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DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Health Care Financing Administration

42 CFR Parts 412, 413, and 489
[BPD-847-P]

RIN 0938-AH34

Medicare Program; Changes to the
Hospital Inpatient Prospective

Payment Systems and Fiscal Year 1997
Rates

AGENCY: Health Care Financing
Administration (HCFA), HHS.

ACTION: Proposed rule.

SUMMARY: We are proposing to revise the
Medicare hospital inpatient prospective
payment systems for operating costs and
capital-related costs to implement
necessary changes arising from our
continuing experience with the systems.
In addition, in the addendum to this
proposed rule, we are describing
proposed changes in the amounts and
factors necessary to determine
prospective payment rates for Medicare
hospital inpatient services for operating
costs and capital-related costs. These
changes would be applicable to
discharges occurring on or after October
1, 1996. We are also setting forth
proposed rate-of-increase limits as well
as proposing changes for hospitals and
hospital units excluded from the
prospective payment systems.

DATES: Comments will be considered if
received at the appropriate address, as
provided below, no later than 5 p.m. on
July 31, 1996.

ADDRESSES: Mail written comments (an
original and 3 copies) to the following
address:

Health Care Financing Administration,
Department of Health and Human
Services, Attention: BPD-847-P, P.O.
Box 7517, Baltimore, MD 21207-0517.

If you prefer, you may deliver your
written comments (an original and 3
copies) to one of the following
addresses:

Room 309-G, Hubert H. Humphrey
Building, 200 Independence Avenue,
SW., Washington, DC 20201, or

Room C5-09-26, Central Building, 7500
Security Boulevard, Baltimore, MD
21244-1850.

Because of staffing and resource
limitations, we cannot accept comments
by facsimile (FAX) transmission. In
commenting, please refer to file code
BPD-847-P. Comments received timely
will be available for public inspection as
they are received, generally beginning
approximately 3 weeks after publication

of a document, in Room 309-G of the
Department’s offices at 200
Independence Avenue, SW.,
Washington, DC, on Monday through
Friday of each week from 8:30 a.m. to
5 p.m. (phone: (202) 690-7890).

For comments that relate to
information collection requirements,
mail a copy of comments to: Office of
Information and Regulatory Affairs,
Office of Management and Budget,
Room 10235, New Executive Office
Building, Washington, DC 20503, Attn:
Allison Herron Eydt, HCFA Desk
Officer.

Copies: To order copies of the Federal
Register containing this document, send
your request to: New Orders,
Superintendent of Documents, P.O. Box
371954, Pittsburgh, PA 15250-7954.
Specify the date of the issue requested
and enclose a check or money order
payable to the Superintendent of
Documents, or enclose your Visa or
Master Card number and expiration
date. Credit card orders can also be
placed by calling the order desk at (202)
512-1800 or by faxing to (202) 512—
2250. The cost for each copy is $8.00.
As an alternative, you can view and
photocopy the Federal Register
document at most libraries designated
as Federal Depository Libraries and at
many other public and academic
libraries throughout the country that
receive the Federal Register.

FOR FURTHER INFORMATION CONTACT:

Nancy Edwards (410) 786—4531,
Operating Prospective Payment, DRG,
Wage Index Issues.

Tzvi Hefter (410) 786—4529, Capital
Prospective Payment, Excluded
Hospitals.

SUPPLEMENTARY INFORMATION:
I. Background

A. Summary

Under section 1886(d) of the Social
Security Act (the Act), a system of
payment for the operating costs of acute
care hospital inpatient stays under
Medicare Part A (Hospital Insurance)
based on prospectively-set rates was
established effective with hospital cost
reporting periods beginning on or after
October 1, 1983. Under this system,
Medicare payment for hospital inpatient
operating costs is made at a
predetermined, specific rate for each
hospital discharge. All discharges are
classified according to a list of
diagnosis-related groups (DRGs). The
regulations governing the hospital
inpatient prospective payment system
are located in 42 CFR part 412. On
September 1, 1995, we published a final
rule with comment period (60 FR

45778) to implement changes to the
prospective payment system for hospital
operating costs beginning with Federal
fiscal year (FY) 1996.

For cost reporting periods beginning
before October 1, 1991, hospital
inpatient operating costs were the only
costs covered under the prospective
payment system. Payment for capital-
related costs had been made on a
reasonable cost basis because, under
sections 1886(a)(4) and (d)(1)(A) of the
Act, those costs had been specifically
excluded from the definition of
inpatient operating costs. However,
section 4006(b) of the Omnibus Budget
Reconciliation Act of 1987 (Public Law
100-203) revised section 1886(g)(1) of
the Act to require that, for hospitals
paid under the prospective payment
system for operating costs, capital-
related costs would also be paid under
a prospective payment system effective
with cost reporting periods beginning
on or after October 1, 1991. As required
by section 1886(g) of the Act, we
replaced the reasonable cost-based
payment methodology with a
prospective payment methodology for
hospital inpatient capital-related costs.
Under the new methodology, effective
for cost reporting periods beginning on
or after October 1, 1991, a
predetermined payment amount per
discharge is made for Medicare
inpatient capital-related costs. (See
subpart M of 42 CFR part 412, and the
August 30, 1991 final rule (56 FR 43358)
for a complete discussion of the
prospective payment system for hospital
inpatient capital-related costs.)

B. Major Contents of This Proposed Rule

In this proposed rule, we are setting
forth proposed changes to the Medicare
hospital inpatient prospective payment
systems for both operating costs and
capital-related costs. This proposed rule
would be effective for discharges
occurring on or after October 1, 1996.
Following is a summary of the major
changes that we are proposing to make:

1. Changes to the DRG Classifications
and Relative Weights

As required by section 1886(d)(4)(C)
of the Act, we must adjust the DRG
classifications and relative weights at
least annually. Our proposed changes
for FY 1997 are set forth in section Il of
this preamble.

2. Changes to the Hospital Wage Index

In section Il of this preamble, we
discuss revisions to the wage index and
the annual update of the wage data.
Specific issues addressed in this section
include:

* FY 1997 wage index update.
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« Revisions to the wage index based
on hospital redesignations.

« Solicitation of public comment on
possible changes to the following:
—Contract labor—expansion of

allowable costs.

—Revision in Puerto Rico labor market
areas.

* Medicare Geographic Classification
Review Board—composition and
criteria.

3. Rebasing and Revision of the Hospital
Market Baskets

In section IV of this preamble, we
discuss our proposal to use a rebased
and revised hospital market basket in
developing the FY 1997 update factor
for the operating prospective payment
rates, the capital prospective payment
rates, and the excluded hospital rate-of-
increase limits.

4. Other Changes to the Prospective
Payment System for Inpatient Operating
Costs

In section V of this preamble, we
discuss several provisions of the
regulations in 42 CFR parts 412, 413,
and 489 and set forth certain proposed
changes concerning the following:

¢ Sole community hospitals.

« Rural referral centers.

« Disproportionate share adjustment.

¢ Direct graduate medical education
programs.

¢ Hospital distribution of “An
Important Message from Medicare.”

5. Changes and Clarifications to the
Prospective Payment System for Capital-
Related Costs

In section VI of this preamble, we
discuss several provisions of the
regulations in 42 CFR part 412 and set
forth certain proposed changes
concerning the following:

« Use of simplified cost accounting.

¢ The capital Federal and hospital-
specific rates.

6. Changes for Hospitals and Hospital
Units Excluded From the Prospective
Payment Systems

In section VII of this preamble, we
discuss a clarification concerning the
calculation of payments to hospitals
excluded from the prospective payment
system.

7. Determining Prospective Payment
Operating and Capital Rates and Rate-of-
Increase Limits

In the addendum to this proposed
rule, we set forth proposed changes to
the amounts and factors for determining
the FY 1997 prospective payment rates
for operating costs and capital-related
costs. We are also proposing update

factors for determining the rate-of-
increase limits for cost reporting periods
beginning in FY 1997 for hospitals and
hospital units excluded from the
prospective payment system. In
addition, we have included a detailed
discussion of our methodology for
setting thresholds for outlier cases. We
are inviting comments on our
methodology and any suggestions for
changes in that methodology that could
help us better predict outlier payments.

8. Impact Analysis

In Appendix A, we set forth an
analysis of the impact that the proposed
changes described in this rule would
have on affected entities.

9. Capital Acquisition Model

Appendix B contains the technical
appendix on the proposed FY 1997
capital acquisition model.

10. Rebased Market Basket Data Sources

Appendix C sets forth the data
sources used to determine the market
basket relative weights and choice of
price proxies.

11. Report to Congress on the Update
Factor for Prospective Payment
Hospitals and Hospitals Excluded From
the Prospective Payment System

Section 1886(e)(3)(B) of the Act
requires that the Secretary report to
Congress on our initial estimate of an
update factor for FY 1997 for both
hospitals included in and hospitals
excluded from the prospective payment
systems. This report is included as
Appendix D to this proposed rule.

12. Proposed Recommendation of
Update Factor for Hospital Inpatient
Operating Costs

As required by sections 1886(e)(4) and
(e)(5) of the Act, Appendix E provides
our recommendation of the appropriate
percentage change for FY 1997 for the
following:

e Large urban area and other area
average standardized amounts (and
hospital-specific rates applicable to sole
community hospitals) for hospital
inpatient services paid for under the
prospective payment system for
operating costs.

« Target rate-of-increase limits to the
allowable operating costs of hospital
inpatient services furnished by hospitals
and hospital units excluded from the
prospective payment system.

13. Discussion of Prospective Payment
Assessment Commission
Recommendations

The Prospective Payment Assessment
Commission (ProPAC) is directed by

section 1886(e)(2)(A) of the Act to make
recommendations on the appropriate
percentage change factor to be used in
updating the average standardized
amounts. In addition, section
1886(e)(2)(B) of the Act directs ProPAC
to make recommendations regarding
changes in each of the Medicare
payment policies under which
payments to an institution are
prospectively determined. In particular,
the recommendations relating to the
hospital inpatient prospective payment
systems are to include
recommendations concerning the
number of DRGs used to classify
patients, adjustments to the DRGs to
reflect severity of illness, and changes in
the methods under which hospitals are
paid for capital-related costs. Under
section 1886(e)(3)(A) of the Act, the
recommendations required of ProPAC
under sections 1886(e)(2)(A) and (B) of
the Act are to be reported to Congress
not later than March 1 of each year.

We are printing ProPAC’s March 1,
1996 report, which includes its
recommendations, as Appendix F of this
document. The recommendations, and
the actions we are proposing to take
with regard to them (when an action is
recommended), are discussed in detail
in the appropriate sections of this
preamble, the addendum, or the
appendices to this proposed rule. See
section VIII of this preamble for specific
information concerning where
individual recommendations are
addressed. For a brief summary of the
ProPAC recommendations, we refer the
reader to the beginning of the ProPAC
report as set forth in Appendix F of this
proposed rule. For further information
relating specifically to the ProPAC
report, contact ProPAC at (202) 401-
8986.

I1. Proposed Changes to DRG
Classifications and Relative Weights

A. Background

Under the prospective payment
system, we pay for inpatient hospital
services on the basis of a rate per
discharge that varies by the DRG to
which a beneficiary’s stay is assigned.
The formula used to calculate payment
for a specific case takes an individual
hospital’s payment rate per case and
multiplies it by the weight of the DRG
to which the case is assigned. Each DRG
weight represents the average resources
required to care for cases in that
particular DRG relative to the average
resources used to treat cases in all
DRGs.

Congress recognized that it would be
necessary to recalculate the DRG
relative weights periodically to account
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for changes in resource consumption.
Accordingly, section 1886(d)(4)(C) of
the Act requires that the Secretary
adjust the DRG classifications and
relative weights annually. These
adjustments are made to reflect changes
in treatment patterns, technology, and
any other factors that may change the
relative use of hospital resources. The
proposed changes to the DRG
classification system and the proposed
recalibration of the DRG weights for
discharges occurring on or after October
1, 1996 are discussed below.

B. DRG Reclassification

1. General

Cases are classified into DRGs for
payment under the prospective payment
system based on the principal diagnosis,
up to eight additional diagnoses, and up
to six procedures performed during the
stay, as well as age, sex, and discharge
status of the patient. The diagnosis and
procedure information is reported by
the hospital using codes from the
International Classification of Diseases,
Ninth Edition, Clinical Modification
(ICD-9—CM). The Medicare fiscal
intermediary enters the information into
its claims system and subjects it to a
series of automated screens called the
Medicare Code Editor (MCE). These
screens are designed to identify cases
that require further review before
classification into a DRG can be
accomplished.

After screening through the MCE and
any further development of the claims,
cases are classified by the GROUPER
software program into the appropriate
DRG. The GROUPER program was
developed as a means of classifying
each case into a DRG on the basis of the
diagnosis and procedure codes and
demographic information (that is, sex,
age, and discharge status). It is used
both to classify past cases in order to
measure relative hospital resource
consumption to establish the DRG
weights and to classify current cases for
purposes of determining payment. The
records for all Medicare hospital
inpatient discharges are maintained in
the Medicare Provider Analysis and
Review (MedPAR) file. The data in this
file are used to evaluate possible DRG
classification changes and to recalibrate
the DRG weights.

Currently, cases are assigned to one of
492 DRGs in 25 major diagnostic
categories (MDCs). Most MDCs are
based on a particular organ system of
the body (for example, MDC 6, Diseases
and Disorders of the Digestive System);
however, some MDCs are not
constructed on this basis since they

involve multiple organ systems (for
example, MDC 22, Burns).

In general, principal diagnosis
determines MDC assignment. However,
there are five DRGs to which cases are
assigned on the basis of procedure codes
rather than first assigning them to an
MDC based on the principal diagnosis.
These are the DRGs for liver, bone
marrow, and lung transplant (DRGs 480,
481, and 495, respectively) and the two
DRGs for tracheostomies (DRGs 482 and
483). Cases are assigned to these DRGs
before classification to an MDC.

Within most MDCs, cases are then
divided into surgical DRGs (based on a
surgical hierarchy that orders individual
procedures or groups of procedures by
resource intensity) and medical DRGs.
Medical DRGs generally are
differentiated on the basis of diagnosis
and age. Some surgical and medical
DRGs are further differentiated based on
the presence or absence of
complications or comorbidities
(hereafter CC).

Generally, GROUPER does not
consider other procedures; that is,
nonsurgical procedures or minor
surgical procedures generally not
performed in an operating room are not
listed as operating room (OR)
procedures in the GROUPER decision
tables. However, there are a few non-OR
procedures that do affect DRG
assignment for certain principal
diagnoses, such as extracorporeal shock
wave lithotripsy for patients with a
principal diagnosis of urinary stones.

The changes we are proposing to
make to the DRG classification system
for FY 1997 and other decisions
concerning DRGs are set forth below.

2. Pre-MDC DRGs

Effective October 1, 1994, ICD-9-CM
procedure code 41.04, Autologous
hematopoietic stem cell transplant, was
created to capture the transplantation of
stem cells obtained from bone marrow
or peripheral blood. At that time, we
designated the code as non-OR. This
transplant procedure was previously
assigned to procedure code 99.73,
Therapeutic erythrocytapheresis, which
is designated as a non-OR procedure.
When we created this code, we received
comments requesting that it be
designated as an OR procedure and
assigned to DRG 481 (Bone Marrow
Transplant) based on the resource use
associated with the type of transplant.
However, as we stated in the September
1, 1994 final rule (59 FR 45340), when
a new code is introduced, our
longstanding practice is to assign it to
the same DRG category as its
predecessor code. One compelling
reason for this practice is our inability

to move the cases associated with a new
code to a new DRG assignment as part
of DRG reclassification and
recalibration. Because we could not
separately identify the stem cell
transplant cases from the other cases
coded with 99.73 in order to reclassify
them and their charges to a new DRG,
we were unable to predict the new
weights of both the DRGs in which this
code currently is classified and the new
DRG to which it would be assigned.
Therefore, we were prevented from
redesignating code 41.04 as an OR
procedure or assigning it to a DRG.
However, we stated that we would
analyze the stem cell cases as soon as
the FY 1995 cases were available.

This year, the FY 1995 Medicare
Provider Analysis and Review
(MedPAR) file is available for use in
DRG analysis and weight setting for FY
1997. In the December 1995 update to
the FY 1995 MedPAR file, there are a
total of 178 cases reporting the
performance of a stem cell transplant.
Of that number, 13 cases also reported
the performance of a bone marrow
transplant. Those cases were removed
from our analysis because they are
already classified to DRG 481. Of the
remaining 165 cases, 100 cases did not
meet the coverage criteria for Medicare
payment. As set forth in the Medicare
Coverage Issues Manual at section 35—
30.1 (see Transmittal No. 84, April
1996), autologous stem cell transplants
are not covered when performed for the
following conditions:

¢ Acute leukemia not in remission
(diagnosis codes 204.00, 205.00, 206.00,
207.00, and 208.00).

¢ Chronic granulocytic leukemia
(diagnosis codes 205.10 and 205.11).

¢ Solid tumors (other than
neuroblastomas) (diagnosis codes 140.0
through 199.1)

« Multiple myeloma (diagnosis codes
203.00, 203.01 and 238.6).

After eliminating the noncovered
cases, 65 cases of stem cell transplant
remained. The average standardized
charge for these cases was
approximately $83,000. The average
standardized charge for bone marrow
transplant cases in the FY 1995
MedPAR file is approximately $98,000.
Thus, since the average resource use
associated with stem cell transplant is
similar to that associated with bone
marrow transplant, we are proposing to
assign procedure code 41.04 to DRG 481
effective with discharges occurring on
or after October 1, 1996. The overall
average charge for stem cell and bone
marrow combined is just under $93,000.
In addition, we propose to designate
stem cell transplant as an OR procedure.
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3. MDC 1 (Diseases and Disorders of the
Nervous System)

a. Sleep Apnea

We have received correspondence
requesting that we review the DRG
assignment of cases in which surgery is
performed to correct obstructive sleep
apnea (diagnosis code 780.57). When
coded as a principal diagnosis, sleep
apnea is assigned to DRGs 34 and 35
(Other Disorders of the Nervous
System)! in MDC 1.

Recently, new surgical interventions
to correct sleep apnea have been
introduced. The procedures most
frequently performed for this condition
are the following:

Code and Description

27.69 Other plastic repair of palate
29.4 Plastic operation on pharynx
29.59 Other repair of pharynx

Since none of these surgical
procedures is assigned to MDC 1, cases
of sleep apnea treated with one of these
surgeries are assigned to DRG 468
(Extensive OR Procedure Unrelated to
Principal Diagnosis) in the case of codes
25.59 and 78.49 or to DRG 477
(Nonextensive OR Procedure Unrelated
to Principal Diagnosis) in the case of
code 29.4.

We are proposing to address this
situation by assigning the three surgical
procedures to MDC 1. Based on the
charges associated with these cases and
the fact that they are not clinically
similar to the other surgical DRGs in
MDC 1, we are proposing to include
them in DRGs 7 and 8 (Peripheral and
Cranial Nerve and Other Nervous
System Procedures).

b. Guillain-Barré Syndrome

Guillain-Barré syndrome (diagnosis
code 357.0) is a post-infectious
polyneuropathy in which severely
affected patients may require ventilatory
assistance and long stays in intensive
care. In recognition of the high resource
consumption associated with this
diagnosis, effective with FY 1991, we
reassigned code 357.0 from DRGs 18
and 19 (Cranial and Peripheral Nerve
Disorders) to DRG 20 (Nervous System
Infection Except Viral Meningitis). (See
the September 4, 1990 final rule (55 FR
36024).) A commenter stated that
although DRG 20 would provide a
higher payment for these cases, it would
still be inadequate to cover the costs of

1 A single title combined with two DRG numbers
is used to signify pairs. Generally, the first DRG is
for cases with CC and the second DRG is for cases
without CC. If a third number is included, it
represents cases of patients who are age 0-17.
Occasionally, a pair of DRGs is split on age>17 and
age 0-17.

treating these patients, and we agreed
that we would monitor this issue.

We have recently received requests
that we again review this assignment.
These commenters stated that the
treatment for these cases remains very
costly and often entails long hospital
stays. Therefore, we conducted an
analysis of the cases assigned to DRG 20
using the 10 percent random sample of
the FY 1995 MedPAR file that we use
for analyzing possible classification
changes.

Cases coded with 357.0 comprise
approximately 20 percent of the cases
assigned to DRG 20. As the commenters
predicted, the average standardized
charges for these cases, approximately
$22,400, was higher than the average
charge for the DRG, approximately
$17,100. However, the length of stay
was only slightly higher, 9.1 days
compared to 8.4. We believe that DRG
20 is the appropriate assignment
clinically for Guillain-Barré cases and
the average charge is well within the
variation in charges for this DRG. In
addition, DRG 20 is the most resource-
intensive, and, thus, the highest-
weighted medical DRG in MDC 1.

However, in reviewing the other cases
assigned to DRG 20, we noted that the
average charges for two diagnoses were
significantly lower than the overall
average charge. These diagnoses, herpes
zoster of the nervous system (code
053.10) and herpes zoster of the nervous
system, NEC (code 053.19) had average
charges of only $7,700 and $7,100,
respectively. They also had significantly
lower average lengths of stay (4.4 and
4.2 days, respectively). Because these
two diagnoses also account for
approximately 20 percent of the cases in
DRG 20, their low average charge has
the effect of significantly lowering the
average charge for the DRG. Removing
these two codes from DRG 20 increases
the average charge to approximately
$20,000. After reviewing the remaining
medical DRGs in MDC 1, we believe that
reassigning codes 053.10 and 053.19 to
DRGs 18 and 19 is appropriate both
clinically and in terms of resource
consumption. In the 10 percent
MedPAR file, these DRGs had an
average charge of approximately $8,000
and $5,300, respectively. Therefore, we
are proposing to make this DRG
classification change effective for FY
1997. This change would significantly
increase the relative weight for DRG 20
and provide higher payment for the
Guillain-Barré cases. The proposed
weight for DRG 20 is 2.4782, an increase
of 17 percent over the FY 1996 weight
of 2.1157.

4. MDC 5 (Diseases and Disorders of the
Circulatory System)

Effective for discharges occurring on
or after October 1, 1995, we created a
new code for insertion of a coronary
artery stent (procedure code 36.06).
Until creation of the new code, insertion
of coronary artery stent had been
included in the codes for percutaneous
transluminal coronary angioplasty
(PTCA) (procedure codes 36.01, 36.02,
and 36.05).

As discussed above in section 11.B.2,
when a new code is introduced, our
longstanding practice is to assign it to
the same DRG category as its
predecessor code or codes. Therefore, in
the June 2, 1995 proposed rule, we
assigned procedure code 36.06 to DRG
112 (Percutaneous Cardiovascular
Procedures), the DRG to which PTCA is
assigned. In response to comments
received, in the September 1, 1995 final
rule, we explained our policy on DRG
assignment of new codes (60 FR 45785).
We also stated that the resource use and
other data associated with procedure
code 36.06 will be available in the FY
1996 Medicare cases which are used for
analysis as part of FY 1998 DRG
changes. We will evaluate the DRG
assignment of coronary artery stent
insertion at that time.

Since publication of the September 1,
1995 final rule, we have received data
on stent cases provided by the
manufacturer of one of the two stent
devices currently approved by the Food
and Drug Administration (FDA). In
addition, the manufacturer has provided
us with an analysis of the charges and
length of stay of approximately 7,500
Medicare patients who received stents
in FY 1995. Because there was no code
for the procedure during that year, the
manufacturer matched its list of stent
recipients with the FY 1995 MedPAR
file.

The manufacturer’s analysis found
that the FY 1995 average charge for
PTCA cases without stent is
approximately $15,700 and the average
charge for cases with stent is
approximately $21,000. However, our
analysis of the data shows that there is
wide variation in the hospital
standardized charges reported for cases
with implant of coronary artery stent.
Individual hospital average charges for
these cases range from about $9,000 to
over $45,000.

This inconsistency in the data
illustrates why our policy of not
reassigning new codes until we have
collected an entire year of coded
Medicare data for analysis is prudent.
The uncertainty associated with using
incomplete data collected outside the
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Medicare program that cannot be
verified remains a problem. Therefore,
we are not proposing any DRG
assignment change for implant of
coronary artery stent. As noted above, a
full year of coded FY 1996 Medicare
data will be available in early 1997 for
analysis. We will review the data at that
time, and any proposed DRG changes
will be announced in the FY 1998
proposed rule.

5. MDC 8 (Diseases and Disorders of the
Musculoskeletal System and Connective
Tissue)

In the September 1, 1995 final rule (60
FR 45790), we responded to a comment
we received regarding the DRG
assignment in MDC 8 of bipolar hip
replacement cases. The commenter
requested that cases of bipolar hip
replacement be assigned to DRGs 210,
211, and 212 (Hip and Femur
Procedures Except Major Joint) rather
than to its current assignment, DRG 209
(Major Joint and Limb Reattachment
Procedures of Lower Extremity). The
commenter stated that the procedure for
partial hip replacement (code 81.52) is
very similar to the procedure for open
reduction of fracture of the femur with
internal fixation (code 79.35), which is
assigned to DRGs 210, 211, and 212.
Further, the commenter believes that
partial hip replacement patients are
more frail individuals than the
population that elects total hip
replacement surgery and need longer
hospital stays to recover.

In the September 1, 1995 final rule,
we stated that we would reexamine this
assignment as part of our DRG agenda
for FY 1997. Using the FY 1995
MedPAR file, we compared charges and
lengths of stay for cases assigned to DRG
209 in which the procedures 81.51 (total
hip replacement), 81.52, and 81.53
(revision of hip replacement) were
performed with the charges for the
entire DRG. The average standardized
charges for these cases are very similar
to each other as well as the other cases
assigned to DRG 209. The average
charge was $18,310 for partial hip
replacement, $19,924 for total hip
replacement, and $23,094 for revision of
hip replacement. The $1,278 difference
between the average charge for partial
hip replacement cases in DRG 209 and
the average charge of $19,588 for all
cases in DRG 209 is within the normal
range of charges for that DRG. However,
the average charge for cases in DRG 210
was $15,119, or $2,157 less than the
partial hip replacement charges.

A comparison of lengths of stay yields
slightly different results. The partial hip
replacement cases in DRG 209 had an
average stay of 8.6 days. The overall

average lengths of stay for DRGs 209 and
210 were 6.7 days and 8.5 days,
respectively. Based on these data alone,
it would seem that the commenter is
correct that partial hip replacement
patients are more similar to the patients
in DRG 210, in terms of hospital length
of stay. However, we also must consider
these cases’ higher average charges. The
higher charges of the partial hip
replacement cases indicate that they are
more resource-intense than the cases in
DRG 210. The proposed relative weights
for DRG 209 and 210 are 2.2617 and
1.8458, respectively. Therefore, we
believe that DRG 209 is the most
appropriate assignment for procedure
code 81.52 so that payment will most
closely relate to the costs of care for
these patients.

6. Surgical Hierarchies

Some inpatient stays entail multiple
surgical procedures, each one of which,
occurring by itself, could result in
assignment of the case to a different
DRG within the MDC to which the
principal diagnosis is assigned. It is,
therefore, necessary to have a decision
rule by which these cases are assigned
to a single DRG. The surgical hierarchy,
an ordering of surgical classes from
most to least resource intensive,
performs that function. Its application
ensures that cases involving multiple
surgical procedures are assigned to the
DRG associated with the most resource-
intensive surgical class.

Because the relative resource intensity
of surgical classes can shift as a function
of DRG reclassification and
recalibration, we reviewed the surgical
hierarchy of each MDC, as we have for
previous reclassifications, to determine
if the ordering of classes coincided with
the intensity of resource utilization, as
measured by the same billing data used
to compute the DRG relative weights.

A surgical class can be composed of
one or more DRGs. For example, in
MDC 5, the surgical class “heart
transplant” consists of a single DRG
(DRG 103) and the class ““‘coronary
bypass’ consists of two DRGs (DRGs
106 and 107). Consequently, in many
cases, the surgical hierarchy has an
impact on more than one DRG. The
methodology for determining the most
resource-intensive surgical class,
therefore, involves weighting each DRG
for frequency to determine the average
resources for each surgical class. For
example, assume surgical class A
includes DRGs 1 and 2 and surgical
class B includes DRGs 3, 4, and 5, and
that the average charge of DRG 1 is
higher than that of DRG 3, but the
average charges of DRGs 4 and 5 are
higher than the average charge of DRG

2. To determine whether surgical class
A should be higher or lower than
surgical class B in the surgical
hierarchy, we would weight the average
charge of each DRG by frequency (that
is, by the number of cases in the DRG)
to determine average resource
consumption for the surgical class. The
surgical classes would then be ordered
from the class with the highest average
resource utilization to that with the
lowest, with the exception of *“‘other OR
procedures” as discussed below.

This methodology may occasionally
result in a case involving multiple
procedures being assigned to the lower-
weighted DRG (in the highest, most
resource-intensive surgical class) of the
available alternatives. However, given
that the logic underlying the surgical
hierarchy provides that the GROUPER
searches for the procedure in the most
resource-intensive surgical class, which
may sometimes occur in cases involving
multiple procedures, this result is
unavoidable.

We note that, notwithstanding the
foregoing discussion, there are a few
instances when a surgical class with a
lower average relative weight is ordered
above a surgical class with a higher
average relative weight. For example,
the “other OR procedures’ surgical
class is uniformly ordered last in the
surgical hierarchy of each MDC in
which it occurs, regardless of the fact
that the relative weight for the DRG or
DRGs in that surgical class may be
higher than that for other surgical
classes in the MDC. The “‘other OR
procedures” class is a group of
procedures that are least likely to be
related to the diagnoses in the MDC but
are occasionally performed on patients
with these diagnoses. Therefore, these
procedures should only be considered if
no other procedure more closely related
to the diagnoses in the MDC has been
performed.

A second example occurs when the
difference between the average weights
for two surgical classes is very small.
We have found that small differences
generally do not warrant reordering of
the hierarchy since, by virtue of the
hierarchy change, the relative weights
are likely to shift such that the higher-
ordered surgical class has a lower
average weight than the class ordered
below it.

Based on the preliminary
recalibration of the DRGs, we are
proposing to modify the surgical
hierarchy as set forth below. As we
stated in the September 1, 1989 final
rule (54 FR 36457), we are unable to test
the effects of the proposed revisions to
the surgical hierarchy and to reflect
these changes in the proposed relative
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weights due to the unavailability of
revised GROUPER software at the time
this proposed rule is prepared. Rather,
we simulate most major classification
changes to approximate the placement
of cases under the proposed
reclassification and then determine the
average charge for each DRG. These
average charges then serve as our best
estimate of relative resource use for each
surgical class. We test the proposed
surgical hierarchy changes after the
revised GROUPER is received and
reflect the final changes in the DRG
relative weights in the final rule.
Further, as discussed below in section
11.C of this preamble, we anticipate that
the final recalibrated weights will be
somewhat different from those
proposed, since they will be based on
more complete data. Consequently,
further revision of the hierarchy, using
the above principles, may be necessary
in the final rule.

At this time, we would revise the
surgical hierarchy for the Pre-MDC
DRGs, MDC 3 (Diseases and Disorders of
the Ear, Nose, Mouth and Throat), and
MDC 10 (Endocrine, Nutritional and
Metabolic Diseases and Disorders) as
follows:

* In the Pre-MDC DRGs, we would
reorder Tracheostomy Except for Face,
Mouth and Neck Diagnoses (DRG 483)
above Liver Transplant (DRG 480).

¢ In MDC 3, we would reorder Cleft
Lip and Palate Repair (DRG 52) and
Sinus and Mastoid Procedures (DRGs 53
and 54) above Tonsillectomy and
Adenoidectomy, Except Tonsillectomy
and/or Adenoidectomy Only (DRGs 57
and 58).

e In MDC 10, we would reorder
Adrenal and Pituitary Procedures (DRG
286) above Amputation of Lower Limb
for Endocrine, Nutritional, and
Metabolic Disorders (DRG 285).

7. Refinement of Complications and
Comorbidities List

There is a standard list of diagnoses
that are considered complications or
comorbidities (CCs). We developed this
list using physician panels to include
those diagnoses that, when present as a
secondary condition, would be
considered a substantial complication or
comorbidity.

In previous years, we have made
changes to the standard list of CCs,
either by adding new CCs or deleting
CCs already on the list. At this time, we
do not propose to delete any of the
diagnosis codes on the CC list.

In the September 1, 1995 final rule (60
FR 45782), we added diagnosis code
008.49 (Bacterial enteritis) to the CC list.
In response to a request from one
commenter that we also add diagnosis

code 008.45 (Clostridium difficile), we
stated that we would review that request
as part of our DRG analysis for FY 1997.
We have reevaluated diagnosis code
008.45 as well as the remainder of the
“family”” of codes assigned to Intestinal
infections due to other specified
bacteria (008.41, 008.42, 008.43, 008.44,
008.46, and 008.47). Our analysis shows
that all of these diagnoses, when present
as a secondary condition, do lead to
higher resource use. Therefore, we are
proposing to add the following
diagnosis codes to the CC list:

008.41 Intestinal infections due to
staphylococcus

008.42 Intestinal infections due to
pseudomonas

008.43 Intestinal infections due to
campylobacter

008.44 Intestinal infections due to
yersinia enterocolitica

008.45 Intestinal infections due to
clostridium difficile

008.46 Intestinal infections due to
other anaerobes

008.47 Intestinal infections due to
other gram-negative bacteria

These diagnoses would be considered
CCs for any principal diagnosis not
shown in Table 6f, Additions to the CC
Exclusions List (see discussion of CC
Exclusions list in section V of the
Addendum below).

This same commenter also requested
that we add the following codes to the
CC list:

331.0 Alzheimer’s disease
423.9 Unspecified disease of the
pericardium
348.5 Cerebral edema
333.4 Huntington’s chorea
458.0 Orthostatic hypotension
458.9 Hypotension, not otherwise
specified
Our analysis of these codes
demonstrates that their presence as a
secondary diagnosis does not
significantly add to the resource use of
the case. Therefore, we are not
proposing to add them to the CC list.
Finally, the commenter suggested that
the following diagnoses be added as
cardiovascular complications for DRG
121 (Circulatory Disorders with AMI
and Cardiovascular Complications,
Discharged Alive):
434 .xx Occlusion of cerebral arteries
436 Acute, but ill-defined,
cerebrovascular disease
Using the 10 percent analysis file of
the FY 1995 MedPAR data, we analyzed
the cases assigned to DRG 121 that had
these diagnoses coded as secondary
conditions. The charges associated with
those cases were indeed comparable to
the other cases assigned to DRG 121.

When we sought the advice of our
medical specialists (physicians who
work directly for or under contract with
HCFA), however, they strongly opposed
adding these codes to the list of
conditions for DRG 121 based on the
fact that these are not cardiovascular
complications. Therefore, they are not
clinically similar to other cases assigned
to this DRG.

However, our analysis of this DRG did
reveal a large variation in the charges
and lengths of stay within this DRG. We
believe that a close examination of the
list of complicating conditions assigned
to DRG 121 is needed. Therefore, we
plan to perform a thorough analysis of
the cases assigned to that DRG as part
of our DRG analysis agenda for FY 1998.
In the meantime, we are not proposing
any change to DRG 121.

In the September 1, 1987 final notice
concerning changes to the DRG
classification system (52 FR 33143), we
modified the GROUPER logic so that
certain diagnoses included on the
standard list of CCs would not be
considered a valid CC in combination
with a particular principal diagnosis.
Thus, we created the CC Exclusions
List. We made these changes to preclude
coding of CCs for closely related
conditions, to preclude duplicative
coding or inconsistent coding from
being treated as CCs, and to ensure that
cases are appropriately classified
between the complicated and
uncomplicated DRGs in a pair.

In the May 19, 1987 proposed notice
concerning changes to the DRG
classification system (52 FR 18877), we
explained that the excluded secondary
diagnoses were established using the
following five principles:

¢ Chronic and acute manifestations of
the same condition should not be
considered CCs for one another (as
subsequently corrected in the
September 1, 1987 final notice (52 FR
33154)).

¢ Specific and nonspecific (that is,
not otherwise specified (NOS))
diagnosis codes for a condition should
not be considered CCs for one another.

« Conditions that may not co-exist,
such as partial/total, unilateral/bilateral,
obstructed/unobstructed, and benign/
malignant, should not be considered
CCs for one another.

e The same condition in anatomically
proximal sites should not be considered
CCs for one another.

¢ Closely related conditions should
not be considered CCs for one another.

The creation of the CC Exclusions List
was a major project involving hundreds
of codes. The FY 1988 revisions were
intended to be only a first step toward
refinement of the CC list in that the
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criteria used for eliminating certain
diagnoses from consideration as CCs
were intended to identify only the most
obvious diagnoses that should not be
considered complications or
comorbidities of another diagnosis. For
that reason, and in light of comments
and questions on the CC list, we have
continued to review the remaining CCs
to identify additional exclusions and to
remove diagnoses from the master list
that have been shown not to meet the
definition of a CC. (See the September
30, 1988 final rule for the revision made
for the discharges occurring in FY 1989
(53 FR 38485); the September 1, 1989
final rule for the FY 1990 revision (54
FR 36552); the September 4, 1990 final
rule for the FY 1991 revision (55 FR
36126); the August 30, 1991 final rule
for the FY 1992 revision (56 FR 43209);
the September 1, 1992 final rule for the
FY 1993 revision (57 FR 39753); the
September 1, 1993 final rule for the FY
1994 revisions (58 FR 46278); the
September 1, 1994 final rule for the FY
1995 revisions (59 FR 45334); and the
September 1, 1995 rule for the FY 1996
revisions (60 FR 45782).)

We are proposing a limited revision of
the CC Exclusions List to take into
account the changes that will be made
in the ICD-9-CM diagnosis coding
system effective October 1, 1996, as well
as the proposed CC changes described
above. (See section 11.B.8, below, for a
discussion of ICD-9-CM changes.)
These proposed changes are being made
in accordance with the principles
established when we created the CC
Exclusions List in 1987.

The changes discussed above have
been added to Table 6g, Additions to the
CC Exclusions List, in section V of the
Addendum to this proposed rule.

Tables 6g and 6h in section V of the
Addendum to this proposed rule
contain the proposed revisions to the CC
Exclusions List that would be effective
for discharges occurring on or after
October 1, 1996. Each table shows the
principal diagnoses with proposed
changes to the excluded CCs. Each of
these principal diagnoses is shown with
an asterisk and the additions or
deletions to the CC Exclusions List are
provided in an indented column
immediately following the affected
principal diagnosis.

CCs that are added to the list are in
Table 6g—Additions to the CC
Exclusions List. Beginning with
discharges on or after October 1, 1996,
the indented diagnoses will not be
recognized by the GROUPER as valid
CCs for the asterisked principal
diagnosis.

CCs that are deleted from the list are
in Table 6h—Deletions from the CC

Exclusions List. Beginning with
discharges on or after October 1, 1996,
the indented diagnoses will be
recognized by the GROUPER as valid
CCs for the asterisked principal
diagnosis.

Copies of the original CC Exclusions
List applicable to FY 1988 can be
obtained from the National Technical
Information Service (NTIS) of the
Department of Commerce. It is available
in hard copy for $92.00 plus $6.00
shipping and handling and on
microfiche for $20.50, plus $4.00 for
shipping and handling. A request for the
FY 1988 CC Exclusions List (which
should include the identification
accession number, (PB) 88—133970)
should be made to the following
address: National Technical Information
Service; United States Department of
Commerce; 5285 Port Royal Road;
Springfield, Virginia 22161; or by
calling (703) 487—-4650.

Users should be aware of the fact that
all revisions to the CC Exclusions List
(FYs 1989, 1990, 1991, 1992, 1993,
1994, 1995, and 1996) and those in
Tables 6g and 6h of this document must
be incorporated into the list purchased
from NTIS in order to obtain the CC
Exclusions List applicable for
discharges occurring on or after October
1, 1996.

Alternatively, the complete
documentation of the GROUPER logic,
including the current CC Exclusions
List, is available from 3M/Health
Information Systems (HIS), which,
under contract with HCFA, is
responsible for updating and
maintaining the GROUPER program.
The current DRG Definitions Manual,
Version 13.0, is available for $195.00,
which includes $15.00 for shipping and
handling. Version 14.0 of this manual,
which will include the final FY 1997
DRG changes, will be available in
October 1996 for $195.00. These
manuals may be obtained by writing
3M/HIS at the following address: 100
Barnes Road; Wallingford, Connecticut
06492; or by calling (203) 949-0303.
Please specify the revision or revisions
requested.

8. Review of Procedure Codes in DRGs
468, 476, and 477 Each Year, We
Review Cases Assigned to DRG 468

(Extensive OR Procedure Unrelated to
Principal Diagnosis), DRG 476 (Prostatic
OR Procedure Unrelated to Principal
Diagnosis), and DRG 477 (Nonextensive
OR Procedure Unrelated to Principal
Diagnosis) in order to determine
whether it would be appropriate to
change the procedures assigned among
these DRGs.

DRGs 468, 476, and 477 are reserved
for those cases in which none of the OR
procedures performed is related to the
principal diagnosis. These DRGs are
intended to capture atypical cases, that
is, those cases not occurring with
sufficient frequency to represent a
distinct, recognizable clinical group.
DRG 476 is assigned to those discharges
in which one or more of the following
prostatic procedures are performed and
are unrelated to the principal diagnosis:

60.0 Incision of prostate

60.12 Open biopsy of prostate

60.15 Biopsy of periprostatic tissue

60.18 Other diagnostic procedures on
prostate and periprostatic tissue

60.21 Transurethral prostatectomy

60.29 Other transurethral
prostatectomy

60.61 Local excision of lesion of
prostate

60.69 Prostatectomy NEC

60.81 Incision of periprostatic tissue

60.82 Excision of periprostatic tissue

60.93 Repair of prostate

60.94 Control of (postoperative)
hemorrhage of prostate

60.95 Transurethral balloon dilation of
the prostatic urethra

60.99 Other operations on prostate

All remaining OR procedures are
assigned to DRGs 468 and 477, with
DRG 477 assigned to those discharges in
which the only procedures performed
are nonextensive procedures that are
unrelated to the principal diagnosis.
The original list of the ICD-9-CM
procedure codes for the procedures we
consider nonextensive procedures if
performed with an unrelated principal
diagnosis was published in Table 6C in
section IV of the Addendum to the
September 30, 1988 final rule (53 FR
38591). As part of the final rules
published on September 4, 1990, August
30, 1991, September 1, 1992, September
1, 1993, September 1, 1994, and
September 1, 1995, we moved several
other procedures from DRG 468 to 477.
(See 55 FR 36135, 56 FR 43212, 57 FR
23625, 58 FR 46279, 59 FR 45336, and
60 FR 45783, respectively.)

a. Adding Procedure Codes to MDCs

We annually conduct a review of
procedures producing DRG 468 or 477
assignments on the basis of volume of
cases in these DRGs with each
procedure. Our medical consultants
then identify those procedures
occurring in conjunction with certain
principal diagnoses with sufficient
frequency to justify adding them to one
of the surgical DRGs for the MDC in
which the diagnosis falls. This year’s
review did not identify any necessary
changes; therefore, we are not proposing
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to move any procedures from DRG 468
or DRG 477 to one of the surgical DRGs.

b. Reassignment of Procedures Among
DRGs 468, 476, and 477

We also reviewed the list of
procedures that produce assignments to
DRGs 468, 476, and 477 to ascertain if
any of those procedures should be
moved from one of these DRGs to
another based on average charges and
length of stay. Generally, we move only
those procedures for which we have an
adequate number of discharges to
analyze the data. Based on our review
this year, we are proposing to move one
procedure from DRG 468 to DRG 477.

In reviewing the list of OR procedures
that produce DRG 468 assignments, we
analyzed the average charge and length
of stay data for cases assigned to that
DRG to identify those procedures that
are more similar to the discharges that
currently group to either DRG 476 or
477. We identified one procedure—
Closed endoscopic biopsy of lung (code
33.27), a needle biopsy—that is
significantly less resource intensive
than the other procedures assigned to
DRG 468. Therefore, we are proposing to
move procedure code 33.27 to the list of
procedures that result in assignment to
DRG 477.

In reviewing the list of procedures
assigned to DRG 477, we did not
identify any procedures that should be
assigned to either DRG 468 or 476. We
did, however, identify the following
procedures that we believe should be
reassigned from an OR to a non-OR
designation:

08.81 Linear repair of laceration of
eyelid or eyebrow
08.82 Repair of laceration involving
lid margin, partial-thickness
08.83 Other repair of laceration of
eyelid, partial thickness
08.84 Repair of laceration involving
lid margin, full-thickness
08.85 Other repair of laceration of
eyelid, full-thickness
08.86 Lower eyelid rhytidectomy
08.87 Upper eyelid rhytidectomy
08.89 Other eyelid repair
Our analysis of the data associated
with these eyelid repair procedures
leads us to conclude that the procedures
are performed following accidental
injury or falls, incurred while the
patient is in the hospital. These
procedures, which are normally
performed at bedside and do not
necessitate a trip to the operating room,
are significantly less resource intensive
than other procedures designated as OR
procedures. Therefore, we are proposing
to change the procedures from OR to
non-OR procedures. We note that these

procedures are assigned to surgical
DRGs in MDCs 2, 9, 21, 22, and 24. With
this proposed change, cases in which
procedure codes 08.81 through 08.89 are
the only OR procedure codes listed
would no longer be assigned to a
surgical DRG.

All of these proposed changes would
be effective with discharges occurring
on or after October 1, 1996.

9. Changes to the ICD-9-CM Coding
System

As discussed above in section 11.B.1 of
this preamble, the ICD-9-CM is a
coding system that is used for the
reporting of diagnoses and procedures
performed on a patient. In September
1985, the ICD-9—-CM Coordination and
Maintenance Committee was formed.
This is a Federal interdepartmental
committee charged with the mission of
maintaining and updating the ICD-9-
CM. That mission includes approving
coding changes, and developing errata,
addenda, and other modifications to the
ICD-9—CM to reflect newly developed
procedures and technologies and newly
identified diseases. The Committee is
also responsible for promoting the use
of Federal and non-Federal educational
programs and other communication
techniques with a view toward
standardizing coding applications and
upgrading the quality of the
classification system.

The Committee is co-chaired by the
National Center for Health Statistics
(NCHS) and HCFA. The NCHS has lead
responsibility for the ICD-9-CM
diagnosis codes included in Volume 1—
Diseases: Tabular List and Volume 2—
Diseases: Alphabetic Index, while
HCFA has lead responsibility for the
ICD-9—CM procedure codes included in
Volume 3—Procedures: Tabular List
and Alphabetic Index.

The Committee encourages
participation in the above process by
health-related organizations. In this
regard, the Committee holds public
meetings for discussion of educational
issues and proposed coding changes.
These meetings provide an opportunity
for representatives of recognized
organizations in the coding fields, such
as the American Health Information
Management Association (AHIMA)
(formerly American Medical Record
Association (AMRA)), the American
Hospital Association (AHA), and
various physician specialty groups as
well as physicians, medical record
administrators, health information
management professionals, and other
members of the public to contribute
ideas on coding matters. After
considering the opinions expressed at
the public meetings and in writing, the

Committee formulates
recommendations, which then must be
approved by the agencies.

The Committee presented proposals
for coding changes at public meetings
held on May 5 and November 30, 1995,
and finalized the coding changes after
consideration of comments received at
the meetings and in writing within 30
days following the November 1995
meeting. The initial meeting for
consideration of coding issues for
implementation in FY 1998 will be held
onJune 6, 1996. Copies of the minutes
of these meetings may be obtained by
writing to one of the co-chairpersons
representing NCHS and HCFA. We
encourage commenters to address
suggestions on coding issues involving
diagnosis codes to: Donna Pickett, Co-
Chairperson; ICD-9-CM Coordination
and Maintenance Committee; NCHS;
Room 1100; 6525 Belcrest Road;
Hyattsville, Maryland 20782. Comments
may be sent by E-mail to:
alb8@nch09a.em.cdc.gov.

Questions and comments concerning
the procedure codes should be
addressed to: Patricia E. Brooks, Co-
Chairperson; ICD-9-CM Coordination
and Maintenance Committee; HCFA,
Office of Hospital Policy; Division of
Prospective Payment System; C5-06-27;
7500 Security Boulevard; Baltimore,
Maryland 21244-1850. Comments may
be sent by E-mail to: pbrooks@hcfa.gov.

The ICD-9-CM code changes that
have been approved will become
effective October 1, 1996. The new ICD-
9-CM codes are listed, along with their
proposed DRG classifications, in Tables
6a and 6b (New Diagnosis Codes and
New Procedure Codes, respectively) in
section V of the Addendum to this
proposed rule. As we stated above, the
code numbers and their titles were
presented for public comment in the
ICD—9-CM Coordination and
Maintenance Committee meetings. Both
oral and written comments were
considered before the codes were
approved. Therefore, we are soliciting
comments only on the proposed DRG
classification.

Further, the Committee has approved
the expansion of certain ICD—-9-CM
codes to require an additional digit for
valid code assignment. Diagnosis codes
that have been replaced by expanded
codes, other codes, or have been deleted
are in Table 6¢ (Invalid Diagnosis
Codes). The procedure codes that have
been replaced by expanded codes or
have been deleted are in Table 6d
(Invalid Procedure Codes). These
invalid diagnosis and procedure codes
will not be recognized by the GROUPER
beginning with discharges occurring on
or after October 1, 1996. The



27452

Federal Register / Vol. 61, No. 106 / Friday, May 31, 1996 / Proposed Rules

corresponding new or expanded codes
are included in Tables 6a and 6b.
Revisions to diagnosis and procedure
code titles are in Tables 6e (Revised
Diagnosis Code Titles) and 6f (Revised
Procedure Code Titles), which also
include the proposed DRG assignments
for these revised codes.

C. Recalibration of DRG Weights

We are proposing to use the same
basic methodology for the FY 1997
recalibration as we did for FY 1996. (See
the September 1, 1995 final rule (60 FR
45791).) That is, we would recalibrate
the weights based on charge data for
Medicare discharges. However, we
would use the most current charge
information available, the FY 1995
MedPAR file, rather than the FY 1994
MedPAR file. The MedPAR file is based
on fully-coded diagnostic and surgical
procedure data for all Medicare
inpatient hospital bills.

The proposed recalibrated DRG
relative weights are constructed from FY
1995 MedPAR data, based on bills
received by HCFA through December
1995, from all hospitals subject to the
prospective payment system and short-
term acute care hospitals in waiver
States. The FY 1995 MedPAR file
includes data for approximately 10.6
million Medicare discharges.

The methodology used to calculate
the proposed DRG relative weights from
the FY 1995 MedPAR file is as follows:

e To the extent possible, all the
claims were regrouped using the
proposed DRG classification revisions
discussed above in section 11.B of this
preamble. As noted in section I1.B.6,
due to the unavailability of revised
GROUPER software, we simulate most
major classification changes to
approximate the placement of cases
under the proposed reclassification.
However, there are some changes that
cannot be modeled.

¢ Charges were standardized to
remove the effects of differences in area
wage levels, indirect medical education
costs, disproportionate share payments,
and, for hospitals in Alaska and Hawaii,
the applicable cost-of-living adjustment.

¢ The average standardized charge
per DRG was calculated by summing the
standardized charges for all cases in the
DRG and dividing that amount by the
number of cases classified in the DRG.

* We then eliminated statistical
outliers, using the same criteria as was
used in computing the current weights.
That is, all cases that are outside of 3.0
standard deviations from the mean of
the log distribution of both the charges
per case and the charges per day for
each DRG.

» The average charge for each DRG
was then recomputed (excluding the
statistical outliers) and divided by the
national average standardized charge
per case to determine the relative
weight. A transfer case is counted as a
fraction of a case based on the ratio of
its length of stay to the geometric mean
length of stay of the cases assigned to
the DRG. That is, a 5-day length of stay
transfer case assigned to a DRG with a
geometric mean length of stay of 10 days
is counted as 0.5 of a total case.

« We established the relative weight
for heart and heart-lung, liver, and lung
transplants (DRGs 103, 480, and 495) in
a manner consistent with the
methodology for all other DRGs except
that the transplant cases that were used
to establish the weights were limited to
those Medicare-approved heart, heart-
lung, liver, and lung transplant centers
that have cases in the FY 1995 MedPAR
file. (Medicare coverage for heart, heart-
lung, liver, and lung transplants is
limited to those facilities that have
received approval from HCFA as
transplant centers.)

» Acquisition costs for kidney, heart,
heart-lung, liver, and lung transplants
continue to be paid on a reasonable cost
basis. Unlike other excluded costs, the
acquisition costs are concentrated in
specific DRGs (DRG 302 (Kidney
Transplant); DRG 103 (Heart Transplant
for heart and heart-lung transplants);
DRG 480 (Liver Transplant); and DRG
495 (Lung Transplant)). Because these
costs are paid separately from the
prospective payment rate, it is necessary
to make an adjustment to prevent the
relative weights for these DRGs from
including the effect of the acquisition
costs. Therefore, we subtracted the
acquisition charges from the total
charges on each transplant bill that
showed acquisition charges before
computing the average charge for the
DRG and before eliminating statistical
outliers.

When we recalibrated the DRG
weights for previous years, we set a
threshold of 10 cases as the minimum
number of cases required to compute a
reasonable weight. We propose to use
that same case threshold in recalibrating
the DRG weights for FY 1997. Using the
FY 1995 MedPAR data set, there are 37
DRGs that contain fewer than 10 cases.
We computed the weights for the 37
low-volume DRGs by adjusting the FY
1996 weights of these DRGs by the
percentage change in the average weight
of the cases in the other DRGs. We note
that the FY 1996 weights for the low-
volume DRGs were recalculated based
on non-Medicare data we acquired from
19 States. This was the first update of
the weights since they were initially

calculated for FY 1984 based on data
from Maryland and Michigan. For a
complete description of this process, see
the September 1, 1995 final rule (60 FR
45781).

The weights developed according to
the methodology described above, using
the proposed DRG classification
changes, result in an average case
weight that is different from the average
case weight before recalibration.
Therefore, the new weights are
normalized by an adjustment factor, so
that the average case weight after
recalibration is equal to the average case
weight before recalibration. This
adjustment is intended to ensure that
recalibration by itself neither increases
nor decreases total payments under the
prospective payment system.

Section 1886(d)(4)(C)(iii) of the Act
requires that beginning with FY 1991,
reclassification and recalibration
changes be made in a manner that
assures that the aggregate payments are
neither greater than nor less than the
aggregate payments that would have
been made without the changes.
Although normalization is intended to
achieve this effect, equating the average
case weight after recalibration to the
average case weight before recalibration
does not necessarily achieve budget
neutrality with respect to aggregate
payments to hospitals because payment
to hospitals is affected by factors other
than average case weight. Therefore, as
we have done in past years and as
discussed in section 11.A.4.b of the
Addendum to this proposed rule, we are
proposing to make a budget neutrality
adjustment to assure that the
requirement of section 1886(d)(4)(C)(iii)
of the Act is met.

I11. Proposed Changes to the Hospital
Wage Index

A. Background

Section 1886(d)(3)(E) of the Act
requires that, as part of the methodology
for determining prospective payments to
hospitals, the Secretary must adjust the
standardized amounts “‘for area
differences in hospital wage levels by a
factor (established by the Secretary)
reflecting the relative hospital wage
level in the geographic area of the
hospital compared to the national
average hospital wage level.” In
accordance with the broad discretion
conferred by this provision, we
currently define hospital labor market
areas based on the definitions of
Metropolitan Statistical Areas (MSAS)
(and New England County Metropolitan
Areas), issued by the Office of
Management and Budget. In addition, as
discussed below, we adjust the wage
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index to take into account the
geographic reclassification of hospitals
in accordance with sections
1886(d)(8)(B) and 1886(d)(10) of the Act.

Section 1886(d)(3)(E) of the Act also
requires that the wage index be updated
annually beginning October 1, 1993.
Furthermore, this section provides that
the Secretary base the update on a
survey of wages and wage-related costs
of short-term, acute care hospitals. The
survey should measure, to the extent
feasible, the earnings and paid hours of
employment by occupational category,
and must exclude the wages and wage-
related costs incurred in furnishing
skilled nursing services.

B. FY 1997 Wage Index Update

The proposed FY 1997 wage index
(effective for hospital discharges
occurring on or after October 1, 1996
and before October 1, 1997) is based on
the data collected from the Medicare
cost reports submitted by hospitals for
cost reporting periods beginning in FY
1993 (the FY 1996 wage index is based
on FY 1992 wage data). We propose to
use the same categories of data that were
used in the FY 1996 wage index.
Therefore, the proposed FY 1997 wage
index reflects the following:

« Total salaries and hours from short-
term, acute care hospitals.

« Home office costs and hours.

* Fringe benefits associated with
hospital and home office salaries.

« Direct patient care contract labor
costs and hours.

¢ The exclusion of salaries and hours
for nonhospital type services such as
skilled nursing facility services, home
health services, or other subprovider
components that are not subject to the
prospective payment system.

Finally, we are also proposing to
make a minor revision to §412.63(s)(1)
to state clearly that we update the wage
index annually as required by section
1886(d)(3)(E) of the Act.

1. Verification of Wage Data From the
Medicare Cost Report

The data for the proposed FY 1997
wage index were obtained from
Worksheet S-3, Part Il of the Medicare
cost report. The data file used to
construct the proposed wage index
includes FY 1993 data submitted to the
Hospital Cost Report Information
System (HCRIS) file as of the end of
January 1996. As in past years, we
performed an intensive review of the
wage data, mostly through the use of
edits designed to identify aberrant data.

Of the 5,222 hospitals in the data
base, 2,814 hospitals had data elements
that failed an initial edit. In mid-
February 1996, intermediaries contacted

hospitals to revise or verify data
elements that resulted in the edit
failures. Next, to check any revisions
since the first edit, as well as to apply
additional edits based on the
distribution of the data, we subjected all
of the data to edits a second time. The
intermediaries were instructed to
transmit any revisions in hospitals’
wage data made as a result of this
second review. As of March 14, 1996,
only 21 hospitals still had unresolved
data elements. These unresolved data
elements are included in the calculation
of the proposed FY 1997 wage index
pending their resolution before
calculation of the final FY 1997 wage
index. We have instructed the
intermediaries to complete their
verification of questionable data
elements and to transmit any changes to
the wage data (through HCRIS) no later
than June 17, 1996. We expect that all
unresolved data elements will be
resolved by that date, and that the
revised data will be reflected in the final
rule.

2. Computation of the Wage Index

The method used to compute the
proposed wage index is as follows:

Step 1—As noted above, we are
proposing to base the FY 1997 wage
index on wage data reported on the FY
1993 cost reports. We gathered data
from each of the non-Federal short-term,
acute care hospitals for which data were
reported on the Worksheet S-3, Part Il
of the Medicare cost report for the
hospital’s cost reporting periods
beginning on or after October 1, 1992
and before October 1, 1993. In addition,
we included data from a few hospitals
that had cost reporting periods
beginning in September 1992 and
reported a cost reporting period
exceeding 52 weeks. The data were
included because no other data from
these hospitals would be available for
the cost reporting period described
above, and particular labor market areas
might be affected due to the omission of
these hospitals. However, we generally
describe these wage data as FY 1993
data.

Step 2—For each hospital, we
subtracted the excluded salaries (that is,
direct salaries attributable to skilled
nursing facility services, home health
services, and other subprovider
components not subject to the
prospective payment system) from gross
hospital salaries to determine net
hospital salaries. To determine total
salaries plus fringe benefits, we added
direct patient care contract labor costs,
hospital fringe benefits, and any home
office salaries and fringe benefits

reported by the hospital, to the net
hospital salaries.

Step 3—For each hospital, we
adjusted the total salaries plus fringe
benefits resulting from Step 2 to a
common period to determine total
adjusted salaries. To make the wage
inflation adjustment, we used the
percentage change in average hourly
earnings for each 30-day increment from
October 14, 1992 through September 15,
1994, for hospital industry workers from
Standard Industry Classification 806,
Bureau of Labor Statistics Employment
and Earnings Bulletin. The annual
inflation rates used were 4.8 percent for
FY 1992, 3.6 percent for FY 1993, and
2.7 percent for FY 1994. The inflation
factors used to inflate the hospital’s data
were based on the midpoint of the cost
reporting period as indicated below.

MIDPOINT OF COST REPORTING

PERIOD
Adjustment
After Before Jfactor
10/14/92 11/15/92 1.044482
11/14/92 12/15/92 1.041408
12/14/92 01/15/93 1.038343
01/14/93 02/15/93 1.035287
02/14/93 03/15/93 1.032240
03/14/93 04/15/93 1.029203
04/14/93 05/15/93 1.026174
05/14/93 06/15/93 1.023154
06/14/93 07/15/93 1.020143
07/14/93 08/15/93 1.017141
08/14/93 09/15/93 1.014147
09/14/93 10/15/93 1.011163
10/14/93 11/15/93 1.008920
11/14/93 12/15/93 1.006683
12/14/93 01/15/94 1.004450
01/14/94 02/15/94 1.002223
02/14/94 03/15/94 1.000000
03/14/94 04/15/94 0.997782
04/14/94 05/15/94 0.995570
05/14/94 06/15/94 0.993362
06/14/94 07/15/94 0.991159
07/14/94 08/15/94 0.988961
08/14/94 09/15/94 0.986767

For example, the midpoint of a cost
reporting period beginning January 1,
1993 and ending December 31, 1993 is
June 30, 1993. An inflation adjustment
factor of 1.020143 would be applied to
the wages of a hospital with such a cost
reporting period. In addition, for the
data for any cost reporting period that
began in FY 1993 and covers a period
of less than 360 days or greater than 370
days, we annualized the data to reflect
a 1-year cost report. Annualization is
accomplished by dividing the data by
the number of days in the cost report
and then multiplying the results by 365.

Step 4—For each hospital, we
subtracted the reported excluded hours
from the gross hospital hours to
determine net hospital hours. We
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increased the net hours by the addition
of any direct patient care contract labor
hours and home office hours to
determine total hours.

Step 5—As part of our editing
process, we deleted data for eight
hospitals for which we lacked sufficient
documentation to verify data that failed
edits because the hospitals are no longer
participating in the Medicare program
or are in bankruptcy status. We retained
the data for other hospitals that are no
longer participating in the Medicare
program because these hospitals
reflected the relative wage levels in their
labor market areas during their FY 1993
cost reporting period.

Step 6—Each hospital was assigned to
its appropriate urban or rural labor
market area prior to any reclassifications
under sections 1886(d)(8)(B) or
1886(d)(10) of the Act. Within each
urban or rural labor market area, we
added the total adjusted salaries plus
fringe benefits obtained in Step 3 for all
hospitals in that area to determine the
total adjusted salaries plus fringe
benefits for the labor market area.

Step 7—We divided the total adjusted
salaries plus fringe benefits obtained in
Step 6 by the sum of the total hours
(from Step 4) for all hospitals in each
labor market area to determine an
average hourly wage for the area.

Step 8—We added the total adjusted
salaries plus fringe benefits obtained in
Step 3 for all hospitals in the nation and
then divided the sum by the national
sum of total hours from Step 4 to arrive
at a national average hourly wage. Using
the data as described above, the national
average hourly wage is $19.5094.

Step 9—For each urban or rural labor
market area, we calculated the hospital
wage index value by dividing the area
average hourly wage obtained in Step 7
by the national average hourly wage
computed in Step 8.

3. Revisions to the Wage Index Based on
Hospital Redesignation

Under section 1886(d)(8)(B) of the
Act, hospitals in certain rural counties
adjacent to one or more MSAs are
considered to be located in one of the
adjacent MSAs if certain standards are
met. Under section 1886(d)(10) of the
Act, the Medicare Geographic
Classification Review Board (MGCRB)
considers applications by hospitals for
geographic reclassification for purposes
of payment under the prospective
payment system.

The methodology for determining the
wage index values for redesignated
hospitals is applied jointly to the
hospitals located in those rural counties
that were deemed urban under section
1886(d)(8)(B) of the Act and those

hospitals that were reclassified as a
result of the MGCRB decisions under
section 1886(d)(10) of the Act. Section
1886(d)(8)(C) of the Act provides that
the application of the wage index to
redesignated hospitals is dependent on
the hypothetical impact that the wage
data from these hospitals would have on
the wage index value for the area to
which they have been redesignated.
Therefore, as provided in section
1886(d)(8)(C) of the Act, the wage index
values were determined by considering
the following:

« If including the wage data for the
redesignated hospitals reduces the MSA
wage index value by 1 percentage point
or less, the MSA wage index value
determined exclusive of the wage data
for the redesignated hospitals applies to
the redesignated hospitals.

 If including the wage data for the
redesignated hospitals reduces the wage
index value for the area to which the
hospitals are redesignated by more than
1 percentage point, the hospitals that are
redesignated are subject to the wage
index value of the area that results from
including the wage data of the
redesignated hospitals (the “combined”
wage index value). However, the wage
index value for the redesignated
hospitals cannot be reduced below the
wage index value for the rural areas of
the State in which the hospitals are
located.

 If including the wage data for the
redesignated hospitals increases the
MSA wage index value, the MSA and
the redesignated hospitals receive the
combined wage index value.

* Rural areas whose wage index
values would be reduced by excluding
the data for hospitals that have been
redesignated to another area continue to
have their wage index calculated as if
no redesignation had occurred. Those
rural areas whose wage index values
increase as a result of excluding the
wage data for the hospitals that have
been redesignated to another area have
their wage indexes calculated exclusive
of the redesignated hospitals.

e The wage index value for an urban
area is calculated exclusive of the wage
data for hospitals that have been
reclassified to another area. However,
geographic reclassification may not
reduce the wage index for an urban area
below the Statewide rural average,
provided the wage index prior to
reclassification was greater than the
Statewide rural wage index value.

* A change in classification of
hospitals from one area to another may
not result in the reduction in the wage
index for any urban area whose wage
index is below the rural wage index for
the State. This provision also applies to

any urban area that encompasses an
entire State.

We note that, except for those rural
areas where redesignation would reduce
the rural wage index value, and those
urban areas whose wage index values
are already below the rural wage index
and would be reduced by
redesignations, the wage index value for
each area is computed exclusive of the
data for hospitals that have been
redesignated from the area for purposes
of their wage index. As a result, several
MSAs listed in Table 4a have no
hospitals remaining in the MSA. This is
because all the hospitals originally in
these MSAs have been reclassified to
another area by the MGCRB. These areas
receive the prereclassified wage index
value. The prereclassified wage index
value will apply as long as the MSA
remains empty.

The proposed revised wage index
values for FY 1997 are shown in Tables
4a, 4b, and 4c in the Addendum to this
proposed rule. Hospitals that are
redesignated should use the wage index
values shown in Table 4c. For some
areas, more than one wage index value
will be shown in Table 4c. This occurs
when hospitals from more than one
State are included in the group of
redesignated hospitals, and one State
has a higher Statewide rural wage index
value than the wage index value
otherwise applicable to the redesignated
hospitals. Tables 4d and 4e list the
average hourly wage for each labor
market area, prior to the redesignation
of hospitals, based on the FY 1993 wage
data. (We note that in Tables 4a, 4c, and
4d, we have revised several of the titles
for urban areas to be consistent with
OMB titles. For example, the title for
urban area 1123 is changed from
Boston-Brockton-Nashua, MA-NH to
Boston-Worcester-Lawrence-Lowell-
Brockton, MA—NH. These are
nomenclature changes only.) In
addition, Table 3C in the Addendum to
this proposed rule includes the adjusted
average hourly wage for each hospital
based on the FY 1993 data. The MGCRB
will use the average hourly wage
published in the final rule to evaluate a
hospital’s application for
reclassification, unless that average
hourly wage is later revised in
accordance with the wage data
correction policy described in
8§412.63(s)(2). In such cases, the MGCRB
will use the most recent revised data
used for purposes of the hospital wage
index. Hospitals that choose to apply
before publication of the final rule can
use the proposed wage data in applying
to the MGCRB for wage index
reclassifications that would be effective
for FY 1998. We note that in
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adjudicating these wage reclassification
requests during FY 1997, the MGCRB
will use the average hourly wages for
each hospital and labor market area that
are reflected in the final FY 1997 wage
index.

At the time this proposed wage index
was constructed, the MGCRB had
completed its review. The proposed FY
1997 wage index values incorporate all
391 hospitals redesignated for purposes
of the wage index (hospitals
redesignated under section
1886(d)(8)(B) or 1886(d)(10) of the Act)
for FY 1997. The final number of
reclassifications may be different
because some MGCRB decisions are still
under review by the Administrator and
because some hospitals may withdraw
their requests for reclassification.

Any changes to the wage index that
result from withdrawals of requests for
reclassification, wage index corrections,
appeals, and the Administrator’s review
process will be incorporated into the
wage index values published in the final
rule. The changes may affect not only
the wage index value for specific
geographic areas, but also whether
redesignated hospitals receive the wage
index value for the area to which they
are redesignated, or a wage index that
includes the data for both the hospitals
already in the area and the redesignated
hospitals. Further, the wage index value
for the area from which the hospitals are
redesignated may be affected.

Under §412.273, hospitals that have
been reclassified by the MGCRB are
permitted to withdraw their
applications within 45 days of the
publication of this Federal Register
document. The request for withdrawal
of an application for reclassification that
would be effective in FY 1997 must be
received by the MGCRB by July 15,
1996. A hospital that requests to
withdraw its application may not later
request that the MGCRB decision be
reinstated.

C. Requests for Wage Data Corrections

To allow hospitals more time to
evaluate the wage data used to construct
the proposed FY 1997 hospital wage
index, we have made available to the
public a diskette containing the FY 1993
hospital wage data. In a memorandum
dated March 1, 1996, we instructed all
Medicare intermediaries to inform the
prospective payment hospitals they
serve that the diskette would be
available approximately mid-March
1996. The intermediaries were also
instructed to advise hospitals of the
alternative availability of these data
either through their representative
hospital organizations or directly from
HCFA (using order forms provided by

the intermediary). Additional details on
ordering this data file are discussed
below in section VIII.B of this preamble,
“Requests for Data from the Public.”

In addition, as discussed above in
section 111.B.3 of this preamble, Table
3C, in the Addendum to this proposed
rule, contains each hospital’s adjusted
average hourly wage used to construct
the proposed wage index values. A
hospital can verify its average hourly
wage as reflected on its cost report (after
taking into account any adjustments
made by the intermediary) by dividing
the adjusted average hourly wage in
Table 3C by the applicable wage
inflation adjustment factors as set forth
above in Step 3 of the computation of
the wage index. An updated Table 3C
(along with applicable wage inflation
adjustment factors) will be included in
the final rule.

We believe hospitals have had ample
time to ensure the accuracy of their FY
1993 wage data. Moreover, the ultimate
responsibility for accurately completing
the cost report rests with the hospital,
which must attest to the accuracy of the
data at the time the cost report is filed.
However, if after review of the diskette
or Table 3C, a hospital believes that its
FY 1993 wage data have been
incorrectly reported, the hospital must
submit corrections along with complete
supporting documentation to its
intermediary by May 15, 1996. To be
reflected in the final wage index, any
wage data corrections must be reviewed
by the intermediary and transmitted to
HCFA (through HCRIS) on or before
June 17, 1996. These deadlines, which
correspond to the deadlines we used
last year for the FY 1996 wage index, are
necessary to allow sufficient time to
review and process the data so that the
final wage index calculation can be
completed for development of the final
prospective payment rates to be
published by September 1, 1996. We
cannot guarantee that corrections
transmitted to HCFA after June 17, 1996,
will be reflected in the final wage index.

After reviewing requested changes
submitted by hospitals, intermediaries
will transmit any revised cost reports to
HCRIS and forward a copy of the
revised Worksheet S-3, Part Il to the
hospitals. If requested changes are not
accepted, fiscal intermediaries will
notify hospitals in writing of reasons
why the changes were not accepted.
This procedure will ensure that
hospitals have every opportunity to
verify the data that will be used to
construct their wage index values. We
believe that fiscal intermediaries are
generally in the best position to make
evaluations regarding the
appropriateness of a particular cost and

whether it should be included in the
wage index data. However, if a hospital
disagrees with the intermediary’s
resolution of a requested change, the
hospital may contact HCFA in an effort
to resolve the dispute. We note that the
June 17 deadline also applies to these
requested changes.

We have created the process
described above to resolve all
substantive wage data correction
disputes before we finalize the wage
data for the FY 1997 payment rates.
Accordingly, hospitals that do not meet
the procedural deadlines set forth above
will not be afforded a later opportunity
to submit wage corrections or to dispute
the intermediary’s decision with respect
to requested changes.

We intend to make another diskette
available in mid-August that will
contain the wage data that will be used
to construct the wage index values in
the final rule. As with the diskette made
available in March 1996, HCFA will
make the August diskette available to
hospital associations and the public.
This August diskette, however, is being
made available only for the limited
purpose of identifying any potential
errors made by HCFA or the
intermediary in the entry of the final
wage data that result from the process
described above, not for the initiation of
new wage data correction requests.
Hospitals are encouraged to review their
hospital wage data promptly after the
release of the second diskette.

If, after reviewing the August diskette,
a hospital believes that its wage data are
incorrect due to a fiscal intermediary or
HCFA error in the entry or tabulation of
the final wage data, it should send a
letter to both its fiscal intermediary and
HCFA. The letters to the intermediary
and HCFA should outline why the
hospital believes an error exists. These
requests must be received by HCFA and
the intermediaries no later than
September 16, 1996. We have set this
year’s deadline one week earlier than
last year’s deadline because we found
the later deadline made it difficult to
evaluate the requests and recalculate the
wage index values before the start of FY
1997 (that is, October 1, 1996). Requests
should be sent to: Health Care Financing
Administration; Office of Hospital
Policy; Attention: Stephen Phillips,
Technical Advisor; Division of
Prospective Payment System; C5-06-27;
7500 Security Boulevard; Baltimore,
Maryland 21244-1850. The
intermediary will review requests upon
receipt, and, if it is determined that an
intermediary or HCFA error exists, the
fiscal intermediary will notify HCFA
immediately.
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After mid-August, we will make
changes to the hospital wage data only
in those very limited situations
involving an error by the intermediary
or HCFA that the hospital could not
have known about before its review of
the August diskette. Specifically, after
that point, neither the intermediary nor
HCFA will accept the following types of
requests in conjunction with this
process:

* Requests for wage data corrections
that were submitted too late to be
included in the data transmitted to the
HCRIS system on or before June 17,
1996;

¢ Requests for correction of errors
made by the hospital that were not, but
could have been, identified during the
hospital’s review of the March 1996
data; or,

¢ Requests to revisit factual
determinations or policy interpretations
made by the intermediary or HCFA
during the wage data correction process.

Verified corrections to the wage index
received timely (that is, by September
16, 1996) will be effective October 1,
1996.

Again, we believe the wage data
correction process described above
provides hospitals with sufficient
opportunity to bring errors made during
the preparation of the Worksheet S-3 to
the intermediary’s attention. Moreover,
because hospitals will have access to the
wage data in mid-August, they will have
the opportunity to detect any data entry
or tabulation errors made by the
intermediary or HCFA before the
implementation of the FY 1997 wage
index on October 1, 1996. If hospitals
avail themselves of this opportunity, the
wage index implemented on October 1
should be free of such errors.
Nevertheless, in the unlikely event that
such errors should occur, we retain the
right to make midyear changes to the
wage index under very limited
circumstances.

Specifically, in accordance with
§412.63(s)(2), we may make midyear
corrections to the wage index only in
those limited circumstances where a
hospital can show: (1) that the
intermediary or HCFA made an error in
tabulating its data, and (2) that the
hospital could not have known about
the error, or did not have an opportunity
to correct the error, before the beginning
of FY 1997 (that is, by the September 16,
1996 deadline). As indicated earlier,
since a hospital will have the
opportunity to verify its data, and the
intermediary will notify the hospital of
any changes, we do not foresee any
specific circumstances under which
midyear corrections would be made.
However, should a midyear correction

be necessary, the wage index change for
the affected area will be effective
prospectively from the date the
correction is made.

D. Contract Labor—Costs Included in
the Hospital Wage Index

Our policy concerning inclusion of
contract labor costs for purposes of
calculating the wage index has evolved
over the past several years. Primarily,
this has occurred as we recognized the
role of contract labor in meeting special
personnel needs of many hospitals. In
addition, improvements in the wage
data have allowed us to more accurately
identify contract labor costs and hours.
As a result, effective with the FY 1994
wage index, we included the costs of
direct patient care contract services in
the wage index calculation. Effective
with the FY 1999 wage index, which
will use data from FY 1995 cost reports,
we will begin to include the costs and
hours of certain management contract
services.

In this proposed rule, we are
soliciting comments from the public
regarding further expansion of the types
of contract labor costs included in the
wage index. The following background
discussion provides a general overview
of the issues related to including
contract labor costs in the wage index
calculation. We also list nine specific
issues for which we are seeking public
comment.

In the May 9, 1990 proposed rule (55
FR 19442), we reported the results of the
1988 wage index survey which
collected, among other information, data
on the costs and hours associated with
direct patient care contract labor. All
prospective payment hospitals
completed the wage survey for their cost
reporting periods ending in calendar
year 1988. The survey data indicated
that hospitals had difficulty in tracking
and recording the actual hours worked
associated with the contract labor. In
addition, there were reporting
inconsistencies. For example, some
hospitals inappropriately reported
patient care services furnished directly
by physicians, which are not included
in the wage data because they are paid
under Medicare Part B rather than Part
A.

In the May 9, 1990 proposed rule, we
also discussed public comments we
received in response to issues we raised
related to including contract labor costs
in the wage index. Specifically, in the
May 8, 1989 proposed rule (54 FR
19647), we requested comment on the
following issues:

« Should the wage index include data
on contract labor?

¢ Should the definition of contract
services in the wage index survey be
expanded to include services indirectly
related to patient care, such as billing or
housekeeping services?

A majority of the commenters
supported the inclusion of contract
services, and many argued for the
expansion of contract labor services to
include indirect patient care services.
Those opposed to including contract
services, in addition to some
commenters who supported including
contract service costs, were concerned
about the difficulty of accurately
tracking and recording hours worked for
all types of contract labor. Other
commenters were also concerned that if
a hospital contracts for services from
outside its labor market area, the
contract wages could artificially
increase or decrease the hospital’s area
wage index. Based on the comments and
the overall poor quality of the 1988
survey data, we decided to exclude all
contract labor from the FY 1991 wage
index.

We stated that we would continue our
analysis of contract labor. In addition,
we announced that we would develop a
new wage index survey with improved
instructions and auditing criteria to
facilitate the inclusion of contract labor
in future wage index updates. The new
survey, Worksheet S-3, Part II, was
included in the hospital cost report
effective with cost reporting periods
beginning on or after October 1, 1989.

The Worksheet S-3, Part 1l consists of
detailed information for use in the
hospital wage index including contract
labor for direct patient care services. In
the instructions for completing this
worksheet, contract labor costs and
hours were limited to labor-related
payments and hours attributable to
direct patient care contract services,
such as nursing services. Specifically,
we instructed hospitals to exclude
indirect patient care contract services
(for example, management and
housekeeping services), nonlabor-
related expenses (for example,
equipment and supplies), and any
contract services for which labor-related
payments and hours could not be
accurately determined.

In the September 4, 1990 final rule (55
FR 36036), we discussed additional
comments we received on the contract
labor issue. Those commenters who
supported the inclusion of contract
labor stated that some hospitals,
especially rural hospitals, are dependent
on contract labor for nursing services,
and it would be unfair not to include
these wage data. Other commenters
requested that the definition of contract
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labor be expanded to include indirect
patient care services.

We also received several comments
requesting that we continue to exclude
contract labor from the wage index.
These commenters stated that the
contract labor data are not reliable
because of the difficulty in tracking and
reporting hours and the lack of
consistency in the reporting of contract
labor. In addition, inclusion of nonlabor
contract costs would inappropriately
drive up labor costs, and contract labor
brought in from outside the labor market
area would artificially increase or
decrease the area wage index value.
Finally, commenters were concerned
that contract labor costs are too variable,
temporary, and not reflective of true
wage costs. Therefore, some suggested
that contract labor should not be
included in the wage index.

The FY 1994 wage index, which was
based on the data collected on the
Worksheet S-3, Part I, was the first to
include direct patient care contract
labor costs. In making the decision to
include these costs, we analyzed
hospitals’ FY 1990 data to determine if
it was sufficiently complete for
inclusion in the wage index calculation
(see the May 26, 1993 proposed rule (58
FR 30236)). We noted that, in most labor
market areas, including contract labor in
the wage index computation had little
effect on the average hourly wage. We
further stated that, based on our analysis
of the data, including direct patient care
contract labor would more accurately
and fairly reflect wage levels across
hospitals and MSAs. In the September
1, 1993 final rule, we also responded to
comments from the hospital industry
expressing concern that we did not
recognize the costs of certain contract
management services (58 FR 46296). In
particular, many rural hospitals stated
they were either unable to recruit or
afford top managers such as hospital
administrators and must contract for
these services.

In the September 1, 1994 final rule (59
FR 45355), we expanded the definition
of contract labor for purposes of
determining the hospital wage index to
include the personnel costs and hours
associated with certain contract
management personnel. Contract
management services would be limited
to individuals working in the top four
positions in the hospital: the Chief
Executive Officer/Hospital
Administrator, Chief Operating Officer,
Chief Financial Officer, and Nursing
Administrator. We noted that while
exact titles may vary, individuals
should be performing essentially the
same duties as customarily assigned
these management positions.

We further noted that, since the cost
report did not provide at that time for
the collection of management contract
data, this revised definition would not
be effective until cost reporting periods
beginning on or after October 1, 1994
(FY 1995). Hospitals were instructed to
continue to exclude all management
contract costs and hours until the FY
1995 data were reported (these data will
be used to compute the FY 1999 wage
index). In addition, we began requiring
hospitals to provide descriptions and
aggregate totals for all management
contracts and complete details on all
direct patient care contracts on the Form
HCFA-339 (the Provider Cost Report
Reimbursement Questionnaire). A
hospital must file this form with its
corresponding cost report.

We continue to receive requests that
we expand our contract labor definition
to include more types of contract
services in the wage index. In particular,
we have been asked to include the costs
for pharmacy and laboratory services on
the basis that these services are
consistent with our definition of direct
patient care (see the September 1, 1995
final rule (60 FR 45792)). Others have
asked that we expand our definition to
include all contracted services, both
direct and indirect patient care services,
in order to more appropriately calculate
relative hospital wage costs.

We have limited the contract services
that are included in the wage index to
direct patient care services and specific
management services for several
reasons. First, hospitals reported
difficulty in accurately tracking the
hours associated with contract services,
especially for off-site facilities that serve
more than one hospital. Second, we are
concerned about the contractor’s ability
to separate nonlabor costs from labor
costs. We believe that the generally
higher costs for contract labor compared
to salaried labor, due at least in part to
the added costs of overhead and
supplies not separately identified in
most contracts, may distort the wage
index. Finally, we are concerned that it
is difficult to remove the costs and
hours for services such as legal and
accounting from total management
contracts.

Our goal is to ensure that our wage
index policy continues to be responsive
to the changing need for contract labor,
allowing those hospitals that must
depend on contract labor to supply
needed services to reflect those costs in
their wage data. At the same time,
however, we wish to avoid providing an
opportunity for hospitals to inflate their
average hourly wage inappropriately by
including nonlabor contract costs. The
advantage of our approach of including

only contract labor costs and hours
associated with direct patient care and
specific management services is that it
minimizes distortions in the wage index
that are due to a hospital’s inability to
identify and exclude nonlabor costs.
While changes to the wage index values
are made in a budget neutral manner
and are not expected to affect aggregate
payments, we strive for policies that are
equitable for all hospitals.

Finally, due to the 4-year time lag
between the cost reporting period itself
and the fiscal year when data for that
period are used in calculating the wage
index, it is important that we anticipate
any need to change our policy on
contract labor. Therefore, in order to
formulate the most responsive and
responsible policy, we are soliciting
comments on the following issues:

* To what extent do hospitals rely on
the use of contract services?

* For which services are contracts
typically used?

* Can hospitals accurately determine
hours related to contract services?

« Can hospitals accurately isolate
labor-related costs from nonlabor-
related costs?

¢ Should the contract labor definition
be expanded to include contract
services indirectly related to patient
care?

« If contract labor remains limited to
direct patient care, what categories of
services, if any, in addition to those
identified above, should be included?

* Would the wage index more
accurately reflect relative wage levels if
we did not limit contract labor to direct
patient care (generally high wage)
services?

* Would expanding the types of
contract labor that are included in the
wage index provide less incentive to
hospitals to keep their labor costs low,
as higher labor costs may result in a
higher wage index value for that
hospital or allow it to reclassify to a
labor market with a higher wage index?

* What other issues should be
considered in revising the policy for
including contract labor in the wage
index?

E. Puerto Rico Wage Index Values

For several years, hospitals in Puerto
Rico have experienced large swings in
their wage index values. In the
September 1, 1995 final rule, we
responded to two comments suggesting
changes to the wage index for hospitals
in Puerto Rico (60 FR 45796). One
suggestion was to establish a floor for
the wage index values of the Puerto Rico
labor market areas while the other was
to eliminate the rural area classification
in Puerto Rico and classify the rural
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hospitals to the nearest urban area.
Although we did not adopt either of
these suggestions, we stated that we
would continue to study the issue of
wage index values in Puerto Rico.

To evaluate the effect that these large
changes in wage index values have on
hospitals in Puerto Rico, we examined
the most recent Medicare cost data for
these hospitals. Of the 50 hospitals
contained in our data base, 64 percent
had improved Medicare operating
margins from 1992 to 1993. Of the 26
hospitals with data available for 1994,
we found that 65 percent improved
financially from 1993 to 1994. Based on
this analysis, we do not believe that the
wage index changes have had a

detrimental effect on these hospitals as
a group. However, there are individual
hospitals that are not faring as well.

We recognize that large shifts in the
wage index values can cause shifts in
the payment levels for a particular MSA.
Because three of the six MSAs in Puerto
Rico (Aguadilla, Arecibo, and Caguas) as
well as the rural area have four or fewer
hospitals, a large change in one
hospital’s wage data can cause a large
increase or decrease in the wage index
value for the entire MSA. One possible
method to limit these annual swings in
wage index values would be to create a
single labor market area encompassing
all the hospitals in Puerto Rico. That is,
the six MSAs and the rural area would

be combined into one area with one
wage index value. A single labor market
area would create a much larger set of
hospitals to develop aggregate wage
amounts and would mitigate situations
where a change in the wage data of a
single hospital has a large effect on the
wage index of an MSA.

Because creating one MSA for Puerto
Rico would be implemented in a budget
neutral manner, the effect would be to
raise wage index values for some
hospitals in Puerto Rico and to lower
the values for others. Using the FY 1993
wage data, the following table shows the
effect this change would have on the
proposed wage index levels.

Area Number of Proposed One area Percent

hospitals wage index | wage index change
[ = | PPN 4 0.4182 0.4555 8.92
Aguadilla . 2 0.4430 0.4555 2.82
Arecibo ........ 2 0.4661 0.4555 -2.27
Caguas ....... 4 0.4638 0.4555 -1.79
Mayaguez 5 0.4186 0.4555 8.82
PONCE ettt bbbt 7 0.4500 0.4555 1.22
San Juan 29 0.4616 0.4555 -1.32

Because of the negative effects on
some hospitals, we are soliciting
comment on this approach for
mitigating the fluctuations in wage
index values for hospitals in Puerto
Rico. The potential change would have
no impact on hospitals outside Puerto
Rico.

F. Proposed Changes to the MGCRB
Composition and Criteria

Under section 1886(d)(10) of the Act,
the MGCRB considers applications by
hospitals for geographic reclassification
for purposes of payment under the
prospective payment system. Guidelines
concerning the criteria and conditions
for hospital reclassification are located
at 88412.230 through 412.236. The
purpose of these criteria is to provide
direction, to both the MGCRB and those
hospitals seeking geographic
reclassification, with respect to the
situations that merit an exception to the
rules governing the geographic
classification of hospitals under the
prospective payment system. The
composition of the MGCRB and the
procedures it follows in making
reclassification determinations are set
forth in 8§412.246 through 412.280.

As discussed in detail below, we are
proposing to make one change to the
MGCRB regulations. In addition, we are
soliciting comments on sources of data
that could be used to identify the
occupational mix in a given MSA.

1. MGCRB Composition (8 412.246)

Section 1886(d)(10)(B)(i) of the Act
provides that the MGCRB is composed
of five members appointed by the
Secretary. This provision is
implemented in regulations at
§412.246(a). Two of the members must
be representative of the concerns of
rural hospitals and at least one member
must be knowledgeable in the field of
analyzing costs of providing inpatient
hospital services. Under current
§412.246(b), the term of office for an
MGCRB member is 3 years, and
appointments are limited to two
consecutive 3-year terms. This section
further provides that to permit staggered
terms of office, initial appointments
may be for shorter terms. Finally, the
Secretary is permitted to terminate a
member’s tenure before his or her full
term has expired.

Since the establishment of the
MGCRB 6 years ago, we have never
modified the regulations that govern the
MGCRB’s composition, which were
originally modeled after the procedural
regulations of the Provider
Reimbursement Review Board (PRRB).
We believe that it is now appropriate to
update the regulations that govern
members’ terms of office in light of
agency experience.

Appointments to the Board must
comply with statutory requirements
concerning rural representatives and a
hospital cost expert. Since the
appointment of the initial Board, the

Secretary has had difficulty recruiting
additional, qualified persons to serve on
the MGCRB. In addition, we solicited
comment in the June 2, 1995 proposed
rule (60 FR 29218) on the idea of
eliminating the MGCRB and transferring
its functions back to HCFA. This may
have caused qualified members to lose
interest in becoming or remaining Board
members. We no longer believe that
there needs to be a limitation on the
number of terms a member may serve.
Deleting the term limit requirement
would allow for increased flexibility in
appointing and recruiting qualified
Board members. Flexibility in this area
will allow the Secretary to ensure that
Board members are in place to meet the
tight statutory deadlines associated with
filing and adjudicating MGCRB
applications. (Under sections
1886(d)(10)(C) (ii) and (iii) of the Act, a
hospital requesting a change in
geographic classification must submit
its application to the Board not later
than the first day of the preceding fiscal
year. Once the application is received
the Board must render a decision within
180 days.) Therefore, we are proposing
to eliminate the current requirement at
§412.246(b) that a Board member can
serve for only two consecutive 3-year
terms.

We also considered eliminating any
requirement on the length of an
individual term. However, we believe
that maintaining a term of office not to
exceed 3 years is appropriate. If we
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deleted this requirement, then the
Secretary could not periodically
reevaluate membership of the Board. We
would, however, propose that a term of
office would not be limited only to a
term of exactly 3 years. Specifically, we
would revise §412.246(b) to provide
that an appointment to the MGCRB may
be for any term not to exceed 3 years.
We believe that both of these proposed
changes would allow the Secretary
maximum flexibility to recruit and
retain qualified Board members.

Under the proposed revisions, the
Secretary would continue to be able to
terminate a member’s tenure before his
or her full term has expired. This
provision was modeled after the
provisions of the PRRB under which the
Secretary has the authority to terminate
a Board member for good cause. We
believe that it is appropriate for the
Secretary to be able to exercise a similar
termination authority over the MGCRB
in case a member of the MGCRB fails to
carry out his or her duties under the Act
and regulations. Therefore, we would
retain this provision. We note that the
Secretary has not invoked this authority
to date with either the PRRB or the
MGCRB.

2. Occupational Mix Adjustment

Section 1886(d)(10)(D)(i) of the Act
requires the Secretary to publish
guidelines to be utilized by the MGCRB
in rendering decisions on applications
submitted for geographic
reclassification. Those are to include
guidelines for “‘comparing wages, taking
into account (to the extent the Secretary
determines appropriate) occupational
mix, in the area in which the hospital
is classified and the area in which the
hospital is applying to be classified.”

Section 412.230(e) describes the
criteria for hospital reclassification for
purposes of the wage index. One of the
criteria relates to the relationship
between the hospital’s wages and those
of the area to which it seeks
reclassification. Specifically,
§412.230(e)(1)(iv) provides that the
hospital must demonstrate that its
wages are at least 84 percent of the
average hourly wage of hospitals in the
area to which it seeks reclassification, or
that the hospital’s average hourly wage
weighted for occupational mix is at least
90 percent of the average hourly wage
of hospitals in the area to which it seeks
reclassification. Under §§8412.232(c)
and 412.234(b), a group of hospitals
seeking to reclassify must demonstrate
that its aggregate average hourly wage is
at least 85 percent of the average hourly
wage of the hospitals in the area to
which it seeks reclassification. These
sections also provide that the threshold

for occupational-mix adjusted hourly
wage for hospital groups is the same as
that for a single hospital, that is, 90
percent.

In the September 6, 1990 interim final
rule (55 FR 36760), we stated that the
acceptable sources for occupational mix
data were the American Hospital
Association (AHA) or the Bureau of
Labor Statistics. Since publication of
that document, the Bureau of Labor has
discontinued its hospital wage surveys.
Thus, the only currently acceptable
occupational mix data source is the
AHA Survey Data. We have been
informed by the AHA that the survey for
1993 will be the last survey to collect
information on the Hospital Personnel
by Occupational Category. Therefore,
requests filed on or before October 1,
1996 for FY 1998 reclassification, which
use FY 1993 wage data, may be the last
for which we have an appropriate
source of occupational mix data.

As we stated in the June 4, 1991 final
rule with comment period (56 FR
25458), the reclassification process
requires the use of occupational mix
data that are comparable across areas
and can be consistently applied. We are
unaware of any sources other than the
AHA data that meet these criteria.

We have not proposed collecting
occupational mix data ourselves in light
of past experience. We attempted to
collect such data some time ago. In the
September 30, 1988 Federal Register (53
FR 38495), we reported on our efforts to
collect 1986 occupational mix data as
part of the Medicare National Uniform
Reporting Demonstration project, to
determine the feasibility of developing a
wage index that would take into account
occupational mix. The majority of
hospitals (more than 60 percent) failed
to complete or submit the survey. A
number of surveys that were submitted
were not filled out completely and
appeared to have numerous errors.
Moreover, we believe that collecting
occupational mix data from hospitals
would be inappropriately burdensome
to the hospitals. In the past, we have
received several comments from
hospitals opposing HCFA's collection of
occupational mix data (56 FR 43222),
citing the prohibitive cost to hospitals of
furnishing occupational mix data.
Finally, even if we were to decide now
to begin collecting occupational mix
data, it would be at least 6 years before
the data would be available for use.

In order to continue to allow the use
of wage data weighted by occupational
mix in wage index reclassification, we
are seeking suggestions about any
occupational mix data sources that are
available on a national basis. In
addition, we are willing to consider

suggestions about other methods that
would account for occupational mix in
the wage index reclassification process.

IV. Rebasing and Revising of the
Hospital Market Baskets

A. Operating Costs
1. Background

Effective for cost reporting periods
beginning on or after July 1, 1979, we
developed and adopted a hospital input
price index (that is, the hospital ‘“market
basket™) for operating costs. Although
“market basket” technically describes
the mix of goods and services used to
produce hospital care, this term is also
commonly used to denote the input
price index (that is, cost category
weights and price proxies combined)
derived from that market basket.
Accordingly, the term *““market basket”
as used in this document refers to the
hospital input price index.

The percentage change in the market
basket reflects the average change in the
price of goods and services hospitals
purchase in order to furnish inpatient
care. We first used the market basket to
adjust hospital cost limits by an amount
that reflected the average increase in the
prices of the goods and services used to
furnish hospital inpatient care. This
approach linked the increase in the cost
limits to the efficient utilization of
resources.

With the inception of the hospital
inpatient prospective payment system
on October 1, 1983, we continued to use
the hospital market basket to update
each hospital’s 1981 inpatient operating
cost per discharge used in establishing
the FY 1984 standardized payment
amounts. In addition, the projected
change in the hospital market basket has
been the integral component of the
update factor by which the prospective
payment rates are updated every year.
Under section 1886(b)(3)(B)(i)(XIl) of the
Act, the prospective payment rates will
be updated in FY 1997 by the projected
increase in the hospital market basket
minus 0.5 percentage points. A detailed
explanation of the hospital market
basket used to develop the prospective
payment rates was published in the
Federal Register on September 3, 1986
(51 FR 31461). For additional
background information on general
development of hospital input price
indexes, we refer the reader to the
article by Freeland, Anderson, and
Schendler, “National Hospital Input
Price Index,” Health Care Financing
Review, Summer 1979, pp 37-61. We
also refer the reader to the September 4,
1990 Federal Register (55 FR 35990) in
which we discussed the previous
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rebasing of the hospital input price
index.

The hospital market basket is a fixed-
weight, Laspeyres-type price index that
is constructed in three steps. First, a
base period is selected and total base
period expenditures are estimated for
mutually exclusive and exhaustive
spending categories based upon type of
expenditure. Then, the proportion of
total costs that each category represents
is determined. These proportions are
called cost or expenditure weights.
Second, each expenditure category is
matched to an appropriate price/wage
variable, referred to as a price proxy.
These price proxies are price levels
derived from a publicly available
statistical series published on a
consistent schedule, preferably at least
on a quarterly basis. Third and finally,
the price level for each spending
category is multiplied by the
expenditure weight for that category.
The sum of these products (that is, the
expenditure weights multiplied by the
price levels) for all cost categories yields
the composite index level in the market
basket in a given year. Repeating this
step for other years produces a series of
market basket index levels over time.
Dividing one index level by an earlier
index level produces rates of growth in
the input price index.

The market basket is described as a
fixed-weight index because it answers
the question of how much it would cost,
at another time, to purchase the same
mix of goods and services that was
purchased in the base period. The
effects on total expenditures resulting
from changes in the quantity or mix of
goods and services purchased
subsequent to the base period are not
considered. For example, shifting a
traditionally inpatient type of care to an
outpatient setting might affect the
volume of inpatient goods and services
purchased by the hospital, but would
not be factored into the price change
measured by a fixed weight hospital
market basket.

We believe that it is desirable to
rebase the market basket periodically so
the cost weights reflect changes in the
mix of goods and services that hospitals
purchase (hospital inputs) in furnishing
inpatient care. We last rebased the

hospital market basket cost weights
effective for FY 1991. This market
basket, still used through FY 1996,
reflected base year data from FY 1987 in
the construction of the cost weights.

In its April 1, 1985 report to the
Secretary (Appendix C of the June 10,
1985 proposed rule (50 FR 24446)),
ProPAC supported HCFA's position on
periodic rebasing, stating that the
market basket cost weights should be
recalculated or “rebased’ at least every
5 years, or more frequently if significant
changes in the weights occur. We note
that there are separate market baskets
for prospective payment hospitals and
hospitals and hospital units excluded
from the prospective payment system.
The separate, excluded hospital market
basket is set forth in section IV.A.5 of
this preamble.

2. Rebasing and Revising the Hospital
Market Basket

The terms rebasing and revising,
while often used interchangeably,
actually denote different activities.
Rebasing means moving the base year
for the structure of costs of an input
price index (for example, we are
proposing to move the base year cost
structure from FY 1987 to FY 1992).
Revising means changing data sources,
cost categories, or price proxies used in
the input price index.

We are proposing to use a rebased and
revised hospital market basket in
developing the FY 1997 update factor
for the prospective payment rates. The
new market basket would be rebased to
reflect 1992, rather than 1987, cost data.

In developing the rebased and revised
market basket, we reviewed hospital
operating expenditure data for the
market basket cost categories. In a
change from previous methodology, we
are relying primarily on Medicare
hospital cost report data for the
proposed rebasing. For the proposed
market baskets, we used data on
hospital expenditures for four major
expense categories (wages and salaries,
employee benefits, pharmaceuticals,
and a residual “‘all other”) from hospital
cost reporting periods beginning in FY
1992 (that is, periods beginning on or
after October 1, 1991 and before October
1, 1992). We refer to these as PPS-9 cost

reports (the 9th year of the prospective
payment system (PPS)). The market
basket was previously based on 1987
expense data from the 1988 American
Hospital Association (AHA) Annual
Survey.

Expenses for wages and salaries,
employee benefits, and pharmaceuticals
were determined using data from PPS—
9 cost reports as reported in the Hospital
Cost Report Information System (HCRIS)
files. We determined total professional
fees using AHA Annual Survey data.
Total professional fees include medical
and nonmedical professional fees. Since
the medical professional fees included
in the compensation of provider-based
physicians is paid under Medicare Part
B, we analyzed HCRIS data to determine
the professional component of provider-
based physician compensation and
subtracted it from total professional fees
to obtain an estimate of nonmedical
professional fees. Malpractice insurance
costs were determined using the cost
share for PPS—6 (cost reporting periods
beginning in FY 1989), the last year
these costs had to be treated separately
from all other administrative and
general costs, trended forward to 1992
based on the relative importance of
malpractice costs found in the previous
market basket. The All Other Expenses
category was calculated in two steps.
First, from PPS-9 cost reports, total
operating expenses were tabulated by
subtracting capital-related expenses,
direct medical education expenses, and
the medical professional fees from total
expenses. Second, we subtracted the
total of the five cost category expenses
already determined from total operating
expenses to obtain the All Other
Expenses category.

After totals for these main cost
categories (wages and salaries, employee
benefits, professional fees,
pharmaceuticals, malpractice insurance,
and all other expenses) were calculated,
we then determined the proportion each
category represents of the total costs.
These proportions represent the major
rebased market basket weights. The
differences between the six major
categories for the proposed 1992-based
index and the previous 1987-based
index are summarized in Table 1 below.

TABLE 1.—COMPARISON OF 1992 AND 1987 PROSPECTIVE PAYMENT HOSPITAL OPERATING COST CATEGORIES AND

WEIGHTS
Rebased 1992 1987-based
Expense categories hospital mar- hospital mar-
ket basket ket basket
WAGES NG SAIAMES ...eeiiiiieitiie ettt e e s bt e e s h bt e ek b et e e bt e e aa b e e e e aab et e ek ee e e e be e e e eaEe e e e anbe e e e anneeeaneeeennnee 50.244 52.2
Employee Benefits .................... 11.146 9.5
Nonmedical Professional Fees 2.127 1.6
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TABLE 1.—COMPARISON OF 1992 AND 1987 PROSPECTIVE PAYMENT HOSPITAL OPERATING COST CATEGORIES AND
WEIGHTS—Continued

Rebased 1992 1987-based

Expense categories hospital mar- hospital mar-

ket basket ket basket
MAIPFACHICE INSUMANCE .....iiiiiiieitie ettt ettt b e h ettt e eh e ekt e e h bt e bt ea bt e b e e e bt e sae e enbe e eabe e ke e s st e e nbeeanbeenees 1.189 14
Pharmaceuticals 4.162 3.9
F Y| (=T SO R PP S OPRRTP 31.132 314
1o = OO P PP PP 100.000 100.0

Note: Although we rounded the weights to the tenths decimal position in the 1987-based market basket as published in the September 4,
1990 final rule, we are presenting the 1992 weights in greater specificity.

Table 2 sets forth the proposed market
basket cost categories, weights, and
price proxies. Weights for the “‘Utilities”
and the “All Other” cost categories, as
well as the subcategories, were
determined using the 1987 Department
of Commerce’s Bureau of Economic
Analysis (BEA) Input-Output Table,
from which data for the hospital
industry were extracted. The BEA Input-
Output database, which is updated at 5-
year intervals, was most recently
described in the Survey of Current

Business, “‘Benchmark Input-Output
Accounts for the U.S. Economy, 1987”
(April 1994). We anticipate that the
Department of Commerce will soon
release 1992 cost data for use in
determining the cost weights. If the data
are released in time to be analyzed, we
will use them in the final market basket
for more refined estimates of cost
expenditure weights.

We aged the 1987 cost shares to 1992
using historical price changes between
1987 and 1992 for each category. The

aged shares were normalized to be
consistent with the 1992 hospital cost
report data. Relative weights for the new
base year were then calculated for
various expenditure categories. This
work resulted in the identification of 26
separate cost categories in the rebased
hospital market basket, two fewer
categories than were included in the
1987-based market basket. Detailed
descriptions of each category and
respective price proxy are provided in
Appendix C to this proposed rule.

TABLE 2.—PROPOSED 1992-BASED PROSPECTIVE PAYMENT HOSPITAL OPERATING COST CATEGORIES, WEIGHTS, AND
PRICE PROXIES

Rebased
Expense categories p:iLtga?%ng(r)lfét Price proxy
basket
1. COMPENSALION ...ooviiiiiiiiiireesiee et 61.390
A. Wages and Salaries? ... 50.244 | HCFA Occupational Wage Index.
B. Employee Benefitst ...... 11.146 | HCFA Occupational Benefits Index.
2. Professional Fees? ........ 2.127 | ECI—Compensation for Professional, Specialty & Technical.
3. Utilities .....coovevereenenne. 2.469
A. Fuel, Oil, and Gasoline ... 0.345 | PPI Refined Petroleum Products.
B. Electricity .......cccccveviinens 1.349 | PPl Commercial Electric Power.
C. Natural Gas ...........c..... 0.670 | PPI Commercial Natural Gas.
D. Water and SEWerage ..........cccocvvveenieennieeneenninens 0.106 | CPI-U Water & Sewerage Maintenance.
4. Professional Liability Insurance ...........cccccocviiiienienns 1.189 | HCFA Professional Liability Insurance Premium Index.
5. Al Other ......ccoooviniiiiiiiieicis 32.824
A. All Other Products ........... 24.033
(1.) Pharmaceuticals ..... 4.162 | PPI Ethical (Prescription) Drugs.
(2.) Food .....ccvvvveriinn 3.459
a. Direct Purchase .... 2.363 | PPI Processed Foods & Feeds.
b. Contract Service ... 1.096 | CPI-U Food Away From Home.
(3.) Chemicals .................. 3.795 | PPI Industrial Chemicals.
(4.) Medical Instruments ..........cccceeveeeeniiiiieennne. 3.128 | PPI Medical Instruments & Equipment.
(5.) Photographic Supplies .........cccceerininiennne. 0.399 | PPI Photographic Supplies.
(6.) Rubber and Plastics ..... 4.868 | PPI Rubber & Plastic Products.
(7.) Paper Products ......... 2.062 | PPI Converted Paper & Paperboard Products.
(8.) Apparel ......cccceeeviiiiiiiiee, 0.875 | PPI Apparel.
(9.) Machinery and Equipment .. 0.211 | PPI Machinery & Equipment.
(20.) Miscellaneous Products .... 1.074 | PPI Finished Goods.
B. All Other Services ................. 8.792
(1.) Business Services?! ... 3.823 | ECI—Compensation for Private Workers in Business Services.
(2.) Computer Services? ..........ccooviveeriieenieenne 1.927 | AHE Computer & Data Processing Services.
(3.) Transportation Services .........cccccoevverueennne. 0.188 | CPI-U Transportation.
(4.) Telephone Services ..... 0.531 | CPI-U Telephone Services.
(5.) Postage? .......coceeviiiiiieeenne 0.272 | CPI-U Postage.
(6.) All Other: Labor Intensive* ..... 1.707 | ECI—Compensation for Private Service Occupations.
(7.) All Other: Nonlabor Intensive ..................... 0.344 | CPI-U All Items.
TOtAl v 100.000

1Labor-related.
NoOTE: Due to rounding, weights may not sum to total.
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The 1987-based market basket
included a separate Blood Services cost
category. In the 1992-based market
basket, Blood Services is contained
within the Chemicals cost category. In

addition, the 1987-based cost category
for Fuel Oil, Coal, etc. has been
combined with the 1987-based Motor
Gasoline cost category to form the 1992-
based Fuel, Oil and Gasoline cost

category. Both of these changes are
based on revised cost categories from
BEA. For comparison purposes, the
1987-based cost categories are set forth
in Table 3.

TABLE 3.—1987-BASED PROSPECTIVE PAYMENT HOSPITAL OPERATING COST CATEGORIES, WEIGHTS, AND PRICE

PROXIES
1987 hos-
Expense categories pital market Price proxy
basket
1. COMPENSALION ...coouviiiiieiiiiiieriee e 61.7
A. Wages and Salaries!? ... 52.2 | HCFA Occupational Wage Index.

B. Employee Benefitst .....
2. Professional Fees!? ..........
3. Utilities .......cccoevveeeeeiiins

A. Fuel, Oil, Coal, etC. .....cccocvvvecrveerirrreennnnn.
B. EIECHICItY ...oooviiriiiiiieiiiiieeiec e

C. Natural Gas .......
D. Motor Gasoline ............
E. Water and Sewerage
4. Professional Liability Insurance

5. AlLOhEr ..ooooiiiee e

A. All Other Products .......
(1.)Pharmaceuticals ..
(2.) Food

a. Direct Purchase ...

b. Contract Service ..
(3.) Chemicals ........cceeueennne
(4.) Medical Instruments ........
(5.) Photographic Supplies ....
(6.) Rubber and Plastics .....
(7.) Paper Products
(8.) Apparel .......cccoeevviiiiiiiien,
(9.) Machinery and Equipment ..
(10.) Miscellaneous Products ....

B. All Other Services
(1.) Business Services?!
(2.) Computer Services? ........
(3.)Transportation Services ...
(4.) Telephone Services

(5.) Blood Services? ........ccccoeeviivieennnnn.

(6.) Postage? .......cccooeeneerneennnn.
(7.) All Other: Labor Intensivel ........

(8.) All Other: Nonlabor Intensive ........

WPI Light Fuel OQils.
WPI Industrial Power.
WPI Natural Gas.
WPI Gasoline.

WPI Finished Goods.

1.2 | CPI-U Transportation.

CPI-U Postage.

CPI-U All ltems.

WPI Prescription Drugs.

WPI Processed Foods.

1.2 | CPI-U Food Away From Home.

WPI Industrial Chemicals.

WPI Medical Instruments & Equipment.

WPI Photographic Supplies.

WPI Rubber & Plastic Products.

1.4 | PPI Converted Paper & Paperboard Products.
1.1 | WPI Textile House furnishings.

WPI Machinery & Equipment.

AHE Business Services.
AHE Computer & Data Processing Services.

HCFA Occupational Benefits Index.
1.6 | ECI—Wages & Salaries for Professional, Specialty & Technical.

CPI-U Water & Sewerage Maintenance.
HCFA Professional Liability Insurance Premiums.

CPI-U Telephone Services.
WPI Blood & Derivatives.

1.2 | ECI—Wages and Salaries for Private Service Occupations.

1 Labor-related.

Note: Due to rounding, weights may not sum to total.

In the September 4, 1990 final rule,
for purposes of determining the labor-
related portion of the standardized
amounts, we summed the percentages of
the labor-related items (that is, wages
and salaries, employee benefits,
professional fees, business services,
computer and data processing, blood
services, postage, and all other labor-
intensive services) in the hospital
market basket. This summation resulted
in a labor-related portion of the hospital
market basket of 71.4 percent and
nonlabor-related portion of 28.6 percent.
Under sections 1886 (d)(2)(H) and
(d)(3)(E) of the Act, in making payments
under the prospective payment system,
the Secretary estimates from time to
time the proportion of payments that are

labor-related. Since October 1, 1990,
then, we have considered 71.4 percent
of costs to be labor-related for purposes
of the prospective payment system.

In connection with the rebasing of the
hospital market basket, we have re-
estimated the labor-related share of the
standardized amounts. Based on the
relative weights described in Table 2,
the labor-related portion that is subject
to hospital wage index adjustments
(based on wages and salaries, employee
benefits, professional fees, business
services, computer and data processing,
postage, and all other labor-intensive
services) is 71.246 percent and the
nonlabor-related portion is 28.754
percent. To implement this change,
effective with discharges occurring on

or after October 1, 1996, we are
proposing to recompute the labor-
related and nonlabor-related shares of
the large urban and other areas’
standardized amounts used to establish
the prospective payment rates.

The amounts in Table 4 reflect the
revised labor-related and nonlabor-
related portions. Due to the Bureau of
Economic Analysis’ reclassification of
Blood Services to Chemicals, we now
allocate Blood Services to a nonlabor
cost category. We note that, although
there are revisions of the labor and
nonlabor portions, due to both weight
changes and the Blood Services category
change, the labor-related portions of the
rates published in Table 4 have
remained essentially the same. The
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labor-related portion has decreased by
0.146 percentage points.

TABLE 4.—LABOR-RELATED SHARE

Cost category Weight

Wages and Salaries ........cccccceeeennns 50.244
Employee Benefits 11.146
Professional Fees 2.127
Business Services 3.823
Computer Services .... 1.927
Postal Services ................. 0.272
All Other Labor Intensive ................ 1.707
Total Labor-Related ................. 71.246
Total Nonlabor Related ........... 28.754

3. Selection of Price Proxies

After computing the 1992 cost
weights for the rebased hospital market
basket, it is necessary to select
appropriate wage and price proxies to
monitor the rate of increase for each
expenditure category. Most of the
indicators are based on Bureau of Labor
Statistics (BLS) data and are grouped
into one of the following BLS categories:

« Producer Price Indexes—Producer
Price Indexes (PPIs) measure price
changes for goods sold in other than
retail markets. For example, we used the
PPI for ethical drugs, rather than the
Consumer Price Index (CPI) for
prescription drugs. PPIs are preferable
price proxies for goods that hospitals
purchase as inputs in producing their
outputs. The PPIs we used measure
price change at the final stage of
production.

e Consumer Price Indexes—
Consumer Price Indexes (CPIs) measure
change in the prices of final goods and
services bought by the typical
consumer. Because they may not
represent the price faced by the
producer, the consumer price indexes
were used if no appropriate PPl was
available, or if the expenditure was
more similar to that of retail consumers
in general rather than a purchase at the
wholesale level. For example, the CPI
for food purchased away from home was
used as a proxy for contracted food
services.

* Employment Cost Indexes—
Employment Cost Indexes (ECIs)
measure the rate of change in employee
wage rates and employer costs for
employee benefits per hour worked.
These indexes are fixed-weight indexes
and strictly measure the change in wage
rates and employee benefits per hour.
They are not affected by shifts in
employment mix.

* Average Hourly Earnings—Average
Hourly Earnings (AHEs) measure the
rate of change of hourly earnings for
various occupations within a given
industry, and, therefore, reflect a
weighted occupational mix within a
particular industry. The AHE series is
calculated by dividing gross payrolls by
total hours and measures actual
earnings rather than pure wage rates. It
is a current-weight series rather than a
fixed-weight index and thus reflects
shifts in employment mix. An AHE
rather than an ECI is used when there
is no corresponding ECI category that is
an appropriate measure of growth for a
given labor category or when the ECI
does not have sufficient length of
history to be useful for our purpose.

Our proposed price proxies for the
rebased prospective payment hospital
market basket are shown in Table 2
above and are summarized in Appendix
C to this proposed rule.

4. The HCFA Blended Compensation
Index

Compensation includes the two
largest categories of the rebased hospital
market basket. Wages and salaries
account for 50.244 percent and
employee benefits account for 11.146
percent of the total weight in the
prospective payment hospital market
basket.

The proposed HCFA Blended
Compensation Index groups hospital
occupations into nine broad categories.
For eight of those occupational groups,
we believe that hospitals compete for
labor generally with employers outside
the health care sector. Accordingly, we
use economy-wide employment cost
indexes (ECI) as price proxies for these
eight occupational groups. In the case of
compensation for nurses, as well as for
certain other health care technicians

and professionals, the hospital labor
market may be predominant. However,
hospitals do compete with other
industries to obtain certain skilled
professional and technical staff (for
example, computer programmers).
Therefore, for professional and technical
workers, we believe a price proxy that
reflects an equal blend of internal and
external compensation variables is
appropriate.

Similar to the methodology used for
the previous rebasing, the weights for
the nine cost categories in the
occupational blend index were derived
from the 1992 Current Population
Survey (CPS) produced by BLS. Using
the CPS, private hospital workers were
classified into the nine occupational
categories. Private hospitals better
reflect the mix of occupations used to
produce acute care services for the
prospective payment hospital input
price index. Government hospitals were
excluded because their occupational
mix reflects the subset of nonacute care
hospitals. Once private hospital workers
were sorted by occupation into one of
the nine occupational groups, weights
were estimated using the share of wages
and salaries for each of the nine
occupations. These shares formed the
basis of the weights that were used for
the market basket of occupational
categories.

An additional adjustment was made
for contract labor costs. Rather than treat
contract labor as a distinct
noncompensation cost category, it was
integrated into the occupational blend
as a component of hospitals’
compensation costs for purposes of the
market basket index. Thus, contract
labor is treated the same as other labor
expenses. Contract labor was allocated
to the professional and technical and
service occupation categories. After
adjusting the professional and technical
and service workers’ shares to account
for contract labor, the weights for the
nine occupational blend categories were
renormalized to equal 100.00 percent.
The weights and proxies for the nine
cost categories of the HCFA Blended
Wages and Salaries Index are shown in
Table 5.

TABLE 5.—HCFA BLENDED WAGES AND SALARIES INDEX (WAGES AND SALARIES COMPONENT OF THE 1992-BASED

MARKET BASKET)

Cost category Weight Price proxy

Professional and Technical ..........c.ccccoceeniiniicnnnn. 65.729 | Equal blend of ECI for wages and salaries of civilian hospital workers and ECI
for wages and salaries of professional, specialty and technical workers.

Managers and AdmInistrators ..........cccceveeriieeneeen. 9.554 | ECI for wages and salaries for executive, administrative and managerial work-
ers.

SAIES i 0.402 | ECI for wages and salaries for sales workers.

Clerical Workers 12.379 | ECI for wages and salaries for administrative support including clerical workers.

Craft and Kindred .........cccceeviieeeiiee e 1.689 | ECI for wages and salaries for precision production, craft and repair workers.
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TABLE 5.—HCFA BLENDED WAGES AND SALARIES INDEX (WAGES AND SALARIES COMPONENT OF THE 1992-BASED

MARKET BASKET)—Continued

Cost category Weight Price proxy
Operatives Except Transport ...........cccccevvveeneenne. 0.437 | ECI for wages and salaries for machine operators, assemblers and inspectors.
Transport Equipment Operatives ...........ccccceeeveee. 0.122 | ECI for wages and salaries for transportation and material moving workers.
Nonfarm Laborers .........ccoceeiiiiieniiieeeiee e 0.084 | ECI for wages and salaries for handlers, equipment cleaners, helpers and labor-
ers.
Service WOTKETS ......cccvoiiiiiieiieeiee e 9.606 | ECI for wages and salaries for service occupations.
Total Wages and Salaries .........ccoccoveveevvinieeneennnn. 100.000 | Total Weight for Wages and Salaries is 50.2.

Note: Due to rounding, weights may not sum to total.

5. Separate Market Basket for Hospitals
and Hospital Units Excluded From the
Prospective Payment System

In its March 1, 1990 report, ProPAC
recommended that we establish a
separate market basket for hospitals and
hospital units excluded from the
prospective payment system. Effective
with FY 1991, HCFA adopted ProPAC’s
recommendation to implement separate
market baskets. (See the September 4,
1990 final rule (55 FR 36044).)
Prospective payment and excluded
hospitals tend to have different case
mixes, practice patterns, and
composition of inputs. The fact that
these hospitals are not included under
the prospective payment system in part
reflects these differences.

Studies completed by HCFA, ProPAC,
and the hospital industry have
documented different weights for
excluded hospitals and prospective
payment hospitals. Table 7 compares
major weights in the rebased 1992
market basket for excluded hospitals
with weights in the rebased 1992 market
basket for prospective payment system
hospitals. Wages and salaries are 52.152
percent of total operating costs for
excluded hospitals compared to 50.244
percent for prospective payment
hospitals. Employee benefits are 11.569
percent for excluded hospitals
compared to 11.146 percent for
prospective payment hospitals. As a
result, compensation costs (wages and
salaries plus employee benefits) for
excluded hospitals are 63.721 percent of
costs compared to 61.390 percent for
prospective payment hospitals.
Noncompensation costs are 36.279
percent for excluded hospitals and
38.610 of costs for prospective payment
hospitals.

Two significant differences in the
category weights occur in
Pharmaceuticals and Business Services.
Pharmaceuticals represent 4.162 percent
of costs for prospective payment
hospitals and 3.070 percent for
excluded hospitals. Business services
represent 3.823 percent of costs for
prospective payment hospitals and
2.337 percent for excluded hospitals.
The weights for the excluded hospital
market basket were derived using the
same data sources and methods as for
the prospective payment market basket
(see Appendix C to this proposed rule).

Differences in weights between the
proposed excluded hospital and
prospective payment hospital market
baskets do not necessarily lead to
significant differences in the rate of
price growth for the two market baskets.
If the individual wages and prices move
at the approximately same annual rate,
both market baskets may have about the
same price growth even though weights
may differ substantially because both
market baskets use the same wages and
prices. Also, offsetting price increases
for various cost components can result
in similar composite price growth in
both market baskets.

The wage and price proxies are the
same for the excluded hospital and
prospective payment hospital market
baskets. As discussed in section IV.A.2
of this preamble, all of the cost
expenditure weights for both the
prospective payment and excluded
hospital market baskets are subject to
refinement if the U.S. Department of
Commerce data are released in time to
be analyzed and incorporated in the
final market basket.

The excluded hospital market basket
is a composite set of weights for

Medicare participating psychiatric,
long-term care, rehabilitation, and
children’s hospitals. We are proposing
to use cost report data for excluded
hospitals and units whose Medicare
average length of stay is within 15
percent (that is, 15 percent higher or
lower) of the total facility average length
of stay. This is a change from the 1987-
based market basket, for which data for
all excluded hospitals and units were
used. We believe that limiting our
sample to hospitals with a Medicare
average length of stay within 15 percent
of the total facility average length of stay
provides a more accurate reflection of
the structure of costs for Medicare. We
note that the proposed forecast for FY
1997 would be the same even if we had
included all excluded hospitals in the
calculation of weights. The forecast for
both the limited and full set of excluded
hospitals yields a rate of change for FY
1997 of 2.7 percent.

TABLE 6.—COMPARISON OF SIGNIFI-
CANT WEIGHTS FOR 1992-BASED
EXCLUDED HOSPITAL AND PROSPEC-
TIVE PAYMENT HOSPITAL MARKET
BASKETS

Excluded Prospective
Category hospitals ﬁggg&?;
Wages and Sal-
aries ......ooeeeenne 52.152 50.244
Employee Bene-
fits oo 11.569 11.146
Professional
Fees ....cocoee.... 2.098 2.127
Pharmaceuticals 3.070 4.162
All Other ............ 31.111 32.321
Total ........... 100.000 100.000
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TABLE 7.—PROPOSED 1992-BASED EXCLUDED

HOSPITAL OPERATING COST CATEGORIES, WEIGHTS, AND PRICE PROXIES

Rebased
1992 ex-
Expense categories hccl)lg%ﬁgl Price proxy
market
basket
1. COMPENSALION ...eeiiiiiiieiiiie e 63.721
A. Wages and Salaries .........cccccveeviiieeiiieeesiieeennnnn 52.152 | HCFA Occupational Wage Index.
B. Employee Benefits . 11.569 | HCFA Occupational Benefits Index.
2. Professional Fees .......... 2.098 | ECI—Compensation for Professional, Specialty & Technical.
3. Utilities ..o, 2.557
A. Fuel, Oil, and Gasoline . 0.357 | PPI Refined Petroleum Products.
B. ElectriCity ........cccc..... 1.396 | PPl Commercial Electric Power.
C. Natural Gas .......ccccveriieiiieiiieie e 0.694 | PPl Commercial Natural Gas.
D. Water and SEWErage ........cccccceeerviveeeriieennineennes 0.110 | CPI-U Water & Sewerage Maintenance.
4. Professional Liability Insurance 1.081 | HCFA Professional Liability Insurance Premiums Index.
5. AlLONET oo 30.543
A. All Other Products .........ccccceeviiniienieniicieeeeee 23.642
(1.) Pharmaceuticals 3.070 | PPI Ethical (Prescription) Drugs.
(2.) Food ....cocovvvvinen 3.581
a. Direct Purchase ..... 2.446 | PPI Processed Foods & Feeds.
b. Contract Service . 1.135 | CPI-U Food Away From Home.
(3.) Chemicals ................... 3.929 | PPI Industrial Chemicals.
(4.) Medical Instruments ..........ccceeverivieniennen. 3.238 | PPI Medical Instruments & Equipment.
(5.) Photographic Supplies ........ccccccoeeriiiennnne. 0.413 | PPI Photographic Supplies.
(6.) Rubber and Plastics ......... 5.039 | PPl Rubber & Plastic Products.
(7.) Paper Products .... 2.134 | PPI Converted Paper & Paperboard Products.
(8.) Apparel ......ccocvvviiiiiiien, 0.906 | PPI Apparel.
(9.) Machinery and Equipment .. 0.218 | PPl Machinery & Equipment.
(20.) Miscellaneous Products ... 1.112 | PPI Finished Goods.
B. All Other Services ........ccccovviiiiiiiiiiiiiieee 6.901
(1.) BUSINESS SEIVICES ...oovvvviiiiririiiieiieenieee 2.337 | ECI—Compensation for Private Workers in Business Services.
(2.) Computer Services ........... 1.415 | AHE Computer & Data Processing Services.
(3.) Transportation Services 0.195 | CPI-U Transportation.
(4.) Telephone Services ........cccccevvveeeriieeennnne. 0.549 | CPI-U Telephone Services.
(5.) Postage ......c.cceevveviienicnnnnn. 0.282 | CPI-U Postage.
(6.) All Other: Labor Intensive ...... 1.767 | ECI—Compensation for Private Service Occupations.
(7.) All Other: Nonlabor Intensive . 0.356 | CPI-U All Items.
TOtAl oo 100.000

Note: Due to rounding, weights may not sum to total.

Table 8, below, shows what the
excluded hospital weights would be if

cost data for all excluded hospitals had
been used.

TABLE 8.—1992 EXCLUDED HOSPITAL OPERATING COST CATEGORIES, WEIGHTS, AND PROXIES USING DATA FROM ALL
EXCLUDED HOSPITALS

Rebased 1992
Expense categories e;ﬁgdrﬁgrﬂgts' Price proxy
basket
1. COMPENSALION ....eeeiieiiiieiieeie e 68.074
A. Wages and Salaries ........ccccovceeeiiiiieniiieesieenn. 55.714 | HCFA Occupational Wage Index.
B. Employee Benefits . 12.360 | HCFA Occupational Benefits Index.
2. Professional FEES ........ccooviiiiiiiiiiiiieie e 2.073 | ECI—Compensation for Professional, Specialty & Technical.
3. ULIHHES oo 2.191
A. Fuel, Oil, and Gasoline . 0.306 | PPI Refined Petroleum Products.
B. EIECHIICITY ...veevieiiiieiee e 1.196 | PPI Commercial Electric Power.
C. Natural Gas .......cccceeveriiieiieiiie e 0.595 | PPl Commercial Natural Gas.
D. Water and Sewerage .........ccccccvvvivvieniiieneenineens 0.094 | CPI-U Water & Sewerage Maintenance.
4. Professional Liability Insurance ...........cccccevivniinene 1.081 | HCFA Professional Liability Insurance Premiums Index.
5. AlLOhEr ..o 26.582
A. All Other Products ........c.cccevviriiieniiiiienieesieenns 20.333
(1.) Pharmaceuticals .........ccccveviiieniennnnnnen. 2.704 | PPI Ethical (Prescription) Drugs.
L2 T e oL IR 3.069
a. Direct Purchase ..........ccccooceviienicinnn. 2.096 | PPI Processed Foods & Feeds.
b. Contract Service .......cccccooveviiiieennenns 0.973 | CPI-U Food Away From Home.
(3.) Chemicals ......cccocoeeviiiiiiiiieec e 3.367 | PPI Industrial Chemicals.
(4.) Medical InStruments .........cccccccveevverennnnnnn 2.775 | PPI Medical Instruments & Equipment.
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TABLE 8.—1992 EXCLUDED HOSPITAL OPERATING COST CATEGORIES, WEIGHTS, AND PROXIES USING DATA FROM ALL

EXCLUDED HOSPITALS—Continued

Rebased 1992
Expense categories egﬁgdﬁgrﬂgf Price proxy
basket
(5.) Photographic Supplies ........cccccoviieninnnnn. 0.354 | PPI Photographic Supplies.
(6.) Rubber and Plastics .........cccccccveerivrennnnnnn 4.319 | PPI Rubber & Plastic Products.
(7.) Paper Products .........ccccceeiiiiienniiienieenn. 1.829 | PPI Converted Paper & Paperboard Products.
(8.) APPArel ..oeeceeie e 0.777 | PPI Apparel.
(9.) Machinery and Equipment .............ccc...... 0.187 | PPl Machinery & Equipment.
(10.) Miscellaneous Products ..........c.ccceeeneenn. 0.953 | PPI Finished Goods.
B. All Other ServiCes ........ccccouviemiiiiiiiieeeiieee e 6.248
(1.) BUSINESS SEIVICES ....ooevvvrieeriiireeririrenienan 2.337 | ECI—Compensation for Private Workers in Business Services.
(2.) Computer ServiCes .......ccccovvvverneereniunnnn 1.213 | AHE Computer & Data Processing Services.
(3.) Transportation Services .........ccccoevverrvnenn. 0.167 | CPI-U Transportation.
(4.) Telephone Services .........cccoccveeieeeeniunenn. 0.471 | CPI-U Telephone Services.
(5.) POStAge ...cocvvveeiiiii e 0.242 | CPI-U Postage.
(6.) All Other: Labor Intensive ..........cccccoeueee.. 1.514 | ECI—Compensation for Private Service Occupations.
(7.) All Other: Nonlabor Intensive ................... 0.305 | CPI-U All Items.
TOtAl .o 100.000

The relatively small differences in
weights between the proposed excluded
hospital market basket data from
excluded hospitals that have a Medicare
length of stay within 15 percent of the
total facility average length of stay and
the excluded hospital market basket
using data from all excluded hospitals
do not lead to significant changes in the
rate of price growth for these two market
baskets. If all individual wages and
prices move at about the same annual
rate, both market baskets could have
about the same price growth even if
weights are somewhat different. Also,
offsetting price increases for various
costs components can result in the price
growth being the same.

To examine the sensitivity of the
change to the limited set of excluded
hospitals, we developed a comparison
for the period 1988-1998. Using
historical data and forecasts for the
market baskets, we compared limited
and full sets of excluded hospitals.

TABLE 9.—A COMPARISON OF THE
PROPOSED EXCLUDED HOSPITAL
MARKET BASKET AND THE EX-
CLUDED HOSPITAL MARKET BASKET

REBASED USING ALL EXCLUDED
HOSPITALS, PERCENT CHANGE,
1988-1998
Proposed Ehxclu_ded
excluded ospital
(+/ market
. —15%) basket )
Federal fiscal hospital using all Dif-
year market excluded | ference
basket— hos-
1992 pitals—
base 1992
base
Historical:
1988 ............ 4.8 4.8 0.0
1989 . 5.5 5.5 0.0
1990 . 4.5 4.6 (0.2)
1991 . 4.3 4.4 (0.1)
1992 . 3.1 3.2 (0.2)
1993 . 3.1 3.2 (0.2)
1994 ............ 2.6 2.7 (0.1)
1995 ............ 3.3 3.2 0.1
Forecasted:
1996 .... 2.6 2.6 0.0
1997 ............ 2.7 2.7 0.0
1998 ............ 2.9 2.9 0.0
Historical aver-
age:
1988-1995 3.9 4.0 (0.2)
Forecasted av-
erage:
1996-1998 2.7 2.7 0.0

Note that the historical average rate of
growth for 1988-1995 for the proposed
excluded hospital market basket
including only excluded hospitals with
Medicare average length of stay within
15 percent of total facility average
length of stay is virtually identical to
that for the excluded hospital market
basket with all excluded hospitals. The

rates of growth using the two
methodologies are identical for FY 1996,
1997, and 1998.

B. Capital Costs
Rebasing the Capital Input Price Index
1. Background

Effective for cost reporting periods
beginning on or after October 1, 1995,
the Capital Input Price Index (CIPI) is
used to determine the price increase
associated with prospective payment
hospital capital-related expenses.
Capital-related expenses are defined as
depreciation expenses, capital-related
interest expenses, and other capital-
related expenses, such as insurance and
taxes. The CIPI measures the input price
change of these capital-related expenses,
and is included in the capital
prospective payment update framework
to determine a rate of increase in capital
prospective payments.

Like the prospective payment hospital
operating input price index, the CIPI is
a fixed-weight price index. A fixed-
weight price index measures how much
it would cost at a later date to purchase
the same mix of goods and services
purchased in the base period. For the
prospective payment hospital operating
and capital input price indexes, the base
period is selected and cost category
weights are determined using available
data on hospitals. Next, appropriate
price proxy indexes are chosen for each
cost category. Then a price proxy index
level for each expenditure category is
multiplied by the comparable cost
category weight. The sum of these
products (that is, weights multiplied by
price proxy index levels) for all cost
categories yields the composite index
level of the market basket for a given
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year. Repeating the step for other years
produces a time series of composite
market basket index levels. Dividing an
index level by a later index level
produces a rate of growth in the input
price index. Since the percent change is
computed for the fixed mix of total
capital inputs with a 1992 base, the
index is called fixed-weight.

Like the operating input price index,
the CIPI measures the price changes
associated with costs during a given
year. In order to do so, the CIPI must
differ from the operating input price
index in one important aspect. The CIPI
must reflect the vintage nature of
capital, which is the acquisition and use
of capital over time. Capital expenses in
any given year are determined by the
stock of capital in that year (that is,
capital that remains on hand from all
current and prior capital acquisitions).
An index measuring capital price
changes needs to reflect this vintage
nature of capital. Therefore, the CIPI
was developed to capture the vintage
nature of capital by using a weighted-
average of past capital purchase prices
up to and including the current year.
Using Medicare cost reports, AHA data,
and Securities Data Corporation data, a
vintage-weighted price index was
developed to measure price increases
associated with capital expenses. The
most recent discussion on the CIPI and
methodological background was
published in the September 1, 1995
final rule (60 FR 45817). The following
Federal Register documents describe
development and revisions of the
methodology involved with the
construction of the CIPI:

September 1, 1992 (57 FR 40016), May

26, 1993 (58 FR 30448),

September 1, 1993 (58 FR 46490), May

27,1994 (59 FR 27876),

September 1, 1994 (59 FR 45517), June

2,1995 (60 FR 29229), and September

1, 1995 (60 FR 45815).

We periodically update the base year
for the operating and capital input
prices to reflect the changing
composition of inputs for operating and
capital expenses. Currently, both the
operating input price index and the CIPI
are based to FY 1987. We are proposing
that the base year cost structure be
updated to FY 1992, the most recent
year with relatively complete data for
purposes of rebasing. We explain the
process of rebasing the cost structure
weights for the CIPI below.

2. Rebasing the Capital Input Price
Index

We are proposing to use a rebased
capital input price index (CIPI) in
developing the FY 1997 capital update
factor for capital prospective payment
rates. The new CIPI would be rebased to
reflect the 1992, rather than the 1987,
structure of capital costs. In developing
the rebased CIPI, we reviewed hospital
capital expenditure data for capital cost
categories (depreciation, interest, and
other). Two sets of weights had to be
developed in order to compute the
rebased CIPI: (1) cost category weights
which identify the proportion of total
hospital capital expenditures
attributable to each capital expenditure
category, and (2) relative vintage
weights for depreciation and interest
which identify the proportion of capital
expenditures within a cost category that
are attributable to each year over the life
of capital assets in that category.
Because capital expense data in the
Medicare Cost Reports is not available
prior to 1980 for use in computing
vintage weights, the two sets of weights
are measured using the best data sources
available as explained below and in
Appendix C to this proposed rule. The
computations involved with rebasing
the CIPI are explained for each of these
sets of weights.

a. Capital Cost Category Weights. The
capital cost category weights in Table 1
below were computed using a
combination of the FY 1992 Medicare
Cost Reports and 1992 AHA Annual
Survey data. Fiscal Year 1992 marked
the first year for expanded capital data
available in the Medicare Cost Reports.
After reviewing the data, we determined
that much of the data had been
reclassified into different expense
categories. Therefore, we removed
reports that appeared to have
reclassified data, and matched the
remaining reports to the corresponding
reports in the AHA Annual Survey data
set. These remaining 2724 reports were
used to compute capital cost category
weights and the expected life of capital,
which is used in determining vintage
weights for depreciation and interest.

In reviewing the data, we determined
that the Medicare Cost Reports provided
accurate data for depreciation and other
capital expenses, but had reclassified
interest data. We determined that AHA
Annual Survey data more accurately

reflected interest expense, based on past
trends in interest rates. Therefore, we
used the AHA Annual Survey interest
levels along with the Medicare Cost
Report levels for depreciation and other
capital expenses to develop a more
robust capital cost data base.

After removing depreciation, interest,
and other capital expenses from total
capital expenses, the remainder
constitutes lease expenses. Lease
expenses are not a separate cost category
in the CIPI. They are distributed to the
other cost categories (depreciation,
interest, other), reflecting an assumption
that the underlying cost structure of
leases is similar to capital costs in
general. We assigned 10 percent of lease
expenses to the other capital expenses
cost category as overhead, and the
remaining lease expenses were
distributed to the three cost categories
based on the weights of depreciation,
interest, and other capital expenses not
including lease expenses. (We base this
assignment of 10 percent of lease
expenses to overhead on the common
assumption that overhead is 10 percent
of costs.)

We also used the 1992 Medicare Cost
Reports to determine weights for the
building and fixed equipment category
and the movable equipment category.
Expenses for building and fixed
equipment and for movable equipment
were determined using the same sample
of reports as was used to compute the
major cost category weights. The split
between building and fixed equipment
and movable equipment was also used
to compute the vintage weights
described below. Table 10 presents a
comparison of the rebased 1992 capital
cost weights and the 1987 capital cost
weights.

We only used those hospital reports
which we considered to have capital
data that was not reclassified. Because
we did not use all hospital reports, we
were concerned that the hospitals used
may not be representative of the
universe. Therefore, we compared the
distribution of costs for the hospitals
used with the data re-weighted to reflect
the characteristics of the total universe
of hospitals. From this analysis we
validated that the cost weights derived
from the subset we used were
representative of the cost weights for the
entire universe of hospitals.
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TABLE 10—COMPARISON OF 1987 AND 1992 COST CATEGORY WEIGHTS

Expense categories FY1987 Rebased Price proxy

TOTAl oo 1.0000 1.0000
Total depreciation ..........ccceeeviriieniinineens .6510 .6484

1. Building and fixed equipment depr .3054 .3009 | Boeckh Institutional Construction Index—vintage weighted (22 yrs)

2. Movable equipment depreciation .. .3456 .3475 | PPI for Machinery and Equipment—vintage weighted (10 yrs)
Total iNterest ......cccovvvevveiineeiciiieees 3274 .3184

1. Government/Non Profit Interest .2783 .2706 | Average Yield on Domestic Municipal Bonds (Bond Buyer 20

bonds)—vintage weighted (22 yrs)

2. FOr-Profit INtErest .........coooveiiiiiiieiiiiec e .0491 .0478 | Average Yield on Moody’s AAA Bonds—vintage weighted (22 yrs)

(@131 TSRS UPR R PPR .0216 .0332 | CPI (U) for Residential Rent

Source: 1992 Medicare Cost Reports, PPS year 9; 1992 AHA Annual Survey.
Note: Due to rounding, weights may not sum to totals.

We had planned to incorporate the
1992 data from the Department of
Commerce for developing capital cost
category weights. However, these data
were not available when we developed
this proposed rule. If the data become
available in time to for us to analyze it,
we plan to incorporate it as a data input
for the final rule.

b. Relative Vintage Weights for Prices.
As we have explained in previous
Federal Register documents (September
1, 1995, 60 FR 45817), the CIPI was
developed to capture the vintage nature
of capital; that is, because capital is
acquired and consumed over time, the
capital expenses in any given year are
determined by past and current
purchases of physical and financial
capital. Therefore, a vintage-weighted
CIPI was developed which used vintage
weights for depreciation (physical
capital) and interest (financial capital)
to capture the long-term consumption of
capital. These vintage weights reflect
the purchase patterns of building and
fixed equipment and movable
equipment over time. Because
depreciation and interest expenses are
determined by the amount of past and
current capital purchases, we use the
vintage weights to compute vintage-
weighted price changes associated with
depreciation and interest expense,
which is the purpose of the CIPI.

To compute the vintage weights for
depreciation and interest expenses, we
used a time series of capital purchases
for building and fixed equipment and
movable equipment. We found no single
source that provides the best time series
of capital purchases by hospitals for all
of the above components of capital
purchases. The Medicare Cost Reports
did not have sufficient capital data to
meet this need. The AHA Panel Survey
provides a consistent database back to
1963. While the AHA Panel Survey data
does not provide annual capital
purchases, it does provide a time series
of depreciation and interest expenses,
which can be used to infer capital
purchases over time. The process of
using the AHA data to estimate a time

series of capital purchases, and
eventually vintage weights, is explained
in detail below.

In order to estimate capital purchases
from AHA data on depreciation and
interest expenses, the expected life for
building and fixed equipment, for
movable equipment, and for debt
instruments is needed. The expected life
is used in the calculation of vintage
weights for building and fixed
equipment, movable equipment, and
debt instruments as we explain below.

We used the same sample of hospitals
from FY 1992 Medicare Cost Reports
and the 1992 AHA Annual Survey
explained above in computing cost
category weights to compute the
expected life of building and fixed
equipment and movable equipment.
(The AHA Panel Survey is a monthly
survey of a sample of hospitals, while
the AHA Annual Survey is a more
detailed survey of all hospitals.) The
expected life of any piece of equipment
can be determined by dividing the
historical asset cost (excluding fully
depreciated assets) by the current year
depreciation amount. This calculation
yields the estimated useful life of an
asset if depreciation continued at
current year levels, assuming straight-
line depreciation, which is the only
depreciation method allowed under
Medicare. From the FY 1992 costs
reports, the expected life of building
and fixed equipment was determined to
be 22 years, and the expected life of
movable equipment was determined to
be 10 years. By comparison, the
expected life using FY 1987 data was 25
years for building and fixed equipment
and 10 years for movable equipment.

It was also necessary to compute the
expected life of debt instruments held
by hospitals. As in prior exercises, we
used hospital issuances of municipal
and commercial bonds from Securities
Data Corporation to determine the
expected life of hospital debt
instruments, which is used in the
estimation of vintage weights for
interest expense. This data source
produced a weighted average life for the
two types of bonds of 22 years for FY

1992, the same expected life as was
computed for the 1987-based CIPI.

An annual series of total expenses and
depreciation expenses was obtained
from the AHA Panel Survey. For the
calculation of vintage weights, this
expense data was needed back to 1963.
However, the depreciation expense data
in the AHA Panel survey was available
only back to 1976. We noticed an
increasing trend in depreciation
expenses as a percentage of total
expenses. We performed a regression on
this percentage, and used the regression
equation to estimate depreciation
expenses back to 1963. We then used
the fixed and movable weights derived
from the FY 1992 Medicare Cost Reports
to partition the AHA Panel Survey
depreciation expenses into annual
amounts of building and fixed
depreciation and movable depreciation.

Multiplying the annual depreciation
amounts by the expected life
calculations from the FY 1992 Medicare
cost reports, year-end asset costs for
building and fixed equipment and
movable equipment were determined.
Then by subtracting the previous year
asset costs from the current year asset
costs, annual purchases of building and
fixed equipment and movable
equipment were estimated back to 1963.
This capital purchase time series is then
used to compute the vintage weights for
building and fixed equipment, movable
equipment, and debt instruments. Each
of these sets of vintage weights is
explained in detail below.

For building and fixed equipment
vintage weights, the real annual capital
purchase amounts for building and
fixed equipment derived from the AHA
Panel Survey were used. The real
annual purchase amount was used to
capture the actual amount of the
physical acquisition, net of the effect of
price inflation. This real annual
purchase amount for building and fixed
equipment was produced by deflating
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the nominal annual purchase amount by
the building and fixed equipment price
proxy, the Boeckh institutional
construction index. Because building
and fixed equipment has an expected
life of 22 years, the vintage weights for
building and fixed equipment were
deemed to represent the average
purchase pattern of building and fixed
equipment over 22-year periods. With
real building and fixed equipment
purchase estimates available back to
1963, nine 22-year periods could be
averaged to determine the average
vintage weights for building and fixed
equipment. Averaging different periods
produces vintage weights that are
representative of average building and
fixed equipment purchase patterns over
time. Vintage weights for each 22-year
period are calculated by dividing the
real building and fixed capital purchase
amount in any given year by the total
amount of purchases in the 22-year
period. For example, for the 22-year
period of 1964-1985, the vintage weight
for year 1 is calculated by dividing the
real annual capital purchase amount of
building and fixed equipment in 1964
into the total amount of real annual
capital purchases of building and fixed
equipment over the entire 1964-1985
period. This calculation is done for each
year in the 22-year period, and for each
of the nine 22-year periods. An average
is taken of the nine 22-year periods to
determine the FY 1992 average building
and fixed equipment vintage weights,
presented in Table 11 with the FY 1987
vintage weights.

For movable equipment vintage
weights, the real annual capital
purchase amounts for movable

equipment derived from the AHA Panel
Survey were used. The real annual
purchase amount was used to capture
the actual amount of the physical
acquisition, net of price inflation. This
real annual purchase amount for
movable equipment was produced by
deflating the nominal annual purchase
amount by the movable equipment price
proxy, the Producer Price Index for
machinery and equipment. Because
movable equipment has an expected life
of 10 years, the vintage weights for
movable equipment were deemed to
represent the average purchase pattern
of movable equipment over 10-year
periods. With real movable equipment
purchase estimates available back to
1963, 21 10-year periods could be
averaged to determine the average
vintage weights for movable equipment.
Averaging different periods produces
vintage weights which are
representative of average movable
equipment purchase patterns over time.
Vintage weights for each 10-year period
are calculated by dividing the real
movable capital purchase amount for
any given year by the total amount of
purchases in the 10-year period. For
example, for the 10-year period of 1976—
1985, the vintage weight for year 1 is
calculated by dividing the real annual
capital purchase amount of movable
equipment in 1976 into the total amount
of real annual capital purchases of
movable equipment over the entire
1976-1985 period. This calculation is
done for each year in the 10-year period,
and for each of the 21 10-year periods.
The average of the 21 10-year periods is
used to determine the FY 1992 average

movable equipment vintage weights,
presented in Table 11 with the FY 1987
vintage weights.

For interest vintage weights, the
nominal annual capital purchase
amounts for total equipment (building
and fixed, and movable) derived from
the AHA Panel Survey were used.
Nominal annual purchase amounts were
used to capture the value of the debt
instrument. Because debt instruments
have an expected life of 22 years, the
vintage weights for interest were
deemed to represent the average
purchase pattern of total equipment
over 22-year periods. With nominal total
equipment purchase estimates available
back to 1963, nine 22-year periods could
be averaged to determine the average
vintage weights for interest. Averaging
different periods produces vintage
weights which are representative of
average capital purchase patterns over
time. Vintage weights for each 22-year
period are calculated by dividing the
nominal total capital purchase amount
for any given year by the total amount
of purchases in the 22-year period. For
example, for the 22-year period of 1964—
1985, the vintage weight for year 1 is
calculated by dividing the nominal
annual capital purchase amount of total
equipment in 1964 into the total amount
of nominal annual capital purchases of
total equipment over the entire 1964—
1985 period. This calculation is done for
each year in the 22-year period, and for
each of the nine 22-year periods. The
average of the nine 22-year periods is
used to determine the FY 1992 average
interest vintage weights, presented in
Table 11 with the FY 1987 weights.

TABLE 11.—VINTAGE WEIGHTS FOR CAPITAL-RELATED PRICE PROXIES

Building and fixed equip- Movable equipment Interest
ment
Year Rebased Rebased
FY1987 Rebased %13%7 FY1992 F2Y213§S7 FY1992
25 yrs 22 yrs 10 yrs 22 yrs
.015 .019 .064 .069 .007 .007
.019 .020 .072 .075 .009 .008
.022 .023 .077 .083 .010 .010
.024 .026 .085 .091 .011 .012
.023 .028 .095 .097 .013 .014
.022 .030 101 .103 .015 .016
.020 .031 109 109 .017 .018
.021 .032 .020 .021
.025 .036 .023 .024
.030 .039 .027 .029
.033 .043 .032 .035
.034 .047 .038 .041
.034 .050 .043 .047
.035 .052 .050 .052
.038 .055 .057 .059
.043 .059 .064 .067
.049 .062 .074 .074
.053 .065 .083 .081
.056 .067 .090 .088
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TABLE 11.—VINTAGE WEIGHTS FOR CAPITAL-RELATED PRICE PROXIES—Continued

Building and fixed equip- Movable equipment Interest
ment
Year Rebased Rebased
FY1987 Rebased %13?57 FY1992 F2Y21§,’FS7 FY1992
25 yrs 22 yrs 10 yrs 22 yrs

.057 .069 .098 .093
.060 .072 .105 .099
.066 .073 114 .103
0 S U P PSUPR U PPPUPPRURR R RRRRR
075 | oo | i | e | e | e
OT77 | oo | s | eveeeeeenieeiieeeees | e | ceereeeeeeeneeaeen
TOAl vt 1.000 1.000 1.000 1.000 1.000 1.000

Sources: AHA Panel Survey, 1963-1993; 1992 Medicare Cost Reports; Securities Data Corporation.

3. Selection of Price Proxies

After the 1992 capital cost category
weights were computed, it was
necessary to select appropriate price
proxies to monitor the rate of increase
for each expenditure category. Our
proposed price proxies for the FY 1992
based CIPI are the same as those for the
FY 1987 based CIPI. The rationale for

selecting the price proxies is explained
in the June 2, 1995 proposed rule (60 FR
29227) and the September 1, 1995 final
rule (60 FR 45817). The proposed price
proxies are presented in Table 10.

4. Forecast of the CIPI for Federal Fiscal
Year 1997

DRI forecasts a 1.0 percent increase in
the rebased 1992 CIPI for FY 1997, as

indicated in Table 12. This is the
outcome of a 2.5 percent increase in
projected depreciation prices (building
and fixed equipment, and movable

equipment) and a 2.3 percent increase

in other capital expense prices in FY

1997, partially offset by a 3.0 percent

decline in vintage-weighted interest
rates in FY 1997.

TABLE 12.—HCFA CAPITAL INPUT PRICE INDEX PERCENT CHANGES, TOTAL AND COMPONENTS, FISCAL YEARS 1979 TO

2000
Depreciation
Fiscal Year Total Building and Interest Other
Total fixed e%uip- e’(\q/ll?i\;/)arr?(laent
ment
WEIGhS (FY92) ittt 1.0000 0.6484 0.3009 0.3475 0.3184 0.0332
Price Changes
5.4 7.4 7.0 7.7 2.7 7.1
6.9 8.0 7.3 8.5 5.4 8.6
8.7 8.5 7.7 9.1 9.1 8.8
9.2 8.5 8.0 9.0 10.2 8.0
6.7 8.1 7.9 8.2 4.8 6.3
6.3 7.3 7.6 7.1 49 5.0
5.2 6.3 7.0 5.8 35 5.9
3.7 5.7 6.4 5.1 0.7 6.2
3.1 5.1 5.9 4.5 -0.1 4.5
3.0 4.6 5.4 4.0 0.3 3.8
2.6 4.4 5.2 3.7 -0.5 3.8
2.3 4.0 4.9 3.2 -0.7 4.2
2.0 3.6 4.6 2.7 -11 3.9
15 3.2 4.4 2.1 -2.0 2.6
11 2.9 4.1 1.8 —-2.8 2.4
11 2.7 3.9 1.7 —-2.7 2.3
1.3 2.6 3.8 1.6 -2.0 25
0.9 2.5 3.7 15 -3.1 2.4
1.0 2.5 35 15 -3.0 2.3
1.0 25 34 15 -3.1 3.0
1.0 2.4 3.4 15 -3.1 2.4
11 2.4 34 15 -3.2 2.8

Source: DRI/McGraw-Hill HCC, 1st Qtr 1996; @USSIM/TREND25YR0296 @CISSIM/CONTROL961.

Released By: HCFA, OACT, Office of National Health Statistics.
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5. Comparison of Percent Changes in the
FY 1992 Based CIPI and the FY 1987
Based CIPI

Rebasing the CIPI from 1987 to 1992
decreased the percent change in the FY
1997 forecast by only 0.2 percentage
points, from 1.2 to 1.0 as indicated in
Table 4. The effect of rebasing is
analyzed by comparing the 1992-based
CIPI forecasted percent changes to the
1987-based CIPI forecasted percent
changes using the same DRI forecast of
component prices. As shown in Table
13, there is only a 0.2 percentage point
difference between the percent changes
in the 1992-based CIPI and the 1987-
based CIPI using the first quarter 1996
forecast. The difference is caused by
changes to: (1) cost category weights, (2)
expected life, and (3) vintage weights.
The changes to cost category weights
coupled with the wide disparity in price
changes between the different cost
categories contributed to lowering the
CIPI percent change in the FY 1997
forecast. This was the case with fixed
depreciation, which has faster price
growth than the other cost categories
and now has a lower weight by nearly
one-half of a percentage point because
of rebasing to 1992. Also contributing to
the 0.2 percentage point difference in
FY 1997 forecast is the change in the
expected life of building and fixed
equipment and the change in the
vintage weights for all three
components: building and fixed
equipment, movable equipment, and
interest. The shorter expected life (22
years in 1992 versus 25 years in 1987)
of building and fixed equipment slightly
decreased the FY 1997 forecast CIPI
percent change because years with
higher price increases were not
included as they had been before. The
change in vintage weights also tended to
decrease the FY 1997 CIPI percent
change because vintage weights in all
cases changed to be spread more evenly
over the life of the asset, decreasing the
weight of more recent years and
increasing the weight of past years. In
the years around FY 1997, prices for
depreciation and interest are projected
to increase slightly faster than prices in
earlier years.

TABLE 13.—COMPARISON OF 1987
AND 1992 BASED CAPITAL INPUT
PRICE INDEX USING THE SAME DRI

FORECAST, PERCENT CHANGE,
1979-1997
CIPI
Federal fiscal year
Rebased
1987 1992
1979 i 5.6 54

TABLE 13.—COMPARISON OF 1987
AND 1992 BASED CAPITAL INPUT
PRICE INDEX USING THE SAME DRI

FORECAST, PERCENT CHANGE,
1979-1997—Continued
CIPI
Federal fiscal year Rebased
1987 1992
7.1 6.9
8.8 8.7
9.3 9.2
6.7 6.7
6.3 6.3
51 5.2
3.7 3.7
3.1 3.1
3.0 3.0
2.7 2.6
2.4 2.3
2.1 2.0
1.7 1.5
1.3 1.1
1.3 1.1
1.5 1.3
1.2 0.9
1.2 1.0
Source: DRI/McGraw-Hill HCC, 1st Qtr

1996; @USSIM/TREND25YR0296 @CISSIM/
CONTROL961.

Released by: HCFA, OACT, Office of Na-
tional Health Statistics.

6. Comparison of Percent Changes in the
FY 1997 CIPI Forecast in the September
1, 1995 Federal Register and the current
FY 1997 CIPI Forecast

The previously published CIPI
forecast for FY 1997 of 1.7 percent has
been revised to 1.0 percent in this
proposed rule. As explained above in
section IV.B.5, 0.2 percentage points of
the decline was the result of rebasing
the CIPI from 1987 to 1992. The
remaining 0.5 percentage point
difference in FY 1997 between the 1992-
based CIPI and the 1987-based CIPI
previously published is the result of
revised projections by DRI. Since
making a forecast in the second quarter
of 1995 for the September 1, 1995
Federal Register, DRI has revised their
projections of price changes downward
for every cost category in the CIPI. This
revised projection accounts for 0.5 of
the 0.7 difference between the 1992-
based CIPI percent changes and the
1987-based CIPI percent changes
previously published.

V. Other Decisions and Proposed
Changes to the Prospective Payment
System for Inpatient Operating Costs

A. Sole Community Hospital Criteria
(8412.92)

Under the prospective payment
system, special payment protections are
provided to hospitals that, by reason of
factors such as isolated location,

weather conditions, travel conditions, or
absence of other hospitals, are the sole
source of hospital inpatient services
reasonably available to Medicare
beneficiaries. The criteria a hospital
must meet to be classified as a sole
community hospital (SCH) as well as
the special payment adjustments
available are set forth in the regulations
at §412.92.

One of the ways in which a hospital
can qualify for sole community status is
to be located between 25 and 35 miles
from other like hospitals and prove that
no more than 25 percent of residents
who become inpatients or no more than
25 percent of the Medicare beneficiaries
who become inpatients in the hospital’s
“*service area” are admitted to other like
hospitals located within a 35-mile
radius of the hospital (or its service area,
if larger).

In the rulemaking process for FY
1989, we addressed the criteria for
qualification as a sole community
hospital. ProPAC had recommended
that we issue guidelines before the
beginning of FY 1989 to promote greater
uniformity in the criteria applied by
regional offices to designate sole
community hospitals. In the final rule
published on September 30, 1988, we
stated: “A hospital may delineate its
service area by identifying the zip codes
of all its inpatients for the cost reporting
period ending before the date it applies
for SCH status. The lowest number of
zip codes accounting for at least 75
percent of its inpatients would then
constitute its service area.” (53 FR
35810-11).

In March 1990, we issued a revised
manual which inadvertently reflected
policy prior to October 1, 1988;
specifically, section 2810 A.2.c of the
Medicare Provider Reimbursement
Manual, Part 1 (HCFA Pub. 15-1) stated,
“A hospital may define its service area
as the lowest number of contiguous zip
codes from which the hospital draws at
least 75 percent of its inpatients.”
(Emphasis added.) This revision does
not accurately reflect the definition of
““service area’ that we set forth in the
FY 1989 final rule in response to
ProPAC’s recommendation that we
address the criteria for SCH status. It has
come to our attention that, accordingly,
some hospitals have raised questions
about the definition of service area. In
this proposed rule, we are clarifying
that, consistent with the language in the
September 30, 1988 final rule, our
definition of *‘service area” for purposes
of determining SCH status does not
require contiguous zip code areas. We
have applied this definition since
October 1, 1988 (the effective date of the
September 30, 1988 final rule). The
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current manual inadvertently reflects
previous policy, and does not reflect our
current policy as set forth in the Federal
Register and applied since October 1,
1988. We intend to revise the current
manual accordingly at our earliest
opportunity.

B. Rural Referral Centers (§412.96)

Under the authority of section
1886(d)(5)(C)(i) of the Act, §412.96 sets
forth the criteria a hospital must meet in
order to receive special treatment under
the prospective payment system as a
rural referral center. For discharges
occurring before October 1, 1994, rural
referral centers received the benefit of
payment based on the other urban rather
than the rural standardized amount. As
of that date, the other urban and rural
standardized amounts are the same.
However, rural referral centers continue
to receive special treatment under both
the disproportionate share hospital
payment adjustment and the criteria for
geographic reclassification.

One of the criteria under which a
rural hospital may qualify as a referral
center is to have 275 or more beds
available for use. A rural hospital that
does not meet the bed size criterion can
qualify as a rural referral center if the
hospital meets two mandatory criteria
(number of discharges and case-mix
index) and at least one of three optional
criteria (medical staff, source of
inpatients, or volume of referrals). With
respect to the two mandatory criteria, a
hospital may be classified as a rural
referral center if its—

e Case-mix index is at least equal to
the lower of the median case-mix index
for urban hospitals in its census region,
excluding hospitals with approved
teaching programs, or the median case-
mix index for all urban hospitals
nationally; and

« Number of discharges is at least
5,000 discharges per year or, if fewer,
the median number of discharges for
urban hospitals in the census region in
which the hospital is located. (The
number of discharges criterion for an
osteopathic hospital is at least 3,000
discharges per year.)

1. Case-Mix Index

Section 412.96(c)(1) provides that
HCFA will establish updated national
and regional case-mix index values in
each year’s annual notice of prospective
payment rates for purposes of
determining rural referral center status.
In determining the proposed national
and regional case-mix index values, we
follow the same methodology we used
in the November 24, 1986 final rule, as
set forth in regulations at
§412.96(c)(1)(ii). Therefore, the

proposed national case-mix index value
includes all urban hospitals nationwide,
and the proposed regional values are the
median values of urban hospitals within
each census region, excluding those
with approved teaching programs (that
is, those hospitals receiving indirect
medical education payments as
provided in §412.105).

These values are based on discharges
occurring during FY 1995 (October 1,
1994 through September 30, 1995) and
include bills posted to HCFA'’s records
through December 1995. Therefore, in
addition to meeting other criteria, we
are proposing that to qualify for initial
rural referral center status or to meet the
triennial review standards for cost
reporting periods beginning on or after
October 1, 1996, a hospital’s case-mix
index value for FY 1995 would have to
be at least—

e 1.3332; or

« Equal to the median case-mix index
value for urban hospitals (excluding
hospitals with approved teaching
programs as identified in §412.105)
calculated by HCFA for the census
region in which the hospital is located.

The median case-mix values by region
are set forth in the table below:

Case-
; mix
Region index
value
1. New England (CT, ME, MA, NH,
=1V OO 1.2292
2. Middle Atlantic (PA, NJ, NY) ...... 1.2224
3. South Atlantic (DE, DC, FL, GA,
MD, NC, SC, VA, WV) .....ccccc..e. 1.3375
4. East North Central (IL, IN, MI,
OH, WI) e 1.2450
5. East South Central (AL, KY, MS,
TN e 1.2911
6. West North Central (1A, KS, MN,
MO, NE, ND, SD) ....cccoveevirieannnn. 1.2178
7. West South Central (AR, LA,
OK, TX) oot 1.3080
8. Mountain (AZ, CO, ID, MT, NV,
NM, UT, WY) e, 1.3284
9. Pacific (AK, CA, HI, OR, WA) ... | 1.3333

The above numbers will be revised in
the final rule to the extent required to
reflect the updated MedPAR file, which
will contain data from additional bills
received for discharges through
September 30, 1995.

For the benefit of hospitals seeking to
qualify as referral centers or those
wishing to know how their case-mix
index value compares to the criteria, we
are publishing each hospital’s FY 1995
case-mix index value in Table 3C in
section V of the Addendum to this
proposed rule. In keeping with our
policy on discharges, these case-mix
index values are computed based on all

Medicare patient discharges subject to
DRG-based payment.

2. Discharges

Section 412.96(c)(2)(i) provides that
HCFA will set forth the national and
regional numbers of discharges in each
year’s annual notice of prospective
payment rates for purposes of
determining referral center status. As
specified in section 1886(d)(5)(C)(ii) of
the Act, the national standard is set at
5,000 discharges. However, we are
proposing to update the regional
standards. The proposed regional
standards are based on discharges for
urban hospitals’ cost reporting periods
that began during FY 1994 (that is,
October 1, 1993 through September 30,
1994). That is the latest year for which
we have complete discharge data
available.

Therefore, in addition to meeting
other criteria, we are proposing that to
qualify for initial rural referral center
status or to meet the triennial review
standards for cost reporting periods
beginning on or after October 1, 1996,
the number of discharges a hospital
must have for its cost reporting period
that began during FY 1995 would have
to be at least—

* 5,000; or

« Equal to the median number of
discharges for urban hospitals in the
census region in which the hospital is
located, as indicated in the table below.

Number
Region of dis-
charges.
1. New England (CT, ME, MA, NH,

RI VT) o 6812
2. Middle Atlantic (PA, NJ, NY) ...... 9067
3. South Atlantic (DE, DC, FL, GA,

MD, NC, SC, VA, WV) ....cccceevenn 6972
4. East North Central (IL, IN, MI,

OH, WI) oot 6958
5. East South Central (AL, KY, MS,

TN) e 5007
6. West North Central (1A, KS, MN,

MO, NE, ND, SD) ...ccccoovvrrieninens 4216
7. West South Central (AR, LA,

(O] T I T 4002
8. Mountain (AZ, CO, ID, MT, NV,

NM, UT, WY) i 6992
9. Pacific (AK, CA, HI, OR, WA) .... 5669

We reiterate that, to qualify for rural
referral center status for cost reporting
periods beginning on or after October 1,
1996, an osteopathic hospital’s number
of discharges for its cost reporting
period that began during FY 1995 would
have to be at least 3,000.

3. Retention of Referral Center Status

Section 412.96(f) states that each
hospital receiving the referral center
adjustment is reviewed every 3 years to
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determine if the hospital continues to
meet the criteria for referral center
status. To retain status as a referral
center, a hospital must meet the criteria
for classification as a referral center
specified in §412.96 (b)(1) or (b)(2) or
(c) for 2 of the last 3 years, or for the
current year. A hospital may meet any
one of the three sets of criteria for
individual years during the 3-year
period or the current year. For example,
a hospital may meet the two mandatory
requirements in §412.96(c)(1) (case-mix
index) and (c)(2) (number of discharges)
and the optional criterion in paragraph
(c)(3) (medical staff) during the first
year. During the second or third year,
the hospital may meet the criteria under

§412.96(b)(1) (rural location and
appropriate bed size).

A hospital must meet all of the
criteria within any one of these three
sections of the regulations in order to
meet the retention requirement for a
given year. That is, it will have to meet
all of the criteria of §412.96(b)(1) or
§412.96(b)(2) or §412.96(c). For
example, if a hospital meets the case-
mix index standards in §412.96(c)(1) in
years 1 and 3 and the number of
discharge standards in §412.96(c)(2) in
years 2 and 3, it will not meet the
retention criteria. All of the standards
would have to be met in the same year.

In accordance with §412.96(f)(2), the
review process is limited to the
hospital’s compliance during the last 3
years. Thus, if a hospital meets the

criteria in effect for at least 2 of the last
3 years or if it meets the criteria in effect
for the current year (that is, the criteria
for FY 1997 outlined above in this
section of the preamble), it will retain
its status for another 3 years. We have
constructed the following chart and
example to aid hospitals that qualify as
referral centers under the criteria in
§412.96(c) in projecting whether they
will retain their status as a referral
center.

Under §412.96(f), to qualify for a 3-
year extension effective with cost
reporting periods beginning in FY 1997,
a hospital must meet the criteria in
§412.96(c) for FY 1997 or it must meet
the criteria for 2 of the last 3 years as
follows:

For the cost reporting period beginning
during FY

Use hospital's case-mix index for FY

Use the discharges for the hospital’s
cost reporting period beginning during
FY

Use numerical stand-
ards as published in
the FEDERAL REG-
ISTER ONn

September 1, 1995.
September 1, 1994.
September 1, 1993.

Example: A hospital with a cost reporting
period beginning July 1 qualified as a referral
center effective July 1, 1994. The hospital has
fewer than 275 beds. Its 3-year status as a
referral center is protected through June 30,
1997 (the end of its cost reporting period
beginning July 1, 1996). To determine if the
hospital should retain its status as a referral
center for an additional 3-year period, we
will review its compliance with the
applicable criteria for its cost reporting
periods beginning July 1, 1994, july 1, 1995,
and July 1, 1996. The hospital must meet the
criteria in effect either for its cost reporting
period beginning July 1, 1997, or for two out
of the three past periods. For example, to be
found to have met the criteria at §412.96(c)
for its cost reporting period beginning July 1,
1995, the hospital’s case-mix index value
during FY 1993 must have equaled or
exceeded the lower of the national or the
appropriate regional standard as published in
the September 1, 1994 final rule with
comment period. The hospital’s total number
of discharges during its cost reporting year
beginning July 1, 1993, must have equaled or
exceeded 5,000 or the regional standard as
published in the September 1, 1994 final rule
with comment period.

For those hospitals that seek to retain
referral center status by meeting the
criteria of §412.96(b)(1) (i) and (ii) (that
is, rural location and at least 275 beds),
we will look at the number of beds
shown for indirect medical education
purposes (as defined at §412.105(b)) on
the hospital’s cost report for the
appropriate year. We will consider only
full cost reporting periods when
determining a hospital’s status under
§412.96(b)(1)(ii). This definition varies

from the number of beds criterion used
to determine a hospital’s initial status as
a referral center because we believe it is
important for a hospital to demonstrate
that it has maintained at least 275 beds
throughout its entire cost reporting
period, not just for a particular portion
of the year.

C. Disproportionate Share Adjustment
(8§412.106)

Section 1886(d)(5)(F) of the Act
provides for additional payments for
hospitals that serve a disproportionate
share of low income patients. The
disproportionate share adjustment,
which was added to the prospective
payment system by section 9105 of the
Consolidated Omnibus Budget
Reconciliation Act of 1985 (Public Law
99-272), was intended to address the
higher Medicare costs associated with
treating a large number of low-income
patients. Under this provision, patients
who are eligible for Medicaid and
Supplemental Security Income (SSI)
benefits were used as a proxy measure
of the proportion of low-income
patients.

A hospital’s disproportionate share
adjustment is determined by calculating
the sum of two patient percentages
(Medicare Part A/Supplemental
Security Income (SSI) covered days to
total Medicare Part A covered days, and
Medicaid but not Medicare Part A
covered days to total inpatient hospital
days). Based on the location and size of

the hospital, a formula determines if the
hospital’s patient percentage qualifies
the hospital for an adjustment and how
much that adjustment will be.

With respect to the Medicare-SSI
calculation, hospitals have expressed
dissatisfaction with these proxy
measures, and have challenged HCFA'’s
implementation of them in recent
litigation. Since SSI beneficiary
information is confidential, hospitals do
not have access to lists of patients who
are eligible for both Medicare Part A and
SSI benefits. Hospitals are increasingly
frustrated by their inability to monitor
these data.

With respect to the Medicaid fraction,
hospitals have complained that, because
of Medicaid coverage restrictions,
Medicaid covered days may not be a
consistent measure of indigent care
across States. Medicaid reforms under
consideration by the President and
Congress may further interfere with the
utility of Medicaid covered days as a
measure of the proportion of low-
income patients.

Because of these concerns, we have
been examining alternative measures of
indigent care. Some of the measures we
have explored using are estimates of
patient income in a hospital’s service
area, hospital levels of bad debt, and
proportion of emergency room
admissions in a hospital. Because of
data and other limitations, however, we
have yet to find an alternative that
appears promising as a replacement to
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the present measure. We are, therefore,
soliciting comments from the industry
on better and more direct measures of
indigent care than the present measure
that relies on SSI and Medicaid data.
Our preference would be to use data
that are already available. We would,
however, be open to considering
measures that require new data
collection if we were convinced that the
result would be beneficial to hospitals
and HCFA. We note that since HCFA is
bound by the current statutory
provisions, we cannot revise the
disproportionate share adjustment
without legislative action.

We note that ProPAC is also
concerned with these issues. In its
March 1, 1996 report, ProPAC
recommended that the structure of the
disproportionate share adjustment be
reviewed to make certain that available
funds are distributed equitably among
the hospitals most in need of assistance.
(Recommendation 18.) The Commission
believes that Medicaid utilization has
never been an optimal measure of
service to low-income patients and is
also concerned with the impact of
possible reform in the structure of
Medicaid. Thus, ProPAC recommends
that a comprehensive review of the
disproportionate share adjustment be

undertaken, including assessment of the
objectives of this payment and defining
the population and scope of care to be
covered. Alternative measures of low-
income patient care could then be
considered, including any data
collection necessary. As discussed
above, we agree with ProPAC that new
measures should be explored. We
believe that this is a first step in
reforming the payment formula for the
disproportionate share adjustment. We
also recognize that the development of
a better measure of the services
hospitals provide to indigent patients
may require the collection of new data.
In addition, ProPAC is concerned
about the potential impact of reductions
in the disproportionate share payments.
(Recommendation 17.) The Commission
believes that hospitals that treat a large
number of the uninsured could be
particularly vulnerable because of
recent changes in the health care
environment. ProPAC cautions against
large reductions in disproportionate
share payments that would threaten the
continued ability of many hospitals to
serve populations who depend on them
for access to care. We note that the
President’s FY 1997 budget does not
include any reduction in payment for
disproportionate share hospitals.

INITIAL RESIDENCY PERIOD LIMITATIONS

D. Direct Graduate Medical Education
(§413.86)

1. Initial Residency Period Limitations

We are updating the Initial Residency
Period Limitations for direct graduate
medical education (GME), originally
published in the Federal Register on
September 29, 1989 (54 FR 40286). The
regulations in §413.86(g)(1) state that,
“[e]ffective July 1, 1995, an initial
residency period is defined as the
minimum number of years required for
board eligibility.”

The update reflects the following:

« Effective July 1, 1995, section
1886(h)(5)(F) of the Act, as amended by
Public Law 103-66, defines an initial
residency period as the minimum
number of years required for initial
board eligibility. Previously, this period
had been defined as minimum number
of years “plus one.” The prior listing
had included the additional year, not to
exceed five years.

¢ Changes in curriculum
requirements regarding the number of
years needed for board eligibility for
previously approved programs.

« Addition of newly approved
graduate medical education programs.

Residency type

Initial Resi-
dency Period
Limitation (No.

of years)

Allopathy

ANESTHESIOLOGY .ottt e et e e s b et e e s b e e e s e b e e e s hb e e e s b e e e e e h b e e e £ s b e e e o b b e e e s hb b e e s s hb e e e e sba e e e s ba e e s sabe e e s sanenesnns

Critical Care Medicine

Lo Ul = Lot To =T 1 1T o OO O TP T TP PTOTVPPTPPRTOP

COLON AND RECTAL SURGERY ..
DERMATOLOGY

Dermatopathology ........c.cccocveevieeniiniiecnieene
Clinical & Laboratory Dermatological Immunology

EMERGENCY MEDICINE
Sports Medicine ............
FAMILY PRACTICE ......
Geriatric Medicine ..

Sports Medicine
INTERNAL MEDICINE ..ottt et ettt ettt ettt h e e et e bt e o2 bt e eb et oo b e e e b s e et e e e ket e b e e shb e et e e eb bt e beesaneesae e naneebee s

Adolescent Medicine ........
Cardiovascular Disease ..........ccc.......
Clinical Cardiac Electrophysiology ...
Clinic & Laboratory Immunology
Critical Care Medicine

Gastroenterology
Geriatric Medicine ..

Hematology
[ [=TaaT= 1o (oo VA=Y o @] g oo [o o |V PSS PRRPPRPN

Infectious Disease
Medical Oncology ..
Nephrology ................
Pulmonary Disease ...

Endocrinology, Diabetes, and Metabolism ....

w
=

Pulmonary Disease and Critical Care Medicine ...

Rheumatology .......ccccceevviveeeviiie e

Sports Medicine .....

PLOUWWWWWWWWUATWWWWWWWWWUIIWWhrhMAPAPMAODMDD
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INITIAL RESIDENCY PERIOD LIMITATIONS—Continued

Residency type

Initial Resi-
dency Period
Limitation (No.

of years)

NEUROLOGICAL SURGERY ...ttt ettt ettt ettt ettt et et e bt e s he e a2t e e sa bt e be e 21 bt e oh e e eh bt o8 e e ea b e e ket ea bt e ehb e em bt e ebeeebeesaeeenbeeenbeenbeesnnes
Pediatric NEUIOIOGICAlI SUIGEIY ... ..iii ittt ettt ettt e s h et e et bt e e ettt e e sa s bt e e ahs s e e e bbe e e ea b b e e e aab s e e e ambe e e e abbeeeebbeeeanbeeeeantneeannn
NEURGOLOGY ...ttt ettt ettt ettt eebeesht e e bt e o2 be ekt e oab e e eh e e ea bt e kb e e a b e e eE e e 2as e e oabe 2 b e e o8 s e e bt e eH b e 2 s e e embeeeEeeem b e e ehbeam b e e ehbeebeesmbeenseeanbeenseeantes
(@1 211 o I\ T=T0 o] (o |V TP PO PP UUPPTRPPPPTON
(@ [Tq1or= Tl N T=T0 (o] o] 0} V2] (o] (o] o | VAU P P UUPPPTRPPPPNt
NUGCLEAR MEDICINE ... tiiitit ittt ettt et ettt e te e skt e e et e shteeateeasbe e beeass e e s eeeabe e s e e esseeeaeeem st e s b e eabeeeheeeaseeenbe e beeesbeenbeesnbeaseeenbeesseeannes
OBSTETRICS AND GYNECOLOGY ...uiiuiitiiiiiittiteeite sttt sttt bt ettt et st et sh e et she s e shees e sbees e e bt es e e bt eh e e bt eh e e nbeah e e s beebe e besbeebesbeenbenbeens
(O g1 Tor= U @F= T TN 1Y 1= [ ot PR SUPRROPRPN
(€3 aL=Tolo] [oTe [ or= 1@ 3 ToTo] (ol | SO PO TSP PP TSP PR TUPROPRRTPINt
Maternal ANd FETAl MEAICING .........iiiiiiiee ittt bttt a et b e e bt ea bt ettt ea bt e b et ea bt e ehb e et e e e be e e be e nan e e e e e b e e nbeeennes
Reproductive Endocrinology ...
OPHTHALMOLOGY ...cocoveiiiiiiene
ORTHOPAEDIC SURGERY ...ttt ittt ettt ettt ettt bt sb et et e sa et et e e o1t e e ohe e 1h b e o8 e e e a b e e b e e e Rb e e oh bt eab e e eh bt e bt e ehbeeabeeenbe e beeenbeesaneanteenes
Adult RECONSIIUCHVE OFtNOPAEHICS ...eeiiiiiiiiiiie ittt ettt e bt e e et et e e ek b e e e e tb e e e aabbe e e sh b b e e e sms e e e abe e e e anbeeesanbeeesnnneeeannneaaas
FOOt and ANKIE OItNOPAEUICS .......eeiiiiiiieiiee ettt ettt e ekt e e sttt e e ekt et e e kbt e a2k bt e e eae b e e e eab s e e e abbeeeeabbeeeanbeeeeantneeanee
[ = TaTe IS0 (o 1= VA TP TP PO PP UUPPTRPPPPTON
[ L oW ][y (= 1= =TI @ oo (oo | PRSP PRROPRPNY
[oL=To [ L (ol @ 4 g o] o = T=To | (o2 O PR PP UUPPTRPPPPTONt
ST o1 T @) (o I [ a1 Y PR SSPRPRPN
Sy o1 4 31V =To [T o PP PU PP UPPPPTRPPPPTONY
OTOLARYNGOLOGY ...ttt ettt ettt ettt ekt he et ekttt ekt e 428t e1h et 22t £ e 4H bt o8 e e 4R b€ 42k e e 2o b e e b o4 eH bt e A b et e e bt e e s bt et e e eh et e bt e eabe et e e enneenneeanneene
Neurotology/Otolaryngology ....
[aL=To [ E= L (@ (o] P g7 T o] oo Y/ PSSP RRRPPRRN
PATHOLOGY, ANATOMIC AND CLINICAL ...ttt ettt te ettt ettt te ettt e e sbe e s bt e e sbeesaeeambeaasbeasbeeeaeeambeeaabeambeaasbeesbeeanbeaaseeanbeesaeaannes
Blood Banking/TransSfuSION MEICINE .........ueieiiueiiiiiiee it e st e st e st e et e e st te e e sssaee e ssaeeeessaeeeansseeesnsseeesnseeeessseeeasseeeansnenennseeennne
[ aT=Taa o1l == Vi g o] (oo |V PP U PR UOPPPRPPPPRTN
(@300 =11 g To (o T | PR SSPRRPN
(D=1 g0 Eo (o] o =11 o] (o |V T U PP PUP PR UPPPTRPPPPTIN
(oL 1= T TS [ = 14 T ] 0o PSSP PRPPRPN
[ (100 E= 1 0] (o | T TP U P PU PP PUPPTRPPPPTON
g 0018 TaTo] o= U1 o] oo 1Y PSS PRRPPRPN
Medical Microbiology
Neuropathology ........
Pediatric Pathology ..
PEDIATRICS .....cccevveene
Adolescent Medicine
Clinical and Laboratory IMMUNOIOGY .......ciccuieeiiuuieeiiiieerieeessieeesteeeesteeeeesteeeesteeeassteeeassseseasssseassseesanssesessseessssseesssseeeansseessnsseesnnes
NEONALAI-PErINALAl IMEAICINE .........eiiiiiiiieete etttk e e ettt e e sabb e e e ahbe e a2 be e e e eabe e e e aab s e e e eae e e e e abseeeanbbeeeanbseeeanbeeeaanneeeannnn
Pediatric Cardiology
Pediatric CHtICAl CAre IMEAICINE ......ciueiieieiii ettt ettt et e et bt e e sttt e e satb e e e ahb e e e e bbe e e aa b b e e e eabb e e e aabeeeeabbeeeebbeeeanbeeaeannneaanen
Pediatric EMEIrgENCY MEAICINE .....uoeiiiiiieiiiie ettt eeee e st e e sttt e e se e e e ssteee e sbeeesasaeeesssaeeeasseee e saeeeansseeeansseeesnseeeessseeeasseeeanseeeennseeesnnen
[aL=To [T L g (ol =g Lo (ool fTaTo] (o o VAU UU PP PUPPTROPPPRTN
[aL=To [ F= L g (o - Ty i fo =T a1 1=T o] (oo | PRSP PRPPRRNY
ST [ Ui (ol o [T g Eol o] [0 ) Y/ @] g TeTo] (oo VA TP PR PP PUPPTRPPPPTON
PediatriC INFECHIOUS DISEASE .......icuieiiiiitieitie ittt ettt b et b ettt e e a bt e bt ekt e bt e eae e ekt e ea bt e b et oo et e eh b e et e e e be e e bt e naneebe e et e e nbeeennes
[eL=To [ L (ol (=T o] ol (o] (o |V TP PU PP PUPPTRPPPPTIN
[0 F= L g (o @ g = 13 L] (oo Y PRSP PRPPRPNY
[eL=To [ L g (ol =T [agTo] g o] (o] |V TP PU PP UPPPTROPPPTON
[aL=To [ E= L g (ol L g T= T L4 F= ] oo PR SURPRPPRRN
PediatriC SPOIS IMEAICINE ... ..eiiiiiiie ittt ettt e e sttt e e tb et e ek be e e sak bt e e sas s e e £ ehb e e e ok be e e 2ab b e e e eab b e e e eab e e e e abbeeeabbeeeanbeeeeanneeesnen
PHYSICAL MEDICINE AND REHABILITATION ...ttt ettt ettt ettt sae et se e et eshe e et e sttt e e s e e naeenab e e b e enbeenbeeennes
PLASTIC SURGERY . ittt ittt ettt sttt ettt ettt ettt o2t e e e h e e e bt e ek b e e bt e eH bt 22 s e e em ka2 £ e e em b e e oh e e em bt 2R b e e e bt e eE e e e m ke eeabe e b e e em b e e nbeeenteaaneeanbeesaeaannes
[ P2 LT ST U (o 1= PSPPSR
PREVENTIVE MEDICINE ...cutiiitiiiittaite ettt etee et stee et e teaasteesaeeaateeasse e beaaseeaaseeaabe e Eeeas s e e saeeembe 2 s eeem ke e eEeeembeeehbeambeeesbeeabeesmbeanseeanbeenseaanns
ACTOSPACE MEUICINEG .. .veiiiiiiiii ettt e e ee st e st e e st e e st e e e s atteeesaeeee e teeeeasteee e steeesaseeeeasseee e s seeeansaeeeansteeennsaeeeseeeeantaeeannteeesnseeennnnnenns
[\ (=Te (o= o) {{elo] (o T |V TP UU PP UUPPTRPPPPTON
(@ oToTu] o -1 o] g F= I 1Y =T [t T T PSS PRTRRN
Public Health & General Preventive MEAICINE ..........oiiiiiiiiiiieiii ettt sttt et e e ettt e e e bb e e e sbb e e e sabe e e e abbbeeeabbeeeabneeeanbeeeanes
P SY CHIATRY ettt b e h ekt a e ekt ea bt e bt ea bt ekt 48t oo H e 442ttt oa bt e e £ e e eH b e e R e e eR R e e E et oAb e 4R e e oA R e e ehe e e R e e e b et e b et nhn e et e en b et e s
Y [0 [ od o] 1Y [To [od oI R OO PP O TP OPPPRPPPI
(O a7 o IR Ao [0 LT ot T o | A Yo 1 - L4 RS PRRSTRPN
FOTENSIC PSYCRIALIY ...ttt ettt ettt oo h bt oot bt e e ekt e e oa kb e e £ eRb st o2k bt e e 2a kb e e e eab b e e e eab e e e e abbbeeeabbeeeanbneaeantneesnen
(1= E= L ol =Y - L1 PSS PSSTRPN
RADIOLOGY, DIAGNOSTIC ..iiiiiiiiietie ettt etee et ettt bt e s teaasteesaeeateeasse e beasaseaaseeasbe 2 b eeem s e e aheeem bt 2R eeam ke e eheeembeeeabeambeeasbeeabeesmbeebeeanbeesbeaannes
[N T=TUT o] =T [ To] oo 1Y USSP SRROTRBN
N [E o[ T g =To [To] (oo Y A TP PU PP UPPPTRPPPPTINt
[RL=To [ F= L g (ol = = Uo [To [0 T )PSO PRRPTRRN
Vascular and InterventioNal RAMIOIOGY .......co.ueieiiiiii ettt ettt bt e st b et e et be e e et be e e aab b e e e sabee e e abeeeeanbeeeaanbeeesnneeesnnneaaas
(2= o E= i To T I @ g To o] (oo |V PR SUPRSTRRN

ARAPADAIPAIPIAIREAIRADRPDPOWVWWLWWAVNAWWWWWWWWWWWWWWWWRARRARMDMRMMDMDMDMDMDMUOIOIOIOIOOIOOITAOAORMRMDMBIADIMDMWOWAAMMOO
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INITIAL RESIDENCY PERIOD LIMITATIONS—Continued

Residency type

Initial Resi-

dency Period
Limitation (No.

of years)

SURGERY, GENERAL ..ottt ettt r et s ettt e h e et s b et sh e st AR e e s e AR e e s e e e R e e e e e R e e ee e Rt e ee e st eme e e e nme e e e ere e nenre e renreen
(@ g1 1Tor: L OF= TSI 1Y (=T o [ ol = PP U P PP PPPPPTRPPPPTON
[ E= g Lo IS U] (o 1= VAP P TP PP PP PPPPTRPPPPTON
Pediatric Surgery ..
Thoracic Surgery ..
Vascular Surgery ..
UROLOGY ....cccovvrverinnns
[Rd=To oL T U o] (o | T T O T PR P PP OT R VPPTOPRPPN
Osteopathy
ANESTHESIOLOGY ...ttt sttt et h e e h ek e bt E et E e e e et e ae e e Rt e se e s Rt e s e e eR e e s e e eR e e st e e Rt e st e Rt eee e neeneennesmeenneaneenneeneas
(@3 ior I OF=T (Y [=To [T PSP PPR PR OPRRTPIOt
DERMATOLOGY ...ttt r etk h et e et h e ARt e s e e R e e st e R e e h e R e e et e Rt e et et e e R e e et e R e e et eRe e n e R e e n R e e r e nneenes
[B1=Tq g Eo (o] o211 0 o] (oo |V PSP PP PPTPPPPPRPPRPON
MOHS MiCIOQraPRIC SUIGEIY ...cniiiieiiiii ettt ettt ettt ekt e e e e bt e e sa ket e e san et a2 ke e e e et et e e eab b e e e eab s e e e aRb e e e e bbeeeanbseeeanbeeesanneeeannns
EMERGENGCY MEDICINE ... .oitiitiitiiiete ittt ettt eh et h et s bt st o8 e e s e a8 e e h e b e e et e b e e e e et e ehs e b e eb e e et eb e e b e eb e e b e eb e e renbe e eteanes
Sy o1 4 31V =To [T o PP PU PP UPPPPTRPPPPTONY
FAMILY PRACTICE ...ttt sttt h et h e e e h e s e Rt e s e R e e Rt e Rt e et e et e et e et e aeen e ame e e e em e e e e er e et eer e e e eneenneeneenes
Adolescent and YOUNG AQUIE MEAICINE ..otttk bt e s b et e ekt e e e et b e e e sab b e e e sab e e e e bt e e e anbeeeeenbeeesnneeesnnneaeas
(1T o1 (ot OO O TP PPP PR PPRRURIOt
Sy o1 4 31V =To [T o PP PU PP UPPPPTRPPPPTONY
INTERNAL MEDICINE ..ottt ettt r s a1t e s e et e e et ee e et e R e e e eR e e e e e Rt et e e R e e s e er e e st e et e st e eneene e e e aneenneenees
Clinical Allergy and Immunology
(O 1 [T ] oo Y/ PSSR STRPN
[={ g o [oTot g1 g o] (ol | VAR OO PP UPPPTRPPPPTINY
(=T i o= a1 1= oo T | SSUPSRRTRPN
[ (100 E= 1 0] (o | T TP PT PP PPPPTRPPPPTONY
INTECHIOUS DISBASES ... .eiiuteeiieietii ittt ettt ettt a ekt he e bt ea et et e e e bt e eb e a4 e s e e eh bt et e e b st e b et ohe e ookt e 2a bt e b et 4 h et e eh b e ea bt e bt e bt e nae e e nbeeenbeenbeeennes
[N T=T o] a1 (0] oo | PO U PO PU PP PUPPTRPPPPTONt
[0 3 TTo] oo | USSP RRRPPRPN
PUIMONGIY DISEASES ....ueeiiieutiieiiieee ettt e ettt e ettt e e ettt e e ettt e e saabe e e aaae e e e aabe e e 2k be e e eakbe e e oass e e e aas s e e e b be e e 2a kb e e e eab b e e e eab s e e e abb b e e ebbeeeanbneaeantneeanen
[ =0 =1 (0] (o o SRRSO
(@ [Tp1 oz T OF=T o [F= Yol = [ Tod 7o) o]0} VAT (o] (o | VAP P PO PP UUPPTROPPPTON
(@)oo I OF=T (Y [=To [T OO TSP T P PPRUPOPRRTPINt
(1= T L ok T PP PU PP UPPPTRPPPPTONt
LS T 4 301V =T oo TS PSR PSP
NUCLEAR MEDICINE ...ttt ettt ettt ekttt h et h e st 48 e o4 e 8 e e s e e b e e h e e E e e et e bt e he et e eh e e e e AR e e et eb e e b e ek e e b e bt et e bt e e nneanes
IN-Vivo @and IN-Vitro NUCIEAIr IMEAICING .....c..eiiuiiiiiiitieite ettt b e bttt ettt e b et a b e ea e e bt e s bt e bt e naneebe e e b e e nbeeeanes
N[O ol (=T g @F= o o] (o T | TSP P P UUPPTRPPPPTON
Nuclear Imaging and Therapy ....
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INITIAL RESIDENCY PERIOD LIMITATIONS—Continued

Residency type

Initial Resi-
dency Period
Limitation (No.

of years)

Pediatric HEMALOIOGY/ONCOIOQY .....ccuviiiiiitiiiii ettt ettt h e h et b e e b e b et e et e e sbe et e e ek e e bt e sbn e e bt esab e e nbeeeans
Pediatric Infectious Diseases ..
Pediatric Intensive Care ..........
Pediatric Nephrology ........
Pediatric Pulmonology .........
Pediatric Sports Medicine ....
PREVENTATIVE MEDICINE ......
PROCTOLOGY ...ccovvvverrrieene
RADIATION ONCOLOGY ........
RADIOLOGY, DIAGNOSTIC .....ccccoereeerireeene.
Angiography and Interventional Radiology .
Diagnostic Ultrasound ...........cccccooceiviieeninenne
Neuroradiology ............
Nuclear Radiology ......
Radiological Imaging ..
Pediatric Radiology ..............
REHABILITATION MEDICINE ....
Sports Medicine ......
GENERAL SURGERY ...
NEUROSURGERY ....oociiiiiiiieiee e
PLASTIC AND RECONSTRUCTIVE SURGERY .
THORACIC CARDIOVASCULAR SURGERY ...
UROLOGICAL SURGERY .....cccoieiiiiiiiiiiieeeeee
GENERAL VASCULAR SURGERY .....
CRITICAL CARE SURGERY .....cccoocveiiiiiiineen.
OSTEOPATHIC MANIPULATIVE MEDICINE ...citiiiiitit ettt ettt s ke e et e st e e me e e et e e s e e e e e e e sasne e e annn e e enneeennnneas
Podiatry
ROTATING PODIATRIC RESIDENCY (PRIMARY CARE) ...ttt ettt b ettt et e e e nbe e st et e et e e saeeennes
PODIATRIC ORTHOPEDIC RESIDENCY
PODIATRIC SURGICAL RESIDENC Y ....oiiiiiiiiiitiiie ittt ottt ettt e e et e a1 bt e e 1h s et e 2k b e e o2k st e e aat st e e amne e e e abe e e e e be e e e anbeeesnneeeannneeens
Dentistry
DENTAL PUBLIC HEALTH .ottt e ettt e bt et e 42t e e 42k et 4o 4s et e 2 s e e e 2a s Rt e e ea b et e e nh e e e 4o se e e e et e e e e anbe e e ssneeeannneeeas
ENDODONTICS .......cccvvveeeenne
ORAL PATHOLOGY ...coiiiiiiiieeeriiee e
ORAL AND MAXILLOFACIAL SURGERY .
ORTHODONTICS ....ooiiiiiieeeieecee e
PEDIATRIC DENTISTRY ..
PERIODONTICS .........
PROSTHODONTICS .....oooviiiiiiiiiieeeeee
PROSTHODONTICS/MAXILLOFACIAL ..
GENERAL DENTISTRY ..ovviiiiiiiiiiieeenn,
ADVANCED GENERAL DENTISTRY  .oeiiiitiiiiiiteeittt ettt ettt e sttt e et e e e se e e e e sttt e 4 s st e e 4ase e e 2 as b e e e 2k b e e e aas bt e e nans e e e ahne e e e abneeeanbeeeeanneeennnne
Allopathy Combined Programs *
FAMILY PRACTICE(3) AND PSYCHIATRY(4) ...oucuieeeeteteeeeieeetesesessesestesissssesssassesessessssasessssssssssssssssassssssessssasssesssnsssssnessenssssssnsssanseens
INTERNAL MEDICINE(3) & EMERGENCY MEDICINE(3) ..
INTERNAL MEDICINE(3) & FAMILY PRACTICE(3) ...
INTERNAL MEDICINE(3) & NEUROLOGY(4) ........
INTERNAL MEDICINE(3) & PEDIATRICS(3) ..ccovevevevrennn
INTERNAL MED(3) & PHYS MED & REHABILITATION(4)
INTERNAL MEDICINE(3) & PREVENTIVE MEDICINE(3) ..
INTERNAL MEDICINE(3) & PSYCHIATRY(4) ..ccoeevviieeenee.
NEUROLOGY(4) & PHYS MEDICINE AND REHAB(4) .
PEDIATRICS(3) & EMERGENCY MEDICINE(3) ....cccvveeennee
PEDIATRICS(3) & PHYSICAL MEDICINE AND REHAB(4) ..........
PEDIATRICS(3)/PSYCHIATRY(4)/CHILD & ADOL PSYCH(4) .....
PSYCHIATRY (4) AND NEUROLOGY(4) .vveiueeeeceeeseeteseesseseetesesessesestesissssesssasssestessstasssessasssssssssssassssssensssasssesssnsssesnessensssassnsnsenenens
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* For residents participating in combined programs, Medicare limits the initial residency period to the time required for individual certification in

the longer of the two programs.

2. Combined Residency Programs longer than the required time for We use the Internal Medicine and
While updating the listing of the certification in either speciglty, put Pediatrics combi.neo! program as an
Initial Residency Period Limitations for shorter than would be requwe_d if the exarr_1p_|e: Taken individually, Internal
GME, we noted many new programs programs were takgn sequentially. Mecpcme isa 3-year program and
were combined specialty residency Residents completing these programs Pediatrics is also a 3-year program.
are eligible for board certification in However, taken as a combined program,

programs. The combined programs run

concurrently for a period of time that is both specialties. Internal Medicine and Pediatrics is a 4-
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year program, with certification in both
specialties.

Currently, we are aware of 13
combined programs, including Internal
Medicine/Pediatrics, Pediatrics/
Emergency Medicine, Family Practice/
Psychiatry, and Neurology/Physical
Medicine and Rehabilitation.

Due to the increasing prevalence of
combined residency programs since our
September 29, 1989 final rule, we
propose to clarify how the definition of
initial residency period applies in such
cases. While the combined programs
may have advantages from an
educational standpoint, the statutory
limitation on payment for GME still
applies. In the initial legislation for a
per resident payment to hospitals for
GME, Congress limited Medicare’s
liability for those payments to residents
in their initial residency period plus one
year. The plus-one-year provision
allowed for payment for an additional
year as a full FTE for residents who
continued on in a second approved
program after completing their initial
certification. However, regardless of the
number of additional years the second
program required for certification, at
most only the first year could be paid as
a full FTE. All subsequent years are paid
at a 0.5 FTE rate. When Congress
revised section 1886(h) of the Act to
remove the plus-one-year provision,
Congress further restricted payment to
allow payment as a full FTE for the first
residency program only. All years of a
subsequent program are now limited to
the 0.5 FTE rate. Congress clearly
wanted to further limit Medicare’s
payment obligations. Accordingly, we
believe that the initial residency period
limitation is designed to allow full
Medicare payment only for the period
required to train in one specialty.

For residents enrolled in combined
programs, we are therefore proposing to
define the initial residency period as the
time required for individual
certification in the longer of the two
programs. Continuing to use Internal
Medicine and Pediatrics as an example,
we would define the initial residency
for Internal Medicine and Pediatrics as
3 years. The remaining year of the
combined program would be treated as
0.5 FTE, in accordance with the
regulations at § 413.86(g)(3).

E. Distribution of an “Important
Message from Medicare” (§ 489.27)

Under §489.27 of our provider
agreement regulations, all hospitals that
participate in Medicare (including those
not paid under the prospective payment
system) must agree to furnish each
Medicare beneficiary with a notice, at or
about the time of admission, that

explains the patient’s discharge rights.
This statement, entitled “An Important
Message from Medicare,” advises a
beneficiary of his or her rights to be
fully informed about decisions affecting
Medicare coverage or payment and
about his or her appeal rights in
response to any hospital’s notice to the
effect that Medicare will no longer cover
the patient’s care. The “Important
Message” also advises the patient of
what to do when he or she receives such
a hospital statement and how to elicit
more information.

In November 1993, the Medicare
Technical Advisory Group (M-TAG)
established the Beneficiary Protection
and Documentation Issues Task Force.
The task force consists of HCFA staff as
well as representatives from health care
industry organizations, beneficiary
advocate groups, fiscal intermediaries,
and peer review organizations (PROs).
The task force was charged with
reviewing various issues that impact
beneficiaries and the health care
community, including how to improve
the effectiveness of “*An Important
Message from Medicare.”

We are proposing to adopt a
recommendation of this task force that
would respond to numerous requests for
clarification on the timing of the written
notice of discharge rights that must be
given to hospital inpatients. As noted
above, existing §489.27 specifies that a
hospital must distribute the statement
“‘at or about the time of admission.” We
understand that for monitoring purposes
some PROs have interpreted this
requirement to mean “within 24 hours
preceding or following the admission.”
However, we agree with the task force’s
determination that the PRO’s
interpretation is unnecessarily narrow.
We believe that during the first 24 hours
of a patient’s admission, the hospital is
primarily concerned with ensuring
appropriate treatment of the patient’s
illness or injury. Therefore, we are
proposing to change § 489.27 to specify
that the hospital must provide timely
notice during the course of the hospital
stay.

For purposes of this requirement, we
would consider the course of the
hospital stay to begin when the hospital
provides the individual with a package
of information regarding scheduled
preadmission testing and registration for
a planned hospital admission. This
would give hospitals more flexibility in
meeting the requirement, as well as
encourage the distribution of the
“Important Message” at a time when the
beneficiary is better able to receive and
more likely to understand its contents.
In complying with the requirement to
provide timely notice during the course

of the patient’s hospital stay, the
hospital must give the patient the
“Important Message” far enough in
advance of the hospital’s written notice
regarding continued stay to provide the
beneficiary time to appeal the hospital’s
decision. Finally, “timely notice” would
also include adherence to any State
requirements on the provision of patient
rights notices.

The current version of the *Important
Message’ has been in use since 1988. As
part of our effort to improve
communication with Medicare
beneficiaries, we will continue to
evaluate the effectiveness of the
“Important Message’” and welcome
suggestions for its improvement.

VI. Changes and Clarifications to the
Prospective Payment System for
Capital-Related Costs

A. Consistent Cost Finding During the
Capital Transition Period (8 412.302(d))

Section 412.302(d) of the regulations
requires that, during the transition
period to full prospective payment for
capital-related costs, a hospital must
follow consistent cost-finding methods
for classifying and allocating capital-
related costs. Specifically, the regulation
requires that unless there is a change of
ownership, a hospital must continue the
same cost-finding methods for old
capital costs, including its practices for
direct assignment of costs and its cost-
allocation bases, that were in effect in
the hospital’s last cost-reporting period
before becoming subject to payment
under the capital prospective payment
transition system. A hospital may
request a change in its cost-finding
methods for new capital, provided that
the request is made in a timely fashion
as provided in the regulation, the
hospital provides justification for the
change, and the intermediary
determines that the justification is
reasonable.

It is important to note that, while the
regulation does permit changes in cost-
finding methods for new capital, such
changes are only permitted where they
do not involve any changes in cost-
finding for old capital. In practice, this
means that if a hospital claims any old
capital, the intermediary cannot permit
a change in any of the allocation bases
on Worksheet B—1 of the cost report
from the bases used in the last cost
reporting period prior to the capital
prospective payment system transition
period. Otherwise, the consistency rule
governing old capital cost-finding
would be violated.

As we discussed in the preamble to
the August 30, 1991 final rule for the
capital prospective payment system (56
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FR 43396), our primary reason for
establishing this consistency rule was to
prevent hospitals from using changes in
cost-finding methodologies to shift costs
to areas where payment continues to be
made on a reasonable cost basis.
Allowing changes in cost-finding
methodologies to accomplish such cost-
shifting would obviously defeat the
purpose of adopting a prospective
payment system.

In response to concerns expressed by
the hospital industry about the costs of
the recordkeeping required under the
cost-reporting rules, HCFA has
developed new cost reporting
instructions, which will be released
later this year, that permit hospitals to
voluntarily adopt a simplified cost
allocation methodology. This
methodology reduces the number of
statistical bases that a hospital is
required to maintain. Under the new
instructions for HCFA Form 2552-96
(the cost report instructions for FY 1996
cost reporting periods), hospitals may
request the simplified cost allocation
methodology. However, hospitals that
elect this methodology must employ a
prescribed list of statistical bases with
no deviations. Hospitals may not pick
and choose among the prescribed
statistics for the combination that is
most advantageous. Furthermore, a
hospital that elects the simplified
methodology must continue to use it for
at least 3 years, unless a change of
ownership occurs. We expect that,
while election of the simplified method
will always result in reduced
recordkeeping costs for the hospital, it
will also result frequently in reduced
Medicare payment for the hospital. In
fact, the instructions for HCFA Form
2552-96 will caution hospitals to
compare the reduced costs of program
compliance with the reduced costs of
the simplified recordkeeping before
electing the simplified method.

We believe this proposal to permit
election of the simplified cost allocation
methodology, as provided in the
instructions for HCFA Form 2552-96,
reasonably reconciles concerns about
recordkeeping costs with the
requirement of consistent cost-finding
during the transition. Specifically, we
propose to add a new paragraph (d)(4)
to §412.302, to provide that, hospitals
may elect to adopt the simplified cost
allocation methodology, as will be
provided in the instructions for HCFA
Form 2552-96.

B. Possible Adjustments to the Capital
Prospective Payment System Federal
Rate and Hospital-Specific Rates
(88412.308(b) and 412.328)

In the proposed and final rules for FY
1996 (60 FR 29238-29239 and 60 FR
45830-45831), we discussed the effects
of the expiration of the statutory budget
neutrality provision on rates and
aggregate payments under the capital
prospective payment system. Under the
budget neutrality provision, we set the
capital-prospective payment system
rates during FY 1992 through FY 1995
so that payments were projected to
equal 90 percent of Medicare payments
that would have been made on a
reasonable cost basis for each fiscal
year. As a result of the provision’s
expiration in FY 1996, the capital-
prospective payment system rates and
payments under the transition system
increased significantly. The FY 1996
Federal rate is 22.59 percent higher than
the FY 1995 Federal rate. We now
estimate that aggregate capital payments
will increase 27.7 percent in FY 1996
relative to FY 1995, and that payments
will exceed capital costs by 9.6 percent
in FY 1996. Under current law and
regulations, we estimate that aggregate
payments will further increase by 7.3
percent in FY 1997, for an increase of
37.0 percent over 2 years. We do not
believe that such large increases in
capital payments are necessary or
warranted.

During the FY 1996 rulemaking
process, we solicited comments on
possible revisions to the capital
prospective payment rates that would
have moderated these substantial
increases in payments. At that time, we
noted that section 1886(g) of the Act
gives the Secretary broad discretion in
the determination of the appropriate
level of rates and payments. However,
we decided not to implement any
reduction to the capital rates at that
time, in the expectation that Congress
would be considering revisions to rates
and payments under the capital
prospective payment system within
more comprehensive legislation dealing
with Medicare and the Federal budget.

In its March 1, 1996 Report to
Congress, the Prospective Payment
Assessment Commission (ProPAC)
observed that the base capital rate was
reduced during the first 4 years of the
transition to full prospective payment
for capital to meet the statutory budget
neutrality requirement. In the light of
the large increase in rates and payments
as a result of that provision’s expiration
in FY 1996, ProPAC recommends
(Recommendation 11) that the capital
payment rates should be set by

developing an appropriate base payment
rate and applying an annual update. The
Commission notes that there are several
ways to determine an appropriate base
capital payment rate.

We agree with ProPAC that the large
increase in rates and payments caused
by the expiration of the statutory budget
neutrality provision raises an issue
concerning the proper level for future
rates and payments. We also agree that
there are several possible approaches to
establishing an appropriate level for the
rates. We considered a range of options
in developing this proposed rule. For
example, we considered proposing to
freeze the inflation updates for the rates
in FY 1997, on the grounds that such an
update was unnecessary and
unwarranted in light of the large
increase in the rates for FY 1996.
Alternatively, we considered proposing
actual reductions in the base rates. For
example, we considered proposing to
implement the provision contained in
the Administration’s budget plan. The
Administration’s FY 1997 budget
includes a provision to reduce the base
Federal and hospital-specific rates by
15.7 percent. Such a reduction would
build the budget neutrality adjustment
for FY 1995 (0.8432, or —15.68 percent)
permanently into the base rates,
effectively using the FY 1995 base
payment rate as the base for future
years. The actual payment rates for
future years would then be determined
by applying the analytical update
framework that we adopted in the final
rule for FY 1996 (60 FR 45815-45829).
We also considered proposing to
implement a part of the
Administration’s proposal, that is, to
reduce the standard Federal rate by 7.38
percent and the hospital-specific rates
by 9.48 percent. The rationale for each
of these options to reduce the base rate
derives from an analysis of current data
compared to data on which the rate was
originally based.

Under §412.308, HCFA determined
the standard Federal rate, which is used
to determine the Federal rate for each
fiscal year, on the basis of an estimate
of the FY 1992 national average
Medicare capital cost per discharge. The
FY 1992 national average Medicare
capital cost per discharge was estimated
by updating the FY 1989 national
average Medicare capital cost per
discharge by the estimated increase in
Medicare inpatient capital cost per
discharge. As we discussed in the
preamble to the August 30, 1991 capital
prospective payment system final rule
(56 FR 43366-43384), HCFA used the
July 1991 update of HCRIS data to
estimate an FY 1989 national average
Medicare cost per case of $527.22.
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HCFA then updated that amount to FY
1992 by using an actuarial projection of
a 31.3 percent increase in Medicare
capital cost per discharge from FY 1989
to FY 1992. The standard Federal rate
was thus based on an estimated FY 1992
national average Medicare capital cost
per discharge of $692.24 (before the
application of a transfer adjustment and
a payment parameter adjustment).

Section 13501(a)(3) of Public Law
103-66 amended section 1886(g)(1)(A)
of the Social Security Act to require
that, for discharges occurring after
September 30, 1993, the unadjusted
standard Federal rate be reduced by 7.4
percent. As we discussed in the
September 1, 1993 final rule for FY 1994
(58 FR 46316ff.), the purpose of that
reduction was to reflect revised inflation
estimates, as of May 1993, for the
increases in Medicare capital costs per
discharge during FY 1989 through FY
1992. By that time, the estimate of
increases in Medicare inpatient capital
costs per discharge from FY 1989
through FY 1992 had declined from 31.3
percent to 21.57 percent. The 7.4
percent reduction to the Federal rate
was calculated to account for these
revised estimates (1.2157/1.313=0.926, a
7.4 percent decrease). That provision of
Public Law 103-66 also required that,
for cost reporting periods beginning on
or after October 1, 1993, the Secretary
redetermine which hospital payment
methodology should be applied under
the capital prospective payment system
transition rules to take into account the
7.4 percent reduction to the Federal
rate.

As a result of the reduction required
by Public Law 103-66, the standard
Federal rate is now based on an
estimated FY 1992 Medicare inpatient
capital cost per case of $641.01
($692.24%0.926). At the time of the
Public Law 103-66 reduction to the
Federal rate, actual cost report data on
the FY 1992 Medicare capital cost per
discharge were not yet available. The
reduction was based on cost report data
for FY 1990 and FY 1991, and a revised
projection of the rate of increase in
Medicare capital costs per discharge
during FY 1992. We now have extensive
cost report data for FY 1992. The March
1996 update of HCRIS data shows an
audit-adjusted FY 1992 Medicare
inpatient capital cost per discharge of
$593.72, or an additional 7.38 percent
lower than the estimate on which the
Federal rate is currently based.

Under §412.328, HCFA determined
the FY 1992 hospital-specific rate by
using a process similar to the process for
determining the FY 1992 Federal rate.
The intermediary determined each
hospital’s allowable Medicare inpatient

capital cost per discharge for the
hospital’s latest cost reporting period
ending on or before December 31, 1990.
The intermediary then updated each
hospital’s FY 1990 allowable Medicare
capital cost per discharge to FY 1992
based on the estimated increase in

Medicare inpatient capital cost per case.

As with the Federal rate updates,
current data demonstrate that the
estimates used to update the hospital
specific rates from FY 1990 to FY 1992
were overstated. Specifically, the
hospital-specific rates are 9.48 percent
higher than they would have been if the
rates of increase had reflected actual
data. Thus, revising the Federal and the
hospital-specific rates only for the
known overestimations in the actual
costs on which rates were based would
call for reductions of 7.38 percent and
9.48 percent, respectively.

The proposal in the Administration’s
budget to reduce the rates 15.7 percent
reflects the preceding factors, as well as
analysis of capital cost increases before
the implementation of the prospective
payment system for capital-related
costs. That analysis suggests that the
Federal and hospital-specific rates may
reflect levels of cost in excess of what
can be accounted for by the rate of
inflation in capital input prices, quality
enhancing intensity increases, and real
case mix growth. Economic theory
suggests that an industry with a
guaranteed return on capital (such as
the hospital industry prior to
prospective payment for capital-related
costs) would have a tendency to be
overly capitalized relative to more
competitive industries. This is because
the incentive for firms in such an
industry is to compete on the basis of
more capital-intensive production
processes than firms in other industries.
As a result, capital costs per case, and
therefore base year prospective capital
rates, may be higher than would have
been consistent with capital acquisition
policy in more efficiency-oriented
markets.

To examine this issue, in our June 2,
1995 proposed rule (60 FR 29237) we
analyzed the change in actual Medicare
capital cost per case for FY 1986
through FY 1992 in relation to the
change in the capital input price index
(which accounts for change in the input
prices for capital-related costs), and the
other adjustment factors that we were
then proposing to include in the
framework. (The other adjustment
factors are the increase in real case mix
and the increase in intensity due to
quality-enhancing technological change
and within-DRG complexity.) We found
rates of increase in actual spending per
case that exceeded the rate of increase

attributable to inflation in capital input
prices, quality-enhancing intensity
increases, and real case-mix growth. Our
last analysis (60 FR 45826-45829)
suggested that the FY 1992 capital costs
used to set the Federal and hospital-
specific capital rates exceeded by
approximately 28 percent the level that
could be accounted for by known
factors.

We seriously considered proposing
one of these options—reducing the
standard (base) Federal rate either 7.38
percent to address overstated inflation
estimates or 15.7 percent, as reflected in
the Administration’s budget proposal—
in this proposed rule. We believe that
either of these options is well justified
on the basis of current data and
analysis. As ProPAC has observed,
hospitals do not seem to have been
adversely affected by the level of the
rates during the years in which the
statutory budget neutrality provision
was in effect. However, we still believe
that Congress and the Administration
may be able to reach an agreement on
budget issues, including Medicare
savings, in the near future. Therefore, as
discussed in section Il of the
Addendum to this proposed rule, at this
time we are proposing to update the
capital rates in accordance with the
capital update framework, without
implementing any of the reductions
discussed above. Our hope is that the
legislative process will produce an
appropriate adjustment to the rate level
in time for implementation in the final
rule. In the event that no such
agreement is reached before the final
rule for FY 1997, we may implement
one of the above-described options at
that time. We invite public comment on
the merits of these options, and on the
advisability of implementing one or the
other in the final rule, in the absence of
legislative action. We will reconsider all
the options in the light of public
comments.

C. Possible Adjustment to Capital
Prospective Payment System Minimum
Payment Levels

Section 412.348(b) of the regulations
provides that, during the capital
prospective payment system transition
period, any hospital may receive an
additional payment under an exceptions
process if its total inpatient capital-
related payments under its payment
methodology (i.e., fully prospective or
hold-harmless) are less than a minimum
percentage of its allowable Medicare
inpatient capital-related costs. The
minimum payment levels are
established by class of hospitals under
§412.348(c). The minimum payment
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levels for portions of cost reporting
periods occurring in FY 1996 are:

¢ Sole community hospitals (located
in either an urban or rural area), 90
percent;

« Urban hospitals with at least 100
beds and a disproportionate share
patient percentage of at least 20.2
percent and urban hospitals with at
least 100 beds that qualify for
disproportionate share payments under
§412.106(c)(2), 80 percent; and,

¢ All other hospitals, 70 percent.

Under §412.348(d), the amount of the
exceptions payment is determined by
comparing the cumulative payments
made to the hospital under the capital
prospective payment system to the
cumulative minimum payment levels
applicable to the hospital for each cost
reporting period subject to that system.
Any amount by which the hospital’s
cumulative payments for previous cost
reporting periods exceed its cumulative
minimum payment is deducted from the
additional payment that would
otherwise be payable for a cost reporting
period.

Section 412.348(h) further provides
that total estimated exceptions
payments under the exceptions process
may not exceed 10 percent of the total
estimated capital prospective payments
(exclusive of hold-harmless payments
for old capital) for the same fiscal year.
In the final rule implementing the
prospective payment system for capital-
related costs we stated that the
minimum payment levels in subsequent
transition years would be revised, if
necessary, to keep the projected
percentage of payments under the
exceptions process at no more than 10
percent of capital prospective payments.

In section 1l of the Addendum to this
proposed rule, we discuss the factors
and adjustments used to develop the FY
1997 Federal and hospital-specific rates.
In particular, we discuss the FY 1997
exceptions payment reduction factor.
This factor adjusts the annual payment
rates for the estimated amount of
additional payments for exceptions in
FY 1997. In this proposed rule, we
estimate that exceptions will equal 6.07
percent of aggregate payments based on
the Federal rate and the hospital-
specific rate. We will develop a new
estimate of the level of exceptions
payments in FY 1997, and revise the
exceptions payment adjustment factor
accordingly, on the basis of the data that
becomes available to us in time for
developing the final rule for FY 1997.
While it is not necessary at this time to
propose reductions in the minimum
payment levels, it is possible that it will
be necessary to implement adjustments
to the minimum payment levels in the

final rule. Our current projections show
that it will almost certainly be necessary
to adjust the minimum payment levels
for FY 1998. We are therefore providing
public notification that adjustments to
the minimum payment levels are
possible in the final rule, and almost
certain for FY 1998.

When it does become necessary to
adjust the minimum payment levels in
accordance with §412.348(h), our
current intent is to adjust each of the
existing levels (i.e., 90 percent for sole
community hospitals, 80 percent for
large urban DSH hospitals, and 70
percent for all other hospitals) by 5
percentage point increments until
estimated exceptions payments are
within the 10 percent limit. For
example, we would set minimum
payment levels at 85 percent for sole
community hospitals, 75 percent for
large urban DSH hospitals, and 65
percent for all other hospitals, provided
that aggregate exceptions payments at
those minimum payment levels were
projected to be no more than 10 percent
of total rate-based payments. If aggregate
exceptions payments at those minimum
payment levels still exceeded 10 percent
of total rate-based payments, we would
continue to reduce the minimum
payment levels by 5 percentage point
increments each until the requirement
of §412.348(h) was satisfied. We are
providing notification of our current
thinking on this issue in order to allow
opportunity for public comment on the
appropriate method for adjusting the
minimum payment levels. We invite
public comment on this matter, and will
consider those comments fully
whenever it becomes necessary to adjust
the minimum payment levels in
accordance with §412.348(h).

VII. Proposed Changes for Hospitals
and Units Excluded From the
Prospective Payment Systems

Application of Ceiling in Calculating
Payment for Hospital Inpatient
Operating Costs (§413.40 (d) and (g))

Section 1886(b)(1)(B) of the Act
provides for an additional payment to a
hospital excluded from the prospective
payment system when the hospital’s
reasonable operating costs exceed its
target amount. The additional payment
is based on the lesser of 50 percent of
the amount by which the operating costs
exceed the target amount, or 10 percent
of the target amount. The Medicare
statute further provides that this
comparison is made “‘after any
exceptions or adjustments are made to
such target amount for any cost
reporting period.” The regulations, at 42
CFR §413.40(d)(3), state that the total

payment to the hospital for inpatient
operating costs (including the additional
payment described above) is based on
the lesser of the following: the “ceiling”
(target amount multiplied by the
number of Medicare discharges) plus 50
percent of the allowable net inpatient
operating costs in excess of the ceiling,
or 110 percent of the ceiling. However,
the regulations do not explicitly include
the additional statutory requirement
regarding the effect of exceptions or
adjustments.

It is our understanding that there are
guestions about the calculation of the
additional payment under the
regulations, which require comparison
of two amounts: the “ceiling” plus 50
percent of the difference between
allowable costs and the ceiling, and 110
percent of the “ceiling.” Specifically,
where a hospital has received an
adjustment to the target amount under
§413.40(g), there has been confusion as
to whether the ““ceiling” used for
purposes of calculating the additional
payment under § 413.40(d) is the
unadjusted ceiling (the amount
determined without consideration of
any adjustments granted to the hospital)
or the adjusted ceiling.

We believe that the amount of the
additional payment should be
determined using the adjusted ceiling
when hospitals receive adjustments to
the ceiling. That is, the calculation of
the amounts compared—50 percent of
the allowable net inpatient operating
costs in excess of the ceiling, or 10
percent of the ceiling—should reflect
the adjusted target amount (and
adjusted ceiling). To address any
confusion about these issues, we
propose to revise §413.40(d)(3) to
specifically indicate that calculation of
payments for hospital inpatient
operating costs under that provision
reflects the adjusted ceiling amount (the
amount determined after an adjustment
under 8413.40(g)). This would apply to
all adjustments, including adjustments
based on a longer average length of stay
in the hospital’s rate year as compared
to the base year and adjustments for
increased routine services.

We note that an adjusted ceiling is not
used to adjust permanently the
hospital’s target amount or ceiling on
the hospital’s cost report. Instead, it is
used only for purposes of calculating
payments for the year the adjustment is
granted. We also note that, depending
on the specifics of the data in a
particular case, use of an adjusted
ceiling can result in either an increase
or decrease in the additional payment to
a hospital relative to use of an
unadjusted ceiling. If the additional
payment to a hospital is 50 percent of
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the allowable net inpatient operating
costs in excess of the ceiling, the
additional payment would be lower
using an adjusted ceiling (as under
proposed §413.40(d)(3)) than an
unadjusted ceiling. This would occur
because an adjusted ceiling reduces the
difference between the hospital’s costs
and the ceiling. However, if the
additional payment to the hospital is 10
percent of the ceiling, the additional
payment would be higher using an
adjusted ceiling than an unadjusted
ceiling.

VI1II. ProPAC Recommendations

We have reviewed the March 1, 1996
report submitted by ProPAC to Congress
and have given its recommendations
careful consideration in conjunction
with the proposals set forth in this
document. Recommendations 10 and
12, concerning the update factors for
inpatient operating costs, and the
update factor for hospitals excluded
from the prospective payment system
and distinct-part units, are discussed in
Appendix F to this proposed rule.
Recommendation 11, on the setting of
capital payment rates, is discussed in
section VI of this proposed rule.
Recommendations 17 and 18,
concerning disproportionate share
hospitals, are discussed in section V of
this proposed rule. The remaining
recommendations are discussed below.

A. Slowing the Rise in Medicare
Spending (Recommendation 1)

Recommendation: The Commission
supports the efforts of the Congress and
the President to reduce the growth in
Medicare expenditures. Over time,
spending for services furnished to
Medicare enrollees should increase at
rates comparable to those in a cost- and
quality-conscious private sector.

Response: We agree with ProPAC
about the importance of slowing the
growth in Medicare spending. We
support ProPAC’s assertion that the
experience in the private sector with
market forces that encourage cost
containment represents a useful factor
in considering appropriate growth in
Medicare. We also agree with those
factors upon which ProPAC urges this
comparison: spending growth on a per-
person basis and recognizing the health
care needs of an aged and disabled
Medicare population. We caution,
however, that while it may be
appropriate to compare growth service
by service, aggregate comparisons
would not be meaningful due to
differences in the mix of services.

Medicare and private health
insurance provide a different array of
services. Medicare covers more long-

term care services, such as home health
visits and skilled nursing facility (SNF)
stays, than private insurance. Although
their share of total Medicare spending is
small, SNF and home health services are
growing more quickly than other
services within Medicare, and therefore
spending for these services has been
growing at a much faster rate than for
other services. Data from 1992 and 1993
indicate that payments increased for
SNF and home health services by 40.6
percent and 35.2 percent, respectively,
whereas the growth in physician and
hospital payments were only 4.5 percent
and 8.3 percent, respectively. In order
for Medicare and private health
insurance to grow, in aggregate, at the
same rate, spending for hospital and
physician services would have to be
growing more slowly in Medicare than
in private health insurance to offset
differences in long-term care growth.
Due to these differences in mix of
services, meaningful comparisons
between Medicare and the private sector
can only be made on a service-by-
service basis.

B. The Failsafe Budget Mechanism
(Recommendation 2)

Recommendation: Any failsafe budget
mechanism should include a more
effective risk adjustment factor to ensure
payment equity between the Medicare
capitation and traditional fee-for-service
programs. In addition, changes in
inflation that differ substantially from
Congressional Budget Office (CBO)
forecasts could require modifications to
the Medicare benefit budget over time.
Revisions to the proposed fee-for-service
sector budget allocations could also be
needed as medical practices change.

Response: We believe that using a
failsafe budget mechanism (that is, an
arbitrary cap on spending) to achieve
targeted spending levels would be bad
public policy. A failsafe mechanism
would fundamentally change the nature
of the Medicare program by breaking the
link between benefits and payments. To
meet the cap, benefits might have to be
reduced, beneficiaries might have to pay
more, and payments to providers might
have to be reduced, all of which would
impede access. A failsafe mechanism
would encourage cost shifting to
beneficiaries and other payers in order
to achieve the targeted goal in
government spending.

These arbitrary reductions in
payments would make government an
unreliable business partner. As
Medicare moves toward a more market-
oriented approach to setting payments,
arbitrary reductions imposed by the
government, after providers have
negotiated in good faith, would sour

relations and threaten the market
pricing process.

The failsafe mechanism is a substitute
for policy choices to achieve the desired
level of spending. This arbitrary
Medicare budget cap could potentially
have adverse effects on the Medicare
program.

We note that, while ProPAC
recommends using a more effective risk
adjustment factor to ensure payment
equity between Medicare capitated and
fee-for-service programs, no adequate
case-mix measure currently exists that
could serve this purpose.

C. Expanding Medicare’s Capitation
Program (Recommendation 3)

Recommendation: The Commission
supports reforming the Medicare
capitation program to control spending
while expanding beneficiary choice.

Response: HCFA agrees with this
recommendation and has specifically
developed legislation to allow for
Preferred Provider Organizations (PPOs)
and Provider Sponsored Organizations
(PSOs) to contract with the Medicare
program. Furthermore, in October 1995,
HCFA issued guidelines that notified
HMOS that they were permitted to
develop Point of Service (POS)
Programs, which allow beneficiaries to
go out of network for services. HCFA is
currently conducting the Choices
Demonstration, through which it is
soliciting applications for the above
types of provider arrangements.

D. Setting and Updating the Capitation
Rates (Recommendation 4)

Recommendation: Geographic
variation in the capitation rates and the
volatility of the rates from year to year
should be reduced. The Secretary
should develop and test alternative
payment methods that would allow the
payment rates to reflect changes in local
market conditions.

Response: We agree that geographic
variations in HCFA'’s payment rates
should be reduced. Some of the current
legislative proposals would reduce the
degree of variation over time.

We have been looking at ways to
reduce these variations. Several
demonstrations that should provide
information needed to develop
alternative payment methods are either
currently being run or in the process of
getting started. We have developed and
are conducting several research and
demonstration projects to review
additional risk adjustors, which would
modify current payment rates to reflect
the health status of the members of
managed care organizations. Another
project would pay, from a separate pool
of funds being shared by several
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organizations in an area, for enrollees
who have high Medicare costs. Also,
HCFA is in the process of starting
another project that would incorporate
the payment principles associated with
competitive bidding.

E. Improving Risk Adjustment Methods
(Recommendation 5)

Recommendation: The risk
adjustment methods used to set
Medicare capitation payments should
better reflect variation in the likely use
of services. Even as research on the
development of new methods continues,
the Secretary should implement interim
improvements as soon as possible.

Response: We plan to test health
status risk adjusters, such as Diagnostic
Cost Groups or Ambulatory Care
Groups, as part of the Choices
Demonstration. Furthermore, in this
demonstration, we will test reinsurance
and partial capitation arrangements. We
are also considering demonstrations
which use health status measures as
part of the Adjusted Community Rate
Determination, as well as part of the
payment formula.

F. Medical Savings Accounts (MSASs)
(Recommendation 6)

Recommendation: The Congress’ high
deductible/MSA option would provide
an additional choice for Medicare
enrollees. However, ProPAC is
concerned that the current Medicare
risk adjustment method is not sufficient
to protect the program from adverse
selection and resulting excess spending.
The likelihood that rates would better
reflect risk would be enhanced if
Medicare enrollees were required to
remain in the MSA option at least for
several years.

Response: As ProPAC states, the
Congressional Budget Office estimated
that the MSA option would cost the
Medicare program $4.6 billion over 7
years, in part because of the current
state-of-the-art in risk adjustment
methods (discussed in recommendation
5, above). The CBO estimate of the cost
of the MSA option is consistent with the
cost estimates of other reputable
organizations. We fail to see the
rationale for including an option that
provides no new benefits but is
expected to result in increased costs,
particularly at a time when the public
and Congress are concerned about the
long-term financial viability of the
Medicare program.

G. The Medicare Plus Fee-for-Service
Option (Recommendation 7)

Recommendation: Enrollees choosing
the fee-for-service option under the
proposed Medicare Plus program could

be responsible for substantially higher
fees than what their plans would pay.
The Secretary should monitor the
impact of this option on beneficiary
liability and on possible reductions in
physician and other provider
participation in traditional Medicare.
Response: We agree with ProPAC that
beneficiaries could be responsible for
substantially higher fees. We also agree
that, as suggested in this
recommendation, allowing physicians
and other providers to elect to serve
Medicare beneficiaries through private
fee-for-service plans that place no limits
on extra-billing amounts may well result
in (1) increases in beneficiary liability
and (2) reductions in physicians and
other providers participating in
traditional Medicare. Further, as the
payment methods contained in pending
legislation described in H.R. 2491 are
structured, the payment increases for
MedicarePlus plans, relative to those in
fee-for-service Medicare, mean that
MedicarePlus plans would be able to
pay physicians and other providers
more than fee-for-service Medicare.
These higher payments would create
additional incentives for physicians and
other providers to cease participation in
traditional Medicare. Finally, while
managed care plans potentially provide
value added because their
organizational structure facilitates
coordination of care, it is not clear what,
if any, value is added by creating a
private fee-for-service plan option,
under which the private plans receive
higher payments relative to fee-for-
service Medicare and physicians and
providers are permitted to charge
unlimited extra-billing amounts.

H. Information for Beneficiary Health
Plan Choices (Recommendation 8)

Recommendation: Medicare should
make available to beneficiaries
information about the performance of
plans and local providers. The Secretary
should identify the information
beneficiaries need to make appropriate
choices and develop innovative ways to
improve access to it.

Response: Current HCFA initiatives to
improve beneficiary information about
health insurance options, which are
summarized below, are consistent with
ProPAC’s recommendation.

Development of Prototype Materials and
Strategies

We are currently engaged in two
projects that will develop prototype
beneficiary information strategies
related to health insurance options.

The first project, which focuses
mostly on managed care issues, is
examining through Medicare and

Medicaid beneficiary focus groups, the
types of information and dissemination
media that beneficiaries would find
most useful in selecting health
insurance plans. Based on this
information, and case studies, the
project will produce and test a range of
prototype beneficiary information
materials, including beneficiary health
plan comparison booklets and charts,
and informational videos. Draft
prototype materials (for Medicare, pre-
Medicare and Medicaid beneficiaries)
are nearing completion and are
scheduled for beneficiary testing in
Spring 1996.

The second project will design
beneficiary information and education
materials and dissemination strategies
to support the Medicare Open
Enrollment/Competitive Pricing
demonstration. This project will
develop printed materials that explain
the experimental open enrollment
process; printed general informational
materials on Medicare health insurance
options; and booklets outlining the
specific Medicare fee-for-service and
managed care options available to
beneficiaries in their area. A plan
comparison chart template, which
would include information on specific
benefits and premiums, will also be
developed, as will other information
and educational approaches (including
educational seminars, public service
announcements (PSAs), informational
videos, and a toll-free counseling phone
line, all sponsored by HCFA). In
addition, a dissemination strategy for
HCFA and its partners in the
demonstration sites will be developed
(for example, Insurance Counseling and
Assistance (ICA) programs and
beneficiary advocacy groups).

Draft materials and strategies were
tested on Medicare beneficiaries in
April 1996. Final products should be
available for adaptation to specific
demonstration sites by Summer 1996.

Medicare Program Activities

We have currently outlined a strategy
to produce and disseminate a managed
care plan comparison chart to Medicare
beneficiaries, initially through the
HCFA Regional Offices and HCFA-
sponsored ICA programs. We will use
comparison chart prototypes developed
(under both of the projects discussed
above) as models for the comparison
chart. Prototypes will be available by
Spring 1996. We plan to begin
dissemination of the basic comparability
charts in 1996.

We may also choose to adapt some of
the prototype materials for application
to the Medicare program, depending on
feedback and evaluations from
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beneficiaries in the Open Enrollment
Demonstration. These new materials
could ultimately supplement or replace
current materials, such as the Medicare
Handbook. New prototype materials
could also be provided and adapted
individually by the State ICA programs.
We have contributed recommendations
during the development of these
projects and will continue to do so.

Many of the Regional Offices have
developed area specific informational
materials related to Medicare managed
care. The Regional Offices typically use
these materials to assist in their
responsibilities as the local HCFA
contact for beneficiaries.

Related Major Initiatives

While current activities have centered
on efforts to provide better information
on health insurance options (such as
focusing on comparisons of benefits,
premiums, and locations), the next
major steps in improving information
and educational strategies will likely be
in the area of quality or performance
indicators.

The prototypes discussed above will
include templates for eventual
dissemination of quality/performance
indicators for health plans. In addition,
strategies for introducing the concept of
indicators to Medicare and Medicaid
beneficiaries will be produced. One
project, short Medicare and Medicaid
focused video tapes describing quality
indicators using a ‘‘grocery shopping”
analogy, has already been completed.

A final version of a set of Medicaid-
specific National Committee on Quality
Assurance (NCQA) Health Plan
Employer Data and Information Set
(HEDIS) quality indicators is nearly
completed. We are currently sponsoring
the revision (with NCQA) of HEDIS
version 3.0 to include Medicare-
specific measures. Once both Medicare-
and Medicaid-specific measures are
available, HCFA will have available the
basic tools necessary to report
comparative quality indicators to
beneficiaries. A specific dissemination
strategy will then be determined.

We are currently in the
developmental stages of a proposed
plan-specific Medicare beneficiary
satisfaction survey. When completed,
we would have comparative satisfaction
information on all Medicare managed
care plans, which could then be
disseminated to beneficiaries as a
companion to plan benefit/premium
comparison charts.

Based on these initiatives, HCFA
should be well prepared to expand and
improve both the level and types of
health insurance information resources
available to Medicare beneficiaries.

I. Health Plan Accountability
(Recommendation 9)

Recommendation: Medicare must
hold health plans accountable for the
appropriate use of Medicare funds. In
addition, standards must be developed
and enforced to ensure that Medicare
beneficiaries will receive services of
appropriate quality.

Response: We agree with these
recommendations and have several
plans for implementing them. First, we
are working with the National
Committee for Quality Assurance to
develop HEDIS 3.0 for the Medicare
program. Second, we plan to conduct
beneficiary satisfaction surveys for a
significant sample of beneficiaries from
each health plan participating in the
Medicare HMO program. Third, we are
working with the Foundation of
Accountability to develop condition-
specific outcome measures. Finally, we
are working with Peer Review
Organizations to develop several
condition-specific outcome measures
that will be risk adjusted.

J. Broadening Financial Support to
Teaching Hospitals (Recommendation
13)

Recommendation: Explicit financial
support for graduate medical education
activities should not be limited to the
Medicare program. Mechanisms to
broaden financial support for teaching-
related activities in hospitals and other
locations should be developed.

Response: The Commission is
concerned that Medicare is the only
payer that provides explicit financial
support for teaching activities. Even
though private payers provide implicit
support through higher prices for
patient care services, funding is
unrelated to the amount of actual
teaching activity.

While we would agree that all payers
should contribute their fair share toward
physician training and particularly for
the patient care services that are
provided in the course of this training,
we wish to emphasize that Medicare’s
support for graduate medical education
is limited only to Medicare’s share of
the total cost of graduate medical
education. That is, although we believe
the current level of the indirect medical
education adjustment is higher than
necessary to compensate for the indirect
costs associated with residents’
involvement in patient care, it is set at
a level that at one time was thought to
equal those costs. Furthermore, because
this adjustment is made only for
Medicare prospective payment system
discharges, it is inherently only
associated with Medicare’s share of the

indirect costs of graduate medical
education. In addition, the direct
graduate medical education payment is
calculated based on Medicare’s
inpatient utilization rate, thereby
ensuring that it, too, reflects only
Medicare’s share of direct graduate
medical education. In that vein, we
would support a mechanism to broaden
support for physician training that did
not result in Medicare contributing
more than its fair share, relative to the
Medicare utilization rate.

We note also that some Medicaid
programs explicitly pay hospitals for the
indirect and direct costs of graduate
medical education similar to Medicare.
In addition, some States (for example,
New York, through its Prospective
Hospital Reimbursement Methodology)
provide explicit support for teaching
hospitals through private payers.
Nevertheless, we join ProPAC in calling
for more uniform support across all
payers.

We would note that although the
President’s health care reform bill
attempted to involve private insurers in
directly supporting medical education,
we do not currently have a proposal to
broaden support for teaching hospitals
beyond that currently provided by
Medicare. We have, however, proposed
to broaden financial support for
teaching hospitals by changing the way
Medicare funds medical education
through its managed care programs.
Currently, Medicare payments to HMOs
are based on the average cost of
providing services to Medicare patients
in the fee for service part of Medicare.
These payments to HMOs include
Medicare’s costs for medical education.
The President’s FY 1997 budget would
revise Medicare’s payments to HMOs so
as not to include the portion associated
with medical education and paying
these funds directly to teaching
hospitals and to managed care plans
with teaching programs. This change
would benefit teaching hospitals, as
well as more appropriately target
Medicare funds designated for medical
education.

K. Medicare Payments for Graduate
Medical Education Costs
(Recommendation 14)

Recommendation: ProPAC supports
changes in Medicare teaching payments
that would encourage an appropriate
distribution of residents across
specialties and discourage inappropriate
growth in the total number of residents.

Response: The Commission states that
both the proposals of Congress and the
President’s budgets would move
Medicare direct graduate medical
education payments in the direction of



Federal Register / Vol. 61, No. 106 / Friday, May 31, 1996 / Proposed Rules

27485

encouraging appropriate distribution of
residents across specialties and
discourage inappropriate growth in the
total number of residents.

The Administration is very concerned
with the issue of Medicare payments to
hospitals for graduate medical
education. Consistent with numerous
reports that the nation has an excess of
specialty physicians, and that the
growth of managed care is increasing
the demand for primary care physicians
relative to other specialties, the focus of
the President’s graduate medical
education proposal is to encourage
greater hospital participation in primary
care residencies and less in specialty
residencies. In addition, a significant
amount of training of residents in
primary care is more appropriately done
in non-hospital settings. Accordingly,
the President’s budget includes a cap on
the total number of residents and on the
number of nonprimary care residents for
whom Medicare will make graduate
medical education payments. We would
also encourage ambulatory training by
including residents who rotate to non-
hospital settings in the hospital’s FTE
count for IME purposes. We would
further encourage ambulatory training
by providing direct medical education
payments to facilities that are not
hospitals (for example, federally
qualified health centers) for residents,
when the residents’ salaries are not paid
by hospitals.

The Administration has also proposed
to create a Commission on Medical
Education and Workforce Priorities
within HHS to develop and recommend
policies to address the preservation of
academic health centers’ research and
educational capacity and the supply of
the future health care workforce. This
commission would also make
recommendations regarding the most
effective allocation of training resources
to ensure that the numbers and
competencies of health care
professionals are responsive to national
needs.

L. Medicare Indirect Medical Education
Payments (Recommendation 15)

Recommendation: The Medicare
indirect medical education adjustment
should be reduced from its current 7.7
percent level to 7.0 percent.

Response: As we’ve said in response
to similar ProPAC recommendations in
previous years, we agree with ProPAC
that the current level of payment for the
indirect costs of medical education is
too high. The President’s FY 1997
budget would reduce the adjustment
over 3 years to a final level of 6.0
percent effective for FY 1999. In
addition, residents working in

nonhospital settings could be counted
in a hospital’s resident count for
indirect medical education purposes if
the hospital incurs all, or substantially
all, of the costs for the training program
in that setting. Finally, the President’s
budget would cap the number of
residents that could be included in the
count, with an exception provided for
primary care residents and those in the
specialties of obstetrics or gynecology.

The Commission also supported the
provision in the President’s FY 1996
budget that would apply the direct
graduate medical education resident
count and weighting rules to the
indirect medical education count.
However, ProPAC recommended
proceeding with caution as additional
analysis would be needed to examine
the effect of this policy on individual
teaching hospitals. We note that this
provision is not contained in the FY
1997 budget proposal. Therefore,
residents would continue to be counted
for IME as long as they are enrolled in
an approved program.

M. Distributing Additional Teaching-
Related Payments (Recommendation 16)

Recommendation: Funds that provide
broader financial support for graduate
medical education should be distributed
in a way that corresponds to the
additional costs incurred by teaching
facilities. Providers that treat enrollees
in capitation plans should receive
teaching-related payments for those
patients as well as for the other patients
they serve.

Response: This recommendation is
related to Congress’ proposal to create
new trust funds to provide broader
support for educational activities.
Congress would create new trust funds
that include accounts for general direct
medical education, general indirect
medical education, and a Medicare Plus
Incentive Account financed by new
appropriations. This funding would be
in addition to payments currently being
made by Medicare for direct and
indirect medical education. The
Commission is concerned that the new
funding would be distributed based on
previous Medicare payment levels even
though general revenues will fund the
newly established trust funds. With
regard to the Medicare Plus Incentive
Account, ProPAC is concerned that
payments should give Medicare’s
managed care participants an incentive
to use teaching hospitals and pay
providers appropriately for serving
patients in capitation plans.

Like the Commission, we are
concerned about appropriating general
revenues to finance medical education,
particularly given our concern that the

indirect medical education adjustment
already overcompensates hospitals and
Medicare already pays its share of costs
of direct medical education. The
President’s original proposal was to
create an all payer fund to finance
graduate medical education. However,
this proposal was made in the context
of overall health care reform. We
continue to remain concerned that
medical education should be supported
to a greater extent by payers other than
Medicare but have reservations about
financing of medical education with
additional Federal money.

As we explained above in
Recommendation 13, under the
President’s FY 1997 budget, we would
revise payments made through our
managed care programs to ensure that
teaching programs are supported more
appropriately by existing Medicare
resources designated for medical
education. Under the President’s FY
1997 budget, payments for medical
education would be eliminated from
HMO rates and redistributed to teaching
hospitals and managed care plans with
teaching programs.

N. Discharges from Hospitals to Other
Facilities (Recommendation 19)

Recommendation: Medicare payments
should be modified to account for the
shift in services from acute to postacute
settings. Broadening the definition of
transfer cases, however, is not an
appropriate approach.

Response: In both the September 1,
1994 and September 1, 1995 final rules,
we expressed our concern that the
current trend of declining average
lengths of stay as hospitals discharge
Medicare patients into alternative health
care settings (other than acute care
prospective payment hospitals) in less
time may result in a misalignment of
payments and costs under our existing
payment systems (59 FR 45362; 60 FR
29221). In particular, we expressed
concern over the potential for hospitals
paid under the prospective payment
system to shift costs (for which they are
compensated through the DRG
payments) to alternative settings, which
are in turn paid on a cost basis.
Although we solicited comments on
possible solutions to this problem, we
did not propose any change in policy.

The President’s FY 1997 budget
includes a proposal to redefine
discharges from acute care hospitals to
excluded hospitals and units and skilled
nursing facilities as transfers for
payment purposes. Currently, for cases
transferred from one acute care hospital
paid under the prospective payment
system to another like hospital, the
sending hospital is paid a per diem rate
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instead of the full DRG amount. For
cases transferred to an excluded
hospital or unit or to a skilled nursing
facility (as well as cases discharged
home or home with home health care),
hospitals receive the full DRG payment
amount, regardless of the length of stay
in the hospital. Under the per diem
transfer payment methodology,
hospitals receive a per diem amount
(doubled for the first day of the stay)
until the full DRG amount is reached.
Therefore, under the President’s budget
proposal, hospitals transferring patients
to excluded facilities or skilled nursing
facilities prior to the geometric mean
length of stay for the DRG, minus one
day (to account for the double per diem
on the first day), would receive less than
the full DRG amount for that case.

The basis for ProPAC’s opposition to
this proposal is that it “* * * thinks
this policy would discourage the use of
postacute providers. Moreover, it could
result in longer inpatient stays, which
may not be desirable or cost effective in
the long run.” We acknowledge that the
change in the definition of a transfer is
not the ultimate solution to this health
care trend. In response to immediate
concerns about overpaying hospitals for
the reduced services they are providing
and the rate of increase in expenditures
for postacute care services, however, we
believe this is an appropriate interim
measure while we continue to explore
long-term policy alternatives that will
better integrate our payment systems for
care provided to Medicare beneficiaries
across the acute and postacute care
settings.

O. Prospective Payment for PostAcute
Care (Recommendation 20)

Recommendation: Prospective
payment systems should be
implemented for all postacute services.
The payment method for each service
should be consistent across delivery
sites. The Secretary should explore
methods to control volume of postacute
service use, such as bundling services
for a single payment.

Response: We agree that HCFA should
develop prospective payment systems
for all postacute services, and we have
made significant progress in this area.
As we discuss in our responses to
Recommendations 22 and 23, we have
developed detailed implementation
plans for interim prospective payment
systems for skilled nursing facilities
(SNFs) and home health agencies
(HHAS) that do not require patient
classification systems. Execution of
these plans will, of course, require
legislative action.

Beyond our interim plan, we have
developed a strategy for developing a

full-fledged prospective payment system
for SNFs. In the absence of legislation,
we have been pursuing data that could
be used to support a case-mix
prospective payment system through
our Multi-State Case Mix Demonstration
Project. This demonstration project,
now in its operational phase, is
collecting data on patient case mix
using a modified version of the
minimum data set, the assessment tool
SNFs use in developing patient care
plans. Through the course of the
demonstration, we hope to gather data
on the full range of SNF resources
needed for each resource utilization
group. We are proceeding to require by
regulation that all facilities provide
resident assessment data. Consolidated
billing of SNF services (that is, requiring
SNFs to bill for all services furnished to
their patients) and uniform coding of
SNF services are also prerequisites for a
SNF prospective payment system.
Consolidated billing and uniform
coding are needed to determine the
appropriate payment for the ancillary
services component of SNF services and
to provide useful data on the range of
services SNFs furnish.

We have also been working on a
strategy to develop a full-fledged
prospective payment system for HHAs.
We have funded a project to develop
outcome measures for home care that
can be used for an outcome-based
quality improvement system. These
measures will be based largely on a core
standard assessment data set that
includes items measuring
sociodemographic, environmental,
support system, health status, functional
status, and health service utilization
characteristics of patients. Many of
these data items included in the core
standard assessment data set are not
only essential for assessing patient
outcomes but are also critical for
designing an adequate case-mix system
for payment purposes. To test and refine
Medicare’s approach to outcome based
quality improvement for home health
care, HCFA is currently sponsoring the
Medicare Quality Assurance and
Improvement Demonstration, which
uses this instrument. We plan to publish
regulations identifying the required data
elements and addressing the collection
of information from the core standard
assessment data set. We also plan to
sponsor additional research that would
lead to an appropriate case-mix adjuster
that can be used in a national
prospective payment system.

In addition to the developmental
work underway on SNF and HHA
prospective payment systems, we have
begun work on the preliminary steps
necessary for the development of a

prospective payment system for hospital
inpatient rehabilitation services. The
biggest obstacle we have faced in this
effort is the lack of appropriate patient
classification systems for the types of
patients treated by rehabilitation
hospitals. We have recently contracted
with the Rand Corporation to evaluate a
rehabilitation coding system known as
the Functional Impairment Measure
(FIM), which is a scoring system that
measures the degree of functional
independence of rehabilitation patients.
These researchers will also evaluate the
patient classification system known as
functional related groups (FRGs), which
are based on FIM, as a possible basis for
a Medicare prospective payment system
for rehabilitation services. If the
research confirms functional status
measures can be used to develop an
appropriate patient classification
system, we will begin the additional
work necessary to put a prospective
payment system into place. This would
require collecting patient assessment
data from Medicare rehabilitation
hospitals and units and developing all
the necessary components of the new
payment system. It will take at least 3
years to design and implement such a
system. To facilitate implementation,
we are considering initiating collection
of patient assessment data in advance of
legislation establishing a prospective
payment system. We will be seeking
public input on whether to proceed
with a requirement for patient
assessment data in the absence of
legislation and what data elements
should be included in a core data set
that could be used not only as the basis
for a patient classification system but
also to assess outcomes.

We recognize that there are
advantages to a coordinated approach in
developing prospective payment
systems for postacute services and we
will be evaluating how to make them as
consistent as possible. We also
recognize that the demand for
implementation of prospective payment
systems for post-acute services is
sufficiently immediate so that there may
not be time for the broad study, data
collection, and research needed to
develop a “unified” system using
similar resource grouping principles.
Most of the current legislative
proposals, including the
Administration’s proposals, would
require implementation dates within the
next several years. It may not be feasible
to develop a “unified” system within
the time frames contemplated by the
current legislative proposals. Trade-offs
may be required between continuation
of the interim payment systems versus
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the full-blown prospective payment
systems on one hand, and the separate
versus “unified” prospective payment
systems on the other hand.

P. Case-Mix Measures for PostAcute
Services (Recommendation 21)

Recommendation: Reliable case-mix
measurement is important in
prospective payment systems to account
for resource use and to analyze
treatment patterns and costs across sites.
The Secretary should coordinate case-
mix research across postacute care
settings, using consistent methods for
measuring patient acuity and resource
use.

Response: We are attempting to
coordinate our work on case-mix
adjustment for home health care, long-
term and SNF care, and rehabilitative
services. To develop a case-mix
adjustment system for SNF care, time
studies were conducted in order to
measure resource utilization. Similarly,
as noted above in response to
Recommendation 20, we plan to fund
research to identify a home health case-
mix adjuster.

In addition, in the case-mix work to
date for both home health care and SNF
care, dependence in activities of daily
living is the biggest predictor of
resource utilization. Some of the other
predictors differ across SNF care and
home health care due to differences in
the treatment settings and the
availability of information for a
classification system.

As also noted above in the preceding
response, researchers at the University
of Pennsylvania have developed a
classification system based on FIMs
called Function Related Groups (FIM—
FRGSs). This system appears promising
for use in a case-mix adjusted
prospective payment system for
rehabilitation and long-term care
facilities, and we are working with the
Rand Corporation on a research project
to evaluate the suitability of FIM—FRGs
for this purpose.

We agree that a compatible cross-
provider measure of resource use would
be the best multiplier in any universal
postacute system. We also believe that
such measures do not now exist and to
produce them would require the
program to incur significant costs and
impose significant data reporting and
collection requirements on providers.
We would prefer to obtain explicit
legislative direction before we incur
these costs and impose these burdens.
Even so, we believe several years would
be required to gather the data and
develop the case-mix measures. For
these reasons, we believe that interim
prospective payment systems of the

types contained in the President’s FY
1997 budget should be put in place.

Q. Interim Fee-for-Service Payment
Method for Skilled Nursing Facility
Services (Recommendation 22)

Recommendation: An interim
payment method should be
implemented to control the growth in
Medicare payments for SNF services
until a comprehensive prospective
payment system is established. A
system based on historical data and
facility-specific limits, however, may
not allow facilities to respond
appropriately to changes in a dynamic
environment.

Response: We agree with ProPAC’s
recommendation that an interim
payment system should be developed
until a permanent system is established.
Both the interim and permanent
payment systems could better promote
the goals of quality care, maximum
access to care, and cost containment. A
payment system that incorporates these
goals is essential as the nursing home
industry evolves toward a more eclectic
mix of care levels and delivery models.
In addition, the need exists for a
payment system that is simpler to
administer for both providers and
HCFA. In order to maximize these goals,
a permanent prospective payment
system for SNFs should include
payment for all costs (that is, routine
operating, ancillary, and capital costs)
and take into account actual facility case
mix. However, thecase-mix and
ancillary cost data necessary to
accomplish this goal are not yet
available.

In the interim, based on current data
resources, a prospective payment
system could be implemented. It would
apply solely to routine costs (including
routine capital costs) and utilize facility-
specific payment rates subject to cost
limits. We are studying various cost
limit designs, such as regional limits
versus national limits, to account for
geographical cost differences. In
addition, methodologies to ease the
transition from the current payment
system would be incorporated into an
interim prospective payment system.

While there is agreement that a need
exists to implement an interim
prospective payment system for SNFs,
the Commission believes that a system
based on historical data and facility-
specific limits may not allow facilities
to respond appropriately to changes in
a dynamic environment. However, we
believe that a facility-specific interim
prospective payment system would
provide a number of advantages over the
current system, and could be
constructed to accommodate changes in

a facility’s case mix. The system would
provide for greater cost containment and
administrative simplicity, through
predetermined pricing. In addition, the
potential to earn a profit under the
interim system, by holding down costs,
would provide an incentive for nursing
homes to participate in Medicare, or
certify more beds if already
participating. This would provide
greater access for beneficiaries. This
same incentive would produce greater
efficiency in nursing home operations
and would support the provision of
quality care. When compared to a flat
rate system, a facility-specific system
would maintain an appropriate
distribution of payments, since the basis
of payments under the system is the
nursing homes’ own cost history. As a
nursing home case-mix classification
system is finalized and tested, and
further analysis is completed on
ancillary payment, these elements
would be incorporated into the payment
system.

In addition, we are analyzing some
features of an interim system that would
result in savings for the Medicare
program. Specifically, in developing
providers’ facility-specific payment
rates for routine services, the system
would incorporate one set of cost limits
based on freestanding costs only. The
current system provides for separate
(higher) limits for hospital-based
facilities. Consequently, savings would
result from holding down payments to
these hospital-based SNFs. In addition,
savings would result through the
elimination of routine cost limit
exemptions granted to new providers of
skilled nursing services. The current
system of cost limit exceptions for
“atypical nursing services” would be
eliminated as well. Finally, the
Medicare Part B carrier fee schedules
could be utilized for Part A SNF
services as a limit on the reasonable
costs of certain ancillary services.
Currently, there are no limits or
reasonable cost guidelines for many of
these services.

We support the ProPAC view that a
per-episode payment system be
developed. We have noted above,
however, that there are great obstacles to
developing both (1) prospective
payment systems that are consistent
across provider types with respect to the
method of measuring resource use, and
(2) classifications systems for episodes
of postacute care (either by provider
type or in general) that account for a
sufficient degree of the variability
among different types of patients. Thus,
our inclination would be to pursue our
current plans for the prospective
payment systems with the thought that
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further refinements could be made
when data are available.

R. Interim Fee-for-Service Payment
Method for Home Health Care
(Recommendation 23)

Recommendation: Until a fully
prospective payment system for home
health care is developed, the
Commission supports adopting episode-
based payment limits. In addition,
beneficiary copayments, subject to an
annual limit, should be introduced.

Response: There is agreement
between ProPAC and HCFA that an
interim cost control mechanism should
be established prior to implementing a
prospective payment system for home
health care. We would like to highlight
significant differences between the
prospective payment systems proposed
by the Congress and the Administration.

The congressional proposal would
limit payment to 120 days of service
with certain exceptions for up to 165
days of care. This provision has the
potential of serious financial impact on
some agencies, as well as reduced
access to services for some patients with
the greatest needs. The proposal also
assumes the availability of data and
systems to categorize and assign
patients to one of the 18 ““‘case-mix
categories” established in Phase Il of
HCFA’s HHA prospective payment
system demonstration. Neither the data
nor the systems are currently in
existence, and the implementation of
such a system would entail a major
increase in the reporting burden on
agencies. Were we able to implement
such a system, we estimate that the
system would be able to explain less
than 10 percent of the variation in cost
per episode, at best.

The Administration’s interim
proposal entails no increased reporting
burden, as it uses data currently
reported by agencies. Although that
budget proposal does not provide for
per-episode payments, its aggregate
payment caps effectively create a per-
episode cap on costs. Given the
uncertainty about the resource
composition of individual types of
episodes, the use of an aggregate cap
gives agencies an incentive to provide
services in a cost effective manner by
sharing savings with agencies whose
costs are below their per beneficiary
limitation. We note that ProPAC was
also concerned that the interim proposal
utilizes regional cost experience, which
the Commission feels may not be
appropriate. The President’s FY 1997
budget includes a provision to use
average national or regional cost
experience in constructing the per
beneficiary limitation. We agree with

ProPAC that, should we find unjustified
differences in regional cost experience,
we would support a move to national
cost experience as the basis for the per
beneficiary limit.

It may be necessary to use regional
rates to move individual HHAs toward
a national norm over time. This would
avoid major displacements. We are
considering both regional and national
blending.

We do not agree with the ProPAC
recommendation that beneficiary
copayments be introduced. Our
proposed interim system of limits
should adequately control the growth in
service use. We do not agree with
shifting costs to beneficiaries, however
limited, as a method of controlling the
growth in utilization.

As HCFA moves forward in designing
a prospective payment system for home
health care, we will consider ProPAC’s
recommendations to look at more
uniformly defined units of services.

S. Update to the Composite Rate for
Dialysis Services (Recommendation 24)

Recommendation: The Secretary
should develop methods to control total
Medicare per capita expenditures for
end stage renal disease (ESRD)
beneficiaries. In the meantime, the
composite rate should be updated by 2.7
percent for hospital-based dialysis
facilities and by 2.0 percent for
freestanding facilities for fiscal year
1997. The Secretary should also develop
reliable measures of patient severity and
outcomes to analyze the relationships
among treatment processes, patient
outcomes, and costs. These factors
should be considered in evaluating the
need for and the level of future payment
updates.

Response: One of ProPAC’s
suggestions is that HCFA consider
opening enrollment for ESRD
beneficiaries to participate in Medicare
risk programs. The reason for this
recommendation is the rapid growth in
total Medicare spending for ESRD
beneficiaries. A large part of this
increase is attributable to the expanding
ESRD population, especially older
patients who require more services.
These beneficiaries are using more acute
inpatient, skilled nursing and other
dialysis-related services than ever
before. ProPAC suggests that to control
these expenditures, Medicare examine
the possibility of adopting a capitation
payment system for ESRD services,
since capitation rates have been
successful in controlling expenditure
growth for other populations. At a
minimum, they are recommending that
utilization review or other managed care
techniques be used to control the total

volume of services provided to ESRD
beneficiaries across all sites of care.

Section 1876(d) of the Act currently
prevents an individual with ESRD from
enrolling in an HMO or a competitive
medical plan. However, an individual
who is enrolled in a prepaid health plan
when he or she is determined to have
ESRD may continue enrollment in that
plan. A prepaid health plan may only
disenroll a beneficiary as provided by
regulations at 417.460.

Congress addressed the issue of
paying for ESRD services in a capitation
setting in legislation. Section 13567(b)
of the Omnibus Budget Reconciliation
Act of 1993 (Public Law 103-66)
(August 10, 1993) amended section 2355
of Public Law 98-369 by requiring the
Secretary to include the integration of
acute and chronic care management for
patients with ESRD through expanded
community care case management
services in a social health maintenance
organization (SHMO). Initial legislation
required the Secretary to grant
demonstration waivers for SHMOs that
provide for the integration of health and
social services at a fixed annual prepaid
capitation rate. In the January 26, 1996
Federal Register, we published a notice
informing interested parties of the
opportunity to apply for funds for a
cooperative agreement to operate an
ESRD Managed Care Demonstration (61
FR 2516). Two of the demonstration’s
purposes would be to test whether
ESRD beneficiaries can and should be
given access to HMOs during open
enrollment and whether the statewide
capitation rate can and should be
adjusted. The demonstration would
adjust rates for treatment status (such as
dialysis, transplant, or a functioning
graft), age groups and the cause of renal
failure (for example, diabetes). As the
legislation requires, rates would be
based on 100 percent of the adjusted
average per capita costs (AAPCC);
additional non-Medicare-covered
benefits would be offered by the
provider to justify the additional 5
percent beyond the 95 percent of the
AAPCC paid to Medicare risk-
contracting HMOs on behalf of ESRD
enrollees. Based on the results of this
demonstration, we would make
recommendations to Congress
concerning the appropriateness of
paying for dialysis services in a
capitation setting.

To improve the quality of care ESRD
patients are receiving, we are in the
process of developing proposed rules for
ESRD conditions for coverage. The
essence of the regulation is patient-
centered and outcome-oriented. The
proposed conditions for coverage will
focus on facilities achieving an optimal
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level of health and well-being for all
dialysis patients. The proposed rules
will be published in Spring 1996 with
expected implementation in late fiscal
year 1997.

While we share ProPAC’s concern
that payment rates be sufficient to
assure quality care for ESRD patients,
we do not believe there is sufficient
evidence at this point to conclude that
more money is needed to provide
appropriate care. Currently, the
University of Michigan, as part of a
National Institute of Health grant, is
examining the relationship between
facilities’ costs and the level of KT/V.
Also the National Institute of Diabetes
and Digestive and Kidney Diseases is
sponsoring a study on the impact of
increasing dialysis as measured by KT/
V and the use of high-flux-dialysis on
ESRD patients. The results of these
studies should help us analyze the
relationship between patient outcomes
and costs, and thus provide us with a
basis for recommending an appropriate
payment rate increase.

While we acknowledge that an
increase in the composite rate may be
appropriate in the next few years, we
believe that any rate increase should be
linked to implementation of the revised
conditions for coverage. Moreover, any
ESRD rate increase must be considered
within the context of Medicare
budgetary concerns and should have a
direct link to improved patient
outcomes. We will continue to monitor
ESRD facility costs, and, if appropriate,
we may recommend an update to the
ESRD composite rate for FY 1998.

We note that ProPAC’s
recommendation provides for an across-
the-board rate increase for all renal
facilities. However, data show that high
volume independent facilities (over
6,000 treatments per year) account for
about 85 percent of independent
dialysis treatments. These high volume
facilities report margins between
Medicare payments and costs that are
higher than average. Therefore, in
proposing a future rate increase, we
would want to examine the need to
adjust payment increases for volume. In
addition, we believe that any update to
the composite rate should include an
update to the wage index currently used
to adjust the labor portion of the rate.
We are currently using an outdated
wage index which is a blend of 1980
Bureau of Labor Statistics (BLS) and
1984 prospective payment system wage
data and does not reflect the MSA
revisions resulting from the 1990
census.

The Commission’s final
recommendation is that the Secretary
closely monitor treatment patterns and

patient outcomes to ensure that facilities
use the payment increase to improve
quality of care. The proposed ESRD
conditions for coverage should address
this issue. We expect the proposed rule
to be published in the Federal Register
before Summer 1996. Between the
publication of the proposed and final
rules, HCFA is planning to meet with
the renal community to develop
complete clinical data sets to monitor
patient outcomes and medical
conditions. These data will then be used
to evaluate the quality of dialysis
services furnished by individual
facilities. Of course, this is a long-term
project. In the short term, we are
exploring the possibility of collecting
limited patient outcome data such as
KT/V and URR.

T. Prospective Payment for Hospital
Outpatient Services (Recommendation
25)

Recommendation: A comprehensive
prospective payment system should be
developed for hospital outpatient
services. Such a system should include
a strategy for controlling the volume of
ambulatory services.

Response: We agree with the need to
implement a comprehensive prospective
payment system for outpatient services.
While we await legislative authority, we
continue to develop and refine the
Medicare-specific factors of the
Ambulatory Patient Group (APG) system
that we recommend using. We plan to
analyze the payments that would be
made across sites, for example in
Ambulatory Surgical Centers (ASCs) or
physician radiology practices, to ensure
that we have not created unwarranted
incentives to perform procedures in a
given setting for financial reasons.

We are concerned as well about the
potential for increases in the volume of
services provided, both in outpatient
departments and in other settings. We
are examining approaches to volume
measurement and control, including the
level of packaging for ancillary services
and monitoring of patterns of care. For
example, we could track whether
Medicare beneficiaries received more
clinic visits per patient under APGs
than they did under cost-based
reimbursement. If so, we could take
corrective action either systemically or
on a hospital-specific basis. This issue
clearly requires study. We welcome
suggestions in this area.

U. Beneficiary Liability for Hospital
Outpatient Services (Recommendation
26)

Recommendation: The growing
financial burden for Medicare enrollees
who receive services in hospital

outpatient departments should be
alleviated immediately. Beneficiary
coinsurance for these services should be
limited to 20 percent of the Medicare-
allowed payment, as it is in other
settings. For services not paid on a
prospective basis, the Secretary should
establish a new method for determining
beneficiary copayments based on
estimated allowed payments since they
cannot be calculated precisely when
services are delivered.

Response: We agree that the issue of
beneficiary coinsurance should be
addressed. In the context of the monies
available to the Medicare program, we
doubt that Congress would authorize
that Medicare immediately assume the
full cost of paying 80 percent of the cost
of outpatient services. Among the
approaches that could be used are: (1)
Applying the savings achieved by
eliminating the formula-driven
overpayment to offset the beneficiaries’
responsibility; (2) requiring copayments
in other areas of the program, such as
for home health services or laboratory
services; and/or (3) moving gradually to
reduce the ratio of copayments to total
payments. One issue that must be
considered at the same time is the rise
in the Part B premium that would
accompany any significant increase in
program payments. This would have the
effect of distributing costs over the
entire range of beneficiaries, rather than
having it focused only on those patients
who actually use outpatient services, as
it is now. We are eager to have this issue
addressed and resolved, but know that
it must be examined in light of broader
budget decisions.

IX. Other Required Information

A. Paperwork Reduction Act

The Paperwork Reduction Act of 1995
provides for notice and comment when
a collection of information requirement
is submitted to the Office of
Management and Budget (OMB) for
review and approval. In order to fairly
evaluate whether an information
collection should be approved by OMB,
section 3506(c)(2)(A) of the Paperwork
Reduction Act of 1995 requires that we
solicit comment on the following issues:

« Whether the information collection
is necessary and useful to carry out the
proper functions of the agency;

« The accuracy of the agency’s
estimate of the information collection
burden;

« The quality, utility, and clarity of
the information to be collected; and

¢ Recommendations to minimize the
information collection burden on the
affected public, including automated
collection techniques.
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Therefore, we are soliciting public
comment on each of these issues for the
information collection requirement
discussed below.

The only information collection or
paperwork burden item contained in
this proposed rule involves the
requirement under §489.27 that a
hospital furnish each Medicare
beneficiary with a notice of discharge
rights supplied by HCFA, that is, ‘An
Important Message from Medicare.’

As discussed in section V.F of this
preamble, we are revising the current
requirement that a hospital must
distribute the ‘Important Message’ to
each Medicare beneficiary at or about
the time of admission. In order to permit
hospitals more flexibility, but still
ensure that benficiaries are aware of
their discharge rights, we are proposing
to revise §489.27 to specify that a
hospital must provide the notice of
discharge rights ‘during the course of
the hospital stay.” We estimate that the
paperwork burden associated with the
requirement that hospital personnel
distribute the ‘Important Message’ to
each Medicare beneficiary is
approximately 1 minute per admission.
Based on our most recent available data
(1995 Data Compendium, HCFA Pub.
No. 03364), there are roughly 11 million
Medicare beneficiaries admitted to
hospitals each year, resulting in an
annual burden of approximately
183,000 hours.

This paperwork burden is not
effective until it has been approved by
OMB. A notice will be published in the
Federal Register when approval is
obtained. Organizations and individuals
desiring to comment on this paperwork
burden requirement should submit
comments by July 30, 1996 to the Office
of Management and Budget, Human
Resources and Housing Branch, Room
10235, New Executive Office Building,
Washington, D.C., 20503, Attention:
Allison Herron Eydt, HCFA Desk
Officer.

B. Requests for Data from the Public

In order to respond promptly to
public requests for data related to the
prospective payment system, we have
set up a process under which
commenters can gain access to the raw
data on an expedited basis. Generally,
the data are available in computer tape
format or cartridges; however, some files
are available on diskette, and on the
internet at HTTP://WWW.HCFA.GOV/
STATS/PUBFILES.HTML. Data files are
listed below with the cost of each.
An