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CMS Is Finalizing Medicaid Health Care-Related Tax
Loophole

The Centers for Medicare and Medicaid Services (CMS) are issuing a final rule that addresses a
loophole in a regulatory statistical test applied to State proposals for Medicaid tax waivers.

The test is designed to ensure, as required by statute, that non-uniform or non-broad-based health
care-related taxes, authorized under a waiver, are generally redistributive.

The loophole currently allows some health care-related taxes, especially taxes on managed care
organizations, to be imposed at higher tax rates on Medicaid taxable units than non-Medicaid taxable
units, contrary to statutory and regulatory intent for health care-related taxes to be generally
redistributive.

These regulations are effective on April 3, 2026. The rule is expected to be published in the February 2
Federal Register. A copy of the 137-page document is available at: https://public-
inspection.federalregister.gov/2026-02040.pdf.

There are several manners in which States can finance the non-Federal share of Medicaid
expenditures, including: (1) State general funds, typically derived from tax revenue appropriated
directly to the Medicaid agency; (2) revenue derived from health care-related taxes when consistent
with Federal statutory requirements at section 1903(w) of the Act and implementing regulations at 42
CFR part 433, subpart B; (3) provider-related donations to the State which must be “bona fide” in
accordance with section 1903(w) of the Act and implementing regulations at 42 CFR part 433, subpart
B; (4) intergovernmental transfers (IGTs) from units of State or local government that contribute
funding for the non-Federal share of Medicaid expenditures by transferring their own funds to and for
the unrestricted use of the Medicaid agency; and (5) certified public expenditures whereby units of
government, including health care providers that are units of government, incur FFP-eligible
expenditures under the State’s approved State plan, consistent with section 1903(w)(6) of the Act and
§ 433.51(b).

“On May 12, 2025, the Centers for Medicare & Medicaid Services (CMS) issued a proposed rule that
would end states’ ability to exploit a health care-related tax loophole currently used by seven states to
generate billions in federal Medicaid payments—without contributing their fair share or expanding care
for Medicaid enrollees. These states impose higher taxes primarily on Medicaid business of managed
care organizations (MCOs), although there are similarly situated current Medicaid loophole taxes on
other providers, such as hospitals and nursing facilities.

“After imposing the tax disproportionately on Medicaid plans or providers, the states effectively
reimburse these entities entirely with federal matching funds, while avoiding any state financial cost.

“This, in turn, allows the states to use the surplus for other purposes—including the expansion of
healthcare coverage for illegal immigrants. This effectively means federal money is financing these
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other interests, instead of enhancing the state Medicaid program.” CMS has not identified the seven
states.

To enforce the requirement that taxes have a net impact that is “generally redistributive” in
accordance with section 1903(w)(3)(E)(ii)(I) of the Act, CMS established certain tests when a State is
seeking a broad-based and/or uniformity waiver. If a State is seeking a waiver of the broad-based
requirement for its health care-related tax, the tax must comply with § 433.68(e)(1) to be considered
generally redistributive, which establishes the test known as the P1/P2 test.

Over the last decade, CMS says it became aware that some States are manipulating their health care-
related taxes to impose tax structures that the State intends not to be generally redistributive, but that
are still able to pass the B1/B2 test.

CMS notes that it has found that States can manipulate B2 by excluding from the tax a few larger
providers with much higher Medicaid taxable units than the average provider in the taxable universe.
Doing so drastically affects the B-coefficient value for B2.

CMS estimates the total tax collection by States for all taxes that exploit the loophole currently is
approximately $24.0 billion per year. CMS also projects a reduction in State Medicaid expenditures of
$46.9 billion over 2027 through 2036.

Further, CMS says that this final rule is not designed to reduce funding in the Medicaid program, but
rather to ensure Medicaid funds are financed by permissible sources, while preventing inappropriate cost
shifting to the Federal government by certain States.

Key Provisions of the Final Rule

The rule firmly re-enforces guardrails Congress placed around healthcare-related taxes and ends state
strategies designed to circumvent them.

e Prohibits states from imposing higher tax rates on Medicaid business than on non-Medicaid
business, eliminating the core mechanism that fueled disproportionate revenue generation.
e Closes back-door pathways by blocking vague, opaque, or indirect tax structures intended to
disguise disproportionate burdens on Medicaid business.
e Finalizes safeguards proposed in May 2025, strengthening CMS’ ability to enforce federal
financing rules.
e Implements congressional direction in the Working Families Tax Cuts legislation (Public Law
119-21), reaffirming this Administration is executing clear statutory mandates.
e Establishes thoughtful transition timelines to give states an achievable path to compliance:
o For taxes on MCO services with waiver approvals within two years of April 3, 2026:
Through the end of calendar year 2026
o For taxes on MCO services with waiver approvals two years or more before April 3,
2026: Through the end of the state’s FY 2027
o For taxes on other permissible classes: Through the end of the state’s FY 2028
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CMS says it agrees that States have the ability and authority to impose health care-related taxes
without the Medicaid expenditure reduction in statute at section 1903(w)(1)(a)(2) of the Act and §
433.70(b) as long as they meet the applicable requirements of Federal law. This final rule is not
changing that fact. However, Federal statute and regulation, and further reinforced most recently by the
WFTC legislation, have established parameters to ensure that Medicaid providers and the Medicaid
program are not unduly harmed by such taxes. This final rule is not limiting States’ ability to utilize
health care related taxes; rather, it provides necessary parameters to ensure the statutory provisions
are maintained and met.

Summary of Current Medicaid Tax Waiver Data (in billions of 2024 dollars)

Tax Category | Number 2024 Medicaid Medicaid Medicaid Medicaid
of State taxburden | ghare of tax tax burden
waivers estimated as taxable burden under

annual percentage | ynits as (billions) proposed
revenue percentage rule
(billions) (billion)

Managed care 7 $18.5 96% 53% $17.9 $9.8

organization

Hospital 1 $5.1 44% 32% $2.2 $1.6

Nursing 1 $0.34 67% 80% $0.27 $0.23

facility

Total 9 $24.0 85% 49% $20.4 $11.7

Projected Impact Rule on Medicaid Expenditures (in millions of 2027 dollars)

Year 2027 | 2028 | 2029 | 2030 | 2031 | 2032 | 2033 | 2034 | 2035| 2036 | Total

Federal | -6,000 | -6,600 | -7,000 | -7,300 | -7,700 | -8,000 | -8,400 | -8,700 | -9,100 | -9,400 | -78,200

State | -3,600 | -3,900 | -4,300 | -4,400 | -4,600 | -4,800 | -5,000 | -5,200 | -5,400 | -5,700 | -46,900

Comment

These numbers are extremely significant. Organizations are correct in believing that states will in turn
raise taxes or reduce payments.
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