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ABSTRACT

Since a large share of state Medicaid expenditures are reimbursed by the fed-
eral government, states have a strong incentive to create techniques, such as
provider taxes, to limit the amount of those expenditures paid by the state tax
base. Through provider taxes, states use money raised by healthcare providers
in order to extract additional federal tax dollars. States then use the federal
money to increase Medicaid payments or other areas of state spending. Both
the Bush and the Obama administrations proposed limiting provider taxes, and
the bipartisan Bowles-Simpson Commission endorsed phasing them out. This
study demonstrates that provider taxes not only shift Medicaid costs from state
governments to the federal government but also increase total Medicaid expen-
ditures. Policymakers should consider moving Medicaid to a fixed-payment
structure that would incentivize states to obtain greater value from Medicaid
spending and would reflect the original intent that federal Medicaid payments
be based on state per capita income.

JEL codes: H51, H75, H77, 118
Keywords: Medicaid, provider tax, intergovernmental transfer, entitlement

reform, federalism, Medicaid maximization

The Mercatus Center gratefully acknowledges the financial support of the John
Templeton Foundation for research on healthcare policy in the United States.

Copyright © 2016 by Brian C. Blase
and the Mercatus Center at George Mason University
Release: February 2016

The opinions expressed in Mercatus Research are the authors’ and do not rep-
resent official positions of the Mercatus Center or George Mason University.



ccording to the Congressional Budget Office (CBO), in 2015 the

federal government spent $350 billion on Medicaid, the joint

federal-state program that finances healthcare and long-term

care services for generally lower-income people. CBO estimates
that the federal share of overall Medicaid expenditures equaled 63 percent
in 2015, meaning total Medicaid expenditures, including the state share,
exceeded $550 billion. CBO projects that federal Medicaid expenditures
will continue to increase, partly because of the expansion contained in the
Affordable Care Act (ACA)—reaching an estimated $642 billion in 2026 with
total spending exceeding $1 trillion, assuming the federal share approxi-
mates 63 percent of total expenditures moving forward.!

Medicaid is financed jointly by the states and the federal government. The
federal government share is uncapped and equals a percentage of state Med-
icaid expenditures. Poorer states receive a higher reimbursement percentage
than wealthier states, and the overall federal share of Medicaid expenditures
has historically averaged about 57 percent.

The uncapped reimbursement, or financing match, provides states with
an incentive to maximize federal Medicaid funds while minimizing contribu-
tions from the state tax base. The Government Accountability Office (GAO) has
extensively documented techniques that states use that create the appearance of a
Medicaid payment but are actually accounting gimmicks.? These techniques gen-
erally contain four elements: (1) payments from entities, often providers, within
a state to the state government, (2) a large share of the payment returned to the
entities by the state, (3) the state receiving the statutory federal Medicaid share
for the payment returned to the entity, and (4) the state using the federal reim-
bursement to increase Medicaid payments received by providers within the state.

1. Congressional Budget Office, The Budget and Economic Outlook: 2016 to 2026, January 25, 2016.

2. Government Accountability Office, Medicaid Financing: States’ Increased Reliance on Funds from
Health Care Providers and Local Governments Warrants Improved CMS Data Collection (GAO Report
14-627, July 2014).



“Provider taxes
were discussed
as part of the
high-profile
deficit reduction
negotiations
between

the Obama
administration
and congressional
Republicans and
Democrats in
2011, with Vice
President Joe
Biden reportedly
referring to
them as a ‘scam’

that should be

eliminated.”

One technique used by states is intergovernmental
transfers (IGTs), which are payments from local govern-
ment entities, often Medicaid providers such as county
nursing homes or state university hospitals, to the state
government. Another technique increasingly used by states
is assessments on healthcare providers, dubbed Medicaid
provider taxes. Both IGTs and provider taxes allow states
to receive revenue from providers and then spend that rev-
enue on those same providers, spending that the federal
government is required to match.

Every state except Alaska has at least one provider
tax, with taxes on hospitals and nursing homes raising
the most revenue. Although incomplete reporting makes
the precise figures impossible to determine, states likely
raised in excess of $22 billion from provider taxes in fiscal
year (FY) 2015—more than double the inflation-adjusted
amount from FY 2008.3 States also generate about an equiv-
alent amount from IGTs.*

As an illustration of how provider taxes work, assume
a state assesses a hospital tax equal to $100 million and
after the state receives the revenue, it returns the funds
to hospitals through higher Medicaid reimbursements. A
state with a 60 percent reimbursement rate receives $60
million from the federal government to cover this Medicaid
expenditure. The state can then spend that $60 million on
hospitals, other Medicaid providers, or other government

3.In FY 2012, 41 of the 47 states with provider taxes reported revenue of
$18.8 billion. In FY 2008, this amount equaled $9.7 billion. Ibid. Assuming
the growth in provider tax revenue between 2008 and 2012 continued
since 2012 and that not all states with provider taxes reported revenue,
annual provider tax revenue almost certainly now exceeds $20 billion.

In testimony before the House Committee on Energy and Commerce,
Subcommittee on Health, John Hagg, director of Medicaid audits in

the Office of Audit Services in the Office of Inspector General at the
Department of Health and Human Services, testified that states reported
$21.9 billion in provider tax revenue in FY 2015. Hagg, “Examining
Medicaid and CHIP’s Federal Medical Assistance Percentage” (Testimony
before the House Committee on Energy and Commerce: Subcommittee on
Health, Department of Health and Human Services, Office of Inspector
General, February 10, 2016).

4. GAO, Medicaid Financing (GAO Report 14-627).



programs. This illustration shows that states can use provider taxes to sub-
stantially increase federal Medicaid spending without any real state Medicaid
expenditures. As a result, provider taxes, which also diminish the transpar-
ency of Medicaid financing, increase spending—particularly federal spending—
above what it would otherwise be.

Health policy experts at both left-of-center and right-of-center research
organizations have criticized provider taxes, in part because they appear to vio-
late the intent of the statutory federal-state Medicaid cost-sharing formula by
increasing the federal share of the bill.* For example, at a December 2015 forum
on healthcare reform, Urban Institute senior research fellow John Holahan
called provider taxes “egregious,” “a national disgrace [that] is not as under-
stood as well as it should be” and that “needs to be dealt with.”®

Federal policymakers have attempted to limit states’ ability to use such
creative techniques for bringing federal funds into the state through Medic-
aid. For example, in 1991 Congress passed legislation that, among other aims,
attempted to limit the ability of states to guarantee that providers receive their
revenue back as higher reimbursements. More recently, the George W. Bush
administration attempted—unsuccessfully—to reduce the amount that states
could raise through provider taxes, an action consistent with a “central policy
initiative. .. to ‘restore fiscal integrity’ to Medicaid.””

As a consequence of legislative and regulatory action, the federal rules
governing provider taxes are complicated and often subjective. This com-
plexity has caused several states to implement a tax on managed care com-
panies for close to a decade that does not comply with federal law. States,
including California and Pennsylvania, have assessed a managed care tax,
but only on Medicaid managed care plans.® This tax violates federal require-
ments aimed at preventing states from limiting the tax to entities that benefit
from the tax.

5. Teresa A. Coughlin, Stephen Zuckerman, and Joshua McFeeters, “Restoring Fiscal Integrity to
Medicaid Financing?,” Health Affairs 26, no. 5 (September 2007): 1469-80; Teresa A. Coughlin and
Stephen Zuckerman, “States’ Use of Medicaid Maximization Strategies to Tap Federal Revenues:
Program Implications and Consequences,” Urban Institute website, June 1, 2002; Alex Brill,
“Medicaid Provider Taxes: Closing a Loophole,” Tax Notes, American Enterprise Institute, June 29,
2015, https://www.aei.org/publication/medicaid-provider-taxes-closing-a-loophole/.

6. “Improving Health and Health Care: An Agenda for Reform” (panel discussion, American
Enterprise Institute, Washington, DC, December 9, 2015), 1:55:00ff., https://www.aei.org/events
/improving-health-and-health-care-an-agenda-for-reform/.

7. Coughlin, Zuckerman, and McFeeters, “Restoring Fiscal Integrity to Medicaid Financing?”

8. Barbara Feder Ostrov, “Fight over Medicaid Managed Care Tax Punches Hole in California
Budget,” Kaiser Health News, November 25, 2015, http://khn.org/news/fight-over-medicaid
-managed-care-tax-punches-hole-in-california-budget/.
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Like the George W. Bush administration, the Obama administration also
proposed reducing states’ ability to finance the state share of Medicaid from
provider taxes.’ Provider taxes were discussed as part of the high-profile deficit
reduction negotiations between the Obama administration and congressional
Republicans and Democrats in 2011, with Vice President Joe Biden reportedly
referring to them as a “scam” that should be eliminated.”* The National Com-
mission on Fiscal Responsibility and Reform, established by an executive order
from President Obama, also recommended eliminating them.!

Proposals to limit the use of provider taxes tend to receive strong criti-
cism from many interest groups that believe provider tax reform will result
in lower Medicaid payments. CBO assumes that each dollar that states raise
through provider taxes produces about 50 cents of Medicaid spending that
would not have occurred in the absence of the provider tax.

Although it is not legally binding, the 2015 budget resolution passed by
Congress replaces the uncapped federal reimbursement of state Medicaid
spending with capped allotments to states. One benefit of such a policy is that it
would likely concentrate state efforts on improving the value enrollees receive
from Medicaid rather than on creatively manipulating complex rules and regu-
lations to maximize federal funding. It would also free the federal government
from much of the administrative costs of monitoring how states are financing
their share of Medicaid.

This study provides an overview of Medicaid’s structure, describes pro-
vider taxes and their history, describes how provider taxes raise Medicaid
spending (particularly federal spending), explains the political economy of
provider taxes, estimates the revenue raised by provider taxes, outlines several
proposals to reduce states’ ability to use provider taxes, and discusses solu-
tions that would remedy or reduce the problem. The appendix contains a case
study of Arizona that shows how the state imposed provider taxes to pay for
Medicaid expansion.

9. President Obama’s FY 2013 budget proposed reducing the safe harbor threshold (explained below)
from 6 percent to 3.5 percent between FY 2015 and FY 2017 and then keeping it at 3.5 percent in the
future. Office of Management and Budget, Fiscal Year 2013 Budget of the U.S. Government, 36.

10. Bob Woodward, The Price of Politics (New York: Simon & Schuster, 2012).

11. National Commission on Fiscal Responsibility and Reform, The Moment of Truth: Report of the
National Commission on Fiscal Responsibility and Reform (Washington, DC, December 2010), https://
www.fiscalcommission.gov/sites/fiscalcommission.gov/files/documents/TheMomentofTruth12_1
_2010.pdf.

12. Author’s discussions with CBO staff while a senior professional staff member on the House
Committee on Oversight and Government Reform.
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OVERVIEW OF MEDICAID FEDERAL-STATE
FINANCING STRUCTURE

States are not required to participate in Medicaid, but all 50 states and the Dis-
trict of Columbia have participated since 1982.2 The federal reimbursement
of a substantial share of state Medicaid expenditures encourages state partici-
pation. Economic theory predicts that each state will spend more on health-
care and long-term care services for lower-income residents than it otherwise
would since a majority of Medicaid program expenditures are absorbed by tax-
payers outside a state.

For most populations covered by Medicaid, the federal share of expen-
ditures is determined by a formula that compares state per capita income
with national per capita income.* The reimbursement rate—the Federal
Medical Assistance Percentage (FMAP)—varies inversely with state per
capita income so that poorer states are reimbursed for a higher percentage of
their Medicaid expenditures. The statutory FMAP minimum is 50 percent,
and the states with the lowest per capita income generally have an FMAP
around 75 percent.'s

For some populations, states are not reimbursed at the standard FMAP.'°
The most notable difference is an elevated FMAP for the ACA expansion popu-
lation of generally able-bodied, working-age, childless adults in households
with income below 133 percent of the federal poverty level (FPL). The FMAP
for this population equals 100 percent from 2014 through 2016 before gradually
phasing down to 90 percent in 2020, where it is scheduled to remain indefi-
nitely. The ACA’s Medicaid expansion population was originally supposed
to be a mandatory coverage population—like Supplemental Security Income
recipients or lower-income pregnant women and children—but a 2012 Supreme
Court decision made it an optional coverage population.”

13.1In 1982 Arizona became the last state to participate in the Medicaid program.

14. FMAP = 1 - [(Per capita incomeg.e.)? / (Per capita incomeys)? x 0.45)]. The 0.45 factor in the for-
mula is designed to ensure that a state with per capita income equal to the US average has an FMAP
of 55 percent with a state share of 45 percent.

15. Section 1905(b) of the Social Security Act.

16. Exceptions to the standard FMAP rate have been made for certain states (e.g., the District of
Columbia and the territories), situations (e.g., during economic downturns), populations (e.g., certain
women with breast or cervical cancer and individuals in the Qualifying Individuals program), provid-
ers (e.g., primary care physicians and Indian Health Service facilities), and services (e.g., family plan-
ning and home health services). In addition, the federal share for most Medicaid administrative costs
does not vary by state and is generally 50 percent.

17. National Federation of Independent Business v. Sebelius, 183 L. Ed. 2d 450 (2012).



In addition to mandatory coverage populations, states must provide
a specified benefit package,'’® and federal statute allows up to 60 percent of
the nonfederal share to come from sources other than state general funds.
Once these federal requirements are satisfied, states have significant discre-
tion over decisions regarding provider pay, managed care contracting, and
benefit design.

MEDICAID PROVIDER TAXES

Every state except Alaska finances its Medicaid program, in part, with assess-
ments or taxes on healthcare and long-term care providers.!” Provider taxes
are legally defined as taxes in which at least 85 percent of the resulting rev-
enue comes from healthcare providers.?’ Provider taxes do not have the typi-
cal properties of a tax, however, as the taxpayer tends to support the tax, often
lobbying for it. The reason appears to be the explicit or implicit guarantee
that providers will receive either higher Medicaid payment rates or increased
supplemental payments as a result of the tax. Supplemental payments are
payments beyond the normal payment rate schedule, and they can be targeted
to specific providers.

The National Conference of State Legislatures has explained how states
use provider taxes, at least in part, to increase Medicaid payments to providers
by leveraging federal tax dollars through the federal government’s reimburse-
ment of state Medicaid expenditures:

In most states, [the provider tax] is used as a mechanism to gen-
erate new in-state funds and match them with federal funds
so that the state gets additional federal Medicaid dollars. In a
majority of cases, the cost of the tax is paid back to providers
through an increase in the Medicaid reimbursement rate for
their patient treatment and services.?

18. Center for Medicare and Medicaid Services, “Medicaid Benefits,” Medicaid.gov, http://www
.medicaid.gov/Medicaid-CHIP-Program-Information/By-Topics/Benefits/Medicaid-Benefits.html.
19. Alaska awarded a contract to the firm Myers and Stauffer “to study and develop a health care pro-
vider tax proposal that will be presented to the Alaska Legislature for consideration in 2016.” Alaska
Department of Health and Social Services, The Healthy Alaska Plan, http://dhss.alaska.gov/Healthy
Alaska/Pages/Provider-Tax.aspx.

20. Social Security Act § 1903(w)(3)(A); 42 C.F.R. 433.55.

21. National Conference of State Legislatures, Health Provider and Industry State Taxes And Fees,
December 2015, http://www.ncsl.org/issues-research/health/health-provider-and-industry-state
-taxes-and-fees.aspx.
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GAO has provided several examples of how providers benefit from the
use of provider taxes. Massachusetts reportedly increased payment rates by
about 6.3 percent because of provider taxes.?> According to a 2014 GAO report,
“In Illinois, a $220 million payment increase for nursing homes funded by a
tax on nursing facilities resulted in an estimated $110 million increase in fed-
eral matching funds and no increase in state general funds, and a net payment
increase to the facilities, after paying the taxes, of $105 million.”?

In a 2002 paper on the techniques states use to maximize federal Med-
icaid funds, Urban Institute senior research fellows Teresa Coughlin and
Stephen Zuckerman argue that some techniques, such as shifting previously
state-funded health programs into Medicaid, are relatively uncontroversial.
However, they label provider taxes as a controversial method since “increased
federal spending takes place with limited or no state contribution.”

Coughlin and Zuckerman argue that the failure of the state to make a
real financial contribution “is contrary to a basic tenet of Medicaid: That is, it
is a program in which the federal government and states or localities share the
financial burden.”? In an article written last year, Alex Brill of the American
Enterprise Institute agreed with this point, writing that provider taxes appear
to violate the statutory design of the share of federal Medicaid spending, which
was “intended to be a function of per capita income, not the ability of state law-
makers to distort prices.”?

Provider Taxes Raise Rather Than Shift Costs

Policymakers, analysts, and commentators often make the mistake of focusing
on how policies can “shift” costs from one entity to another, without consid-
ering how the policy change affects the incentives for people involved in the
decision-making process. As an illustration, if a group of people ordering a meal
at arestaurant decide beforehand to split the check, the bill will likely be larger
than if the same group of people decided in advance to each get separate checks.
Price consciousness changes depending on whether people pay for all their own
spending or whether they can pass off a large portion of that spending to others.

22. Government Accountability Office, Medicaid Nursing Home Payments: States’ Payment Rates
Largely Unaffected by Recent Fiscal Pressures (Report to Congressional Requesters, October 2003),
http://www.gao.gov/assets/250/240199.pdf.

23. GAO, Medicaid Financing (GAO Report 14-627).

24. Teresa A. Coughlin and Stephen Zuckerman, “States’ Use of Medicaid Maximization Strategies to
Tap Federal Revenues: Program Implications and Consequences,” Urban Institute, June 2002.

25. Ibid.

26. Brill, “Medicaid Provider Taxes.”
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“Provider taxes
shift costs

from states

to the federal
government, but
they also raise
overall spending
by lowering the
relative price

of Medicaid
expenditures to
states.”

In asimilar way, provider taxes reduce the sensitivity
of states to higher Medicaid spending by allowing them to
effectively reduce the share of Medicaid expenditures that
the state tax base absorbs. Therefore, provider taxes do not
merely shift costs to the federal tax base; they also increase
overall Medicaid expenditures, with about 60 percent of
the marginal increase—the average state FMAP—financed
by the federal tax base.

Figure 1illustrates the effect of provider taxes, dis-
playing their impact on three groups: the federal govern-
ment, states, and providers. I assume a state with an FMAP
of 60 percent. In the scenario without a provider tax, a
state spends $100 on a provider and receives $60 from the
federal government, so the net cost to the state tax base
amounts to $40.

The second scenario shows how a provider tax shifts
costs to the federal government, assuming states maintain
the same level of spending as in the first scenario. The state
taxes the provider $100 and then pays the provider $200.
Assuming negligible transaction costs, the provider is
essentially as well off as in the scenario without a provider
tax. The federal government is worse off because it is now
reimbursing the state $120 (60 percent of the $200 expen-
diture). The state gains $20 through these three transac-
tions (receiving $100 in provider tax revenue and $120
reimbursement through the FMAP less $200 in expendi-
ture to the provider). But the state is actually better off by
$60 because it was paying $40, on net, to the provider in
the absence of the tax.

Provider taxes shift costs from states to the federal
government, but they also raise overall spending by lower-
ing the relative price of Medicaid expenditures to states.
Provider taxes make state Medicaid programs cheaper
because the revenue raised—even though the revenue
is generally illusory—can be used as the state share of
spending. Scenario 3 in the figure shows how provider
taxes work if the provider tax mechanism generates an
additional $50 for the provider. The provider’s net gain
is $150, equal to the $250 state payment minus the $100



FIGURE 1. PROVIDER TAX SCENARIOS

Scenario 1:
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paid through the provider tax. The federal government reimburses the state
$150 (60 percent of $250), and the state’s net payments sum to zero ($100 in
provider tax revenue and $150 reimbursement through the FMAP less $250
for the provider payment).

Comparing scenario 1 (no provider tax) with scenario 3 (provider tax
with higher spending) shows that providers are better off from higher pay-
ments and the state is better off because of the higher federal reimbursement.
The federal government, however, is worse off because it has to reimburse
additional state Medicaid expenditures. Although provider taxes increase the
federal share of Medicaid spending relative to the state share, the more that
the state’s Medicaid expenditures increase as a result of provider taxes, the
greater the burden on both the federal and state tax base. It is worth noting
that there are two effects on the state tax base financing burden: The provider
tax shifts part of the previous burden to the federal tax base but the state
bears its share of the financing burden for the marginal increase in Medicaid
spending that results from the provider tax reducing the relative cost of Med-
icaid to the state.

Provider Tax Revenue and Federal Medicaid Spending
Both Increase

Table 1 shows provider tax revenue and both the state and federal shares
of Medicaid expenditures for fiscal years 2008 (adjusted for inflation using
2015 dollars) and 2015. The table shows that provider tax revenue—adjusted
for inflation—more than doubled from 2008 through 2015. As provider tax
revenue has increased substantially, so has federal Medicaid spending—by an
inflation-adjusted 59 percent between FY 2008 and FY 2015. The enhanced
federal Medicaid reimbursement for the Affordable Care Act expansion pop-
ulation is partly responsible for both the overall increase in Medicaid expen-
ditures and the increasing federal share, but the growing use of provider taxes
and similar accounting gimmicks is undoubtedly responsible for a large part
of these increases as well.



TABLE 1. GROWTH IN PROVIDER TAXES AND MEDICAID SPENDING

Category FY 2008 FY 2015 Increase % increase
Provider tax revenue $10.7 bn $21.9 bn $11.2 bn 105%
State Medicaid spending $167.0 bn $205.6 bn $38.6 bn 23%
Federal Medicaid spending $220.4 bn $350 bn* $129.6 bn 59%
Total Medicaid spending $387.4 bn $555.6 bn $168.2 bn 43%
Federal share of spending 57% 63%* 6% 1%

* These figures are estimates from the Congressional Budget Office, The Budget and Economic Outlook: 2016 to 2026,
January 25, 2016.

Note: The 2008 amounts have been adjusted for inflation and are shown in 2015 dollars.

Sources: Congressional Budget Office, Budget and Economic Outlook: 2016 to 2026; Government Accountability
Office, Medicaid Financing: States’ Increased Reliance on Funds from Health Care Providers and Local Governments
Warrants Improved CMS Data Collection (GAO Report 14-627, July 2014); Department of Health and Human Services,
2010 Actuarial Report on the Financial Outlook for Medicaid; John Hagg, “Examining Medicaid and CHIP’s Federal
Medical Assistance Percentage” (Testimony before the House Committee on Energy and Commerce: Subcommittee on
Health, Department of Health and Human Services, Office of Inspector General, February 10, 2016).

PROVIDER TAX HISTORY

In 1984 Florida became the first state to establish a provider tax program.?’
In 1985 West Virginia became the first state to establish a provider donation
program.?® Provider donations are voluntary payments made to a state or unit
oflocal government by a healthcare provider.?* According to the Congressional
Research Service (CRS), “In some cases, Medicaid providers initiated these
provider tax and donation arrangements because states would often use the
provider tax and donation revenue to raise Medicaid payment rates.”*° By 1990
six states had tax or donation programs.®

In the early 1990s, state Medicaid rolls grew as a result of both greater
coverage requirements contained in the Medicare Catastrophic Coverage Act
0f 1988 and an economic recession.*> Most states were running budget deficits
by 1991 or 1992. The budgetary pressure led many states to create or expand
provider donations and provider taxes in order to reduce the state share of
Medicaid spending and to increase the federal share. By 1992, 39 states had

27. National Conference of State Legislatures, “Health Provider and Industry State Taxes And Fees,”
December 20, 2015, http://www.ncsl.org/issues-research/health/health-provider-and-industry-state
-taxes-and-fees.aspx.

28. Jean Donovan Gilman, Medicaid and the Costs of Federalism, 1984-1992 (New York: Garland
Publishing, 1998), 160.

29. Social Security Act § 1903(w)(2).

30. Alison Mitchell, Congressional Research Service, Medicaid Provider Taxes (CRS Report for
Congress, March 15, 2012).

31. Leighton Ku and Teresa A. Coughlin, “Medicaid Disproportionate Share and Other Special
Financing Programs,” Health Care Financing Review 16, no. 3 (Spring 1995): 27-54.

32. Congressional Budget Office, “The Medicare Catastrophic Coverage Act of 1988” (staff working
paper, October 1988).
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provider taxes,* and tax and donation programs were generating an estimated
$8 billion in state revenue.** According to the CRS, “Provider taxes were often
imposed only on Medicaid providers. These provider tax arrangements were
agreed to (and sometimes initiated) by the Medicaid providers because the
Medicaid providers could be held harmless from the cost of the tax through
increased Medicaid payment rates.”*

Washington Limits States’ Ability to Use Provider Taxes

States’ use of provider taxes and donations became a source of tension between
policymakers in Washington and those in state capitols. In response to the
increased use of provider taxes and related techniques, Congress passed and
President Bush signed the Medicaid Voluntary Contribution and Provider-Spe-
cific Tax Amendments (MVCPSTA) in 1991.° The MVCPSTA outlawed the use
of most provider donations and made provider taxes more costly for healthcare
providers who treated few, if any, Medicaid enrollees.

The MVCPSTA required that provider taxes be uniform (the same tax rate
across all providers in a given class) and broad based (the tax would apply to all
providers in one of the 19 specified classes of providers subject to the tax, even
those who do not provide Medicaid services).” The MVCPSTA also attempted
to limit the extent to which providers could be held harmless by the tax—provid-
ers who receive at least as much money back from the state in higher Medicaid
payments as they had paid in tax. In addition to being complex, the rules gov-
erning provider taxes are also somewhat arbitrary. For example, the secretary
of the Department of Health and Human Services (HHS) may waive the broad-
based and uniform requirements if the tax is “generally redistributive”*® and

33. Ku and Coughlin, “Medicaid Disproportionate Share.”

34. Teresa A. Coughlin and Leighton Ku, “Medicaid: Disproportionate Share and Other Special
Financing Programs—A Fiscal Dilemma for States and the Federal Government,” Urban Institute, 1994.
35. Mitchell, Congressional Research Service, Medicaid Provider Taxes.

36. Section 1903(w)(5)(A) of the Social Security Act, amended by Medicaid Voluntary Contribution
and Provider-Specific Tax Amendments (P.L.102-234).

37. The specified 19 classes of providers are those that provide the following: inpatient hospital ser-
vices, outpatient hospital services, nursing facility services, services of intermediate care facilities for
the mentally retarded, physicians’ services, home healthcare services, outpatient prescription drugs,
services of Medicaid managed care organizations, ambulatory surgical centers, dental services, podi-
atric services, chiropractic services, optometric/optician services, psychological services, therapist
services, nursing services, laboratory and x-ray services, emergency ambulance services, and other
healthcare items or services for which the state has enacted a licensing or certification fee.

38. Generally redistributive means that there is a negative relationship between the amount of tax
owed by the provider and the percentage of revenue the provider receives from Medicaid.



the amount of the tax is not directly correlated to Medicaid payments (although
there is an exception for rural and sole community providers). States commonly
apply for these waivers.

Three tests exist to determine whether a provider tax satisfies the “hold
harmless” criteria. The key test—the guarantee test*—only applies if the tax
rate exceeds 6 percent of net patient revenue. The 6 percent threshold is gener-
ally referred to as the “safe harbor” provision.** While states can have provider
tax rates that exceed the safe harbor threshold, neither the CRS nor GAO have
identified any state that imposes a tax rate exceeding 6 percent of net patient
service revenue.*

At least in the near term, the restrictions on provider taxes have made it
more difficult politically for states to use them to finance their share of Med-
icaid expenditures.*? As a result, the number of states with provider taxes
dropped from 39 in 1992 to 21in 2003.%4

States Use Other Techniques to Minimize Their Share of Medicaid

Since the MVCPSTA made provider taxes less appealing, states have increas-
ingly sought to maximize federal Medicaid funding through IGTs.** In a 2002
regulation, HHS explained how states combined IGTs with Medicaid upper
payment limits (UPLs)—federal requirements that generally limit Medicaid
reimbursements to no more than Medicare rates—to increase federal Medic-
aid funding:

By developing a payment methodology that set rates for pro-
prietary and nonprofit facilities at lower levels, states were able
to set rates for county or city facilities at substantially higher
levels and still comply with the existing aggregate upper pay-
ment limits. The federal government matched these higher pay-
ment rates to public facilities. Because these facilities are public

39. “The guarantee test is violated if the state or other unit of government imposing the tax provides
directly or indirectly for any payment, offset, or waiver that guarantees to hold taxpayers harmless
for all or a portion of the tax.” Mitchell, Congressional Research Service, Medicaid Provider Taxes.
40.42 C.F.R. 433.68(D(R)H)(A).

41. GAO, Medicaid Financing (GAO Report 14-627); Mitchell, Congressional Research Service,
Medicaid Provider Taxes.

42. Coughlin, Zuckerman, and McFeeters, “Restoring Fiscal Integrity to Medicaid Financing?”

43. National Conference of State Legislatures, “Health Provider and Industry State Taxes And Fees.”
44, Teresa A. Coughlin, Brian K. Bruen, and Jennifer King, “States’ Use of Medicaid UPL and DSH
Financing Mechanisms,” Health Affairs 23, no. 2 (March 2004): 245-57.



entities, funds to cover the state share were transferred from
those facilities (or the government units that operate them) to
the state, thus generating increased federal funding with no net
increase in state expenditures.*®

It is worth noting that while this study analyzes Medicaid provider taxes,
the economics of IGTs is essentially the same. Similar to the federal restrictions
on provider taxes contained in the MVCPSTA, Congress instructed the Centers
for Medicare and Medicaid Services (CMS) to issue regulations limiting the use
of IGT and UPL arrangements in 2000.% These regulations led many states to
increase the use of provider taxes although they generally retained IGTs as well.

Several States Add or Raise Provider Taxes

Beginning in 2008, many states were confronting much lower state revenue
because of the deep recession that followed the financial crisis. Part of the
American Recovery and Reinvestment Act (ARRA), signed into law in February
2009, transferred tens of billions of dollars to states through FMAP increases.*”
In addition to higher FMAPs, several states implemented new provider taxes or
increased existing provider taxes in order to alleviate budget shortfalls.

Table 2 illustrates the growth in Medicaid provider taxes following the
recession. From FY 2007 to FY 2011, 6 states that did not already have any pro-
vider tax added one, 16 states added provider taxes on hospitals, and 9 states

45. 66 Fed. Reg. 3149-50 (2002).

46. As the UPL financing schemes came to light, Congress and the Health Care Financing
Administration (HCFA)—the federal agency administering the Medicaid program at the time—

took action through statute and regulation to curtail states’ ability to claim excessive federal funds
through these UPL financing schemes. The HCFA initiated policy changes to restrict states’ UPL
arrangements in an October 2000 proposed regulation. The Medicare, Medicaid, and SCHIP Benefits
Improvement and Protection Act of 2000 (BIPA) directed the HCFA to issue a final regulation to
limit states’ ability to claim excessive federal matching funds through UPL arrangements. BIPA also
required that the HCFA’s final regulation—established in January 2001—allow for transition peri-
ods as long as eight years, during which time excessive UPL payments would be phased out. Because
some states may have come to rely on these excessive federal funds, the length of a state’s transition
period was based in part on how long the state had had a UPL arrangement meeting certain specified
criteria. GAO, Medicaid: Improved Federal Oversight of State Financing Schemes Is Needed (Report to
the Senate Committee on Finance, February 2004).

47.Vernon K. Smith et al., Hoping for Economic Recovery, Preparing for Health Reform: A Look

at Medicaid Spending, Coverage and Policy Trends, Results from a 50-State Medicaid Budget

Survey for State Fiscal Years 2010 and 2011, Kaiser Commission on Medicaid and the Uninsured,
September 2010.



added provider taxes on nursing homes.*® By 2011, 47 states had at least one
provider tax; of these 47 states, 34 had a hospital tax and 39 had a nursing home
tax.* Between 2011 and 2015, states continued to add provider taxes, but the
increase was not as great—likely because so many more states had taxes in place
in 2011 relative to 2007. As of 2015, 39 states had a hospital tax, 44 states had a
nursing home tax, 37 states had an intermediate care facility (ICF) tax, and 19
states had a tax on another kind of provider.*

TABLE 2. STATES WITH MEDICAID PROVIDER TAXES, 2007-2015

2007 2008 2009 2010 20m 2012 2013 2014 2015 2007to - 20 to

20m 2015
Hospital 18 20 23 29 34 38 39 40 39 +16 +5
Nursing home 30 33 35 37 39 42 44 44 44 +9 +5
ICF 22 29 28 33 33 36 37 37 37 +11 +4
Any tax 41 44 45 46 47 49 50 50 50 +6 +3

Source: The annual Kaiser Family Foundation surveys on state Medicaid programs.
Note: These numbers include the District of Columbia. ICF refers to intermediate care facility.

Table 3 shows the number of states with existing provider taxes in 2007
through 2015 that increased or decreased their tax rates. Three observations
are clear. First, states were far more likely to increase than to decrease tax rates
between FY 2007 and FY 2014. States with the three types of taxes listed—hos-
pitals, nursing homes, and ICFs—increased rates 150 times and decreased rates
49 times. Second, more than half of the decreases occurred in 2008—the year
that the safe harbor was temporarily reduced from 6 percent to 5.5 percent
(discussed in more detail later). It is likely that most of the decreases were
states adjusting their rates to conform to federal law. Third, more than half of
the provider tax increases occurred in 2011 and 2012. This is likely the result of
two factors: the allowable tax rate returning to 6 percent and the restoration of

48. Vernon K. Smith et al., As Tough Times Wane, States Act to Improve Medicaid Coverage and
Quality: Results from a 50-State Medicaid Budget Survey for State Fiscal Years 2007 and 2008, Kaiser
Commission on Medicaid and the Uninsured, October 2007.

49. The three states without any provider taxes in FY 2011 were Alaska, Delaware, and Hawaii.
Vernon K. Smith et al., Medicaid Today; Preparing for Tomorrow: A Look at State Medicaid Program
Spending, Enrollment and Policy Trends, Results from a 50-State Medicaid Budget Survey for State
Fiscal Years 2012 and 2013, Kaiser Commission on Medicaid and the Uninsured, October 2012.

50. Vernon K. Smith et al., Medicaid Reforms to Expand Coverage, Control Costs and Improve Care:
Results from a 50-State Medicaid Budget Survey for State Fiscal Years 2015 and 2016, Henry J. Kaiser
Family Foundation, October 2015.



the normal FMAP rates from the elevated rates contained in the ARRA. When
FMAP rates returned to their normal levels, several states increased provider
taxes in order to avoid the reduction in federal Medicaid spending.®

TABLE 3. STATES CHANGING MEDICAID PROVIDER TAX RATES, 2007-2014
Increasing Taxes

2007 2008 2009 2010 20M 2012 2013 2014 Total
Hospital 2 2 6 5 13 18 7 5 58
Nursing home 2 4 3 7 n 23 8 4 62
ICF 1 2 1 3 3 14 4 2 30
Total 5 8 10 15 27 55 19 n 150

Decreasing Taxes

2007 2008 2009 2010 2011 2012 2013 2014 Total
Hospital 1 3 3 0 2 1 1 3 14
Nursing home 0 n 3 0 1 0 2 2 19
ICF 0 14 1 0 0 0 1 0 16
Total 1 28 7 0 3 1 4 5 49

Source: The annual Kaiser Family Foundation surveys on state Medicaid programs.
Note: These numbers include the District of Columbia. ICF refers to intermediate care facility.

In addition to taxes on providers of healthcare and long-term care ser-
vices, many states also assess provider taxes on managed care companies. As
an illustration of the problem that the federal government has in conducting
oversight of the rules governing provider taxes, several states, including large
states like California and Pennsylvania, have apparently been implementing a
tax on managed care companies that does not comply with federal law. A July
2014 letter from the CMS to state Medicaid directors sought to clarify the use of
provider taxes because of apparent “confusion among states as to what would
or would not be considered” an appropriate tax on managed care companies.>
The letter indicated that states were likely out of compliance with a change
in the law pertaining to provider taxes made by the Deficit Reduction Act of
2005 (DRA).% These states have been unlawfully targeting the tax to Medic-
aid managed care providers, which limits the burden of paying the tax only to

51. Smith et al., Hoping for Economic Recovery, Preparing for Health Reform.

52. Cindy Mann, director, Center for Medicaid and CHIP Services, letter to state Medicaid directors
and health officials regarding health care-related taxes, July 25, 2014.

53. Ibid.



those managed care companies that receive higher capitated payment rates as
aresult of the tax.

POLITICAL ECONOMY OF MEDICAID PROVIDER TAXES

Providers who serve a significant number of Medicaid enrollees will tend to
benefit from states’ use of provider taxes since they generally receive at least
as much state spending through a combination of higher Medicaid reimburse-
ment rates and supplemental payments than they would have received in the
absence of the tax. If the tax is broad based, however, providers who do not
serve a significant number of Medicaid enrollees will tend to be worse off, and
they will likely shift a great part of the tax to patients who pay privately. These
providers may lobby for lower provider taxes or no such tax. As a recent exam-
ple, many providers in Utah opposed a tax on healthcare providers—including
hospitals, doctors, nurses, pharmacies, insurers, social workers, and optome-
trists—to finance the state share of expenses to cover the ACA Medicaid expan-
sion population.® The Utah Hospital Association, which initially endorsed the
plan, turned against it “because it doesn’t restrict how much taxes can climb to
cover increases in enrollment.”

Impact of Provider Taxes on Politicians

Because of the federal-state Medicaid financing structure, provider taxes can
be an appealing revenue option for state policymakers. Provider taxes allow
states to increase provider payments while reducing the burden placed on the
state tax base to finance Medicaid. Oregon state representative Mitch Greenlick
refers to provider taxes as a “dream tax” for states—a strong indication of their
appeal for state politicians. According to Greenlick, “We collect the tax from
the hospitals, we put it up as a match for federal money, and then we give it
back to the hospitals.”* State politicians are likely rewarded for having provider
taxes by interest groups’ contributions and potentially by voters.

54. Lisa Riley Roche, “Healthcare Providers Voice Opposition to Tax during Medicaid Expansion
Hearing,” KSL.com, October 7, 2015, http://www.ksl.com/?sid=36844001&nid=148&title=healthc
are-providers-voice-opposition-to-tax-during-medicaid-expansion-hearing&fm=related_story&s
_cid=article-related-2.

55. Ibid.

56. Quoted in Peter Wong, “Oregon House Extends Hospital Tax,” Portland Tribune, March 11, 2015,
http://portlandtribune.com/pt/9-news/253422-123198-oregon-house-extends-hospital-tax.
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Since provider taxes shift the burden for financing Medicaid from the
states to the federal government, federal politicians and policymakers should
be less supportive of them. In fact, both President George W. Bush and Presi-
dent Obama introduced proposals (discussed in detail below) to limit states’ use
of provider taxes. Investigative journalist Bob Woodward reports that during
the 2011 budget and debt ceiling negotiations between the Obama administra-
tion and congressional Republicans and Democrats, congressional Republicans
proposed reforming provider taxes as a way to reduce future federal budget def-
icits.”” This is when Vice President Biden—agreeing that provider taxes needed
reform—referred to them as a “scam,” saying, “If we can’t do this—come on!”%
However, several congressional Democrats as well as senior Obama administra-
tion officials raised objections. Woodward reports that Jack Lew, then head of
the Office of Management and Budget, and Gene Sperling, then director of the
National Economic Council, said eliminating provider taxes would force states
to provide fewer services to the poor.* Ultimately, provider tax reform was not
part of the final budget deal.

Interest Groups’ Interest in Provider Taxes

From interviews with officials representing hospitals and nursing homes,
GAO found that hospital and nursing home associations have worked with
states on the design of provider taxes. The associations’ officials indicated
that without the tax revenue, states would likely reduce Medicaid payments,
and that states often provide assurances that tax revenue is used for Medic-
aid payments.®°

Nursing home taxes have historically been the most prevalent provider
tax, largely because nursing homes receive about a third of their financing from
Medicaid.®! In 2009, 94 percent of nursing homes were Medicaid-certified,*
and nearly two-thirds of nursing home residents relied on Medicaid as the

57. Woodward, Price of Politics.

58. Ibid.

59. Ibid.

60. GAO, Medicaid Financing (GAO Report 14-627).

61. In 2014 hospitals earned $971.8 billion in revenue, of which $168.0 billion was paid by Medicaid;
nursing homes earned $155.6 billion in revenue, of which $49.6 billion was paid by Medicaid. Table 4,
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primary payer of their care.®® Since most nursing homes
receive a sizeable amount of revenue from Medicaid, pro-
vider taxes can more easily be designed to ensure fewer net
losers among nursing homes.

Edward Miller and Lili Wang assessed the factors
that led 18 states to adopt nursing home taxes between
2000 and 2004.°* They found that the strongest predictors
of nursing home tax adoption were nursing home industry
lobbying strength, a greater percentage of nursing home
residents receiving services paid by Medicaid or Medicare,
broader Medicaid eligibility, worse state fiscal conditions,
and nursing home supply restrictions.

The American Health Care Association (AHCA),
the largest nursing home interest group, commissioned
a study in 2007 that estimated that nursing home taxes
generated about $3.8 billion in federal matching funds.%
These extra funds produced a higher average Medicaid
rate for nursing home patients of about $14 per day. The
AHCA report also found that most states with nursing
home taxes (19 of the 32 states with nursing home taxes in
2007) were at or near the safe harbor maximum of 6 per-
cent. A December 2011 report commissioned by the AHCA
found that nursing home taxes generated $6 billion in fed-
eral matching funds in 2011—a 58 percent increase from
four years earlier.*

Before the recession, nursing home taxes were much
more common than hospital taxes. At the start of FY 2007,
18 states had hospital taxes compared to 30 states with
taxes on nursing homes. Hospitals were likely not taxed

63. Wendy Fox-Grage and Donald Redfoot, “Medicaid: A Program of Last
Resort for People Who Need Long-Term Services and Supports” (Fact
Sheet 223, AARP Public Policy Institute, May 2011).

64. Edward Alan Miller and Lili Wang, “Maximizing Federal Medicaid
Dollars: Nursing Home Provider Tax Adoption, 2000-2004,” Journal of
Health Politics, Policy and Law 34, no. 6 (December 2009).

65. BDO Seidman, LLP Accountants and Consultants, and Eljay, LLC, A
Report on Shortfalls in Medicaid Funding for Nursing Home Care (report for
the American Health Care Association, September 2007).

66. Eljay, LLC, A Report on Shortfalls in Medicaid Funding for Nursing
Home Care (report for the American Health Care Association, December
2011).
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worked with
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to the same degree as nursing homes because hospitals only receive about half
as much from Medicaid, as a percentage of their revenue. Since most states
already had taxes on nursing homes, hospital taxes were more likely to be
added by states in the aftermath of the financial crisis and state budget short-
falls. The number of states with hospital taxes more than doubled from 2007
to 2012.

According to the Medicaid and CHIP Payment and Access Commission
(MACPAC), nursing home taxes have generally financed increased Medicaid
payment rates while hospital taxes have generally financed increased supple-
mental payments directed toward hospitals.®” Since the percentage of hospital
revenue derived from Medicaid varies to a greater degree than does nursing
home revenue, states have generally used supplemental payments to better
target funding to hospitals that serve a higher proportion of Medicaid enroll-
ees. As provider taxes have increased, so have supplemental payments. GAO
found that supplemental payments totaled more than $43 billion in FY 2011—
nearly double the amount from five years prior.®® In this same report, GAO also
found that states have “maximized federal matching funds by making large
payments—significantly above providers’ costs of providing services—to pro-
viders that were financing the nonfederal share.”

REVENUE RAISED BY PROVIDER TAXES

While the federal government does not have reliable data on the amount of rev-
enue that states raise through provider taxes,* the available evidence suggests
the amount is considerable and has increased over time. The portion of the
state share of Medicaid spending derived from state general funds has declined
from about 95 percent to about 75 percent over the past 25 years.’° According
to GAO, 13 states financed more than 30 percent of the state share of Medicaid
with sources other than state general funds.”

67. Medicaid and CHIP Payment and Access Commission, “Chapter 3: State Approaches for
Financing Medicaid and Update on Federal Financing of CHIP,” Report to the Congress on Medicaid
and CHIP (Washington, DC, March 2012).
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The federal government requires that states report their provider tax
and provider donation revenue or else risk losing federal matching funds.”
However, GAO has documented that many states underreport provider tax
revenue. According to a March 2014 GAO report, CMS officials “could not
attest to the accuracy of the data reported” and no action had been taken to
withhold federal Medicaid funding from states who were underreporting.”?

In FY 2010, 13 states did not report any provider tax revenue to the CMS,
even though 45 states had at least one provider tax.”* In FY 2012, 41 of the 47
states with provider taxes reported revenue of $18.8 billion (including $72 mil-
lion from provider donations)—a significant increase from the $9.7 billion in
provider tax revenue in 2008.7° Since six states with provider taxes did not
report provider tax revenue to the CMS and states that did report revenue
were more likely to underreport than to overreport the amount raised, states
probably brought in more than $20 billion through provider taxes in FY 2012.
In addition to provider tax revenue, state governments received $18.1 billion
through IGTs in FY 2012 to finance Medicaid expenditures.”®

BIPARTISAN SUPPORT TO LIMIT OR ELIMINATE
PROVIDER TAXES

Health policy experts across the political spectrum generally support provider
tax reform. For example, John Holahan, an Institute fellow in the Health Policy
Center at the Urban Institute, has said that states’ use of provider taxes is “egre-
gious,” is “a national disgrace [that] is not as understood as well as it should be,”
and “needs to be dealt with.””” Illinois Senator Richard Durbin, a Democrat,
has referred to provider taxes as a “bit of a charade.””® Both the George W. Bush
and Obama administrations proposed reducing the safe harbor threshold—in
practice the maximum provider tax rate states can assess and receive federal
reimbursement for. Moreover, the fiscal commission established by an execu-
tive order from President Obama made provider tax reform a central compo-
nent of its plan to reduce federal budget deficits.
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74. Mitchell, Congressional Research Service, Medicaid Provider Taxes.
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Bush Proposal

In 2006 the Bush administration intended to issue regulations that would have
lowered the safe harbor threshold from 6 percent to 3 percent.” At the time,
the Bush proposal was estimated to lower total Medicaid spending by $10 bil-
lion over 10 years, with federal savings of $6 billion.** An analysis sponsored
by the nursing home industry estimated that the proposal would have an even
larger effect, costing nursing homes an estimated $1.5 billion in federal funds
in 2006 alone.®

In August 2006, the New York Times reported that governors, provider
groups, and beneficiary advocates lobbied aggressively against the regulation.®?
The National Governors Association said it “would impose a huge financial
burden on states.”®* More than 200 Democratic members and more than 100
Republican members of Congress objected to the proposal.®* The Times listed
the objections of three Republican governors and three Democratic governors.
According to the Times, “state officials said the changes would put pressure
on states to reduce Medicaid benefits, restrict eligibility or lower payments to
healthcare providers.” The American Hospital Association and the AHCA said
the Bush administration plan was simply a way to cut Medicaid.®

The lobbying effort proved successful. Section 403 of the Tax Relief and
Health Care Act, signed into law on December 20, 2006, codified the maxi-
mum provider tax rate at 6 percent, except for the period from January 1, 2008,
through September 30, 2011.%¢ During this nearly four-year period, the maxi-
mum rate was temporarily reduced to 5.5 percent. At the time, CBO projected
this reduction would save the federal government $260 million.?”
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Charts,” Kaiser Family Foundation, February 27, 2006.
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Obama Proposal

Citing the fact that “some States use [provider] tax revenues to increase pay-
ments to those same providers [taxed] and use that additional spending to
increase their Federal Medicaid matching payments,” President Obama’s FY
2013 budget proposed reducing the safe harbor threshold from 6 percent to 3.5
percent between FY 2015 and FY 2017.%¢ The Obama administration estimated
that this would reduce federal Medicaid expenditures by $22 billion over the
subsequent decade relative to baseline expenditures.® CBO estimated the pro-
posal would reduce federal Medicaid expenditures relative to baseline expen-
ditures by $48 billion from FY 2013 through FY 2022.%°

National Commission on Fiscal Responsibility and Reform
(Bowles-Simpson) Proposal

Through an executive order in 2010, President Obama created a commission
to identify “policies to improve the fiscal situation in the medium term and to
achieve fiscal sustainability over the long run.”** The commission contained
an equal number of Democrats and Republicans and was chaired by Clinton
White House Chief of Staff Erskine Bowles and former Republican Senator
Alan Simpson. The commission released a plan on December 1, 2010, that was
projected to reduce the debt to 60 percent of GDP by 2023 and to 40 percent of
GDP by 2035.”2 The major Medicaid recommendation was to “eliminate state
gaming of [the] Medicaid tax gimmick.” According to the commission’s plan,

Many states finance a portion of their Medicaid spending by
imposing taxes on the very same health care providers who are
paid by the Medicaid program, increasing payments to those
providers by the same amount and then using that additional
“spending” to increase their federal match. We recommend
restricting and eventually eliminating this practice.”
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According to the commission’s estimates, this recommendation would have
produced federal budget savings of $5 billion in 2015 and $44 billion from 2015
through 2020.*

UNCERTAINTY OVER FEDERAL BUDGET SAVINGS FROM
REFORMING PROVIDER TAXES

The large differences between CBO’s estimates of federal savings that would
result from President Obama’s provider tax proposals and similar estimates
produced by the Office of the Actuary at the CMS, which are approved by the
Office of Management and Budget, indicate significant uncertainty among fed-
eral budget and program analysts about the impact of changing allowable pro-
vider tax rates. CBO acknowledges that the lack of empirical research makes it
difficult to accurately estimate the budgetary impact of changing federal laws
governing provider taxes.’®

When estimating the impact of changes to the safe harbor, CBO’s experts
assume that about half the amount of revenue that the state raised through the
provider tax and subsequently spent would have been spent even if the state
had to raise the revenue from the state tax base.”® Therefore, CBO estimates that
reducing the provider tax threshold would reduce Medicaid expenditures by an
amount equal to half the amount that the state raised between the previous safe
harbor threshold and the new safe harbor threshold. CBO estimated that fed-
eral Medicaid expenditures would decline by $11.3 billion over the 2012-2022
period if the provider tax threshold was lowered from 6 percent to 5.5 percent
starting in 2013, an indication that a large number of provider taxes are cur-
rently at or near the 6 percent threshold.”

FIXED MEDICAID PAYMENTS TO STATES WOULD MAKE
PROVIDER TAXES OBSOLETE
As acknowledged by CBO, GAO, and most federal budget experts, the federal
budget trajectory is unsustainable over the long term.’® Federal spending on
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entitlement programs is largely responsible for this unsus-
tainable path. In 2015, federal spending on Medicare,
Medicaid, and the ACA exceeded $900 billion.*® Federal
spending on these three programs will grow nearly 6.5
percent per year over the next decade. Without reform,
the increasing cost of these programs will lead to large tax
increases or large reductions in spending on other public
priorities, such as national defense and infrastructure.

One way to address these programs—aside from
increased government regulation and price controls—is
to realign the incentives created by the programs so that
actors are more price and value conscious. Broadly, this can
be accomplished by transitioning them from a defined ben-
efit model to a defined contribution model. This has been
the trend in the private sector, illustrated by how 401(k)s
have largely replaced pension plans.

Medicaid is a two-tiered defined benefit program.
One tier is made of state expenditures to insurers and pro-
viders to pay for services they deliver. The second tier con-
sists of federal expenditures to states to reimburse them
for their required share. While some view the federal-state
Medicaid partnership as an example of federalism, Michael
Greve refers to the partnership as “cartel federalism,”
which “promotes the growth of government at all levels,
creates impenetrable intergovernmental bureaucracies
and a torrent of transfer payments, and destroys political
accountability.”1%°

From 2011 through 2014, the House Committee on
Oversight and Government Reform conducted extensive
oversight of techniques used by states to maximize federal
Medicaid funding. The committee also examined problems
that the federal government has ensuring that federal tax

99. In August 2015, CBO projected federal spending in fiscal year 2015
equal to $541 billion for Medicare, $350 billion for Medicaid, and $37 bil-
lion for exchange subsidies. Congressional Budget Office, “An Update to
the Budget and Economic Outlook: 2015 to 2025,” August 2015.

100. Michael Greve, Federalism and the Constitution: Competition versus
Cartels (Arlington, VA: Mercatus Center at George Mason University, May
22,2015).

“Without reform,
the increasing
cost of these
programs will
lead to large tax
increases or large
reductions in
spending on other
public priorities,
such as national
defense and
infrastructure.”



dollars are not misspent.’® A bipartisan committee staff report from March
2013 discusses many of the same problems referenced by Greve:

CMS has struggled historically in protecting Federal tax dollars
from being misspent through Medicaid. CMS has been ham-
pered by poor data quality, but the agency has historically failed
to often adequately detect and address major problems in state
Medicaid programs. A Committee majority staff report from
April 2012 detailed several examples of how CMS has failed to
protect taxpayer dollars spent through the Medicaid program.
Moreover, as GAO has widely reported, states have resorted to
creative techniques such as provider taxes and large supple-
mental payments to draw down additional Federal dollars into
their states through the Medicaid program without net State
contributions. These techniques undermine the nature of joint
Federal-state financial responsibility for the Medicaid program
by significantly increasing the Federal share of Medicaid expen-
ditures and further undermining State incentives to run effi-
cient Medicaid programs.'®

The federal-state financing structure results in neither the states nor the
federal government having a strong incentive to ensure that Medicaid spend-
ing provides recipients with value. Techniques such as provider taxes and IGTs
exemplify the underlying problems with Medicaid’s financing structure, which
prioritizes higher spending and neglects value.

A 2015 study shows that people enrolled in Medicaid in Oregon through
an earlier eligibility expansion receive low value from the program, on aver-
age.!®® Economists Amy Finkelstein, Nathaniel Hendren, and Erzo Luttmer
found that “Medicaid’s value to recipients is lower than the government’s costs
of the program, and usually substantially below.” They estimated that recipi-
ents only benefit by 20 to 40 cents for each dollar of spending. Instead of ben-
efitting lower-income people, the research suggests that large institutions, like

101. From May 2011 through August 2014, the author served as a senior professional staff member for
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.mit.edu/files/10580.
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hospitals, nursing homes, and insurance companies, receive the most benefit
from Medicaid, as Medicaid largely replaces implicit insurance provided for
the low-income uninsured.

Inorder to increase the incentives for states to obtain higher value for each
dollar of Medicaid spending, federal policymakers should consider transitioning
Medicaid’s federal-state financing structure to a defined contribution model,
in which the federal government provides fixed payments to states. One key
advantage with a fixed-payment reimbursement structure is that all spending
above that level would be paid from the state tax base, so states would be incen-
tivized to create programs that provide better value for each dollar of spending.
Financing reform could be coupled with additional flexibility for states to try
innovative approaches and to better tailor their programs for their populations.

In addition to the deadweight loss that results from taxes needed to
finance Medicaid, deadweight loss also results when states and local govern-
ments develop and implement financing techniques like provider taxes, IGTs,
and supplemental payments. These techniques also reduce the transparency
of the cost of the Medicaid program to state policymakers, which can lead the
policymakers to make decisions based on misleading information. Moreover,
a federal bureaucracy has formed with the task of reducing inappropriate or
unlawful state methods to increase federal Medicaid funding. Part of this fed-
eral bureaucracy would be unnecessary if the incentives at the core of the Med-
icaid program were better aligned.

If the federal financing structure of Medicaid remains unchanged, states
will continue to have an incentive to maximize federal funds rather than to seek
value from the program. Replacing the open-ended federal reimbursement of
state spending with fixed payments to states would make provider taxes and
other techniques employed by states to raise federal financing costs obsolete.
(It is worth noting that states might try to figure out ways to game the formula
that would determine payments. However, the federal government could set an
overall budgetary cap for program expenditures. This cap could be adjusted for
economic conditions in order to alleviate the concern that states will require
more federal assistance—obtained through federal borrowing—during eco-
nomic downturns.)

CONCLUSION: ABSENT LARGE-SCALE REFORM, ADOPT
SUGGESTIONS TO PHASE OUT PROVIDER TAXES
The root problem with Medicaid financing is the open-ended federal reim-
bursement of state expenditures, and phasing out provider taxes would address
only a symptom of that problem. However, if confronting unsustainable federal



healthcare commitments is viewed as an important priority by policymakers,
they should, at a minimum, implement the recommendation of the Bowles-
Simpson Commission and begin phasing out provider taxes. This would both
increase the transparency of the program’s financing and move Medicaid in
the direction of the original financing design, which based the share of federal
financing on state per capita income and not on states’ abilities to design cre-
ative financing techniques to maximize federal Medicaid funds.



APPENDIX: A CASE STUDY OF ARIZONA’S RECENT USE OF
PROVIDER TAXES TO INCREASE FEDERAL FUNDING

In 1982, 17 years after Medicaid was created, Arizona became the last state
to create a program.!®* From 1982 through 2000, Arizona’s Medicaid program
generally covered traditional populations, including lower-income children,
pregnant women, the blind and disabled, and low-income elderly. In 2000, 63
percent of Arizona voters supported Proposition 204, a referendum to expand
Medicaid coverage for all persons living at or below 100 percent of the FPL.1%
In December 2001, Arizona received federal approval for a Section 1115 waiver
to expand Medicaid to nondisabled childless adults and parents with income
below 100 percent of the FPL.1%¢

Arizona’s Medicaid spending exploded after this expansion, rising an
inflation-adjusted 233 percent from 2000 to 2010. This increase, the largest
in the nation during this period, far exceeded the average inflation-adjusted
increase of 53 percent for the rest of the country.

Figure Alshows Medicaid spending growth in Arizona relative to the rest
of the country since 1997. Between 1997 and 2000, Medicaid spending growth
in Arizona tracks with the rest of the country. But in 2001 Arizona’s Medic-
aid spending started to increase much more rapidly than it did in the rest of
the country. Arizona’s spending increase was driven by fast-growing Medicaid
enrollment, which went from less than 500,000 people in 2000 to about 1.35
million people in 2010.1

As in most states, the recession that followed the financial crisis in 2008
caused a steep decline in Arizona’s state revenue. Although the federal gov-
ernment reimburses about two-thirds of Arizona’s Medicaid expenditures, the
deficit forced Arizona lawmakers to confront Medicaid’s growing budgetary
impact.’® Then-governor Jan Brewer’s proposed 2011 budget sought to elimi-
nate coverage for 47,000 children and for more than 300,000 childless adults.’*®
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FIGURE Al. ARIZONA MEDICAID SPENDING GROWTH VS. US MEDICAID SPENDING GROWTH
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This proposal, however, was inconsistent with the ACA’s maintenance of effort
(MOE) requirements and was stopped by Arizona’s Medicaid director.*°

Brewer submitted a revised plan to freeze enrollment at existing levels
and put new applicants on a waiting list until additional funding became avail-
able. The CMS allowed Arizona to freeze enrollment for childless adults but
did not allow the state to take other requested actions such as freezing enroll-
ment of parents with income between 75 and 100 percent of the FPL or increas-
ing cost sharing amounts. Figure Al shows that these changes caused Arizona’s
Medicaid spending to decline from 2010 to 2012 while spending in the rest of
the country increased. The decline in Arizona’s Medicaid spending was signifi-
cant—from nearly $9.4 billion in 2010 to $7.9 billion in 2012.

Arizona Turns to Provider Taxes

Since 2011, Arizona initiated taxes on nursing homes and hospitals so that the
state could generate additional federal Medicaid matching funds. The hospital
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tax was specifically created to fund the state portion of the costs of Arizona’s
decision to adopt the ACA Medicaid expansion.

First, Arizona approved a tax on nursing home facilities in 2012 “in order
to obtain federal financial participation.”"2 The tax may not exceed 3.5 percent
of a nursing home’s net patient revenue, and the state explicitly stated that 99
percent of the funds would return to nursing homes (after they are federally
matched) via supplemental payments.!

In the first year, $18 million in revenue was raised from the nursing home
tax. Since Arizona’s FMAP equaled about 66 percent, Arizona was able to turn
the provider tax revenue into about $34 million of federal funds. (66 percent
of $52 million equals about $34 million, so when the state spends $52 million
on Medicaid, the federal share is about $34 million and the state share is about
$18 million.) In essence, the state turned $18 million in “fake” revenue into $34
million of seemingly “free” federal funding.

Arizona Expands Medicaid Under ACA Using a Hospital Tax

In early 2013, Brewer requested that the CMS allow Arizona to keep the enroll-
ment freeze in place while retaining federal matching funds for its nondisabled,
childless adult population. The CMS rejected the request, responding that such
“enrollment caps” were not in line with the goals of Medicaid." Brewer then
gave state lawmakers four options:"

1. Continue the enrollment freeze for childless adults and cover them using
state funds only.

2. Restore coverage for all childless adults, receiving the regular FMAP.
3. Eliminate childless adult coverage.

4. Take the federal Medicaid expansion offered through the ACA and receive
the enhanced FMAP for nondisabled, working-age adults.

Brewer’s preference was to adopt the ACA Medicaid expansion. Her pro-
posal contained a new hospital assessment to finance the expansion, as well as
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a “circuit breaker” that would cancel the expansion plan if the federal govern-
ment reneged on the elevated funding.'¢

Several state legislators objected to Brewer’s proposal, including Sen-
ate President Andy Biggs and then-House speaker Andy Tobin. Despite the
objections of the leaders in both state legislative bodies, a slim majority of
legislators in both bodies passed Brewer’s plan in June 2013. At the time,
Arizona expected that its decision to expand Medicaid to all persons with
income below 133 percent of the FPL would add an estimated 300,000 Arizo-
nans to the program.'”

Instead of statutorily setting a rate or a target revenue amount for the
new hospital tax, the legislature delegated that task to the Medicaid director
with the stipulation that it must be applied to “hospital revenues, discharges
or bed days for the purpose of funding the nonfederal share of the costs” of the
Medicaid program. As a result, Arizona’s Medicaid director sets the assess-
ments after estimating the amount of revenue required to fund the state share
of the expansion. For 2016, the Medicaid director has estimated that the state
will need $250 million in total hospital assessments."'® According to Arizona’s
Medicaid agency, hospitals will receive more in additional Medicaid payments
than the amount of the assessment:

In the aggregate, the Administration expects to return millions
more in SFY 2016 in incremental payments for hospital services
than will be collected through the assessment.?

State policymakers challenged the legality of the hospital tax because
they believed it violates Arizona’s constitutional requirement that two-thirds
of the state House and Senate support any “act that provides for a net increase
in state revenues.”’?° On August 26, 2015, an Arizona Superior Court judge ruled
against the plaintiffs, stating that the hospital assessment was not subject to the
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two-thirds legislative requirement for new taxes.”?! The judge explained that
the hospital assessment was allowable, in part, because the assessments directly
benefited the payees, that is, the hospitals. According to the judge’s decision,
“that the assessment benefits the hospitals more than anyone or anything else
is confirmed by plaintiffs’ own motion ... which insists that the hospitals, and
‘not the people’ are the ‘true beneficiaries of Arizona’s Medicaid expansion.”'??

121. Mary Jo Pitzl, “Judge: Arizona Medicaid Expansion Was Constitutional,” Goldwater Institute,
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