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Hospitals: Facing a New Reality

The not-for-profit hospital sector faces a new set of headwinds after several years
of relative stability. The One Big Beautiful Bill Act (OBBBA) aims to cut Medicaid
spending by over $900 billion through 2034 and is bound to compress profitability
without corresponding expense adjustments. But navigating through a challenging
operating environment is not new for the industry, having recently managed
through the pandemic and its subsequent labor shortages and inflationary
pressures. And while the impact is structurally negative, the severity will largely
depend on a hospital’s payor mix and the state in which it operates.

OBBBA's Medicaid-related reductions fall into two main categories: 1) new eligibility
requirements, which will likely cause a segment of enrollees to lose coverage,
thereby lowering reimbursements to hospitals, and 2) state financing restrictions,
which will curb avenues that hospitals have traditionally used to bolster revenue.
These cuts — totaling about 12% of projected spending — will phase in over time,
with nearly half expected in 2032 - 2034. That gives hospitals time to adapt to
changes in a payor base that typically represents a minority share of a hospital’s
gross patient revenue, at 15%.
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Hospitals will need to monitor how states incorporate these provisions. Medicaid is a
matching fund program, in which states receive a certain level of federal support for
every dollar they spend. And while states could backfill some of these losses, full
recovery would likely be challenging. Federal support comprises the majority of
Medicaid spending, and states would need to allocate additional resources for what is
often the largest item in their budgets. Moreover, states that expanded Medicaid
under the Affordable Care Act (ACA) may find it even more difficult to restore these
benefits since they are disproportionately affected by OBBBA.

GW&K INVESTMENT MANAGEMENT | BOSTON, MA | WINTER PARK, FL | 617.236.8900

JEFFREY T. DEVINE

Vice President
Director, Municipal Research

KEY POINTS:

Medicaid cuts create a
meaningful new headwind for
hospitals, but the impact will
vary. Payor mix and geography
will be important determinants of
credit pressure.

Hospitals in Medicaid expansion
states with greater Medicaid
exposure are likely to face the
most pressure, as eligibility
changes and restrictions on state
funding mechanisms take effect.

The changes will phase in over
several years, giving hospitals
time to adapt through expense
management, service-line
consolidation, strategic
partnerships, and potential
technology-driven efficiencies.

Issuer selection will be critical.
The varying effects across hospital
systems reinforce the importance
of diligent, bottom-up credit research.



Federal Medicaid Cuts in the Enacted Reconciliation Package,
By State
As a % of 10-year baseline federal spending (2025 — 2034)
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The largest provision, in terms of federal savings, imposes work requirements on most

non-disabled enrollees. This targets individuals that were added under the ACA, so

hospital systems in expansion states or those that have adopted similar guidelines will
likely feel the brunt of the impact. States can start implementing this provision in 2027,

with execution required by 2029, contributing to an estimated 27% jump in the
uninsured population by 2034.

The other two largest components curb state funding tools. States can no longer
create or increase provider taxes, a mechanism that allows states to leverage
matching funds by taxing hospitals and redistributing those payments back to them.
The law further forces expansion states to ratchet their rates down to 3.5% by 2032,
affecting 28 of them. State Directed Payments (SDPs), a feature that controls how
providers get reimbursed for enrollees within managed care organizations (MCOs),
face similar restrictions. States could historically direct MCOs to pay providers more
generous commercial rates but are now capped at 100% of Medicare for expansion
states and 110% for non-expansion states starting in 2028. There are 40 states that
contract with MCOs and utilize SDPs, with over 80% of SDP spending benchmarked
to commercial rates.

It’s clear that hospitals in expansion states with elevated Medicaid exposure face the
most credit pressure. But the impending impact is far more nuanced. We have
repeatedly seen providers adjust to industry hardships through prudent expense

management, service line consolidation, and strategic partnerships. Their response to

these cuts should be no different. In fact, Al-driven initiatives represent a burgeoning

opportunity for hospitals to achieve operational efficiencies through stronger revenue

cycle management and workforce productivity. Identifying the credits that can
appropriately respond requires diligent bottom-up research, a fundamental aspect of
our analysis. We believe our hospital exposure is well diversified and we will continue
to monitor how systems perform through this new set of challenges.
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