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ACTION: Proposed rule.

SUMMARY: This rule proposes a
prospective payment system for
Medicare payment of inpatient hospital
services furnished in psychiatric
hospitals and psychiatric units of acute
care hospitals. This rule proposes to
implement section 124 of the Medicare,
Medicaid, andSCHIP Balanced Budget
Refinement Act of 1999 (BBRA), which
requires the implementation of a per
diem prospective payment system for
hospital services of psychiatric hospitals
and psychiatric units. The prospective
payment system described in this
proposed rule would replace the
reasonable cost-based payment system
currently in effect.

DATES: We will consider comments if
we receive them at the appropriate
address, as provided below, no later
than 5 p.m. on January 27, 2004.
ADDRESSES: In commenting, please refer
to file code CMS—1213-P. Because of
staff and resource limitations, we cannot
accept comments by facsimile (FAX)
transmission. Mail written comments
(one original and two copies) to the
following address ONLY: Centers for
Medicare & Medicaid Services,
Department of Health and Human
Services, Attention: CMS-1213-P, P.O.
Box 8012, Baltimore, MD 21244-8012.
Please allow sufficient time for mailed
comments to be received timely in the
event of delivery delays.

If you prefer, you may deliver (by
hand or courier) your written comments
(one original and two copies) to one of
the following addresses: Room 445-G,
Hubert H. Humphrey Building, 200
Independence Avenue, SW.,
Washington, DC 20201, or Room C5-14—
03, 7500 Security Boulevard, Baltimore,
MD 21244-1850. (Because access to the
interior of the HHH Building is not
readily available to persons without
Federal Government identification,
commenters are encouraged to leave
their comments in the CMS drop slots
located in the main lobby of the

building. A stamp-in clock is available
for persons wishing to retain a proof of
filing by stamping in and retaining an
extra copy of the comments being filed.)
Comments mailed to the addresses
indicated as appropriate for hand or
courier delivery may be delayed and
could be considered late.

For information on viewing public
comments, see the beginning of the
SUPPLEMENTARY INFORMATION section.
FOR FURTHER INFORMATION CONTACT:
Janet Samen, (410) 786—4533. Philip
Cotterill, (410) 786-6598, for
information regarding the regression
analysis.

SUPPLEMENTARY INFORMATION:

Inspection of Public Comments:
Comments received timely will be
available for public inspection as they
are received, generally beginning
approximately 4 weeks after publication
of a document, at the headquarters of
the Centers for Medicare & Medicaid
Services, 7500 Security Boulevard,
Baltimore, Maryland 21244, Monday
through Friday of each week from 8:30
a.m. to 4 p.m. To schedule an
appointment to view public comments,
phone (410) 786—9994.

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 toll-free at 1-888—293—
6498) or by faxing to (202) 512-2250.
The cost for each copy is $10. 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.

This Federal Register document is
also available from the Federal Register
online database through GPO Access, a
service of the U.S. Government Printing
Office. The Web site address is: http://
www.access.gpo.gov/nara/index.html.

To assist readers in referencing
sections contained in this document, we
are providing the following table of
contents.
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Acronyms

Because of the many terms to which
we refer by acronym in this proposed
rule, we are listing the acronyms used
and their corresponding terms in
alphabetical order below:

BBA Balanced Budget Act of 1997, (Pub.
L. 105-33)

BBRA Medicare, Medicaid and SCHIP
[State Children’s Health Insurance
Program]| Balanced Budget
Refinement Act of 1999, (Pub. L.
106-113)

BIPA Medicare, Medicaid, and SCHIP
[State Children’s Health Insurance
Program]| Benefits Improvement and
Protection Act of 2000, (Pub. L.
106-554)

CMS Centers for Medicare & Medicaid
Services DSM—-IV-TR Diagnostic
and Statistical Manual of Mental
Disorders Fourth Edition—Text
Revision

DRGs Diagnosis-related groups

FY Federal fiscal year

HCRIS Hospital Cost Report Information
System

ICD-9-CM International Classification of
Diseases, 9th Revision, Clinical
Modification

IPFs Inpatient psychiatric facilities

IRFs Inpatient rehabilitation facilities

LTCHs Long-term care hospitals

MedPAR Medicare provider analysis
and review file

PIP Periodic interim payments

TEFRA Tax Equity and Fiscal
Responsibility Act of 1982, (Pub. L.
97-248)

I. Background
A. General and Legislative History

When the Medicare statute was
originally enacted in 1965, Medicare
payment for hospital inpatient services
was based on the reasonable costs
incurred in furnishing services to
Medicare beneficiaries. Section 223 of
the Social Security Act Amendments of
1972 (Pub. L. 92—-603) amended section
1861(v)(1) of the Social Security Act
(the Act) to set forth limits on
reasonable costs for hospital inpatient
services. The statute was later amended
by section 101(a) of the Tax Equity and
Fiscal Responsibility Act of 1982
(TEFRA) (Pub. L. 97-248) to limit
payment by placing a limit on allowable
costs per discharge.

The Congress directed
implementation of a prospective
payment system for acute care hospitals
in 1983, with the enactment of Pub. L.
98-21. Section 601 of the Social
Security Amendments of 1983 (Pub. L.
98—21) added a new section 1886(d) to
the Act that replaced the reasonable
cost-based payment system for most
hospital inpatient services with a
prospective payment system.

Although most hospital inpatient
services became subject to the
prospective payment system, certain
specialty hospitals were excluded from
the prospective payment system and
continued to be paid reasonable costs
subject to limits imposed by TEFRA.
These hospitals included psychiatric
hospitals and psychiatric units in acute
care hospitals, long-term care hospitals
(LTCHs), children’s hospitals, and
rehabilitation hospitals and units.
Cancer hospitals were added to the list
of excluded hospitals by section 6004(a)
of the Omnibus Budget Reconciliation
Act of 1989 (Pub. L. 101-239).

The Congress enacted various
provisions in the Balanced Budget Act
of 1997 (BBA) (Pub. L. 105-33), the
Medicare, Medicaid, and SCHIP [State
Children’s Health Insurance Program]
Balanced Budget Refinement ACT
(BBRA) (Pub. L. 106—113), and the
Medicare, Medicaid, and SCHIP
Benefits Improvement and Protection
Act (BIPA) (Pub. L. 106-554) to replace
the cost-based methods of
reimbursement with a prospective

payment system for the following
excluded hospitals:

* Rehabilitation hospitals (including
units in acute care hospitals).

» Psychiatric hospitals (including
units in acute care hospitals.

* LTCHs.

The BBA also imposed national limits
(or caps) on hospital-specific target
amounts (that is, annual per discharge
limits) for these hospitals until cost
reporting periods beginning on or after
October 1, 2002. A detailed description
of the TEFRA payment methodology is
provided in section L.B.1. of this
proposed rule.

Section 124 of the BBRA mandated
that the Secretary—(1) develop a per
diem prospective payment system for
inpatient hospital services furnished in
psychiatric hospitals and psychiatric
units; (2) include in the prospective
payment system an adequate patient
classification system that reflects the
differences in patient resource use and
costs among psychiatric hospitals and
psychiatric units; (3) maintain budget
neutrality; (4) permit the Secretary to
require psychiatric hospitals and
psychiatric units to submit information
necessary for the development of the
prospective payment system; and (5)
submit a report to the Congress
describing the development of the
prospective payment system.

Section 124 also required that the
payment system for inpatient
psychiatric services be implemented for
cost reporting periods beginning on or
after October 1, 2002. The creation of
each new payment system requires an
extraordinary amount of lead-time to
develop and implement the necessary
changes to our existing computerize
claims processing systems. In order to
meet the BBRA requirement to develop
an adequate patient classification
system, we undertook two research
projects. It became apparent that the two
research projects could not be
completed in time for us to implement
an inpatient psychiatric facility
prospective payment system by October
1, 2002. It was impossible for us to
analyze our existing administrative data
in a sufficient amount of time to go
through notice and comment
rulemaking and implementation of the
inpatient psychiatric facility prospective
payment system by the statutory
deadline. This delay enabled us to
analyze our existing administrative data
to determine the feasibility and validity
of using these data to develop the
proposed inpatient psychiatric facility
prospective payment system. We are
using a combination of available facility
and patient specific data for this
proposed rule. Our research efforts will
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continue and will be used to refine the
proposed system.

In this proposed rule, as required
under section 124 of the BBRA, we set
forth the proposed Medicare prospective
payment system for psychiatric
hospitals and psychiatric units of acute
care hospitals. We note that many
hospitals have “psychiatric units,”
however; only those units that are
separately certified from the hospital
and meet the requirements of § 412.23,
§412.25, and §412.27 are excluded
from the hospital inpatient prospective
payment system and would be subject to
this proposed prospective payment
system. Psychiatric units that are
currently paid under the hospital
inpatient prospective payment system
and do not meet the requirements of
§412.22,§412.25 and §412.27 would
not be paid under the proposed IPF
prospective payment system. The
proposed system includes an adequate
patient classification system that would
result in higher prospective payments to
providers treating more costly, resource
intensive patients using statistically
objective criteria.

We are proposing to establish a base
payment rate that would be paid to
inpatient psychiatric facilities for each
day of inpatient psychiatric care (the
Federal per diem base rate). The
proposed base rate would be adjusted by
certain proposed patient-level and
facility-level characteristics.

B. Overview of the Payment System for
Psychiatric Hospitals and Psychiatric
Units Before the BBA

1. Description of the TEFRA Payment
Methodology

Hospitals and units that are excluded
from the hospital inpatient prospective
payment system under section
1886(d)(1)(B) of the Act are paid for
their inpatient operating costs under the
provisions of Pub. L. 97-248 (TEFRA).
The TEFRA provisions are found in
section 1886(b) of the Act and
implemented in regulations at 42 CFR
Part 413. TEFRA established payments
based on hospital-specific limits for
inpatient operating costs. As specified
in §413.40, TEFRA established a ceiling
on payments for hospitals excluded
from the acute care hospital inpatient
prospective payment system. A ceiling
on payments is determined by
calculating the product of a facility’s
base year costs (the year in which its
target reimbursement limit is based) per
discharge, updated to the current year
by a rate-of-increase percentage, and
multiplied by the number of total
current year discharges. A detailed
discussion of target amount payment

limits under TEFRA can be found in the
final rule concerning the hospital
inpatient prospective payment system
published in the Federal Register on
September 1, 1983 (48 FR 39746).

The base year for a facility varied,
depending on when the facility was
initially determined to be a prospective
payment system-excluded provider. The
base year for facilities that were
established before the implementation
of the TEFRA provision was 1982. For
facilities established after the
implementation of the TEFRA
provision, facilities were allowed to
choose which of their first 3 cost-
reporting years would be used in the
future to determine their target limit. In
1992, the “new provider” period was
shortened to 2 full years of cost-
reporting periods (§413.40(f)(1)).

Excluded facilities whose costs were
below their target amounts would
receive bonus payments equal to the
lesser of half of the difference between
costs and the target amount, up to a
maximum of 5 percent of the target
amount, or the hospital’s costs. For
excluded hospitals whose costs
exceeded their target amounts, Medicare
provided relief payments equal to half
of the amount by which the hospital’s
costs exceeded the target amount up to
10 percent of the target amount.
Excluded facilities that experienced a
more significant increase in patient
acuity could also apply for an additional
amount as specified in §413.40(d) for
Medicare exception payments.

2. BBA Amendments to TEFRA

The BBA amendments to section 1886
of the Act significantly altered the
payment provisions for hospitals and
units paid under the TEFRA provisions
and added other qualifying criteria for
certain hospitals excluded from the
hospital inpatient prospective payment
system. A complete explanation of these
amendments can be found in the final
rule concerning the hospital inpatient
prospective payment system we
published in the Federal Register on
August 29, 1997 (62 FR 45966).

The BBA made the following changes
to section 1886 of the Act for TEFRA
hospitals:

+ Section 4411 of the BBA amended
section 1886(b)(3)(B) of the Act and
restricted the rate-of-increase
percentages that are applied to each
provider’s target amount so that
excluded hospitals and units
experiencing lower inpatient operating
costs relative to their target amounts
receive lower rates of increase.

+ Section 4412 of the BBA amended
section 1886(g) of the Act to establish a
15-percent reduction in capital

payments for excluded psychiatric and
rehabilitation hospitals and units and
LTCHs, for portions of cost reporting
periods occurring during the period of
October 1, 1997, through September 30,
2002.

* Section 4414 of the BBA amended
section 1886(b)(3) of the Act to establish
caps on the target amounts for excluded
hospitals and units at the 75th
percentile of target amounts for similar
facilities for cost reporting periods
beginning on or after October 1, 1997,
through September 30, 2002. The caps
on these target amounts apply only to
psychiatric and rehabilitation hospitals
and units and LTCHs. Payments for
these excluded hospitals and units are
based on the lesser of a provider’s cost
per discharge or its hospital-specific
cost per discharge, subject to this cap.

» Section 4415 of the BBA amended
section 1886(b)(1) of the Act by revising
the percentage factors used to determine
the amount of bonus and relief
payments and establishing continuous
improvement bonus payments for
excluded hospitals and units for cost
reporting periods beginning on or after
October 1, 1997. If a hospital is eligible
for the continuous improvement bonus,
the bonus payment is equal to the lesser
of: (1) 50 percent of the amount by
which operating costs are less than
expected costs; or (2) 1 percent of the
target amount.

» Sections 4416 and 4419 of the BBA
amended sections 1886(b) of the Act to
establish a new framework for payments
for new excluded providers. Section
4416 added a new section 1886(b)(7) to
the Act that established a new statutory
methodology for new psychiatric and
rehabilitation hospitals and units, and
LTCHs. Under section 4416, payment to
these providers for their first two cost
reporting periods is limited to the lesser
of the operating costs per case, or 110
percent of the national median of target
amounts, as adjusted for differences in
wage levels, for the same class of
hospital for cost reporting periods
ending during FY 1996, updated to the
applicable period.

3. BBRA Amendments to TEFRA

The BBRA of 1999 refined some of the
policies mandated by the BBA for
hospitals and units paid under the
TEFRA provisions. The provisions of
the BBRA, which amended section
1886(b)(3)(H) of the Act, were explained
in detail and implemented in the
hospital inpatient prospective payment
system interim final rule published in
the Federal Register on August 1, 2000
(65 FR 47026) and in the hospital
inpatient prospective payment system
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final rule also published on August 1,
2000 (65 FR 47054).

With respect to the TEFRA payment
methodology, section 4414 of the BBA
had provided for caps on target amounts
for excluded hospitals and units for cost
reporting periods beginning on or after
October 1, 1997. Section 121 of the
BBRA amended section 1886(b)(3)(H) of
the Act to provide for an appropriate
wage adjustment to these caps on the
target amounts for certain hospitals and
units paid under the TEFRA provisions,
effective for cost reporting periods
beginning on or after October 1, 1999
through September 30, 2002.

4. BIPA Amendments to TEFRA

Section 306 of BIPA amended section
1886 of the Act by increasing the
incentive payments for psychiatric
hospitals and psychiatric units to 3
percent for cost reporting periods
beginning on or after October 1, 2000
and before October 1, 2001.

II. Overview of the Proposed IPF
Prospective Payment System

As required by statute, we are
proposing a per diem prospective
payment system for psychiatric
hospitals and psychiatric units
(hereinafter referred to as inpatient
psychiatric facilities (IPFs)) that would
replace the current reasonable cost-
based payment system under the TEFRA
provisions. In this rule, we are
proposing to base the system on data
from the 1999 Medicare Provider
Analysis and Review (MedPAR) file,
which includes patient characteristics
(for example, patients’ diagnoses and
age), and data from the 1999 Hospital
Cost Report Information System
(HCRIS), which includes facility
characteristics (for example, location
and teaching status). We are using the
1999 MedPAR and HCRIS data because
they are the best available data.

Based on our analysis, we are
proposing the following methodology as
the basis of the proposed IPF
prospective payment system:

* Compute a Federal per diem base
rate to be paid to all psychiatric
hospitals and psychiatric units based on
the sum of the average routine
operating, ancillary, and capital costs
for each patient day of psychiatric care
in an IPF adjusted for budget neutrality
(see section III.C. of this proposed rule).
In computing the Federal per diem base
rate, our analysis showed that routine
operating and capital represent
approximately 88 percent of total costs
and the remaining 12 percent of total
costs are for ancillary services.

* Adjust the Federal per diem base
rate to reflect certain patient and facility

characteristics that were found in the
regression analysis to be associated with
statistically significant cost differences
(see section III.B. of this proposed rule).
The variance explained by patient
characteristics (19 percent) in the
regression analysis is limited by the
nature of the administrative data used to
develop this system, which assigns
average facility routine costs to
individual patients. We are conducting
research to better understand the
relationship between individual patient
characteristics and average facility
routine costs that could be incorporated
into the payment system in future
updates. We note that ancillary costs are
already identifiable at the individual
patient level.

* Implement an April 1, 2004
effective date and a 3-year transition
period. As explained in section IV of
this proposed rule, it ultimately may be
necessary to delay implementation
beyond April 2004 as well as to increase
the length of the transition period.
However, the rate development, budget-
neutrality adjustment, and impact
analysis assume an April 1, 2004
effective date and a 3-year transition
period.

* Include research information for
future refinement of the proposed
patient classification system. Part of this
research could result in a new patient
assessment instrument that could
identify additional patient level
characteristics.

In addition, we are proposing to make
the following types of adjustments to
appropriately make payments on a per-
diem basis:

* Patient-level adjustments for age,
specified diagnosis-related groups, and
selected high cost comorbidity
categories. These patient-level
characteristics explain approximately 19
percent of the variance in the cost of
psychiatric care in the administrative
data, which establishes the empirical
basis for this methodology.

* Facility adjustments that include a
wage index adjustment, rural location
adjustment, and an indirect teaching
adjustment. These facility
characteristics explain approximately 13
percent of the variance in the costs of
psychiatric care in the administrative
data.

* Variable per diem adjustments to
recognize the higher costs incurred in
the early days of a psychiatric stay.

* Outlier adjustments to target greater
payment to the high cost cases.

We are also proposing the following
policies:

* Interrupted stay policy for the
purpose of applying the variable per
diem adjustment and the outlier policy.

» Coding policy (see section II. A.)
that would—(1) require IPFs to report
patient diagnoses using the
International Classification of Diseases-
9th Revision, Clinical Modification
(ICD-9-CM) code set to report the
psychiatric diagnosis; and (2) select the
diagnosis-related groups (DRGs) that
would be used for payment adjustments
in this proposed rule.

A. Use of Diagnostic Codes for Payment
The patient’s principal diagnosis of
his or her physical or mental condition

is essential because it typically acts as
a guide for treatment and validates
payment. It is for these reasons that
diagnostic information is routinely
reported on hospital claims and is used
in other prospective payment systems.
In mental health treatment, the
principal tool recognized and utilized
by the psychiatric community for
diagnostic assessment is the Diagnostic
and Statistical Manual of Mental
Disorders (DSM). The DSM provides a
broad and comprehensive description of
patients through behavioral domains, or
“axes.” This multiaxial system is
routinely used by clinical staff to
diagnose patients and plan treatment.
The DSM is currently in its fourth
revision text revision (DSM-IV-TR).
Although, the DSM is used for patient
assessment by IPFs, the ICD-9-CM
coding system is used currently for
reporting diagnostic information for
payment purposes.

1. ICD

The ICD coding system was designed
for the classification of morbidity and
mortality information for statistical
purposes and for the indexing of
hospital records by disease. Chapter
Five of the ICD-9-CM includes the
codes for mental disorders.

In addition, the following definitions
(as described in the 1984 Revision of the
Uniform Hospital Discharge Data Set)
are requirements of the ICD-9-CM
coding system.

» Diagnoses include all diagnoses that
affect the current hospital stay.

* Principal diagnosis is defined as the
condition established, after study, to be
chiefly responsible for occasioning the
admission of the patient to the hospital
for care.

» Other diagnoses (also called
secondary diagnoses or additional
diagnoses) are defined as all conditions
that coexist at the time of admission,
that develop subsequently, or that affect
the treatment received or the length of
stay or both. Diagnoses that relate to an
earlier episode of care and have no
bearing on the current hospital stay are
excluded.
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We are proposing to require IPFs to
use the psychiatric diagnosis codes in
Chapter Five (“Mental Disorder”) of the
ICD-9-CM to report diagnostic
information for the proposed IPF
prospective payment system. All
changes to the ICD coding system that
would affect the proposed IPF
prospective payment system would be
addressed annually in the hospital
inpatient prospective payment system
rules. The updated codes are effective
October 1 of each year and must be used
to report diagnostic or procedure
information. (Additional information
regarding updates to the ICD-9—-CM and
DRGs is included in section V.B. of this
proposed rule). The official version of
the ICD-9-CM is available on CD-ROM
from the U.S. Government Printing
Office. The FY 2004 version can be
ordered by contacting the
Superintendent of Documents, U.S.
Government Printing Office, Department
50, Washington, D.C. 20402—-9329,
telephone: (202) 512—-1800. The stock
number is 017-022-01544-7, and the
price is $25.00. In addition, private
vendors publish the ICD-9-CM.

Questions and comments concerning
the codes should be addressed to:
Patricia E. Brooks, Co-Chairperson, ICD—
9-CM Coordination and Maintenance
Committee, CMS, Center for Medicare
Management, Purchasing Policy Group,
Division of Acute Care, Mailstop C4—
08-06, 7500 Security Boulevard,
Baltimore, Maryland 21244-1850.
Comments may be sent via e-mail to:
pbrooks@cms.hhs.gov.

2. DRGs

DRGs constitute the patient
classification system used in the
hospital inpatient prospective payment
system. DRGs provide a means of
relating the types of patients treated by
a hospital to the costs incurred by the
hospital. While each patient is unique,
groups of patients have demographic,
diagnostic, and therapeutic attributes in
common that determine their level of
resource intensity.

Currently, IPF claims include ICD-9—
CM diagnosis coding information. The
TEFRA payment methodology does not
use the DRG classification of IPF cases.
Nonetheless, when IPF claims are
submitted to us, the DRG associated
with the patient’s principal ICD-9-CM
diagnosis code is assigned to the claim
by the GROUPER software program. As
a result, our administrative data
includes the DRG assignments for all
IPF cases.

We are proposing to require IPFs to
use the psychiatric diagnosis codes in
Chapter Five (‘“Mental Disorders”) of
the ICD-9-CM. This decision is

consistent with the Standards for
Electronic Transaction final rule
published in the Federal Register on
August 17, 2000 (65 FR 50312). The
ICD—9-CM coding system is currently
designated as the standard medical data
code set for capturing cause and
manifestation of injury, disease,
impairments, or other health problems.
These guidelines are available through a
number of sources, including the
following Web site: http://www.cdc.gov/
nch/data/icdguide.pdf.

Current regulations at § 412.27 require
that a psychiatric unit admit only those
patients who have a principal diagnosis
that is listed in the DSM or classified in
Chapter Five (“Mental Disorders”) of
the ICD-9-CM. The hospital must
maintain records that substantiate the
psychiatric diagnoses of its patients. We
specifically request public comments on
continuing to reference the DSM in light
of the proposed requirement that IPFs
use the ICD-9-CM code set in the
proposed IPF prospective payment
system.

B. Limitations of the DRG System for
Psychiatric Patients

Adopting a patient classification
system for IPFs based on diagnosis
alone may not explain the wide
variation in resource use among patients
in IPFs for several reasons. For instance,
the diagnosis may not fully capture the
reasons for hospitalization. A patient
with a chronic disorder, like
schizophrenia, may be admitted for a
variety of acute problems (suicide
attempt, catatonic withdrawal, or
psychotic episode) that require very
different treatments (Goldman, H.H.,
Pincus, H.A., Taube, C.A., and Reiger,
D.A. (1984). Hospital and Community
Psychiatry, 35(5): 460—464).

Further, treatment patterns are more
variable in psychiatry, with multiple
clinically accepted methods of care. As
a result, resource use varies
substantially between acute care and
chronic care patients, and between the
facilities that treat predominately one
type of patient. For example, public
psychiatric hospitals tend to treat the
chronically mentally ill, with
substantially longer lengths of stay,
compared to the patients generally
treated in psychiatric units and private
psychiatric hospitals.

Predicated on the analysis of the
administrative data and pending
refinements from the research, we
believe the DRG is an appropriate
method to account for certain, although
not all, clinical characteristics and
associated resources. Therefore, under
this prospective payment system, we are
proposing to assign a DRG to each case

based on the principal diagnosis (ICD—
9—CM code) reported by the IPF as one
adjustment to the Federal per diem base
rate.

In making this decision, we analyzed
past research as well as a recent study
supported by the American Psychiatric
Association (APA). In the study, APA
partnered with the Health Economics
and Outcomes Research Institute
(THEORI), a division of the Greater New
York Hospital Association, to assess
whether our existing administrative data
could be used to develop a prospective
payment system for IPFs. This study
found that a prospective payment
system for IPFs could be developed
based on existing CMS administrative
data, be clinically relevant, and limit the
administrative burden on providers. The
system they proposed included an
adjustment for DRG assignment.

In summary, we acknowledge that the
psychiatric community uses the DSM as
a tool to diagnose a patient’s mental
illness and to aid in treatment planning.
However, we are proposing to require
IPFs to report diagnoses in Chapter Five
of the ICD—9-CM as required by the
Administrative Simplification
Provisions found in 45 CFR subchapter
C. In addition, we are proposing to
identify specific DRGs for payment
adjustment under the proposed IPF
prospective payment system. The
rationale for the selection of the
proposed DRGs for use in the proposed
IPF prospective payment system is
described below.

C. Proposed DRG Adjustments Under
the Proposed IPF Prospective Payment
System

As noted above, the principal
diagnosis is defined as the condition,
after study (clinical evaluation), to be
chiefly responsible for admitting the
patient to the hospital for care. Despite
this longstanding definition, our review
of hospital claims data that were used
to develop the proposed IPF prospective
payment system indicates that a
substantial number of claims have non-
psychiatric diagnoses identified as the
principal diagnosis.

Medicare regulations as specified in
§412.27(a) require psychiatric units of
acute care hospitals to admit only those
patients with a principal diagnosis in
the DSM or Chapter Five (“Mental
Disorders”) in the ICD-9-CM.
Therefore, if a patient is admitted to a
general hospital for a medical condition
such as pneumonia, and also presents
psychiatric symptoms, which
necessitates an admission to the
psychiatric unit, the principal diagnosis
for the admission to the psychiatric unit
should be the psychiatric symptoms
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exhibited by the patient in accordance
with §412.27(a). We note that current
regulations applicable to psychiatric
hospitals (§412.23(a)) do not include
these requirements, however,
historically, psychiatric hospitals have
limited admissions to psychiatric
patients. Section 412.27(a) also requires
that patients be admitted to the
psychiatric units for active treatment
that is of an intensity that can be
furnished appropriately only in an
inpatient hospital setting. For this
reason, in order to be paid under the
proposed IPF prospective payment
system, patients must be capable of
participating in an active treatment
program.

In selecting the proposed DRGs for
payment adjustment, we analyzed the
DRG assignments for ICD-9—-CM
diagnosis codes in Chapter Five. In
addition, as noted previously, IPFs use

the DSM-IV-TR to establish diagnoses
and current regulations at §412.27(a)
refer to DSM diagnoses. However, most,
but not all, DSM codes crosswalk to the
codes in Chapter Five of the ICD-9-CM.
Although, all the DSM codes are
psychiatric, some of the corresponding
ICD-9-CM codes are located in other
chapters of the ICD-9-CM coding
system and are linked to the body
system affected. For example, the DSM
diagnosis, Male Erectile Disorder,
crosswalks to ICD-9-CM code 607.84,
Impotence of Organic Nature which is
found in Chapter 10, Diseases of the
Genitourinary Systems. Accordingly, we
also analyzed the DRG assignments for
certain ICD-9-CM codes that are based
on DSM diagnoses but are not in
Chapter Five of the ICD-9-CM. These
codes are discussed in the next section
of this proposed rule.

As a result of this analysis, we
identified 25 DRGs with one or more
psychiatric diagnoses that are included
in Chapter Five of the ICD-9-CM as
well as those diagnoses that are in other
chapters of the ICD-9-CM. We are
proposing payment adjustments for 15
out of the 25 DRGs we analyzed. The
remaining 10 DRGs include codes for a
specific range of diseases other than
psychiatric, but have a few codes for
DSM diagnoses that are included in
Chapter Five or other body system
chapters of the ICD-9-CM. The
rationale for our decisions regarding
these 10 codes is provided in section
I1.D. below.

Table 1 below lists the DRGs that we
are proposing to recognize under the
proposed IPF prospective payment
system and the proposed adjustment
factors. This information also is
presented in Addendum A.

TABLE 1.—PROPOSED IPF PROSPECTIVE PAYMENT SYSTEM DRGS

DRG Description Adg:fé?gfnt
Degenerative Nervous SYSLEM DISOIUEIS .......cciiuiieiiuiiiaiiiie et e et e ettt e et e s stbe e e aabbeaeasbs e e s sabeeesasseeeabeeeeanbeeeaanneeaan 1.07
Nontraumatic Stupor and Coma 1.10
O.R. Procedure with Principal Diagnosis of Mental HINESS .........ccoiiiiiiiiiiiiiii e 1.22
Acute Adjustment Reaction and Psychosocial DYSfUNCHION .........c.ccoiiiiiiiiiie e cie e see e e seae e e nnaee e 1.08
Depressive NEUIOSIS ......ccoiirieiiiieaiiiie et ee et e s e e 1.00
Neurosis Except Depressive ........cccccvevivveennnns 1.01
Disorders of Personality and Impulse Control 1.03
Organic Disturbances and Mental REtArAALION ..........cccuieiiiireiiiee e iiiee e seee e seee e s e e et eessaaeeessaeeesssaeeesreeesnneeeesnnees 1.02
PSYCINOSIS .ttt ekt et ee e h b e e e oAbt e e o R bt e e oA At e e e eh b et e e b he e e e bbe e e anb e e e e ane e e e e beeeeareeean 1.00
Childhood Mental Disorders ......... 1.02
Other Mental Disorder DiagnNOSES ........ccoccueeeiiieeeiiieeeaiieeesieeesneieee s 0.96
Alcohol/Drug Abuse or Dependence, Left Against Medical Advice ......... 0.88
Alcohol/Drug Abuse or Dependence with Complication or Comorbidity ..... 1.02
Alcohol/Drug Abuse or Dependence with Rehabilitation Therapy without Complication or Comorbidity ........ 0.97
Alcohol/Drug Abuse or Dependence without Rehabilitation Therapy without Complication or Comorbidity .......... 0.88

*DRG 424—is an O.R. procedure code that must be billed with a principal diagnosis of mental disorder.
*DRG 433—is used when providers indicate a patient left against medical advice (discharge status code 07).

D. DRGs Not Recognized in the
Proposed IPF Prospective Payment
System

We are proposing not to recognize the
following 10 DRGs in the proposed IPF
prospective payment system. They were
determined not to be clinically
significant because the principal
diagnoses did not result in enough
admissions to IPFs in order to establish
an adjustment to the payment rate:

* DRGs 34 and 35 include a range of
cases for disorders of the nervous
system. The diagnoses in these DRGs
also include five ICD—9-CM codes for
DSM diagnoses: Codes 333.1 (Tremor
not elsewhere classified), code 333.82
(Orofacial Dyskinesia), code 333.92
(Neuroleptic Malignant Syndrome),
code 347 (Cataplexy and Narcolepsy),
and code 307.23 (Gilles de La Tourette’s
Disorder). In the 1999 MedPAR records

for admissions to IPFs, only one patient
was grouped in these DRGs. In addition,
patients with these diagnoses generally
do not require management in an IPF
unless there is a concomitant
psychiatric disorder.

* DRGs 182, 183, and 184 include a
range of gastrointestinal conditions,
including esophagitis, gastroenteritis,
and other digestive system diseases. The
diagnoses in these DRGs include one
that is listed in Chapter Five of the ICD—
9-CM, code 306.4 (Psychogenic GI
Disease). In the 1999 MedPAR records
for admissions to IPFs, we found that
only a few patients with this ICD-9-CM
diagnosis were grouped in these DRGs.

* DRG 352 includes a range of
diagnoses affecting the testes, prostate,
and male external genitalia. This DRG
includes DSM diagnoses that are not in
Chapter Five of the ICD-9-CM: code

607.84 (Impotence of an Organic
Origin), and code 608.89 (Male Genital
Diseases, not elsewhere classified). In
the 1999 MedPAR records for
admissions to IPFs, we were able to
identify only one patient grouped in
DRG 352.

* DRGs 358, 359, and 369 include a
range of cases in which procedures have
been performed on the uterus and
fallopian tubes (Adnexa). These DRGs
include two diagnoses that are in
Chapter Five of the ICD-9-CM: code
306.51 (Psychogenic Vaginismus), and
code 306.52 (Psychogenic
Dysmenorrhea). In the 1999 MedPAR
records for admissions to IPFs, we were
able to identify only 11 patients grouped
into DRGs 358, 359, and 369, and there
were no patients diagnosed with codes
306.51 or 306.52.
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* DRG 467 includes a range of cases
in which other factors influence health
status. This DRG contains only one
diagnosis code listed in Chapter Five of
the ICD-9-CM, code 305.1 (tobacco use
disorder). Patients with this diagnosis
do not require inpatient treatment in an
IPF unless there is a concomitant
psychiatric disorder.

We are proposing not to recognize
these 10 DRGs for payment adjustments
(34, 35,182, 183, 184, 352, 358, 359,
369, and 467) because they generally do
not include a psychiatric diagnosis. We
believe that failure to recognize these
DRGs will not affect the care of
Medicare beneficiaries because our
analysis shows few, if any, of the
patients with these diagnoses are
admitted or treated in an IPF.

In addition, we believe that these
cases would be classified into one of the
selected DRGs and grouped with other
beneficiaries with similar symptoms
and requiring similar care. This
approach would avoid creating case-mix
groups based on small numbers of cases.

We believe there is value in selecting
only those DRGs that contain a large
enough number of psychiatric cases to
ensure that individual variability can be
averaged. We specifically invite public
comments on this issue.

E. Applicability of the Proposed IPF
Prospective Payment System

The following psychiatric hospitals
and psychiatric units, currently paid
under section 1886(b) of the Act, would
be paid under the proposed IPF
prospective payment system for cost
reporting periods beginning on or after
April 1, 2004. We are proposing that the
IPF prospective payment system would
apply to inpatient hospital services
furnished by Medicare participating
entities that are classified as psychiatric
hospitals or psychiatric units as
specified in §412.22, §412.23, §412.25,
and §412.27. We note that psychiatric
units that are currently paid under the
hospital inpatient prospective payment
system and do not meet the
requirements of §412.25 and §412.27
would not be paid under the proposed
IPF prospective payment system.

As specified in §400.200, the United
States means the fifty States, the District
of Columbia, the Commonwealth of
Puerto Rico, the Virgin Islands, Guam,
American Samoa, and the Northern
Mariana Islands. Therefore, IPFs located
within the United States would be
subject to the proposed IPF prospective
payment system. However, the
following hospitals are paid under
special payment provisions specified in
§412.22(c) and, therefore, would not be

paid under the proposed IPF
prospective payment system:

* Veterans Administration hospitals.

» Hospitals that are reimbursed under
State cost control systems approved
under 42 CFR part 403.

* Hospitals that are reimbursed in
accordance with demonstration projects
specified in section 402(a) of Pub. L. 90—
248 (42 U.S.C. 1395b—1) or section
222(a) of Pub. L. 92-603 (42 U.S.C.
1395b—1(note)).

» Non-participating hospitals
furnishing emergency services to
Medicare beneficiaries.

This proposed rule would not change
the basic criteria for a hospital or
hospital unit to be classified as a
psychiatric hospital or psychiatric unit
that is excluded from the hospital
prospective payment systems under
sections 1886(d) and 1886(g) of the Act,
nor would it revise the survey and
certification procedures applicable to
entities seeking this classification.

We note that we are proposing a
technical change to §412.27(a). We are
proposing to replace the Third Edition
with the Fourth Edition, Text Revision,
of the DSM so that our rules reflect the
most current edition of the DSM.

As noted previously, we are
requesting public comments on
continuing to require a DSM diagnosis
for patients admitted to a psychiatric
unit in light of the proposed
requirement that IPFs use the ICD-9—
CM code set in the proposed IPF
prospective payment system.

III. Development of the Proposed IPF
Per Diem Payment Amount

The primary goal in developing the
proposed IPF prospective payment
system is to pay each IPF an appropriate
amount for the efficient delivery of care
to Medicare beneficiaries. The system
must be able to account adequately for
each IPF’s case-mix in order to ensure
both fair distribution of Medicare
payments and access to adequate care
for those beneficiaries who require more
costly care.

The proposed IPF prospective
payment system would establish a
standard per diem payment amount for
inpatient psychiatric services provided
to Medicare beneficiaries. The proposed
per diem amount would reflect the
average daily cost of inpatient
psychiatric care in an IPF, including
capital-related costs. This proposed per
diem payment amount, after adjustment
for budget neutrality, is then modified
by factors for patient and facility
characteristics that account for variation
in patient resource use. The proposed
IPF prospective payment system would
also include an outlier policy and

account for interrupted stays. This
section includes a discussion of how the
proposed Federal per diem base rate
was created, the factors that we
considered to adjust the proposed
Federal per diem base rate, and how the
proposed per diem payment amount is
calculated.

A. Proposed Market Basket

We are proposing to use a 1997-based
excluded hospital with capital market
basket. We periodically revise and
rebase the market basket to reflect more
current cost data. Rebasing means
moving the base year for the structure of
costs (in this case from 1992 to 1997),
while revising means changing data
sources, cost categories, or price proxies
used. The proposed updated market
basket would replace the 1992-based
excluded hospital with capital market
basket. This rebased (1997-base year)
and revised market basket would be
used to update FY 1999 IPF costs to the
proposed 15-month period beginning
April 1, 2004, the first year under the
IPF prospective payment system.

The operating portion of the 1997-
based excluded hospital with capital
market basket is derived from the 1997-
based excluded hospital market basket.
The methodology used to develop the
operating portion was described in the
hospital inpatient prospective payment
system final rule published in the
Federal Register on August 1, 2002 (67
FR 50042 through 50044). In brief, the
operating cost category weights in the
1997-based excluded hospital market
basket were determined from the
Medicare cost reports, the 1997
Business Expenditure Survey, and the
1997 Annual Input-Output data from
the Bureau of the Census. As explained
in that August 1, 2002 final rule, we
revised the market basket by making
two methodological revisions to the
1997-based excluded hospital market
basket: (1) Changing the wage and
benefit price proxies to use the
Employment Cost Index (ECI) wage and
benefit data for hospital workers; and (2)
adding a cost category for blood and
blood products.

When we add the weight for capital
costs to the excluded hospital market
basket, the sum of the operating and
capital weights must still equal 100.0.
Because capital costs account for 8.968
percent of total costs for excluded
hospitals in 1997, it holds that operating
costs must account for 91.032 percent.
Each operating cost category weight in
the 1997-based excluded hospital
market basket was multiplied by
0.91032 to determine its weight in the
1997-based excluded hospital with
capital market basket.
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The aggregate capital component of needed to be determined. The first set published in the Federal Register on

the 1997-based excluded hospital of weights identifies the proportion of August 1, 2002 (67 FR 50045 through
market basket (8.968 percent) was capital expenditures attributable to each  50047), for a discussion of how vintage
determined from the same set of capital cost category, while the second  weights are determined).

Medicare cost reports used to derive the set represents relative vintage weights The cost categories, price proxies, and
operating component. The detailed for depreciation and interest. The base-year FY 1992 and proposed FY
capital cost categories of depreciation, vintage weights identify the proportion =~ 1997 weights for the excluded hospital
interest, and other capital expenses of capital expenditures that is with capital market basket are presented
were also determined using the attributable to each year over the useful  in Table 2 below. The vintage weights
Medicare cost reports. Two sets of life of capital assets within a cost for the proposed 1997-based excluded
weights for the capital portion of the category (see the hospital inpatient hospital with capital market basket is
revised and rebased market basket prospective payment final rule presented in Table 2(A) below.

TABLE 2.—PROPOSED EXCLUDED HOSPITAL WITH CAPITAL INPUT PRICE INDEX (FY 1992 AND PROPOSED FY 1997)

STRUCTURE AND WEIGHTS

Weights (%)

Proposed

Cost category Price wage variable base-year 1992 b weights (;/5)97
ase-year
TOTAL ittt rie bttt e et E R R e R e R et eR et eR e e et e Rt e e e Rt e e r e e r e re e 100.000 100.000
COMPENSALION .oiiiiiiiiiiiieiiiis ettt b e e bt e b et ea bt ekt e e s bt e sh et e e bt e eab e e b e e sbe e e bt e nan e e be e e e e nbeesaneens 57.935 57.579
Wages and Salaries ... ECl—Wages and Salaries, Civilian Hospital Workers ............ccccceee.. 47.417 47.355
Employee Benefits ECl—Benefits, Civilian Hospital Workers to capture total costs (op- 10.519 10.244
erating and capital), In order to capture total costs (operating and
capital), HCFA Occupational Benefit Proxy.

Professional fees: Non-Medical ..... ECl—Compensation: Prof. & Technical 1.908 4.423
ULIEIES oo ettt ettt 1.524 1.180
Electricity .......cccoevveiiieeiiieenn. WPI—Commercial EIeCtric POWET .........cooviiiiiiiiieiiieeniee e 0.916 0.726
Fuel QOll, Coal, etc. ................. WPI—Commercial Natural Gas ........ccceeeeeiviiiiieiiee et e 0.365 0.248
Water and Sewerage ............. CPI-U—Water & Sewage ............ccocue. 0.243 0.206
Professional Liability Insurance ..... HCFA—Professional Liability Premiums 0.983 0.733
All Other Products and SEIVICES ... .eeiiiiiiiiiiieie e s s 28.571 27.117
Al ONEE PTOQUCES ..c.iiiiiiiiiiis ittt b et a et b e bt she et e et e e an e e nne e aaneeae s 22.027 17.914
Pharmaceuticals ............ .. WPI—Prescription Drugs .... 2.791 6.318
Food: Direct Purchase .. WPI—Processed Foods ........... 2.155 1.122
Food: Contract Service .......... CPI-U—Food Away from HOME .......ccocoviiiiiiiiiiiie e 0.998 1.043
Chemicals .......cccoovvevviniiennens WPI—Industrial ChemiCals ............ccocviiiiiiiiiieii e 3.413 2.133
Blood and Blood Products ..... WPI—BIood and DEerVAtIVES ..........cccoicuiiiiiiiiiiiicri i e 0.748
Medical Instruments ............... WPI—Med. Inst. & Equipment .. 2.868 1.795
Photographic Supplies ........... WPI—PhOtO SUPPHIES ..ceeeeieiiiiieiiiee e 0.364 0.167
Rubber and Plastics ............... WPI—Rubber & Plastic Products ...........cccceeiieiiiiniiiiieniccec s 4.423 1.366
Paper Products .. WPI—Convert. Paper and Paperboard . 1.984 1.110
Apparel ... WPI—Apparel .......cccocvviiencniiciecen, 0.809 0.478
Machinery and Equipment ..... WPI—Machinery & EQUIPMENt ........coociiiiiiiieeiiiee e 0.193 0.852
Miscellaneous Products ......... WPI—Finished Goods excluding Food and Energy ...........cccceevverneene 2.029 0.783

All Other Services e e e 6.544 9.203
Telephone ...... .. CPI-U—Telephone Services . 0.574 0.348
Postage .......ccccooiiiiiiieiiieis CPI—U—POSIAJE ...t 0.268 0.702

All Other: Labor ..........cccceeeeee. ECI—Compensation: Service WOrkers ........ccccooceervieiieeniiennecniecennnens 4,945 4.453

All Other: Non-Labor Intensive CPI-U—AIl ltems (Urban) 0.757 3.700
Capital-Related COStS ......cccccviiiiis e 9.080 8.968
(D=t o] (=Tot =i o] o H PRSP PP TP PR PUPRTRPPI 5.611 5.586
Fixed ASSets ......ccccocevrvvrinienn Boeckh-Institutional Construction: 23 Year Useful Life ...........ccccee. 3.570 3.503

Life Y_Y YYF €. e

Movable Equipment ................ WPI—Machinery & Equipment: 11 Year Useful life ..... 2.041 2.083
INEEIESE COSIS ..uiiiiiiiiiiiiciiis e 3.212 2.682
NON-profit .......cccceveviviiiiiiiien Avg. Yield Municipal Bonds: 23 Year Useful Life ........ccccccoiiniinnene 2.730 2.280
For-profit ......ccccoovieeiiiiiienn Avg. Yield AAA Bonds: 23 Year Useful Life 0.482 0.402
Other Capital Related Costs .. CPI-U—Residential ReNt ..........ccccceriiiiiiiiiiiiicie e 0.257 0.699

Note: The operating cost category weights in the proposed excluded hospital market basket add to 100.0. When we add an additional set of
cost category weights (total capital weight = 8.968 percent) to this original group, the sum of the weights in the new index must still add to 100.0.
Because capital costs account for 8.968 percent of the market basket, then operating costs account for 91.032 percent. Each weight in the pro-
posed 1997-based excluded hospital market basket was multiplied by 0.91032 to determine its weight in the proposed 1997-based excluded hos-

pital with capital market basket.
Note: Weights may not sum to 100.0 due to rounding.
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TABLE 2(A).—PROPOSED EXCLUDED TABLE 2(B).—PERCENT CHANGES IN
THE 1992-BASED AND PROPOSED
1997-BASED EXCLUDED HOSPITAL
WITH CAPITAL MARKET BASKETS,
FYs 1999 THROUGH 2004—Contin-

HosPITAL  WITH CAPITAL  INPUT
PRICE INDEX (FY 1997) VINTAGE
WEIGHTS
Year . Interest:
from far- | Fixed as- | Movable capital-re-
thest to sets assets lated
most re- | (23vear | (1l-year (23-year
cent weights) | weights) weights)
1o, 0.018 0.007
2 i, 0.021 0.009
3 0.023 0.011
L 0.025 0.012
5 i 0.026 0.014
[ 0.028 0.016
T oo, 0.030 0.019
8 i 0.032 0.022
9 0.035 0.026
10 .......... 0.039 0.030
11 ... 0.042 0.035
12 ... 0.044 0.039
13 ... 0.047 0.045
14 .......... 0.049 0.049
15 ... 0.051 0.053
16 .......... 0.053 0.059
17 . 0.057 0.065
18 .......... 0.060 0.072
19 ... 0.062 0.077
20 .......... 0.063 0.081
21 ... 0.065 0.085
22 .l 0.064 0.087
23 .. 0.065 0.090
Total 1.0000 1.0000 1.0000

NOTE: Weights may not sum to 1.000 due to
rounding.

Table 2(B) below compares the 1992-
based excluded hospital with capital
market basket to the proposed 1997-
based excluded hospital with capital
market basket. As shown below, the
rebased and revised market basket
grows slightly faster over the 1999
through 2001 period than the 1992-
based market basket. The main reason
for this growth is the switching of the
wage and benefit proxy to the ECI for
hospital workers from the previous
occupational blend. This revision had a
similar impact on the hospital inpatient
prospective payment system and
excluded hospital market baskets, as
described in the final rule published in
the Federal Register on August 1, 2002
(67 FR 50032 through 50041).

TABLE 2(B).—PERCENT CHANGES IN
THE 1992-BASED AND PROPOSED
1997-BASED EXCLUDED HOSPITAL
WITH CAPITAL MARKET BASKETS,
FYs 1999 THROUGH 2004

Percent
Percent

change, change,d
Fiscal year 1992-based lggongse d

market bas- “hase
ket market bas-

ket

1999 ........... 2.3 2.7

ued
Percent
Forcent | change
Fiscal year 1992-based 18507pgsed
market bas- -based
ket market bas-
ket
2000 ........... 3.4 3.1
2001 ........... 3.9 4.0
Average
historical: 3.2 3.3
2002 .... 2.7 3.6
2003 ........... 3.0 3.5
2004 ........... 3.0 3.3
Average
forecast: 2.9 3.5
Source: Global Insights, Inc, 4th Qtr

2002, @USMARCO.MODTREND@CISSIM/
TL1102.SIM. Historical data through 3rd Qtr
2002.

Based upon the analysis mentioned
below, we believe the excluded hospital
with capital market basket provides a
reasonable measure of the price changes
facing IPFs. However, we have also been
researching the feasibility of developing
a market basket specific to IPF services.
This research includes analyzing data
sources for cost category weights,
specifically the Medicare cost reports,
and investigating other data sources on
cost, expenditure, and price information
specific to IPFs.

Our analysis of the Medicare cost
reports indicates that the distribution of
costs among major cost report categories
(wages, pharmaceuticals, and capital)
for IPF's is not substantially different
from the 1997-based excluded hospital
with capital market basket we propose
to use. In addition, the only data
available to us for these cost categories
(wages, pharmaceuticals, and capital)
presented a potential problem since no
other major cost category weights would
be based on IPF data. Based on the
research discussed below, at this time,
we are not proposing to develop a
market basket specific to IPF services.

We conducted an analysis of annual
percent changes in the market basket
when the weights for wages,
pharmaceuticals, and capital in IPFs
were substituted into the excluded
hospital with capital market basket.
Other cost categories were recalibrated
using ratios available from the hospital
inpatient prospective payment system
hospital market basket. On average,
between 1995 and 2002, the excluded
hospital with capital market basket
increased at nearly the same average
annual rate (3.4 percent) as the market

basket with IPF weights for wages,
pharmaceuticals, and capital (3.5
percent). This difference is less than the
0.25 percentage point criterion that
determines whether a forecast error
adjustment is warranted under the
hospital inpatient prospective payment
system update framework.

Based upon this analysis, we believe
that the excluded hospital with capital
market basket is doing an adequate job
of reflecting the price changes facing
IPFs. We will continue to solicit
comments about issues particular to
IPFs that should be considered in our
development of the proposed 1997-
based excluded hospital with capital
market basket, as well as encourage
suggestions for additional data sources
that may be available. Our hope is that
the additional cost data being collected
under the proposed IPF prospective
payment system will eventually allow
for the development of a market basket
based primarily on IPF data. We
welcome comments on issues particular
to IPFs that should be considered in our
use of the proposed 1997-based
excluded hospital with capital market
basket, as well as on suggestions for
additional data sources that may be
readily available on the cost structure of
IPFs.

As discussed more fully in section IV
of this proposed rule, we are proposing
to implement the proposed IPF
prospective payment system for IPF cost
reporting periods that begin on or after
April 1, 2004. The first update,
however, would not be until July 1,
2005. This extends the first year for 3
additional months in order to adjust the
update cycle for this proposed payment
system. As a result, the effective period
for this proposed rule is April 1, 2004
through June 30, 2005. To update
payments between FY 2003 and the
effective period, the update must reflect
the market basket increase over this
period, which is currently estimated at
5.3 percent. This would represent the
proposed increase in the excluded
hospital with capital market basket for
FY 2004 and the first 9 months of FY
2005.

B. Development of the Proposed Case-
Mix Adjustment Regression

In order to ensure that the proposed
IPF prospective payment system would
be able to account adequately for each
IPF’s case-mix, we performed an
extensive regression analysis of the
relationship between the per diem costs
and both patient and facility
characteristics to determine those
characteristics associated with
statistically significant cost differences.
For characteristics with statistically
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significant cost differences, we used the
regression coefficients of those variables
to determine the size of the
corresponding payment adjustments.
Based on the regression analysis, we are
proposing to adjust the per diem
payment for differences in the patient’s
DRG, age, comorbidities, and the day of
the stay. Also, we are proposing
adjustments for area wage levels, rural
IPFs, and teaching IPFs.

We computed a per diem cost for each
Medicare inpatient psychiatric stay,
including routine operating, ancillary,
and capital components using
information from the 1999 MedPAR file
and data from the 1999 Medicare cost
reports. The method described below
that was used to construct the proposed
per diem cost for IPFs is a standard
method that has been used to construct
a Medicare cost per discharge for
inpatient acute care (Newhouse, J.P., S.
Cretin, and C. Witsberger. Predicting
Hospital Accounting Costs, Health Care
Financing Review, V.11, No. 1. Fall
1989). We believe that this method
provides a full account of IPF’s per diem
costs.

To calculate the cost per day for each
inpatient psychiatric stay, routine costs
were estimated by multiplying the
routine cost per day from the IPF’s 1999
Medicare cost report by the number of
Medicare covered days on the 1999
MedPAR stay record. Ancillary costs
were estimated by multiplying each
departmental cost-to-charge ratio by the
corresponding ancillary charges on the
MedPAR stay record. The total cost per
day was calculated by summing routine
and ancillary costs for the stay and
dividing it by the number of Medicare
covered days for each day of the stay.
We used the best available data and
methods for this proposed IPF
prospective payment system. However,
the data are potentially limited for the
purpose of determining the extent to
which differences in patient
characteristics influence the per diem
cost of inpatient psychiatric care.

This potential limitation results from
Medicare cost accounting practices in
which routine per diem costs are
calculated as an average and, therefore,
do not vary among patients within a
facility (that is, a patient requiring
intensive staff attention is assigned the
same routine cost as a patient requiring
little staff attention). This potential
limitation assumes heightened
importance for IPFs because routine
costs represent about 88 percent of total
costs. As a result, our cost measure may
not capture the degree of variation in
routine cost attributable to differences
in patient characteristics. Patient
differences are reflected in our measure

of routine cost only to the extent that
facilities tend on average to treat
different proportions of patients with
differing routine resource needs. For
example, one IPF may have higher
routine per diem costs because it treats
a higher proportion of older patients (or
patients who require continuous
monitoring) than another IPF. However,
our cost variable will not measure the
extent to which older patients within
the same IPF are more costly than
younger patients. We are currently
conducting a research study with the
RTI International® (trade name of
Research Triangle Institute) that will
provide information as to the effects of
this data limitation. As a result, we
expect to have more information about
the extent to which routine costs vary
by certain patient characteristics. We
solicit suggestions on other data sets or
studies that could provide additional
information on the relationship between
individual patients and average facility
routine costs.

This routine cost limitation does not
apply to ancillary costs because they
can be measured at the patient level
using Medicare claims as reported in the
MedPAR file. However, there are
differences in charging practices
between psychiatric hospitals and
psychiatric units that affect our
measurement of ancillary costs. For
example, there are approximately 100
hospitals in our MedPAR data file that
do not bill ancillary charges; the
majority of these providers are State
psychiatric hospitals who bill a single
average per diem rate that includes
routine, ancillary, and other costs.

The proposed payment adjustors were
derived from regression analysis of 100
percent of the 1999 MedPAR data file.
The MedPAR data file used for the final
regression contains 467,372 cases
although the complete file contains
476,541 cases. We deleted 5,822 cases
(1.24 percent) from this file because
routine cost data for certain IPFs was
not available. In order to include as
many IPFs as possible in the regression,
we substituted the 1998 Medicare cost
report data for routine cost and ancillary
cost to charge ratios (using the 1998
Medicare cost report data).

For the remaining 470,719 cases, we
used the following method to trim
extraordinarily high or low cost values
that most likely contained data errors, in
order to improve the accuracy of our
results. The means and standard
deviations of the logged per diem total
cost were computed separately for cases
from psychiatric hospitals and
psychiatric units. Separate statistics
were computed for the groups of IPFs,
because we did not want to

systematically exclude a larger
proportion of cases from the higher cost
psychiatric units. Before calculating the
means of the logged per diem total cost,
we trimmed cases from the file when
covered days were zero, or routine costs
were less than $100 or greater than
$3,000, (because we believe this range
captured the grossly aberrant cases), so
that the means would not be distorted.
We trimmed cases when the logged per
diem cost was outside the standard and
generally used statistical trim points of
plus or minus 3 standard deviations
from the respective means for hospitals
and psychiatric units. These criteria
eliminated another 3,347 cases, leaving
467,372 cases that were used in the final
regression.

The log of per diem cost, like most
health care cost measures, appears to be
normally distributed. Therefore, the
natural logarithm of the per diem cost
was the dependent variable in the
regression analysis. To control for
psychiatric hospitals that do not bill
ancillary costs, we included a
categorical variable that identified them.

The proposed per diem cost was
adjusted for differences in labor cost
across geographic areas using the FY
1999 hospital wage index unadjusted for
geographic reclassifications, in order to
be consistent with our use of the market
basket labor share in applying the wage
index adjustment.

We computed a proposed wage
adjustment factor for each case by
multiplying the Medicare hospital wage
index for each facility by the proposed
labor-related share (.72828) and adding
the proposed non-labor share (.27172).
We used the proposed excluded
hospital with capital market basket to
determine the labor-related share (see
section IIL.A. of this proposed rule). The
per diem cost for each case was divided
by this factor before taking the natural
logarithm (that is, a standard
mathematical practice accepted by the
scientific community). The payment
adjustment for the wage index was
computed consistently with the wage
adjustment factor, which is equivalent
to separating the per diem cost into a
labor portion and a non-labor portion
and adjusting the labor portion by the
wage index.

With the exception of the proposed
payment adjustment for teaching
facilities, the independent variables
were specified as one or more
categorical variables. Once the
regression model was finalized based on
the log normal variables, the regression
coefficients for these variables were
converted to payment adjustment
factors by treating each coefficient as an
exponent of the base e for natural
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logarithms, which is approximately
equal to 2.718. The proposed payment
adjustment factors represent the
proportional effect of each variable
relative to a reference variable.

1. Proposed Patient-Level
Characteristics

Subject to the limitations of the
proposed cost variable described above
and the availability of patient
characteristic information contained in
the administrative data, we attempted to
use patient characteristics to explain the
cost variation amongst IPFs. By
adjusting for DRGs, comorbidities, age,
and day of the stay, we were able to
explain approximately 19 percent of the
variation in the per diem cost. This
result is comparable to that obtained by
THEORI in the analysis they conducted
for the APA. The study is described in
section IL.B. of this proposed rule.

a. DRGs

The principal diagnosis ICD code
listed on the claim is used to assign
each case to one of the 15 DRGs that we
are proposing to recognize in this IPF
prospective payment system (see section
II.C of this proposed rule). The
coefficients of these DRGs from the cost
regression analysis were used to
determine the magnitude of the
payment adjustment for each of the
proposed 15 DRGs. The payment
adjustments are expressed relative to the
most frequently assigned DRG (DRG
430, Psychoses). That is, the proposed
adjustment factor for DRG 430 would be
1.00, and the proposed adjustment
factors for the other 14 DRGs would
vary above and below 1.00. For 8 DRGs,
the proposed adjustments would be
relatively small (between .96 and 1.04,
that is, between 4 percent lower to 4
percent higher). The following 4 DRGs
would receive relatively large payment
adjustments:

* DRG 424 (Surgical procedure with
Principal Diagnosis of Mental Illness)
would have the largest payment
adjustment of approximately 1.22.

* DRG 023 (Non-traumatic stupor and
coma) would receive an adjustment of
approximately 1.10.

* DRG 425 (Acute Adjustment
Reaction and Psychosocial
Dysfunction) would receive an
adjustment of approximately 1.08.

* DRG 12 (Degenerative Nervous
System Disorders) would receive an
adjustment of approximately 1.07.

Both of the following two DRGs
would be paid substantially less than
DRG 430 with payment adjustments of
approximately 0.88:

* DRG 433 (Alcohol/Drug Abuse or
Dependence, left against medical
advice).

* DRG 523 (Alcohol/Drug Abuse or
Dependence, without Complications
and/or Comorbidity and without
Rehabilitation Therapy).

Cases in our MedPAR data file whose
principal diagnosis classified them in
DRGs other than one of the 15 DRGs that
we are proposing to recognize in this
proposed IPF prospective payment
system were grouped into a single
“other” category.

b. Comorbidities

Our analysis of the data indicates that
patients who have certain comorbid
conditions in addition to their
psychiatric condition generally require
more expensive care while they are
hospitalized. After a thorough review of
the ICD-9-CM codes, some comorbid
conditions were identified as being
more costly on a per diem basis. Groups
of similar diagnosis codes were created
to describe these conditions, which tend
to be chronic illnesses that require
additional medications, supplies,
laboratory, or diagnostic testing in
addition to the care provided for their
psychiatric condition. Conditions in
which the patient is acutely ill requiring
care in a general hospital, for example,
myocardial infarction, were not
included in our analysis.

Based upon this analysis, we are
proposing payment adjustments for 17
comorbidity categories that we would
recognize for payment adjustments
under the proposed IPF prospective
payment system. Table 3 below

provides a listing of the proposed
comorbidity categories, the ICD-9-CM
diagnostic codes comprising each
category, and the payment adjustment
factors. The adjustment factors are also
in Addendum A.

As in the case of the DRGs, the cost
regression analysis was used to
determine the magnitude of the
proposed payment adjustments for the
comorbidity groups. Of the 17
comorbidity categories, the following 4
groups would have proposed payment
adjustment factors ranging from 1.11 to
1.17 more than a case that did not have
any of the 17 comorbid conditions: (1)
Coagulation factor deficits; (2) renal
failure, chronic; (3) chronic cardiac
conditions; and (4) atherosclerosis of
extremity with gangrene. Seven
categories would be paid payment
adjustments from 1.08 to 1.14: (1)
Tracheotomy; (2) renal failure, acute; (3)
malignant neoplasms; (4) severe protein
calorie malnutrition; (5) chronic
obstructive pulmonary disease; (6)
poisoning; and (7) severe
musculoskeletal and connective tissue
diseases. The remaining 6 comorbidity
categories would receive payment
adjustments ranging from 1.03 to 1.10:
(1) HIV; (2) infectious diseases; (3)
uncontrolled type I diabetes mellitus;
(4) artificial openings digestive and
urinary; (5) drug and/or alcohol induced
mental disorders; and (6) eating and
conduct disorders.

Other potential conditions were
considered as potentially more
expensive, but the small number of
cases in the MedPAR data file made it
impossible to propose an appropriate
adjustment for those conditions. We
solicit comments suggesting other
conditions that may be expected to
increase the per diem cost of care in
IPFs. In addition, we expect that as
facilities become aware of the
importance of providing accurate
information on the diagnoses of
patients, we will have more data to use
as a basis for refinements to the list of
proposed comorbid conditions affecting
the per diem cost of care.

TABLE 3.—DIAGNOSIS CODES FOR PROPOSED COMORBIDITY CATEGORIES

Proposed
Description of proposed comorbidity ICD-9—-CM code adjustment
factor
HIV et L0 1.06
Coagulation Factor DefiCits .........cccvviiiiieniiiiiiiicieeecsee e, 2860 through 2864 ........cccooiiiiiiiiiiiieece e 1.11
TraCh@OtOMY .....ciiiiiii ittt e e 51900 aNd V440 ...ooiiiiieeiie et 1.14
Renal Failure, ACULE ......c..eoiiiiiiiiiie e 5846 through 5849; 7885; 9585; V451; V560, V561; and V562 1.08
Renal Failure, Chronic ..........ccccooviiiiiiiiiiii e 40301; 40311; 40391, 40402; 40412; 40492, 585; and 586 ..... 1.14
Malignant NEOPIaSMS .......coceeiiiiiiiiiieieese e 1400 through 1720; 1740 through 1840; and 1850 through 1.10
2080.
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TABLE 3.—DIAGNOSIS CODES FOR PROPOSED COMORBIDITY CATEGORIES—Continued
Proposed
Description of proposed comorbidity ICD-9-CM code adjustment
factor
Uncontrolled Type | Diabetes-Mellitus, with or without com- | 25003; 25083; 25013; 25023; 25033; 25093; 25043; 25053; 1.10
plications. 25063; and 25073.
Severe Protein Calorie Malnutrition ..........c.cccceviiiiiiee e, 260 through 262 ........eeeiiiiiiieeee e 1.12
Eating and Conduct Disorders 3071; 30750; 31203; 31233; and 31234 ....cccceccveveeivieeiieee e 1.03
INFECLIOUS DISEASES ...cciuviiiiiiiieiiiie et 01000 through 04110; 04500 through 05319, 05440 through 1.08
05449; 0550 through 0770; 0782 through 0789; and 07950
through 07595.
Drug and/or Alcohol Induced Mental Disorders ...........cccceeeueee. 2920; 2922; 2910; 29212; 30300; and 30400 .......cccceevvvveeennnnn. 1.03
Cardiac Conditions 3910; 3911, 3912; 40201; 41403; 4160; and 4210 1.13
Atherosclerosis of Extremity with Gangrene ...........cccccocveviens Q4024 ... e 1.17
Chronic Obstructive Pulmonary DiSease .........c.cccccevcveeiiiieeenins 5100; 51883; 51884; 4920; 494; 49120 through 49122, and 1.12
V461.
Artificial Openings-Digestive and Urinary ...........ccoccvveeenineenne 56960; V441 through V443; and V4450 ........ccccoceevieeeiiieeenn. 1.09
Severe Musculoskeletal and Connective Tissue Diseases ........ 6960; 7100; 73000 through73009; 73010 through 73019; 1.12
73020 through 73029; and 7854.
POISONING .ottt e 96500 through 96509; and 9654; 9670 through 9700; 9800 1.14
through 9809; 9830 through 9839; 986; 9890 through 9897.

c. Patient Age and Gender

The cost regressions explored several
alternative configurations of age and
gender variables. The results indicate
that the per diem cost rises as a patient’s
age increases, and the per diem cost are
higher for female patients.

We examined the variation in the per
diem cost for 5-year age intervals
ranging from age 40 to 80 with open-
ended categories ranging above age 80
and below 40 and determined that the
effect of age was statistically significant.
We initially ran the regression for three
age groups consistent with the natural
breaks in the distribution of age (under
55, 55 to 64, and 65 and over). The
distribution showed that most Medicare
psychiatric patients are under age 55
and over age 65. In addition, the
distribution showed that the age group
between 55 and 65 years of age
increased the predictive power of the
model only by a factor of .002 percent
because there were few patients in that
age category. For this reason, we are not
proposing adjustments reflecting the
three age groups. Rather, we are
proposing to make a single adjustment
of 13 percent for patients 65 years and
over. We are proposing two age groups
(under 65 and over 65) to correspond
with the major populations within
Medicare: the disabled and the elderly,
which we believe are largely responsible
for the age-related cost differences that
we observed. In addition, preliminary
results from the RTI InternationalX
research that used estimates of patient-
specific routine cost per day (from a
sample of 40 IPFs) found that splitting
age into two groups (under 65 and over
65) has greater explanatory power than
alternative age group configurations.
The research study is described in more

detail in section V.C.1. of this proposed
rule.

The cost regression implies that
female patients are approximately 3
percent more costly than male patients.
However, the explanatory power of the
equation increases by less than .002
percentage points. There is also a small
reduction in the age effect for the 65 and
over age group (less than one percentage
point). We also examined the alternative
of including gender along with the three
age groups (under 55, 55 to 64, and 65
and over) and compared the results to
the regression without gender and with
two age groups (under 65 and 65 and
over). The fu