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2801.
HOSPITAL PROSPECTIVE PAYMENT SYSTEM BASE PERIOD AND TARGET AMOUNT (Cross refer to §§2406, 2407 and A 2406)

The Social Security Amendments of 1983(PL 98-21) provide that effective with cost reporting periods beginning on or after October 1, 1983, Medicare's payment for Part A hospital inpatient operating costs will be made prospectively  on a per discharge basis. Part A inpatient hospital operating costs include those costs (including malpractice insurance costs) for general routine service, ancillary service, and intensive care-type unit services with respect to inpatient hospital services but exclude capital-related and direct medical education costs.  Inpatient hospital services are defined as all services provided regardless of source, except for physician services.  Payment for other inpatient hospital costs (i.e., capital-related costs, medical education costs,) and for Part B inpatient ancillary and outpatient services, will continue to be paid retrospectively on a reasonable cost basis.

2802.
 PAYMENT RATES DURING TRANSITION

Under the prospective payment system, each Medicare discharge will be classified into diagnosis related groups (DRGs) and a specific payment rate will be established for each DRG by geographic area.  During a 3-year transition period, the prospective payment rate for a given Medicare discharge will be based on a combination of 1) a rate per discharge (subsequently referred to as "target amount per discharge"), based on the hospital's historical cost experience in a base period adjusted by the hospital's case-mix index, and 2) the DRG specific payment rate.  After the transition period, the payment will be based only on the DRG-specific payment rate (see F. below).  An additional payment will be made to the prospective payment amount for hospitals that have an approved graduate medical education program as defined in 42 CFR 405.421.  In order for intermediaries to make the payment, hospitals will need to submit the number of interns and residents it employs along with base period cost adjustment data (see G. below).


Target Rate
The target rate that will comprise one portion of the prospective payment during the transition period is determined on a prospective basis without reference to the hospital's costs in the current year.  It is developed by increasing the hospital's base period allowable inpatient operating costs per discharge, as adjusted by the hospital's case-mix index, by an inflation factor during the intervening years.  Intermediaries will determine the base period costs and target amount per discharge and notify the hospital of the determination as provided below.

A.
Base Period Cost Report--The base period cost is developed from cost data for the next to the last 12 month (or longer) cost reporting period preceding the first cost reporting period subject to the prospective payment system.  Thus, the base period under the prospective payment system is generally the same as the base period under §101 of TEFRA and is the 12-month cost reporting period ending on or after 9/30/82 and before 9/30/83.
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 Example:

1st Fiscal Year

Subject to Prospective

Reimbursement          
Base Period
10/1/83 - 9/30/84
10/1/81 - 9/30/82

 1/1/84 - 12/31/84
 1/1/82 - 12/31/82

 7/1/84  - 6/30/85
 7/1/82  - 6/30/83


NOTE:
Generally the same base period is used for the prospective payment system and for §101 TEFRA rate of increase ceiling purposes.  Also many of the same adjustments will apply for both. Thus collection of data and activities to adjust the base period should be coordinated to the extent possible.  Adjustment of the base period for both prospective payments and §101 of TEFRA can then be accomplished in the same format.  (See Exhibits A, B and C.)  HOWEVER, INTERMEDIARIES WILL PROCEED WITH COMPLETING THE PROSPECTIVE PAYMENT SYSTEM BASE PERIOD AND TARGET AMOUNT CALCULATIONS AS REQUIRED BY THESE INSTRUCTIONS EVEN IF THERE IS ANY DELAY WITH OR DISPUTE BETWEEN THE INTERMEDIARY AND PROVIDER OVER DEVELOPMENT OR COMPUTATION OF TEFRA ADJUSTMENTS OR BASE PERIOD COSTS.
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If the hospital's first cost reporting period ending on or after September 30, 1982 was for less than 12-months, the most recent 12-month cost reporting period ending before September 30, 1982 will be used.  For example, if the hospital's cost reporting period ending 9/30/82 covered 9 months (1/1/82 - 9/30/82), the preceding cost report for 1/1/81-12/31/81 would be used as the base period and the cost will be trended forward based on the industry-wide inflation factors which will be provided under separate instruction. (Note:  In this case, the base period for prospective reimbursement would differ from the base period for the TEFRA rate of increase ceiling.)

If a new hospital (see 42 CFR 405.463) did not have at least one 12-month cost reporting period prior to its first cost reporting period beginning on or after October 1, 1982, the amount of the prospective payments made to such hospitals during the transition period will be determined by using the full Federal payment amount (using the appropriate blend of national and regional standardized amounts) with no hospital-specific amount (see F. below).  A change in ownership will not constitute grounds for a hospital to be considered a new provider for purposes of qualifying for this exception.  However, if a change of ownership occurs and there has been an actual break (subsequent to what would have been its base period) in providing hospital inpatient services, a hospital will qualify as a new hospital.  (Note: any cessation of operations constitutes a termination of the provider agreement; the new hospital will need to request Medicare certification when it resumes operation.)

In the case of a subprovider of a hospital which does not meet the requirements for exclusion from prospective payments under §2803, but did meet the requirements of §2336 for subprovider status, separate hospital-specific amounts must be determined for that unit and the rest of the hospital.

B.
Base Period Adjustments to Determine Inpatient Operating Costs .--The purpose of the adjustments is to make the base period costs comparable to inpatient operating costs that will now be paid under the prospective payment system.  For purposes of this instruction, Medicare Part A hospital inpatient operating costs include all general routine, ancillary (including kidney acquisition costs for hospitals other than those approved as renal transplant centers), intensive care-type  unit, and malpractice insurance costs applicable to the Part A inpatient hospital services; but exclude capital-related and direct medical education costs, physician professional services to individual patients (including adjustments resulting from regulations published March 3, 1983), and physician services furnished in teaching hospitals which have elected to cover those services on the basis of reasonable cost under 42 CFR 405.521.  (See §§2148-2148.5.)

The necessary adjustments to the appropriate period's inpatient operating costs are described in the following subsections.  These adjustments are to be made using the specific instructions and worksheet provided in Exhibit C of this instruction.  The process for developing the prospective payment system base period and target rate are compared and contrasted in Exhibit A to that required under section 101(b) of TEFRA.  Hospitals submitting adjustment data pursuant to these instructions should do so by June 15, 1983 for hospitals with fiscal years beginning October 1, 1983 - November 1, 1983.  For hospitals with fiscal years beginning on or after November 2, 1983, follow the schedule provided with form HCFA-1008 in Exhibit B.  Intermediaries will make base year adjustments using the best data available to them from the base year cost report and any supplemental data furnished voluntarily by hospitals and received by the intermediaries by these dates.  Data submitted by hospitals after the applicable due date will be used by
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intermediaries to adjust the base year costs only to the extent that it is administratively feasible to do so in the time remaining before the final determination is scheduled to be issued as shown in D.  below.

NOTE:
In determining the target rate (target amount per discharge) from the base period cost report, intermediaries will use the provider's settled cost report (Notice of Program Reimbursement issued) or, if not settled, the provider's cost report after desk review and, if applicable, field audit. For cost reports that have not been finally settled at the time the target amount determination is made, every effort should be made to resolve disputed amounts based on the Medicare principles of reimbursement in effect for the period involved.  Any amounts in dispute between the intermediary and provider must be reviewed and decided upon by the intermediary before a final determination of the base period costs and prospective target amount per discharge is issued.  (However, see subsection E. below regarding review and adjustments available to hospitals after the intermediary's determination is issued.)  Since this is a prospective payment system, where the intermediary cannot resolve disputed amounts it must make adjustments to the base period costs using the best evidence available that it determines to be in accordance with the principles of reimbursement in effect for that period.

The following adjustments must be made, where appropriate, to the hospital's inpatient routine and ancillary cost items as explained in Exhibit C.

NOTE:
The following first four adjustments to total allowable Part A inpatient operating costs in the base period must be made for all hospitals reimbursed under the prospective payment system for fiscal years beginning on or after October 1, 1983.

1.
Capital-Related Cost Adjustment - Capital-related costs are not included in the prospective payment system during the transition period (§1886(A)(4) of the Act). Hospitals will be reimbursed for capital related items on a reasonable cost reimbursement basis during the transition.  Capital-related costs are considered to be those costs normally classified in depreciation accounts on a hospital's cost report. (For a full definition, see §§2806ff.) During this period, classification of an item as either a capital-related expense or a current operating expense must not be changed in subsequent fiscal years from its classification status in the base period cost report.  Further, hospitals will not be permitted to change their policies during the transition period  from those used in the base period regarding capitalizing or expensing the items.  Intermediaries will assure that any cross-over of items from operating expense categories to capital-related categories will not be allowed in reimbursing hospitals during the transition period.  See Exhibit C to make the necessary adjustment.

 Hospitals may have been assigning certain capital-related costs directly to departmental cost centers which cannot be readily identified as capital expenditures in the base period cost report.  SINCE INTERMEDIARIES MUST MAKE ADJUSTMENTS USING THE BEST EVIDENCE AVAILABLE (I.E., THE BASE PERIOD COST REPORT), ANY ADJUSTMENT TO REFLECT SUCH COSTS AS CAPITAL EXPENDITURES IN THE BASE PERIOD CAN ONLY BE MADE WHEN THE PROVIDER SUBMITS SUCH CHANGES TO THE INTERMEDIARY TIMELY.  Without further data from hospitals, intermediaries will assume such adjustments are unnecessary.  Subsequent adjustments, however, cannot be made pursuant to the above paragraph.   In addition, the provider's capitalization policy
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regarding minor asset write-offs that was used in the base period must also consistently be used in the transition period.  (See §§106 and 108 of HCFA Pub. 15-I and §306 of HCFA Pub. 15-2.)

2.
Direct Medical Education Cost of Approved Educational Activities Adjustment.--Direct medical education costs will also continue to be reimbursed to hospitals on a reasonable cost basis (§1886(a)(4) of the Act).  Approved educational activities mean formally organized or planned programs of study actually operated by providers in order to enhance the quality of care in an institution (see 42 CFR 405.421). When direct medical education costs are currently identified in Medicare hospital cost reports, the intermediary will exclude such costs from the total Medicare Part A allowable inpatient costs.  However, when determining the direct medical education activities that are to be excluded from base period costs, activities which fall under regulations section 405.421(d) are not within the scope of this principle.  The costs of the following activities are recognized as normal operating costs rather than direct medical education costs:

(a)
orientation and on-the-job training;

(b)
part-time education for bona fide employees at properly accredited academic or technical institutions (including other providers) devoted to undergraduate and/or graduate work;

(c)
costs, including associated travel expense, of sending employees to educational seminars and workshops which increase the quality of medical care and/or operating efficiency of the provider;

(d)
maintenance of a medical library;

(e)
training of a patient and/or patient's family in the use of medical appliances;

(f)
clinical training of students not enrolled in an approved education program operated by the provider (medical education costs for medical students in programs operated by an organization other than the provider are considered normal operating costs);


(g)
costs incurred for education or training activities by supplier organizations whether or not a relationship exists under regulations at 42 CFR 405.427 or 405.550(e) (see Chapter 10, HCFA Pub. 15-1);


(h)
other activities or costs which do not involve the actual operation of an approved education program including the cost of interns and residents in anesthesiology who are employed to replace certified registered nurse anesthetists.  However, the costs of approved intern and residents programs, whether operated by hospitals or other organizations, are considered direct medical education costs.

NOTE:
In cases where intermediaries are aware that expenses for medical education were identified as direct medical education costs based on the interim final regulations of September 1, 1983, and the hospital did not actually operate the program that generated those expenses (as required for classification as direct medical education costs in the final rules published January 3, 1984), such amounts will be removed from cost reimbursement
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classification and added to the hospital's PPS base period costs.  The resulting upward revision of the hospital-specific rate will be adjusted immediately by intermediaries for payments for all discharges from affected hospitals retroactive to the date they became subject to PPS.  Similarly, the removal of such costs from the cost reimbursement classification will be retroactive to the date the hospital first became subject to PPS.

Medical education costs of paraprofessional (e.g., radiological technicians) and other approved programs are often expensed directly in department cost centers and cannot be separately identified based on the hospital's cost report.  Since intermediaries must make the base period adjustments using the best evidence available (usually the hospital's cost report), this adjustment can be made only when the provider submits these training costs to the intermediary before calculation of the base period costs and target amount.  If information is not submitted timely by a provider, the intermediary will not make such an adjustment for the hospital.  However, hospitals will not be allowed to later identify such costs since those costs will have become a part of the base period costs and target amount and reimbursed on that basis (see Exhibit C).

3.
Nursing Differential Adjustment.--Since the nursing differential was eliminated effective with services rendered on or after October 1, 1982, the allowable Medicare Part A inpatient costs in the base period will be adjusted to exclude any amount for the inpatient routine nursing salary cost differential (nursing differential) for purposes of making payments under a prospective payment system in fiscal years starting on or after October 1, 1983.  Therefore, intermediaries must remove from total allowable Medicare Part A inpatient costs in the base period any amount resulting from the nursing differential that was reimbursable for that period (see Exhibit C).

4.
Malpractice Insurance Cost Adjustment.--The cost of Part A inpatient malpractice insurance applicable to Part A inpatient operating costs incurred by the hospital and apportioned to Medicare during the base period must be included in determining the target amount for prospective reimbursement purposes.

NOTE:
The following adjustments (see items 5, 6, 7, 8 and 9 below) to total allowable Part A inpatient operating costs in the base period must be made only in the case of those hospitals that:  1) have become subject to the required coverage of hospital employees under Social Security as a result of §1886(b)(6) of the Act, 2) previously had arrangements with an outside supplier to provide non-physician services which would have been reimbursable under Part A if furnished by a hospital (e.g., radiology, laboratory, physical therapy, prostheses, etc.) to hospital inpatients but which were separately billed by a supplier to a carrier or by another provider to its intermediary as an outpatient service under Part B of the Act (§1862(a)(14)), 3) have operating costs previously assumed by physicians which will now be borne by the hospitals pursuant to sections 1862(a)(14), 1866(a)(1)(H), and 1861(w)(1) of the Act, 4) are approved renal transplantation center hospitals for kidney acquisition costs incurred pursuant to §1881(a) and (b)(2)(B) of the Act, or 5) changed their accounting principles or incurred added expenses in the base year, resulting in higher base period costs.

5.
Federal Insurance Compensation Act (FICA) Tax Adjustment.--Certain hospitals subject to the prospective payment system are required to enter the Social Security system and begin paying FICA taxes on their employee compensation beginning
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January 1, 1984.  In recognition of the higher payroll costs those hospitals will incur, PL  98-21 requires adjustment to the base period costs for those hospitals.  Therefore, the allowable Medicare Part A inpatient costs in the base period for applicable hospitals must be increased by the amount of such taxes that would have been paid, or accrued, in the base period as if the hospital had elected coverage for its employees under Social Security for that period, or for any part of that period in which the hospital did not provide Social Security coverage for its employees.

In order to include the appropriate amount in the base period costs, providers must submit to the intermediary the total amount of FICA tax that would have been paid  only for the base period by the hospital (any amount that would have been paid by employees through payroll withholding are not to be included in the computations) under §3111 of the Internal Revenue Code of 1954 had the hospital's employees wages been subject to such taxes regardless of when the hospital becomes subject to the prospective payment system.  If this information is not submitted by the applicable dates given in the second paragraph of B. above, the intermediary will not make any adjustment.

The maximum amount of earnings per individual that was taxable for Social Security purposes and the applicable tax rates for base period years that should include the base period are shown in the following chart.  Note that two calendar years will be applicable when the base period is not a calendar year.

FICA Maximum Taxable Amounts
FICA Tax Rate
1980-25,900

6.13 percent

1981-29,700

6.65 percent

1982-32,400

6.7  percent

1983-35,700

6.7  percent

6.
Adjustment for Non-Physician Services Billed Under Part B.--Prior to October 1, 1983, payment for certain covered items and non-physician services furnished by an outside source to hospital inpatients could have been made either to the hospital under Part A as inpatient hospital services (i.e., under arrangements) or under Part B to the beneficiary, or if assignment was taken, to the entity that furnished the services or items.  Examples of these services are:

a.
diagnostic and therapeutic service received as an outpatient of another hospital;

b.
independent laboratory services (except for anatomical pathology services);

c.
diagnostic radiology and certain pathology services; and other diagnostic services such as testing by an independent psychologist or audiologist;

d.
prosthetic devices including pacemakers, implant lenses and artificial limbs;

e.
physical therapy and speech-language pathology services furnished by an outpatient physical therapy provider;
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f.
certified registered nurse anesthetists (CRNA) and other medical and health services previously billed by physicians (e.g., "incident to" services), however, see the Note and Exception in item 7. below;

g.
transportation to and from another hospital or freestanding facility to receive specialized diagnostic or therapeutic services not available in the inpatient's hospital.

Effective October 1, 1983, all hospitals (including hospitals and hospital units exempt from the prospective payment system, except those noted below) must agree to furnish either directly or under arrangements as defined in §1861(w)(1) of the Act, all items and nonphysician services received by Medicare inpatients.  No Medicare payment may be made for any items or nonphysician services received by Medicare hospital inpatients unless furnished by the hospital (§1862(a)(14) of the Act).  Since hospitals will be assuming the costs for such services  previously billed directly by outside suppliers or by physicians (except, for example, anatomical pathology services), the base period costs must be adjusted for those hospitals that had regularly arranged for an outside source to bill directly for services it furnished to the hospital's inpatients during the base period.  The adjustment will increase base period costs by the estimated direct cost that would have been incurred if the services had been furnished directly or under arrangements (i.e., if the outside source had billed the hospital instead of billing under Part B); that is, the direct cost without any hospital overhead applied.  However, see the Note and Exception in item 7.  below.

SINCE THIS ADJUSTMENT IS APPLICABLE TO ALL HOSPITALS WHETHER THEY ARE SUBJECT TO THE PROSPECTIVE PAYMENT SYSTEM OR TEFRA LIMITS, THE INFORMATION NECESSARY TO ADJUST BASE PERIODS FOR ALL HOSPITALS THAT WILL ASSUME SUCH COSTS AFTER SEPTEMBER 30, 1983 MUST BE SUBMITTED USING FORM HCFA-1008 ACCORDING TO THE SCHEDULE GIVEN IN THE SECOND PARAGRAPH UNDER B. ABOVE.

Adjustments are to be  made on amounts determined prior to application of Medicare coinsurance and deductibles.

EXCEPTION:
Certain hospitals may continue to have outside sources bill directly for their services during the 3-year transition period (§602(k) of PL 98-21).  Exceptions for continued separate direct billing under Part B by suppliers or other providers for services to hospital inpatients will be granted only in special circumstances.  Those instances will be restricted to situations where this practice was in effect prior to October 1, 1982 and was so extensively used that immediate compliance would threaten the stability of patient care.  Excepted hospitals will have their reimbursement adjusted downward for those amounts that are billed under Part B during the fiscal year.  Those few hospitals that believe they would qualify and wish to request an exception should apply to the regional office through their intermediary by September 10, 1983.

The intermediary will not make any adjustment to the base period costs unless the hospital submits its estimate of such costs and sufficient information on which to make the adjustment (see Exhibit B).
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The information for each outside source that billed directly for its services to hospital inpatients that must be submitted is:

a.
Name and address of suppliers, physicians or other providers;

b.
Servicing carrier or intermediary;

c.
Amounts that would have been incurred by the hospital during the base period for services rendered to Medicare inpatients that represent the cost of non-physician services billed by the supplier, physician or other provider;

d.
A listing of beneficiaries by name and Health Insurance Number who were discharged from the hospital during September 1982 and who received services from the supplier, physician or other provider during that inpatient stay even though the admission occurred prior to September 1982.

The amounts to be included in the hospital's estimate should include all amounts that would have been incurred for such nonphysician services but not more than the reasonable charges or other limitations, such as the therapy guidelines, which would have been allowed under the principles of reimbursement applicable in the base period.  The intermediary will validate, with the carrier involved, the provider's estimate as to the reasonable  costs  that would have been incurred  had  the  services  been  furnished under

arrangements.  The representative month listing of beneficiaries will be used as part of the verification process in which intermediaries and carriers will exchange data on provider and beneficiary claims for services on discharges occurring during September 1982.  The adjusted amounts will be included in the hospital's base period cost before calculating the target amount as explained in Exhibit C.

7.
Adjustments for Hospital-Based Physician Provider Inpatient Services.--Final regulations were published in the Federal Register on March 2, 1983 governing payment for physician services furnished in providers.  These regulations establish more specific criteria for distinguishing physician services reimbursable on a reasonable charge basis from physician services reimbursable only on a reasonable cost basis.  In some cases, for example, a portion of the services of hospital pathologists to hospital inpatients that was reimbursed by the carrier on a reasonable charge basis during the hospital's base period now will be reimbursed only under Part A as hospital services.  Since hospitals will assume the cost of the pathologist's compensation for these services, the base period costs should be adjusted by the estimated cost that would have been incurred if the hospital had compensated the pathologist for these services during the base period.

NOTE:
When anesthesiologists utilize the services of CRNAs that they employ in furnishing anesthesia services to hospital inpatients, the physicians have traditionally included the CRNAs' services in their bills.  Medicare has paid for these services on a reasonable charge basis, i.e., the CRNAs' services were "incident to" the physicians' services.  Effective October 1, 1983, all "incident to" services furnished to hospital inpatients, including CRNAs' services, except as noted below, must be claimed through the hospital.  Therefore, if payment for such "incident to" services was made by the carrier during the hospital's base period, the estimated reasonable cost of such services should be reported to the intermediary by the hospital on form HCFA-1008 (see Exhibit B)
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so that base period costs may be adjusted.  The claimed cost is not the anesthesiologist's total charge.  It is the intermediary's estimate of the cost that would have been incurred by the hospital if the CRNA services had been furnished directly by the hospital or under arrangements.  It may be based only on the portion of the reasonable charge attributed to the CRNA's services.  This portion of the physician's charge would generally be one half of the part of the physician's reasonable charge that is attributed to the duration of the procedure, i.e., time units times the dollar conversion factor divided by 2.

EXCEPTION:
If the physician's practice was to employ CRNAs and bill their services under Part B on a reasonable charge basis as of the last day of the affected hospital's base year cost reporting period, the physician may continue such practice for cost reporting periods beginning before October 1, 1986.  In such cases, the cost of the CRNA services are not to be added to the hospital's base period costs and the physician may continue to bill for the CRNA services through the cost reporting period cited above.  (Note:  Since this exception may be applicable to all hospitals whether they are subject to the prospective payment system or TEFRA limits, the base period to be used in determining the basis of this exception will be that cost reporting period as defined in subsection A. above.)

The hospital is responsible for submitting the cost estimate and sufficient information to the intermediary on which to base an adjustment (see Exhibit B).  The  information that should be submitted for each hospital physician or physician group that billed the Medicare carrier or the hospitalized beneficiary include:

a.
Name and address of physician or physician group;

b.
Servicing carrier;

c.
Amounts that would have been incurred by the hospital but were previously billed under Part B by, or on behalf of, the physician or physician group during the base period for services now reimbursed only on a reasonable cost basis;

d.
A listing of beneficiaries by name and Health Insurance Number who were discharged from the hospital during September 1982 and who received services from the physician or physician group during that inpatient stay even though the admission occurred prior to September 1982.

The amounts to be included in the hospital's estimate should include all amounts that would have been incurred for such services that were previously considered physician services, but not more than the reasonable charges that would be allowed under the principles of reimbursement applicable in the base period.  The intermediary will verify the information submitted by providers and adjust the billed amounts to reflect estimated reasonable costs that would have been incurred had the hospital compensated the physician.  The adjusted amounts (i.e., direct cost without any hospital overhead applied) would be included in the hospital's base period cost before calculating the target amount as explained in Exhibit C.
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8.
Kidney Acquisition Costs for Hospitals Approved as Renal Transplantation Centers.--Kidney acquisition costs incurred by kidney transplant hospitals are not included in the prospective payment system and will be reimbursed on a reasonable cost basis. Kidney acquisition costs for those hospitals will be paid for as a "pass-through" item for Medicare hospital inpatients similar to capital-related and direct medical education costs.  However, hospitals that only excise kidneys and are not approved Renal Transplantation Centers are not affected by this adjustment.

Adjustment of base period costs for kidney transplant hospitals to remove kidney acquisition costs from the hospital specific portion of the prospective payment amount will be accomplished by intermediaries using statistical data provided by HCFA.  Therefore, hospitals affected by this "pass-through" requirement for kidney acquisition cost do not need to submit base year information on those costs as is necessary for the other adjustment factors cited in this section.

9.
Provider Changes in Cost Accounting Principles and Other Changes Initiated in the Base Year.--Intermediaries will adjust for any base period cost items when a hospital changes its accounting principles in the base year and the change inflates the provider's cost experience for that item above the cost that would have been reported under the previously applied accounting principle.  In such cases, the intermediary will remove the resulting higher costs, but only with respect to the hospital-specific amount computation and not the settlement of the base year cost report.  Examples of accounting principle changes for which an adjustment is required when costs are increased due to this change include a change from cash to accrual basis of accounting or a change in method for pricing inventory.

In addition, for purposes of this section, the intermediary will exclude any higher costs that were incurred for the purpose of increasing base year costs which would have the effect of inflating the hospital-specific rate or that have the effect of distorting base year costs upward and makes them inappropriate for computing the hospital-specific rate.

Similarly, the intermediary will exclude one-time nonrecurring receipts that would reduce significant hospital costs in determining allowable base period costs and would have the effect of making them inappropriate for computing the hospital-specific rate.  One time nonrecurring receipts would include special one-time insurance rebates or court awarded damages but would not include imputed costs to substitute for costs not actually incurred such as for employee strikes or reduced supply costs, etc.  Effective October 1, 1983, restricted grants are no longer to be offset against costs.  That change in the regulations is not a basis for retroactively or prospectively increasing base period costs and the hospital-specific payment rates, therefore, the loss of grant income will not be considered an appropriate circumstance for making this adjustment.

Hospitals that experienced one-time nonrecurring receipts that were not excluded as described above in setting their hospital-specific payment rate because that rate was set at a date, under D.  below, prior to publication of the January 3, 1984, PPS regulations, may submit supporting data and request an adjustment by their intermediaries no later than April 30, 1985.  If the intermediary agrees to the change, it will adjust the hospital payments for all discharges retroactive to the date the hospital became subject to PPS.
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C.
Computing Target Amounts Per Discharge.--After making all appropriate adjustments to the base period costs as called for in B. above, the adjusted base period costs resulting from the procedures provided in Exhibit C are to be divided by the actual number of Medicare discharges in the base period when computing the hospital-specific amount per discharge for all hospitals.  The figure on line 6(c), page 3, Part 3 of form HCFA 2552-81 will be used to make this computation if the intermediary is assured that the number of discharges shown is accurate.

The intermediary will then adjust the hospital-specific amount per discharge by the hospital's case-mix index for 1981.  This will be accomplished by dividing the updated hospital-specific amount per discharge by the hospital's case-mix index.  See the Example in F.  below.  This adjustment is made in order to neutralize the effect of the base year case-mix on the hospital-specific amount per discharge so that the actual mix of patients served by the hospital in the transition period can be reflected at the time prospective payment is made for each case by multiplying the hospital-specific amount by the DRG-specific weighting factor.

This will result in a case-specific target rate which conforms to changes the hospital may experience in the types of patients serviced during the transition period.  If the hospital's case-mix in a transition year under the prospective payment system is identical to its 1981 case-mix experience, the hospital would be reimbursed the same amount as if the case-mix adjustment had not been made.  If, however, the hospital experiences an increase in its case-mix index, the hospital's reimbursement will increase proportionately. Thus, the case-mix adjustment permits the entire payment for hospital inpatient operating costs to be responsive to changes in the mix of patients served.  (Note:  Since a case-mix index was not established for any subproviders, no adjustment for case-mix is necessary in those cases.)

NOTE:
Under interim final rules published in the Federal Register on September 1, 1983, the hospital-specific amount was to be reduced for outlier case payments by 5.7 percent (i.e., multiplying .943 times the per discharge rate).  This reduction was eliminated by final rules published January 3, 1984.  Any such reduction made under the interim final rule will be adjusted by intermediaries for discharges from affected hospitals retroactive to the date they became subject to the prospective payment system.

The resulting cost per case, updated by the appropriate inflation factor provided by HCFA for intervening years, will represent the hospital-specific amount per discharge that will be used during the prospective payment transition period to establish that portion of a non-exempt hospital's Medicare reimbursement related to its historical cost experience. The calculation of the hospital-specific amount per discharge must be prepared and the hospital notified according to the time requirement chart given in D below.  The intermediary will advise the hospital by certified mail of the base period cost and hospital-specific portion of the prospective payment amount that will be the basis for reimbursing the hospital during the 3-year transition period.
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D.
Schedule for Determination of Base Period Costs/Hospital-Specific Amount.--The provider will be informed of the target amount established according to the following schedule:

Hospital FY Begins
Hospital Notified 
Rate Becomes Effective

Between 10/1/83-
No later than
The first day of the fiscal

  10/31/83
8/15/83
year the hospital is subject 

to the prospective payment

system (See E. below)

On/After 11/1/83
8 weeks prior to beginning
The first day of the fiscal

of hospital's fiscal year   
year the hospital is subject to

the prospective payment

system (See E. below)

E.
Finality of Base Period/Hospital-Specific Amount Determination.--Once the intermediary has made a determination and notified the hospital of the base period costs and prospective hospital-specific amount per case in accordance with the schedule required in D. above, the hospital may submit additional adjustment data and request an informal reconsideration of the determination within 3 weeks of receipt of the intermediary's notice.  (Exception: Hospitals which become subject to the prospective payment system on or after October 1, 1983 and before November 16, 1983 may request their intermediary, up to November 15, 1983, to recompute their base period costs to take into account inadvertent omissions in their previous submissions to the intermediary related to changes made by the prospective payment legislation for purposes of determining the base period costs.  Specifically, such corrections after the initial 3-week period would pertain to those data submissions and adjustments under §2802B. 1, 2, 5, 6, 7 and 9.).  Hospitals are urged to use certified mail in these circumstances. The intermediary may also initiate changes to the determination: (1) for any reason prior to the date the hospital becomes subject to prospective payment, and (2) before November 16, 1983, for corrections pursuant to the above exception.  The intermediary then must notify the provider of any change to the hospital-specific amount as a result of the provider's request within 30 days of receipt of the additional data.  Any change to base period costs made pursuant to the above exception will be made effective retroactively, beginning with the first day of the affected hospital fiscal year.

In addition, a hospital may request, or the intermediary may initiate changes to correct mathematical or computational errors made in the determination for 90 days after the determination has been sent to the hospital.  Intermediaries have 30 days to make any appropriate adjustment and notify the hospital of its action.  Any resulting change to the hospital-specific portion will be made effective with the first day of the affected hospital fiscal year.

Subsequent to the date the hospital becomes subject to PPS, the intermediary's estimate of base year costs and any modifications of the base year cost estimate pursuant to B.1,2,5,6,7 and 9 are final except: (1) to recompute costs for inadvertent omissions allowed by the above exception for hospitals which become subject to PPS before November 16, 1983; (2) to correct mathematical or computational errors within 90 days
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after the determination is sent to the hospital; (3) to recognize additional allowable base year costs as a result of reopening and revision, prehearing order or decision, or final administrative or judicial review decision of a matter at issue in the hospital's base year notice of program reimbursement (NPR); or (4) to account for a successful administrative or judicial appeal of modifications to base year costs based on an NPR for the applicable fiscal year payments under PPS.  Adjustments to recognize additional allowable base year costs may be based on evidence submitted before or after the hospital became subject to PPS, and will be effective with the first day of the hospital's first cost reporting period beginning on or after the date of the revision, order/finding or review decision.  However, changes to the hospital-specific rate due to revision of modifications specified in Medicare regulations 42 CFR 405.474(b)(2) to the base year costs, resulting from a successful appeal decision as noted in 4. above, may only be based on data available to the intermediary at the time the rate was set and will be effective retroactive to the date the hospital became subject to PPS.

F.
Prospective Payment Computation.--During the transition period, the prospective payment system will be comprised of a composite prospective payment amount consisting of a hospital-specific portion (computed under these instructions) and a Federal portion (DRG amount), except for certain hospitals that will be paid the full Federal portion as discussed in A. above.  The DRG rate is based on a diagnosis classification system which classifies patients into groups that are clinically related and homogenous with respect to resource use.  The amount for each DRG is a relative price compared to the average cost of a Medicare case based on the most recent cost report data available.  These average standardized amounts are separately determined for urban and rural areas and are adjusted for area wage differences.  During the transition period, the Federal portion of the prospective payment amount will be determined by using a blend of regional standardized amounts for urban and rural areas and the national standardized amounts.

At the end of the transition period, the Federal portion will be based only on national urban or rural DRG payment rates.  These DRG payment rates will be updated annually.

The relative proportions of the hospital-specific amount and the Federal amount of the prospective payment during the transition period are as follows:

       Hospital          

Fiscal Years Beginning
Hospital-Specific  
Federal Portion (Federal

         on or after          
        Portion           
     Fiscal Year Basis)     
Region1
National1
October 1, 1983
75          
25    (100)      (    0)

October 1, 1984
50          
50    ( 75)       (  25)

October 1, 1985
25          
75    ( 50)       (  50)

October 1, 1986
--         
100  (  0)        (100)

1 Regional/National blend of the Federal portion changes according to Federal fiscal years.
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EXAMPLE:
Computation of Prospective Payment Amounts

Data:
Base year cost per discharge 1:


$2,000

DRG average standardized amount (labor component 2):
$2,300 ($1840)

Hospital's 1981 case-mix index 3:

      .9

Case DRG specific weighting factor 3:
1.1965

Base year cost inflation factor 2 (computed

  for the 2-year period involved):

    1.16

Area wage index 2:


    1.10

Hospital-Specific Amount
Computation:
Base year cost per discharge:


$2,000

Divide by case-mix index:


        .9
Case mix adjusted base year costs:

$2,222

Multiply by inflation factor:


    1.16
Hospital-specific amount per discharge:


$2,578
Federal Amount
DRG average standardized amount:

$2,300

Wage index adjusted standardized

DRG (1840 x 1.10 + 460 (nonlabor component)):
  2,484
Prospective Payment Amount
Federal portion of payment ($2,484 + .25):
$     621

Hospital-specific portion of payment ($2,578 x .75):
    1,933
Blended standardized amount:


$  2,554

Case DRG specific weighting factor:
  1.1965
Blended prospective payment amount:
$  3,056
1 - TAC Worksheet, Part VII, line 14, see Exhibit C.

2 - Published in the Federal Register for the applicable year.

3 - From the Federal Register published September 1, 1983.

G.
Indirect Medical Education Cost Adjustment to DRG Payment Amount.--Under the provisions of PL 98-21, if a hospital has an approved graduate medical education
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program as defined in § 402.1, an additional payment based on a specified adjustment factor will be made based on the Federal portion of the prospective payments and outlier payments related to those portions, for each .1 increase (above zero) in the hospital's ratio of full-time equivalent (FTE) interns and residents in approved programs to its number of beds.  In order to make this payment, the hospital must report to its intermediary the number of interns and residents it expects to have in its employ at the beginning of the fiscal year in which the hospital becomes subject to prospective reimbursement.  The number of beds is also determined at the beginning of the reporting period.  The information must be submitted under the time requirements given in B.  above, using form HCFA-1008 (see Exhibit B).

For purposes of this adjustment, hospitals are to report only FTE interns and residents in approved teaching programs who are assigned to and working at that hospital.  The number of FTE interns and residents is the sum of:

1.
Interns and residents working 35 hours or more per week, and

2.
One-half the total number of interns and residents working less than 35 hours per week (regardless of the number of hours worked).

Interns and residents in unapproved programs and those on the hospital's payroll who only furnish services at another site must not be included in the count.  In addition, interns and residents employed to replace certified registered nurse anesthetists will also be excluded from the count.

H.
Fraudulent Claims. -- If a hospital's base year costs, as estimated for purposes of determining the hospital-specific portion, are determined by criminal conviction or imposition of a civil money penalty or assessment, to include costs that were unlawfully claimed, the hospital's base period costs will be adjusted to remove the effect of the excess costs, and HCFA will recover both the excess costs reimbursed for the base period and the additional amounts paid due to the inappropriate increase of the hospital-specific portion of the hospital's transition payment rates.

I.
Additional Payment Amounts for Hospitals That Have a High Percentage of End Stage Renal Disease (ESRD) Beneficiary Discharges.--Under Medicare regulations, 42 CFR 412.90 (g), an additional payment will be paid on the Federal portion of the PPS rate if 10 percent or more of a hospital's Medicare discharges in a cost reporting period beginning on or after October 1, 1984 are ESRD beneficiary discharges.  In determining the number of discharges, all Medicare discharges classified in DRG No. 302 (Kidney Transplant), DRG No. 316 (Renal Failure) and DRG No. 317 (Admit for Renal Dialysis) are excluded.  In these DRGs, dialysis is not ordinarily limited to ESRD beneficiaries and the relative weights adequately reflect dialysis.  The percentage of ESRD beneficiary discharges is determined by dividing the remaining ESRD beneficiary discharges by the remaining Medicare discharges, rounded to the fourth decimal place.
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Consistent with the objectives of the PPS, the additional payment is not intended to recognize the actual cost an individual hospital might incur in delivering inpatient dialysis services or to provide full reimbursement of all costs in every case.  Rather, it is intended to ameliorate those circumstances in which the concentration of beneficiaries receiving dialysis may be such that the hospital would not be able to absorb the entire cost with revenue from other less costly cases.  The estimated weekly cost of dialysis is determined by HCFA and will be revised as appropriate.  Data obtained from hospital-based facilities in connection with establishing the composite rate reimbursement for outpatient maintenance dialysis are used in determining the average cost above the DRG rate.  Only those costs representing the direct cost (salaries, employee health and welfare, drugs, supplies, and laboratory costs) of furnishing dialysis services were selected.  The overhead cost of the inpatient service is already reflected in the DRG rate.  The average number of dialysis sessions per week is obtained from the same data source.


The additional payment is based on the average length of stay for ESRD beneficiaries in the hospital times a factor based on the average cost of furnishing dialysis during a usual beneficiary stay.  The average length of stay will be expressed in terms of weeks.  The following example represents a determination of the additional payment amount:


1.
Cost reporting period--10/1/84 - 9/30/85


2.
Total Medicare discharges excluding discharges for DRGs 302, 316, and 317 --

1,028 discharges.


3.
Total ESRD beneficiary discharges excluding discharges for DRGs 302, 316, and

317 --


110 discharges.


4.
Percent of ESRD beneficiary discharges to total Medicare discharges --

110 discharges divided by 1,028 discharges = .1070 = 10.70%

Hospital qualifies for additional payment.

5.
Total ESRD beneficiary inpatient days excluding inpatient days reflected in

discharges for DRGs 302, 316, and 317 -- 957 inpatient days.

6.
Average length of stay for ESRD beneficiaries expressed as inpatient days --

957 inpatient days divided by 110 discharges = 8.7 inpatient days per stay
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7.
Average length of stay expressed in weeks --


8.7 inpatient days divided by 7 days = 1.24 weeks

8.
Payment calculation --


1.24 weeks x $335 (average weekly cost) x 110 ESRD beneficiary discharges =$45,694

9.
Payment amount based on Federal portion of the rate --


Cost reporting period beginning 10/1/84, Federal portion represents 50% of the PPS rate


.5 x $45,694 = $22,847


The additional payment amount will be determined when the hospital files its Medicare cost report and the report has been reviewed by the fiscal intermediary.  No interim payments will be made. The hospital will include on the cost report information concerning the number of ESRD beneficiary discharges and the average length of stay of ESRD beneficiaries.


The following Table represents the average weekly cost of furnishing inpatient dialysis and the effective date for such:

Cost Reporting Periods

Beginning On or After
Average Weekly Cost

10/1/84


$335.00
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2802.1
Exhibits
Prospective Payment System Target Amount Adjustments
Exhibit A
-
Comparison of Base Period and Target Amounts under the Rate of Increase Ceiling (Section 1886(b)) and Prospective Reimbursement (Section 1886(d))

Exhibit B
-
Transmittal of Supplementary Information for Determination of the Target Amount under the Medicare Prospective Payment System for Inpatient Hospital Services

Exhibit C
-
Worksheet TAC - Target Amount Computation

Exhibit D
-
Inflation Factors, Adjusted for Budget Neutrality
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EXHIBIT A 

COMPARISON OF THE BASE PERIOD RULES UNDER RATE OF INCREASE CEILING (SECTION 1886(b)) AND PROSPECTIVE REIMBURSEMENT (SECTION 1886(d))

Rate of Increase Ceiling
Prospective Reimbursement

I.
Base Period Cost Report
A.
12-Month cost reporting periods ending
A.
Same.



A.  12-Month Cost Report

on or after September 30, 1982, and

before September 30, 1983.



B.  Short-Period Reports
B.
First 12-month cost reporting period
B.
Most recent full 12-month

ending after September 30, 1982.

cost reporting period ending

before September 30, 1982.


II.
Cost Report Status
Settled.
Best estimate of costs in accordance

with Medicare principles of






reimbursement prior to fiscal year






beginning on or after October 30, 1983.


III.
Adjustments to Base 

1.
Remove capital-related cost.
1.
Same.

     

Period Costs for

     

Routine and Ancillary
*
2.
Remove direct medical education costs 
2.
All approved medical education costs

     

Part A Inpatient 


for approved intern and resident and

42 CFR 405.421.

     

Costs


nursing school programs.

3. Remove the nursing differential.
3.
Same.

*For cost reporting periods 
*
4.
Exclude malpractice costs.
4.
Include malpractice costs.

beginning on or after October 1,

1983, these items will be adjusted

the same as under prospective

reimbursement.

**For services rendered after 

5.
Special adjustments may be made, either
5.
Special prospective adjustments.

September 30, 1983, these items


prospectively or retroactively in special

are equally applicable to all


circumstances to prevent distortion in

a.
Hospitals brought under Social

hospitals including those exempt


cost comparisons between the base year


Security effective January 1, 1984;

from prospective reimbursement.


and subsequent period(s).
**
b.
Hospitals in which suppliers billed









the program directly under Part B

prior to October 1, 1983;

**
c.
Hospital-based physician services.

*
6.
Exclude kidney acquisition cost center
6.
Include kidney acquisition cost 

amounts with no adjustment for revenues.

center adjusted for revenues for

 




hospitals which excise kidneys only.

7.
-
7.
Adjustment for hospital base

year case mix.

*
8.
SAME
8.
Exclude kidney acquisition

costs for kidney transplant hospitals.
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