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On Friday, May 25, the Centers for Medicare and Medicaid Services (CMS) issued a final 
version of the Medicaid cost limit regulations proposed in January, entitled “Medicaid Program; 
Cost Limit for Providers Operated by Units of Government and Provisions to Ensure the 
Integrity of Federal State-Financial Partnership” (the Final Rule).  The regulation is being 
published in the Federal Register on May 29.  Because of the congressional moratorium 
prohibiting implementation of the regulation that was signed by the President on Friday, the 
Final Rule cannot take effect before May 25, 2008.  

In the preamble to this Final Rule, CMS purports to respond to the many comments it received 
on the proposed version of this regulation.  Ultimately, however, the Final Rule maintains most 
of the provisions in the proposed rule.  This memorandum describes a few significant changes 
and clarifications that CMS has made in response to comments that could have an impact on 
NAPH members.  A more detailed summary of the January proposed rule is available on the 
NAPH website.    
 
While most of the provisions in this rule are final, because of the changes in the definition of a 
unit of government CMS is soliciting comments on the revised definition.  Comments are due 
July 13, 2007.  At this time, we recommend that NAPH and others should plan to comment on 
the definition of a unit of government (and on the proposed graduate medical education rule that 
was released last week) during the comment periods; however, we are still analyzing the impact 
that the moratorium has on these comment periods and implementation dates, and will have 
further guidance shortly.   
 

Summary of Changes from Proposed to Final Rule 

The Final Rule contains the following changes or clarifications of potential impact to NAPH 
members:  
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A. Changes to the “Unit of Government” Definition  

In the Proposed Rule, CMS proposed a restrictive new definition of “unit of government” which 
would substantially limit the types of entities authorized to provide non-federal share funding 
and determine which healthcare providers would be subject to the new cost limit.  The Final Rule 
proposes a slightly broader definition, though CMS is continuing to seek comments on this 
definition. 

• State University Teaching Hospitals.  CMS modified the proposed regulation to 
explicitly define a State teaching hospital with direct appropriations from the State 
treasury as a unit of government.  In addition, State university teaching hospitals 
receiving appropriated funding that provide supervised teaching experiences to 
graduate medical school interns and residents enrolled in a State university in the State 
are considered to be providers operated by a unit of government.    

• Providers with Direct Access to Tax Revenues.  CMS has proposed to include in the 
“unit of government” definition governmental entities that do not have taxing authority 
but do have “direct access to tax revenues” of a related unit of government.  With 
respect to providers, direct access to tax revenues means that the provider can directly 
access funding as an integral part of a unit of government with taxing authority that is 
legally obligation to fund the provider’s expenses, liabilities and deficits.  Note that this 
change is not substantive, as the Proposed Rule had already considered providers with 
such direct access to tax revenues to be “operated by” units of government – the Final 
Rule would consider them to be units of government.  Presumably, in defining such 
providers directly as units of government, CMS is attempting to bolster its legal 
position that it has not impermissibly narrowed the statutory definition of a unit of 
government.  

• Indian Tribes or Tribal Organizations.  Because of their unique relationship with State 
governments, Indian tribes and tribal organizations are considered units of government 
without regard to taxing authority or access to tax revenues. 

• Prospective Application of Unit of Government Definition.  The Final Rule clarifies 
that the new definition will be applied prospectively only, effective 60 days after the 
publication of the Final Rule (subject to the moratorium).   

• State Determination of Units of Government.  While CMS rejected commenter 
proposals to defer to States on the definition of governmental providers, the agency 
will now allow States to make the initial determination of a health care provider’s 
governmental status using a slightly revised Tool to Evaluate the Governmental Status 
of Health Care Provider.  The revised Tool, originally issued with the Proposed Rule, 
now includes a question asking for the State’s initial determination.  CMS reserves the 
right, however, to disagree with the State’s determination.   CMS will require that 
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States maintain copies of the Tool on file for CMS examination upon request.  In 
addition, each State must report to CMS on its universe of governmentally-operated 
health care providers within ninety (90) days of the effective date of the regulation 
(subject to the moratorium). 

B. Cost Limit   

The Final Rule maintains the restriction on Medicaid payments to “governmentally operated 
providers” to a limit not to exceed cost.   

• New Effective Date of the Cost Limit Provisions.  While CMS originally proposed an 
effective date of September 1, 2007, in this Final Rule CMS states that the provisions 
will be effective on July 30, 2007, sixty (60) days from the date of publication in the 
Federal Register.   Of potentially greater concern, CMS states that the “Medicaid State 
plan rate year 2008 will be the first time period subject to the Medicaid cost limit for 
institutional governmentally-operated health care providers."   For most States this 
would the rate year beginning July 1, 2007.  While successful passage of the 
moratorium prevents CMS from implementing these provisions for one year, the 
moratorium expires during most States’ rate year 2008.  It is unclear whether at that 
point CMS would expect States to immediately adhere to the cost limit for the 
remainder of the 2008 rate year or to implement it beginning with the 2009 rate year.  
The cost limit for non-institutional providers under the Final Rule takes effect with the 
2009 rate year.   

• Costs Included.  Despite specific comments requesting greater clarity, CMS does not 
provide much detail regarding what costs will and will not be allowed in the cost limit 
beyond reaffirming that “all the information necessary to calculate Medicaid cost 
should be found on the Medicare cost report.” CMS does indicate in the Final Rule that 
it intends to recognize that “States may contribute a fair share of all costs necessary to 
operate the provider, including the costs of capital assets, strategic planning for growth, 
and other necessary administrative activities.”  CMS also recognizes that some 
Medicaid-only units that may be excluded from the calculation of Medicare patient 
care costs would be included in calculating Medicaid patient care costs (while non-
Medicaid units should be excluded).  

• GME Not Affected.  CMS states that the allowability of graduate medical education 
costs or payments is not affected by the Final Rule, but notes that it is the subject of 
separate rulemaking (which has also been halted by the moratorium). 

• Application to Physicians.  The preamble clarifies that the cost limit does apply to 
governmentally-operated entities that are paid by the State as health care providers for 
professional services. Thus, the cost limit may apply to physicians employed by a 
governmental entity and to faculty practice plans wholly-owned by a governmental 
entity.     
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• New Exception for Disproportionate Share Hospital and Other Payments.  The Final 
Rule clarifies that the cost limit does not apply to Disproportionate Share Hospital 
(DSH) Payments, as well as certain other payments with statutorily mandated 
payments rates (e.g. payments to federally qualified health centers (FQHCs), rural 
health clinics, and payments authorized under Section 701(d) and Section 705 of the 
Medicare, Medicaid, and SCHIP Benefits Improvement Protection Act of 2000 
(governing upper payment limit (UPL) transition period payments and special 
payments for Cook County Hospital).  While DSH payments are already subject to a 
cost limit, because the new regulation limits payments to the cost of Medicaid services 
for eligible Medicaid recipients, many commenters (including NAPH) had expressed 
concern that the regulation would prevent a State from providing DSH payments for a 
hospital’s costs for the uninsured.   

• Payment from MCOs to Governmental Providers are Subject to the Cost Limit.  While 
the Final Rule includes an exception from the cost limit for State Medicaid payments to 
managed care organizations (MCOs), prepaid inpatient health plans (PIHPs) and 
prepaid ambulatory health plans (PAHPs), the preamble to the rule states that these 
entities, in their role as Medicaid plans, are required to limit their payments to 
governmentally-operated health care providers to cost.  This is a significant shift in 
traditional CMS policy, as the agency has not previously interfered with payment 
arrangements between MCOs and providers.  A similar limitation does not apply to 
SCHIP plans operating under a stand-alone (non-Medicaid expansion) SCHIP 
program.   

• CMS Protocol for Determining Compliance with Cost Limit.  To clarify requirements 
for how costs are to be determined for purposes of the limit, CMS has published 
Medicaid Cost Reporting Protocols for both institutional and non-institutional 
providers.  For institutional governmentally-operated health care providers, the cost 
limit will rely on existing reporting tools (for example, the Medicare 2552-96 hospital 
cost report and audited hospital financial statements).  For non-institutional providers, 
CMS has created a standardized cost reporting form.  These protocols are available at 
http://www.cms.hhs.gov/MedicaidGenInfo/08_Medicaidregulations.asp#TopOfPage. 

• Annual Summary Report to CMS.  States must submit a summary report on the 
compliance of governmentally-operated providers with the cost limit during Medicaid 
State Plan rate year 2008 by the end of federal fiscal year 2010.  Annual reports 
thereafter would be due at the end of the federal fiscal year two years after the rate 
year.  If a provider’s Medicare cost report has not been finalized by the due date of the 
summary report, the report would be based on as filed cost reports, but States would be 
expected to update the report within 30 days of finalization of the provider’s cost 
report.  
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C. Restrictions on Non-Federal Share of Funding 

• CMS Will Not Trace the Source of IGT Funding from Governmental Providers.  CMS 
states that it recognizes that governmental providers collect funds from a variety of 
sources besides tax revenues, including patient care revenues, interest, legal 
settlements, etc.  The preamble explicitly clarifies that such funds are acceptable 
sources of non-federal share funding as long as the provider is a unit of government or 
operated by a unit of government.  CMS will not trace the origin of intergovernmental 
transfer (IGT) funding. 

D. Retention Requirement 

• States May Use IGTs to Fund Payments to Other Providers.  The Final Rule recognizes 
that a provider that is a unit of government may permissibly transfer funds to be used 
for the non-Federal share of Medicaid payments to other health care providers.  
However, CMS in the Final Rule announces an apparent new requirement that “each 
transfer must be transacted on an individual basis per each Medicaid payment to each 
health care provider.” 

• States May Choose How to Allocate FFP from CPEs.  The Proposed Rule had been 
silent as to the application of the requirement that providers retain 100 percent of total 
federal and State share of Medicaid payments to payments funded with certified public 
expenditures (CPEs).  CMS clarifies in the preamble to the Final Rule that States may 
decide how to allocate federal financial participation (FFP) associated with provider 
CPEs as they see fit.  While the agency “assumes” that States will allocate the FFP in a 
manner proportionate to the expenditures incurred by units of government, to the extent 
that a State does not do so, CMS “does not plan to interfere with such decisions 
between States, local governments and/or governmentally-operated health care 
providers.”  In other words, CMS is indicating that it will not require States to pass 
federal matching funds to providers that have certified the costs to draw down those 
funds. 

• Providers May Use Medicaid Payments for Normal Operating Expenses.  The 
retention provision was originally drafted so broadly as to permit interpretations that 
providers would be unable to expend Medicaid revenues for any purpose.  CMS has 
clarified the regulation to specify that it does not apply to a provider’s normal 
operating expenses including taxes, fees and “business relationships with governments 
unrelated to Medicaid in which there is no connection to Medicaid payment.”  
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E. Clarification of Application to 1115 Waivers 

The preamble to the Final Rule reiterates that “[a]ll Medicaid payments made under Medicaid 
waiver and demonstration authorities are subject to all provisions of this regulation.”  

• CMS Clarifies that the Regulation will not Impact Budget Neutrality Under Current 
Waivers.  CMS states in the preamble that it does not consider the Final Rule to be a 
change in law or policy that would require recalculation of budget neutrality limits 
under 1115 waivers because the regulation only affects FFP available for payments to 
select providers and not the services and eligibility categories that factor into the 
budget neutrality calculation.  CMS does not, however provide any assurances as to 
whether States will be able to retain full funding associated with above-cost 
supplemental payments in any waiver renewal.    

• Expenditure Authority for Costs for the Uninsured Unaffected.  CMS also clarifies that 
States with current waivers using funds to governmental providers above cost for Low 
Income Pools or Safety Net Care Pools – including California and Florida, which were 
specifically mentioned in the preamble -- may continue to reimburse providers for the 
cost of care to the uninsured through those pools.   

• Opportunity for Future 1115 Demonstrations.  Some commenters, including NAPH, 
asked whether States without Safety Net Care Pools could establish them through a 
demonstration project, redirecting funding that previously had been used for above cost 
supplemental payments.  CMS replies that future demonstration projects are always 
available, but States must demonstrate sources of the non-Federal share funding and 
compliance with all other legal requirements.   

*  * * * 

The full text of CMS’s Final Rule is available at 
http://a257.g.akamaitech.net/7/257/2422/01jan20071800/edocket.access.gpo.gov/2007/pdf/07-2657.pdf.  
If you have questions on the issues described above or other provisions of the Final Rule, please 
contact Barbara Eyman (beyman@pogolaw.com; 202-624-7359) or Charles Luband 
(cluband@pogolaw.com; 202-624-7215) of NAPH’s counsel, Powell Goldstein. 
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