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On July 4, 2025, the One Big Beautiful Bill Act (Public Law 119-21) was signed into law. The legislation makes
several significant changes to how states may finance their Medicaid programs, including permissible use of
provider taxes and state directed payments. This resource summarizes the provisions in the bill related to Medicaid
financing.

Provider taxes

Currently, 49 states and the District of Columbia have Medicaid-related provider taxes. Nearly two-thirds of states
have more than one provider tax. A provider tax collects revenue from specified categories of health care providers
(e.g., hospitals; managed care organizations), typically to help fund the state’s share of its Medicaid program. Some
states utilize tax revenue to increase reimbursement rates for Medicaid providers and draw down additional federal
matching funds, sometimes with the intent of reimbursing Medicaid providers for taxes paid.

States must meet three requirements when using provider tax revenues for the state share of Medicaid spending.
The tax must be broad-based (imposed on all providers in a given category) and uniformly imposed (regardless of
whether the providers service Medicaid patients), and states may not hold providers harmless for the burden of the
tax by guaranteeing reimbursement of the taxes. There is, however, a safe harbor provision that enables states to
reimburse providers up to a specified percentage of net patient revenue. The hold harmless threshold was six
percent of net patient revenue prior to enactment of the legislation.

Prohibition on new provider taxes

Section 71115 lowers the statutory hold harmless threshold for new provider taxes from six percent to zero. Without
the safe harbor, it will be significantly more difficult for states to receive approval for provider tax arrangements that
help finance state Medicaid programs. This provision took effect on the date of enactment, July 4, 2025.

Non-expansion states are permitted to continue existing provider tax arrangements, so long as they are not altered.

For expansion states, the hold harmless threshold for existing provider taxes will be lowered from six percent,
beginning October 1, 2028, by 0.5 percentage points per year, until it reaches a threshold of 3.5 percent on October
1, 2032. Therefore, the timeframe for making reductions will depend on the state’s existing tax rate. Taxes on
nursing facilities and intermediate care facilities are exempt from reduction so long as they are in effect by October
1, 2026, and do not exceed the six percent hold harmless threshold.

Provider tax waivers

A state may seek a waiver from the Centers for Medicare & Medicaid Services (CMS) of the requirement that taxes
be broad-based and uniform if the tax arrangement is deemed “generally redistributive” according to a calculation
prescribed in 42 CFR § 433.68.

Section 71117 revises the conditions under which states may receive a waiver and prohibits provider tax
arrangements that are designed to primarily burden Medicaid providers and services relative to non-Medicaid
providers and services. These changes took effect upon enactment of the legislation on July 4, 2025, but states may
be given a transition period up to three years to modify their tax arrangements, as determined by the Secretary.

CMS issued a proposed rule (Preserving Medicaid Funding for Vulnerable Populations-Closing a Health Care-
Related Tax Loophole) prior to the enactment of the legislation on May 15, 2025 that substantially overlaps with this
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provision. The rule states that at least seven states levy provider taxes on managed care organizations that would
become impermissible under the rule.

State directed payments

State directed payments are payments made to Medicaid providers through managed care organizations at the
direction of the state Medicaid agency. State directed payments can be used to establish, for example, a minimum
or maximum fee schedule, require a uniform payment increase, or implement a value-based payment arrangement.
These payment arrangements are typically intended to support various goals, such as improving quality and
expanding access.

State directed payments are generally subject to upper payment limits and must be approved by CMS. In particular,
CMS finalized regulations in 2024 permitting state directed payments up to the average commercial rate for inpatient
hospital services, outpatient hospital services, nursing facility services, and qualified practitioner services at
academic medical centers.

Section 71116 requires CMS to revise those regulations to cap the state directed payment ceiling for inpatient
hospital services, outpatient hospital services, nursing facility services, and qualified practitioner services at
academic medical centers. The cap will be set at 110 percent of the total published Medicare payment rate in non-
expansion states and 100 percent in expansion states. A grandfathering provision reduces state directed payment
limits for existing arrangements by 10 percentage points each year starting January 1, 2028, until the allowable
Medicare-related payment limit is reached.

Medicaid expansion incentive

The American Rescue Plan of 2021 temporarily increased the Federal Medical Assistance Percentage (FMAP) for
states that expanded their Medicaid programs after February 2021. Under the law, states received a five
percentage-point increase in their traditional Medicaid FMAP for two years after expansion.

Section 71114 sunsets the enhanced FMAP for new expansion programs, effective January 1, 2026. States
currently receiving the enhanced rate — North Carolina and South Dakota — will continue to receive the enhanced
funding until it expires.

FMAP for Emergency Medicaid

Under Emergency Medicaid, states receive federal matching funds for emergency care provided to uninsured
immigrants who would qualify for Medicaid but for their immigration status, such as undocumented immigrants and
lawfully present immigrants who are subject to a five-year bar for Medicaid. States that expanded Medicaid under
the Affordable Care Act receive the enhanced 90 percent federal match for Emergency Medicaid services provided
to immigrants that would otherwise qualify for an expansion program.

Section 71110 equalizes the FMAP for Emergency Medicaid. States will receive their regular FMAP for emergency
Medicaid services regardless of whether the ineligible individual would have qualified for Medicaid expansion but for
their immigration status. This provision will become effective on October 1, 2026.

Section 1115 waiver budget neutrality

CMS has long required that Section 1115 Medicaid waivers be “budget neutral” to the federal government, but the
methodology for determining budget neutrality was not specified in statute, giving states and CMS flexibility to
determine whether a waiver would be budget neutral.

Section 71118 codifies the budget neutrality requirement and mandates that budget neutrality be determined by the

chief actuary of CMS using a methodology based on total federal expenditures with and without the waiver. The new
budget neutrality methodology takes effect on January 1, 2027.
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Erroneous excess payments

CMS is required to recoup federal payments made to states for erroneous payments or overpayments that
exceeded three percent of all payments made under the Medicaid program. However, prior to the enactment of the
legislation, the US Department of Health and Human Services (HHS) could reduce or eliminate the recoupment if
the state had acted in good faith to limit erroneous payments.

Section 71106 limits HHS’s authority to provide such “good faith waivers,” shifting more of the risk of erroneous
excess payments to the states. The changes made by Section 71106 take effect on October 1, 2029.

Payments prohibited to certain abortion providers
For decades, under the Hyde Amendment, states have been prohibited from using federal funds to finance
abortions, unless medically necessary or the pregnancy was the result of rape or incest.

Section 71113 prohibits all federal Medicaid funding to certain entities that provide abortion care. The prohibition
applies to payments for any service, not only abortion services. Such “prohibited entities” include those that are tax-
exempt essential community providers that are primarily engaged in family planning services, provide abortion care,
and received Medicaid payments exceeding $800,000 in 2023. This provision is understood to target Planned
Parenthood.

The prohibition applies for one year from July 4, 2025, to July 3, 2026. Following a legal challenge by Planned

Parenthood Federation of America and two of its members, a federal district court issued a preliminary injunction
blocking this provision on July 28, 2025.
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