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RE: Health Care-Related Taxes

This letter provides state w th information regarding the treatment of health care-related taxes
(prov der taxes) and their e ect on Federal matchin fundin under Medica d and the Children’s
Health Insurance Program (CHIP). The Centers for Med 'care & Med ¢ id Services (CMS) has
learned that there may be confusion among states as to what would or would not be considered a
health care-related tax.

Sect’on 1903(w)(7)(A) of the Social Security Act {the Act) and ‘mplemen 'ng regulations
identify a number o classes 0 health care items and services upon which states can impose taxes
co sistent with other applicable requirements without affectin Federal matching funding.
Included amon those classes in the original enactment of that section were “services of health
ma ntenance organizations (and other organizations with contracts under section 1903(m)).”
When the Balanced Budget Act of 1997 changed the statutory term nology or Medicaid
managed care, the phrase “Medicaid managed care organizations” was substituted for “health
maintenance organizations” as a conforming amendment. This resulted in narrowing the

p rmissible class of services to services provided only to Medicaid beneficiaries, and allowed
states to impose taxes that placed a particular burden on the Medicaid program. This language
was changed in the Deficit Reduction Act of 2005 (DRA) to return the permissible class to a
broader scope that includes a wide range of “managed care organizat ons” (MCOs). The DRA
eliminated states’ ability to tax only Medicaid MCOs. In order ora he lth care-related tax on
MCOs to be permissible, after the DRA, the tax would have to apply more generally to all
MCOs.

CMS understands that some states may have continued to ta only Med'c 1d MCO services by
incorporating only Medicaid MCOs into larger (often exist'n ) state and local taxes. {See, for
example, the May 2014 report from the HHS Office of the In pector General, available at

o .hh.ovoa r ort ‘on3 31300201. d .) Such taxes could include, but are not
limuted to, gros receipt taxes, tangible personal property taxes, genera use taxes and insurance
premium t  es which are otherwise non-health care-related. For the reasons we explain below,
CMS is concerned that such taxes are not consistent with applicable statutory and regulatory
requirements because they target Medicaid providers and treat such providers differe tly or
purposes of the tax from other indiv duals or entities. We are also concerned because th's
targetin s directly related to the underlying health care items or services.
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Section 1903(w) of the Act and implementing regulations at 42 CFR Part 433, Subpart B set
forth the parameters for health care-related taxes and limits the availability of Federal Med ¢ id
fund'n when a st te imposes health care-related taxes that do not meet certain requ rements.
These provis ons are made applicable to CHIP by section 2107(e)}(1)(K) of the Act, and
implemented t 42 CFR 457.628.

Section 1903(w)(3)(A)(i) of the Act defines a health care-related ta usin mult'ple test th t
must be applied to these types of tax proposals. Health care-related ta es nclude taxes related
to: (1) health care items or services; (2) the provision of, or the authority to prov'de, the healt
care items or services; or (3) payment for such items or services. Section 1903(w)(3)(A)(ii)

urther stipulates that a health care-related tax includes taxes that are not limited to health care
1items or services but provide for different or unequal treatment for indiv'duals or entities that ar
paying for or providing health care items or services. Any tax must be fully eva uated a ainst all
components of the statutory definition.

Taxin a subset of health care services or providers at the same rate as a st tewide sale tax, o
¢ ample, does not result in equal treatment if the tax s applied speci 1cally to a subset of he th
care serv ces or providers (such as only Medicaid MCOs), s nce the providers or users of those
health care services are being treated differently than others who are not within the specified
un verse.

In determining whether a tax is related to health care items or services, section 903{(w)}3)(A)
also speci es that if 85 percent of the tax burden falls on health care providers, 1t is con 1de ed to
be related to health care items or services. However, this provision does not establish a safe
harbor for any tax on health care providers that falls below the threshold. The relationship of
such taxes to health care items and services must still be analyzed to determ'ne if t ere is equa
treatment of providers or payers in the design and application of t ¢ tax.

CMS advises states that may have such a taxing structure to consider the'r curre t pract ces
li hto this guidance and make any changes necessary to achieve compliance as soon as feas ble,
but no later than the end of their next regular legislative session.

Please contact my staff to facilitate any discussions you would ['ke to have regarding the taxation
of health care-related services or items so that we can help you ensure your tax program meets
the st tutory and regulatory requirements. If you have any quest ons, please direct them to

‘st'n Fan, Deputy Director, Financial Management Group at 410-786-4581 or at
Kristin.Fan ms hhs. ov,

Sinc rely,
/s/

i dy Mann
Director
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