounts from payment plans
which meet the requirements for FFP during the period from
January ‘1, 1992 through September 30, 1992. These plans are
as follows: , ‘ ' ‘ \

a. . A State Plan .in effect by September 30, 1991,

b, A State Plan amendment submitted o HCFA by
. September 30 1991,

. A State plan amendment submitted to HCFA between

'~ Ocrober 1, 1991 and November 26, 1991, as well as
-subsequent modifications of that amendment, only if
the modifications either (1) bring the amendment
into compl;ance with the requlrements of P.L. 102~
234, including modifications which limit the
‘dispropertionate share hospitals to which it applies
to those with Medicaid or low-income utilization
»ates at or above the statewlde arithmetic mean,
‘and/or {(2) change the d951gnatlcns of -

- disproportionate share hospitals to include 'more

- hospitals with Medicaid or low-income utilizat;on
rates at or above the statewzde arlthmetic mean.
The Iﬂgislative history of the: underlying statutory
provlszon reveals that it was designed for use only
in the clrcumstances described above, or

..d. A payment methodolcgy established and in effect as’

- of september 30, 1991, or in accordance with State
law enacted or regulatlans adopted as of that date,
or : , .
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‘e:?' tne mlnlmum requred to meet the requlrements of
' sectlon 1923(cJ!lJ of the Soc1al SeCurlty Act

ThlS calculatlon wxll have the effect of remov1ng, for
- purposes gf calculatlng the State base' ‘allotment, any
.payment.s made. under plans effective October 1, 1991 or
later whlch are not ellglble for FFP after January 1,
1992 ' : o : \

HCFA will calculate for each btate the. percentage of. total‘-.]
Medical Assistance payments, (i.e. not to include R
ﬁ"admlnlatratlve costs) durlng FlSCﬁl Year 92 which were DSH RS
©payment. adjustments HCFA will classify a. State as a 'ngh-7l

.» DSH" State if, in Fiscal Year 92, its DSH adjustments’
‘exceeded. 12 percent of Medical ASSLStance payments. If its
'DSH payments were 12 percent or less, the State WLll be ‘
“considered a Low DSH" State : -

bTATE ISH ALLQTMENT FOR HIGH DSH STATE

:For a atate Wlth a base year allotment -in excess of 12

- percent. of Medical Assistance payments, che dollar amount .

'of DSH payments in any fiscal year.may not exceed the .

dollar amount of payments made in Fiscal Year 92, until ‘the
. year in whlch those payments, expressed ‘as a percentage, of

Medlca] A551stance payments,,equals 12 percent or leSS

ASTATE _DSH ALuOTMENT FOR LOW- DSH STATES

, For a ;tate with a. base year allotment of 12 percent or -

,,less, the allotment in any subsequent flscal year will be.

. calculated by HCFA by lncreaSan the prlor year s DSH
allotment ‘by: L , _

'Uﬂga}“a growth factor, and

'w:fb; a supplemental amount f
No State's DSH allotment w111 be less than the mlnlmum ,
payment adjustment necessary to meet the reguirements of..
section 1923(c)(1l) of the Social: SeCurlty Act, which.

~provides, for a payment -adjustment' to DSHs, based on the;

" Medicare formula. No State (other than High-DSH States) .

» .can have 'a DSH allotment in excess of 12 percent of Medlcal~
CABS1E tance payments. o S : ‘
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..GRQWTH_EQQIQB

The qruwth factor fer a State in a year is -equal to'the’
product of. .

‘a. the pr03ected percentage increase. in total State
‘ Medicaid program service expenditures relative to:
the’ ccrrespond;ng amount Ln;the,prevaus year, and

‘b;<” the Prlcr year DSH allotment. S

Y

If there is no grcwth in State Medlca;d expendltures over
those in the prev1ous year, there igs no growth amount.

-SUPDLEMENTAL AMOUNT

The supplemental amount is the State's ‘share of a pool,
-which represents growth in DSH spending authority which
High-DSH States are not permitted to’ use. The
Redistribution Fool is calculated by HCFA by subtracting
from the projected national DSH cap (12 percent of
prcjected medlcal asszstance payments) the following:

a. : the base allotménts,for dil'High—DSﬂ Stateé,
b. the prev10us year s DSH allotments for all Low-DSH
- States, . :
c.  the growth‘amduhts‘fbr ali:wa?DSH States, and
d} . any additional amounts necessary for ‘a State to heet

the minimum payment. requlrements of section.
1923(c}(1 of the Act v

A low- DSH State s share’ of the redlstrlbutlon pool is
calculated based on the State's relative share of total
Medical Assistance expenditures pro;ected to be made by
low-DSH States. In no event will a State receive a

. supplemental amount that would result in its DSH allotment
exceeding 12 percent of projected Medical Assistance
payments. Any amounts not allocated to States because of
this limitacion will be allocated to other low-DSH States
in ac;urdance with their share of Medical Assistance
payments. The difference between a High-DSH State's actual

. DSH payments and its base al otment is not reallocated to
Low-DSH States. « B ' :
The individual State DSH l;mxts will be publzshed by HCFA
prior to. each Federal FlSCal Year
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STUDY OF DSH PAYMENT ADJUSTMENTS ,

. The new law dlrQCtS the Prospectlve Payment Assessment
Commission to submit a report, not later than January 1,
1994 on nhe study to be conducted canuernlng :

(1} the de=1rab111ty and feasxb;llty of establlshlng
maximum and minimum Medicaid BSH payments, Aand

(2) appropriate criteria. ‘for the desxgnatlon of Medicaid
DSHs . |

ALTERNATE DSH LIMIT

P.L. 102-234 also provides for a legislative option to
establish an alternative DSH limit..  As of January 1, 1996,
if legislation is enacted to establish such a limit, States
will have the option of adhering to this alternative DSH
limit insctead of the 12 percent DSH limit.' :

Should such an alternative DSH limit be enacted ‘any State -
opting for this new limit on DSH payment adjustments could

~only designate a hospital as DSH if the hospltal meets ‘at
least one of the ﬁollmw;ng requ;rements.

+ the hospital's Medicaid lnpatzent utilization is at.
or above the average rate for all hosplta‘s in the
State,

+  the hospital's low-income utilization rate is at or
above the- average rate for all hospitals in the

+  the hospltal's Medicaid anatxent days are equal to

at least 1 percent of the total number of Medicaid
anatlent days for all hcspltals in the State, or.

+ , the hospltal meets other requlrements specified by
~ the Secretary ‘taking into account the special
circumstances of children's hospitals, rural
hospitals, and sole communluy hospltals.

REPORTING RE UIREMENT - o ;'

The new law spec;fies that, at the end. cof the Fiscal Year,
each ‘State is required to submit to the Secretary annual
information on'provider donations received, health care
taxes collected, the aggregate amournt of DSH payments and
the amount of DSH payments to individual facilities. This
reporting prcvlslon is effectlve for Federal Fiscal Year
1993. . .

TOTAL F. 20
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. Experience in TennCare

What is TennCare? In. 1994 undera 1115 walver 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, on a sliding scale basis, all the way up to 400 percent of
poverty. (For example, families just above poverty paid $25 a month; families at 400
percent of poverty paid $366:a month; families above 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
endzd 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 TennCare came from a need to averta -
financial crisis facing Tennessee combined with a desire to expand coverage to the
uninsured. In 1993, Tennessée and other states with large Medicaid disproportionate
share hospital (DSH) programs were about to have their DSH funding 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 McWherter, his -
Commissioner of Finance, and a small staff put together a plan that would capture the

' DSH funding 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 demonstratlon began

Rapid Expansion in 1994. In early 1994, TennCare not only switched virtually all of its
Medicaid recipients to managed care, it increased its enrollment by nearly 50 percent to
cover an additional 400,000 previously uninsured people. By January 1995, when
Cﬁg_u_mgr_&mdnmqt taok office TennCare enrollment was at its peak of 1,259.895. This

, 1m;dgd_a1mm4m_pﬁmouswmsum¢p_mL_ 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 covermg over 90 percent of its
population — an 1mpresswe achievement by any measure

However, the first year was marked by several prOblems. Many providers rebelled
against 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 how to enroll and had difficulty in
determining whether their providers were in their network. Finally, there were reports of
serious fraudulent 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 while anyone who
looked 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 a particular new managed care plan.



. Reduced TennCare enrollment in.1995.and 1996. Due to first year implementation
problems and state budget pressures, Governor Suridquist closed enrollment of L
new uninsured applicants (except for “uninsurables”), incréased premiums and collection
efforts, and implemented more stringent eligibility verification. As aresult, there were
78,500 fewer enrollees as of December, 1995. In August of 1996, the TennCare Bureau
announced that it would cut tens of thousands of additional names from the rolls, saying

Ik that it-lacked current addresses and the enrollees failed to respond to mail inquiries about
their eligibility.” At the same time, Blue Cross, which covers nearly 50 percent of

ennCare enrollees, announced that it would freeze enrollment of TennCare recrplents
s a result of these reductions in enrollment, there were l 148 148 people enrolled in
. ennCare as of February 11, 1997. :

. Other challenges facmg TennCare The prov1der commumty has consistently ralsed
ma;or quality, access, and payment concerns about TennCare. They threatened not to
-~ serve TennCare patients, but (other than a brief time of protest) most physicians are still
serving the beneficiaries. The public hospltals who! used to receive large DSH payments,
like the “Med” in Memphis, have had a particularly’ ‘hard time sustaining economic
viability. However, with some financial and oversight assistance from the Federal
Government, these problems and the marketing abuses outlined above, seem to be being
“addressed overtime. For example the state has commrssroned a detailed study of access,
cost and utilization to improve the operatlon of the program Probably the most
concerning development has been a recent rise in the infant mortality rate. This rate has
not increased since 1987 and it happens to coincide with a time in Wthh TennCare is
'covermg over half of the state’s hve births. ‘ :

. Exp.mdmg to kids in 1997. On January 13 1997, the Governor announced that, for the
- first time in two years, enrollment in TennCare would be opened. It would extend
, coverage to poor children between 14 and 18, and would allow families with higher ‘
incornes to buy their children into TennCare. Govemor Sundquist believes that they will -
be atile to-enroll 51,000 more chlldren '

P 1£1h_c__magg;\ for flm: mmatwe is the managed care plans concerns about the risk
selection without re-opening enrollment. Accordingto John Ferguson State Finance
Cominissioner, “the addition of uninsured enrollees is needed for the health of the
rogram” since TennCare “has lost the healthier ones whose premiums help pay for the
are of others.” Tony Garr, head of the advocacy group, 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 expand coverage? Given the
experiences in this program; the jury is still out as to whether TennCare is a model
program for other states to emulate. It is a major accomphshrnent that 450,000 Tennessee
residents 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 -

rat least 300,000 more people insured @Mmmwﬁmmampmmn@n of
TennCare. However, as mentioned above, there are persisting challenges, particularly in -
terms of risk selection and. quality. Most 1mportantly, however, because of the unique
disproportionate share financing arrangement the Administration provided to Tennessee
the TennCare model would be extremely difficult to replicate in other states.

K3



‘e #Why is TennCare difficult to replicate? First, there are only a handful of states (NH
' and MO among them) that have enough DSH dollars and political will to divert that
money from public hospltals toward new coverage. ' Second, the low-DSH Govemnors --.
who represent the vast majority of the country -- would oppose such an approach both
because they would not benefit and because they believe that those who would only could
" do so because they “gamed”’ the system in the first place . Third, DSH money available is
being reduced in our balanced budget proposal; it is now contributing about $15 billion of '
our total $22 billion in gross Medicaid savings. Unfortunately, a reduction in DSH
sawi{ngs would require an increase in savings from the unpopular per capita cap.

° Less.ons of TennCare: -

B First, rapid movement from fee-for-service coverage to managed care achieves savings -
that can be invested back into coverage expansions.' Unfortunately the savings may not
Vsustamable for long periods of time (TennCare plan premiums have seen some notable

" increases); moreover, since most states are already moving rapidly toward a greater use of

"managed care, future savmgs will be limited. Havmg said this, as we provide states with
easier access to managed care (through the elimination of managed care waivers), we
should strongly encourage them to reinvest their savings into coverage expansions.

\J 7 Se»cohd outside financing sources “(Tem.lCare used their DSH dollars) will be necessary to
have any major expansion of coverage. -Your budget explicitly recognizes this point by '
reinvesting about $18 billion in support of 1ncreased access. to insurance.

Th‘irc'l, Governors will likely 1eam that it is extremely difﬁcult to successfully exchange

constraint in provider reimbursement for coverage expansion without utilizing a

McWherter-type model that rushes the proposal through the legislative process.

Unfortunately, providers are now better prepared to oppose this strategy specifically -

because of the TennCare experience. S
Fourth, the downside of legislative successes like TennCare is that they almost inevitably
produce implementation problems (as has been the case in Tennessee) that are extremely
challenging. Quality and access issues frequently ar1§e because of rapid and confusing
changes in the delivery system. Addltlonally, providers who oppose the changes are
quick to point out — in the most public ways p0551ble — any real and/or perceived
problems S : A

Finally,. the TennCare experience supports the idea that efforts to significantly expand

\}é new coverage must be done in a way that covers the healthy as well -as unhealthy
populations to guard against adverse selection. 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
reform. Expanding coverage to a group like kids, for example, might be a way to both
limit the Federal dollars and get healthy people enrolled; since many parents want to
cover their children regardless of their health. o :
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THE TENNESSEE MEDICAID WAIVER TENNCARE
A Background Paper .

SUMMARY.

On the face of it, the idea of (a) increasing enroliment by 50%, (b) contracting with
“managed care plans with their associated administrative and profit margin costs,
and (c) capping Federal contributions at the before-waiver level is counter-intuitive
_provided that some reasonable assumptions are made about savings under
managed care (conventlonally 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.

0 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 Medlcald costs. But none represent-
ed new cash mvestments

0 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 recetved 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 brmgmg 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 the latter year,
14 states had higher Federal match rates -- i.e., are, by thlS standard,
poorer};



o  in 1991, 15.5 percent of the population had family incomes below the
poverty level; by 1993, this had mcreased to 19.6 percent (7 states
have higher percentages)

0 “Iﬂ_ terms of totaI 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 enroliment. This was due in part to
the recession and in part to requrrements to enroII more pregnant women and
chlldren : . :

0 During‘the period 1988-93, the number of beneficiaries in Tennessee
- grew by about 89% (an average annual rate of 13.6%) Compared to a
natnonwrde 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 payment levels have been similar to Medicare levels, and
were only slightly below the national average for all state Medicaid programs.

During this same period, average annual growth in Medicaid 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 m|II|on of the State share of Medicaid program
funding through taxes, fees and donations; by the .1992:93 program year, those
special funds 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 heading of Medicaid "disproportionate share"” payments, this generated 67%
Federal matching funds of approximately $376 million. This effectively raised the
Federal 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.

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 recogmze as "State share" and
to match thh Federal funds.. :

Perhaps 'the 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 spec:al 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”
necessrtdtcng a halt to State payments from specnal pools.

Other State-share contributions approved for Federal matching were

0 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 State 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
walver) -

o about $251 million (5 years) in local government indigent heaith
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 million in State payments for

public heatth and mental health services (including State funds requtred to match
certain PHS grants) this was later withdrawn.

FlNANCIN(z IN TENNESSEE TODAY -- FACTS AND EFFECTS

Under TennCare, approx:mately 400,000 Tennesseans who had previously been
uninsured are now-covered. The managed care industry, which 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 consnderable accompllshments
in the space of 15 months ~

However, three factors -- two financial and the one polmcal -- combine to produce
a tense and unstable condition for TennCare today

The first was the State’s method of calculating the capitation' rate that Managed
Care Plans wouid 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
parno;patmg in the MCOs' prowder 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
expenditures up to the Federal cap. Amounts in the pool represented the
difference between the Federal 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 unallocated funds were estimated at



$175 million, and were paid for medical education, uncompensated care payments

to essential providers, extra payments to high-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 enroliments, the State informed the hospitals that no more pool payments
were available. At least one hospital, the Regional Medical Center |n Memphis
("The Med") is going through rapid-and sharp cutbacks '
The third was the polmcal 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 managed 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 phys cians 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.} The Téennessee Medical
. Association sued the State (unsuccessfully) over th:is issue. This participation
requirement, and the Governor’s failure to eliminate 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 servjces in some
specialties. There are said to be significant pressures from-hospital and physician
organizations to pare back eligibility and/or benefits to free up more funding for
higher per-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 approximately $57 mtlhon in Federal matchmg funds, the State must make up
theloss



HCFA is seeking to recover Federal payments made in 1993 related to the now-

~ unacceptable hospital tax ($381 million). And an illegal nursing home tax of

$2,600 per bed (which the state repays to the institutions) has led to steps by
HCFA to recover $120 million for the 1993 year, with the expectatlon of similar
recoveries for 1994,

The State has now approached HCFA for exfra 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 such 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 squeeze more Federal funds out of the current arrangement (see preceding
paragraph) while conceding that there is probably a need for a 5- 10% hlke in
capitation rates this year.

PROGRAM UNCERTAINTIES

Departrhental 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 occurrlng and how much is simply

discounted 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 sufficient to permit profits by MCOs and to underwrite plan-to-provider
contract rates adequate to keep providers in the program (State- sponsored
audns are under way); -



(4) whether payment delays are about what would be considered normal, or
might be indicators that some MCOs are performing poorly, purposefuliy
delaying payments for cash flow reasons, or this is evidence of underlying
problems in the overall levels or structure of financing;

(5)  the ratio of operational problems to total plan performance; whether early
performance complaints (access, enroliment, referrals, information) are
largely behind the plans, or there continue to be significant design errors and
implementation problems that are not being recognized or overcome. *

HYPOTHESES: HOW DID THEY MAKE IT WORK?

Program impact and performance data 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 whxch to cons;der what may
"be happening. :

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

The evidence 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 were 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.



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

Hypothesis #2: Tennessee’s program is working and sustainable, but for
’ reasons we 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.”
But the Federal 2/3 match leaves 1/3 unfunded. In fact, it may be that the
hospltals 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 greater difficulty obtammg funds for cross- sub3|dles )

- In addition, it is possible that new enrollees under TennCare may, on average, be
healthier than 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 under 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
establlshed ‘

There have been anecdotal reports that hospitalization rates per 1000 program
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 wnthout mfusmn 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: beneﬁcnanes indicated some continued mechanical problems (like being



. switched from plan to plan with no notice or reason) and difficulties with referrals
and drug formulanes ’ ‘

A number of program elements may have, in the first year, masked the
tenuousness of the program’s fmancrng foundation. First, the Federal payment cap
did not take into account the phase-in of new beneficiaries through the first year.
Given the early 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 estimate 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’.
approxrmate ongoing costs. -

Second, managed care organizations were frantically busy in the first year building
their referral networks -- primary care physicians, referral 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 they couldn’t find acc;eSs 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 that may have accrued to the State and the
plans) is nat hkely to be repeated

Fourth, plan payments to providers are widely reported to have been siow. 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 costs.

Perhaps the 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 before the legislature’s TennCare
Oversight Committee, is reported as indicating a TennCare financing shortage in
the area of $200 million. :

The outlook for TennCare is ambiguous. On one har\d, the managed care delivery
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networks should 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 services in doctors’ offices will
replace episodic acute care in hospital emergency rooms. An increase in capitation
payments should ease financing pressures, prehapsfdrawihg additional specialist
physicigns into the program easing access pressures.

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 Medicaid 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 Federal matching funds.



