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DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Centers for Medicare & Medicaid
Services

42 CFR Parts 412 and 424
[CMS—1306—P]

Medicare Program; Inpatient
Psychiatric Facilities Prospective
Payment System Payment Update for
Rate Year Beginning July 1, 2006 (RY
2007)

AGENCY: Centers for Medicare &
Medicaid Services (CMS), HHS.

ACTION: Proposed rule.

SUMMARY: This proposed rule would
update the prospective payment rates
for Medicare inpatient hospital services
provided by inpatient psychiatric
facilities (IPFs). These changes are
applicable to IPF discharges occurring
during the rate year beginning July 1,
2006 through June 30, 2007. We are
proposing to adopt the new Office of
Management and Budget (OMB) labor
market area definitions for the purpose
of geographic classification and the
wage index. In addition, we are
proposing other new polices and
making changes to existing policies.

DATES: We will consider comments if
we receive them at the appropriate
address provided below, no later than 5
p-m. on March 14, 2006.

ADDRESSES: In commenting, please refer
to file code CMS-1306-P. Because of
staff and resource limitations, we cannot
accept comments by facsimile (FAX)
transmission.

You may submit comments in one of
three ways (no duplicates, please):

1. Electronically. You may submit
electronic comments on specific issues
in this regulation to http://
www.cms.hhs.gov/eRulemaking.
(Attachments should be in Microsoft
Word, WordPerfect, or Excel; however,
we prefer Microsoft Word.)

2. By mail. You may 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-1306-P, P.O.
Box 8010, Baltimore, MD 21244.

Please allow sufficient time for mailed
comments to be received before the
close of the comment period.

3. By hand or courier. If you prefer,
you may deliver (by hand or courier)
your written comments (one original
and two copies) before the close of the
comment period to one of the following
addresses. If you intend to deliver your

comments to the Baltimore address,
please call telephone number (410) 786—
9994 in advance to schedule your
arrival with one of our staff members.
Room 445-G, Hubert H. Humphrey
Building, 200 Independence Avenue,
SW., Washington, DC 20201; or 7500
Security Boulevard, Baltimore, MD
21244-1850.

(Because access to the interior of the
Humphrey 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
received after the comment period.

Submission of comments on
paperwork requirements. You may
submit comments on this document’s
paperwork requirements by mailing
your comments to the addresses
provided at the end of the “Collection
of Information Requirements” section in
this document.

For information on viewing public
comments, see the beginning of the
SUPPLEMENTARY INFORMATION section.
FOR FURTHER INFORMATION CONTACT:
Janet Samen, (410) 786—4533 for general
information. Mary Lee Seifert, (410)
786—0030 for information regarding the
market basket and labor-related share.
Theresa Bean, (410) 786—2287 for
impact. Matthew Quarrick, (410) 786—
9867 for wage index.

SUPPLEMENTARY INFORMATION:

Submitting Comments: We welcome
comments from the public on all issues
set forth in this rule to assist us in fully
considering issues and developing
policies. You can assist us by
referencing the file code CMS—1306-P
and the specific “issue identifier” that
precedes the section on which you
choose to comment.

Inspection of Public Comments: All
comments received before the close of
the comment period are available for
viewing by the public, including any
personally identifiable or confidential
business information that is included in
a comment. CMS posts all electronic
comments received before the close of
the comment period on its public Web
site as soon as possible after they have
been received. Hard copy comments
received timely will be available for
public inspection as they are received,
generally beginning approximately 3
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 1-800—
743-3951.
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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)

CBSA Core-Based Statistical Areas

CCR Cost-to-charge ratio

CMS Centers for Medicare & Medicaid
Services

CMSA Consolidated Metropolitan
Statistical Area

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

MMA Medicare Prescription Drug,
Improvement and Modernization Act
of 2003, (Pub. L. 108-173)

MSA Metropolitan Statistical Area

NECMA New England County
Metropolitan Area

OMB Office of Management and Budget

PIP Periodic interim payments

RY Rate Year (July 1 through June 30)

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

I. Background

[If you choose to comment on issues in
this section, please include the caption
“BACKGROUND” at the beginning of
your comments. ]

A. General and Legislative History

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

Although most hospital inpatient
services became subject to the PPS,
certain hospitals, including IPFs,
inpatient rehabilitation facilities (IRFs),
long term care hospitals (LTCHs), and
children’s hospitals were excluded from
the PPS for acute care hospitals. These
hospitals and units were paid their
reasonable costs for inpatient services,
subject to a per discharge limitation or
target amount under the authority of the
Tax Equity and Fiscal Responsibility
Act of 1982 (TEFRA), Public Law 97—
248. The regulations implementing the
TEFRA (reasonable cost-based) payment
provisions are located at 42 CFR part
413. 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 of
1999 (BBRA) (Pub. L. 106-113), and the
Medicare, Medicaid, and SCHIP
Benefits Improvement and Protection
Act of 2000 (BIPA) (Pub. L. 106-554) to
replace the reasonable cost-based
method of reimbursement with a PPS
for IRFs, LTCHs, and IPFs. Section 124
of the BBRA required implementation of
the IPF PPS.

Section 124 of the BBRA mandated
that the Secretary—(1) develop a per
diem PPS for inpatient hospital services
furnished in psychiatric hospitals and
psychiatric units; (2) include in the PPS
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 PPS; and (5)
submit a report to the Congress
describing the development of the PPS.
Section 124 of the BBRA also required
that the IPF PPS be implemented for
cost reporting periods beginning on or
after October 1, 2002.

Section 405(g)(2) of the Medicare
Prescription Drug, Improvement, and
Modernization Act of 2003 (MMA) (Pub.
L. 108-173) extended the IPF PPS to
distinct part psychiatric units of critical
access hospitals (CAHs).

B. Overview of the Establishment of the
IPF PPS

On November 28, 2003, we published
a proposed rule in the Federal Register
(68 FR 66920) that proposed to
implement section 124 of the BBRA. In
the November 15, 2004 Federal Register
(69 FR 66922) our final rule
implemented the IPF PPS for cost
reporting periods beginning on or after
January 1, 2005. Although section 124 of
the BBRA directed that the IPF PPS be
implemented for cost reporting periods
beginning on or after October 1, 2002,
we explained in the proposed and final
rules that the creation of a PPS requires
an extraordinary amount of lead-time to
create a completely new payment
system and that we were unable to
perform the analysis required in time for
an October 1, 2002 implementation, to
ensure that a system based on CMS
administrative data would fulfill the
statutory mandate of section 124 of the
BBRA. We explained that despite our
best efforts, we could not engage in
notice and comment rulemaking and
achieve implementation of the IPF PPS
by October 1, 2002.

The November 2004 final rule
(hereinafter referred to as the IPF PPS
final rule) established regulations for the
IPF PPS under 42 CFR 412, subpart N.

The IPF PPS established the Federal
per diem base rate for each patient day
in an IPF derived from the national
average daily routine operating,
ancillary, and capital costs in IPFs in FY
2002. The average per diem cost was
updated to the midpoint of the first year
under the IPF PPS, standardized to
account for the overall positive effects of
the IPF PPS payment adjustments, and
adjusted for budget neutrality. The
Federal per diem payment under the IPF
PPS is comprised of the Federal per
diem base rate described above and
certain patient and facility payment
adjustments that were found in the
regression analysis to be associated with
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statistically significant per diem cost
differences (see 69 FR 66933 through
66936 for a description of the regression
analysis). The patient-level adjustments
include age, DRG assignment,
comorbidities, and variable per diem
adjustments to reflect the higher cost
incurred in the early days of a
psychiatric stay. Facility-level
adjustments include adjustments for the
IPF’s wage index, rural location,
teaching status, a cost of living
adjustment for IPFs located in Alaska
and Hawaii, and presence of a
qualifying emergency department (ED).
The IPF PPS provides additional
payments for outlier cases, stop-loss
protection which is applicable only
during the IPF PPS transition period,
includes special payment provisions for
interrupted stays, and a per treatment
adjustment for patients who undergo
electroconvulsive therapy (ECT). We
refer readers to the IPF PPS final rule for
a comprehensive discussion of the
research and data that supported the
establishment of the IPF PPS.

On April 1, 2005, we published a
correction to the IPF PPS final rule in
the Federal Register (70 FR 16724). Any
reference to the IPF PPS final rule in
this proposed rule includes the
provisions in the correction notice. We
established a CMS website that contains
useful information regarding the IPF
PPS including the proposed rule, final
rule, and the correction notice. The
website URL is http://www.cms.hhs.gov/
InpatientPsychFacilPPS/ and may be
accessed to download or view
publications and other information
pertinent to the IPF PPS.

C. Applicability of the IPF PPS

The IPF PPS is applicable to
freestanding psychiatric hospitals,
including government-operated
psychiatric hospitals, and distinct part
psychiatric units of acute care hospitals
and CAHs.

The regulations at §412.402 define an
IPF as a hospital that meets the
requirements specified in §412.22,
§412.23(a), §482.60, §482.61, and
§482.62, and units that meet the
requirements specified in §412.22,
§412.25, and §412.27.

However, the following hospitals are
paid under a special payment provision,
as described in §412.22(c) and,
therefore, are not subject to the IPF PPS
rules:

e Veterans Administration hospitals.

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

e Hospitals that are reimbursed in
accordance with demonstration projects
specified in section 402(a) of Public Law

90-248 (42 U.S.C. 1395b—1) or section
222(a) of Public Law 92—-603 (42 U.S.C.
1395b—1(note)).

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

II. Overview for Updating the IPF PPS

[If you choose to comment on issues in
this section, please include the caption
“OVERVIEW FOR UPDATING THE IPF
PPS” at the beginning of your
comments.]

A. Requirements for Updating the IPF
PPS

Section 124 of the BBRA does not
specify an update strategy for the IPF
PPS and is broadly written to give the
Secretary discretion in establishing an
update methodology. Therefore, we
reviewed the update approach used in
other hospital PPSs (specifically, the
IRF and LTCH PPS update
methodologies). As a result of this
analysis, we stated in the IPF PPS final
rule (69 FR 66966) that we would
implement the IPF PPS using the
following update strategy—(1) calculate
the final Federal per diem base rate to
be budget neutral for the 18-month
period (that is, January 1, 2005 through
June 30, 2006); (2) use a July 1 through
June 30 annual update cycle; and (3)
allow the IPF PPS first update to be
effective for discharges July 1, 2006
through June 30, 2007. In this proposed
rule, we are proposing updates to the
IPF PPS for the period of July 1, 2006
through June 30, 2007.

As explained in the IPF PPS final
rule, we believe it is important to delay
updating the adjustment factors derived
from the regression analysis until we
have IPF PPS data that include as much
information as possible regarding the
patient-level characteristics of the
population that each IPF serves. For this
reason, we do not intend to update the
regression analysis and recalculate the
Federal per diem base rate until we have
analyzed 1 year of IPF PPS claims and
cost report data (that is, no earlier than
FY 2008). Until that analysis is
complete, we stated our intention to
publish a notice in the Federal Register
each spring to update the IPF PPS as
specified in §412.428 to include:

e A description of the methodology
and data used to calculate the updated
Federal per diem base payment amount.

¢ The rate of increase factor as
described in § 412.424(a)(2)(iii), which
is based on the excluded hospital with
capital market basket under the update
methodology of 1886(b)(3)(B)(ii) of the
Act for each year.

e The best available hospital wage
index and information regarding

whether an adjustment to the Federal
per diem base rate is needed to maintain
budget neutrality.

¢ Updates to the fixed dollar loss
amount in order to maintain the
appropriate outlier percentage.

¢ Describe the ICD-9-CM coding and
DRG classification changes discussed in
the annual update to the hospital
inpatient prospective payment system
regulations.

e Update the ECT adjustment by a
factor specified by CMS.

B. Proposed Updates to the IPF PPS

As discussed above, we intended to
publish a notice in the Federal Register
in the spring of 2006 that would
announce the updates to the IPF PPS in
accordance with §412.428 rather than
update through rulemaking (69 FR
66966). However, since the
implementation of the IPF PPS, a new
market basket index was announced in
the August 2005 IPPS final rule. We
believe that this new market basket
should be implemented in the IPF PPS
as well in order to update the system
using the best data available. Therefore,
rather than publish a notice to update
the IPF PPS in 2006, we are proposing
changes in this proposed rule to give
interested parties the opportunity to
comment.

Furthermore, we indicated in the IPF
PPS final rule (69 FR 66952) that we
were not adopting the new labor market
definitions developed by the OMB and
adopted under the IPPS. Rather, we
explained that we intended to use the
metropolitan statistical areas (MSAs)
developed by OMB in 1993 for the wage
index under the IPF PPS. At the time we
published the proposed IPF PPS rule,
the 2003 MSA definitions had not been
implemented for any Medicare
programs. In addition, we indicated that
we believe that the adoption of the new
labor market area definitions may have
a significant impact on the wage index
applied to IPFs and associated payments
and that we would assess the
implications of the new MSA
definitions on IPFs before proposing to
adopt them.

We believe that IPFs should be
afforded an opportunity to comment on
the use of the new labor market
definitions before we adopt them under
the IPF PPS. For this reason also, we are
publishing this proposed rule, rather
than a notice, in order to give interested
parties an opportunity to comment on
the new labor market definitions (see
section III.C.1. of this proposed rule).
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C. Transition Period for Implementation
of the IPF PPS

In the IPF PPS final rule, we
established § 412.426 to provide for a 3-
year transition period from reasonable

cost-based reimbursement to full
prospective payment for IPFs. New IPFs
are paid 100 percent of the Federal per
diem rate. However, for those IPFs that
are transitioning to a new system,
during the 3-year period as specified in

the IPF PPS final rule, payment is based
on an increasing percentage of the PPS
payment and a decreasing percentage of
each IPF’s facility-specific TEFRA
reimbursement rate. The blend
percentages are as follows:

TABLE 1.—IPF PPS FINAL RULE TRANSITION BLEND FACTORS

IPF PPS
Transition year Cost reporting periods beginning on or after Tgliiﬁt;at: Federal rate
P 9 percentage
1 January 1, 2005 75 25
2 . January 1, 2006 50 50
3 January 1, 2007 25 75
January 1, 2008 0 100

Changes to the blend percentages
occur at the beginning of an IPF’s cost
reporting period. As a result, for
discharges occurring during IPF cost
reporting periods beginning in CY 2006,
IPFs would receive a blended payment
consisting of 50 percent of the facility-
specific TEFRA payment and 50 percent
of the IPF PPS payment amount.
However, regardless of when an IPF’s
cost reporting year begins, the payment
update we are proposing would be
effective for discharges occurring on or
after July 1, 2006 through June 30, 2007.
We are not proposing any changes to the
transition approach established in the
IPF PPS final rule.

IIL. Proposed Updates to the IPF PPS for
Rate Year beginning July 1, 2006

The IPF PPS is based on a
standardized Federal per diem base rate
calculated from IPF average per diem
costs and adjusted for budget-neutrality
in the implementation year. The Federal
per diem base rate is used as the
standard payment per day under the IPF
PPS and is adjusted by the applicable
wage index factor and the patient-level
and facility-level adjustments that are
applicable to the IPF stay.

The following is an explanation of
how we calculated the Federal per diem
base rate and the standardization and
budget neutrality factors as described in
the IPF PPS final rule.

A. Calculation of the Average Per Diem
Cost

[If you choose to comment on issues in
this section, please include the caption
“PER DIEM COST” at the beginning of
your comments. ]

As indicated in the IPF PPS final rule,
to calculate the Federal per diem base
rate, we estimated the average cost per
day for—(1) routine services from FY
2002 cost reports (supplemented with
FY 2001 cost reports if the FY 2002 cost
report was missing); and (2) ancillary

services using data from the FY 2002
Medicare claims and corresponding data
from facility cost reports.

For routine services, the per diem
operating and capital costs were used to
develop the average per diem cost
amount. The per diem routine costs
were obtained from each facility’s
Medicare cost report. To estimate the
costs for routine services included in
the Federal per diem base rate
calculation, we added the total routine
costs (including costs for capital)
submitted on the cost report for each
provider and divided it by the total
Medicare days.

Some average routine costs per day
were determined to be aberrant, that is,
the costs were extraordinarily high or
low and most likely contained data
errors. We provided a detailed
discussion in the IPF PPS final rule (69
FR 66926 through 66927) of the method
used to trim extraordinarily high or low
cost values from the per diem rate
development file in order to improve
the accuracy of our results. For ancillary
services, we calculated the costs by
converting charges from the FY 2002
Medicare claims into costs using
facility-specific, cost-center specific
cost-to-charge ratios obtained from each
provider’s applicable cost reports. We
matched each provider’s departmental
cost-to-charge ratios from their Medicare
cost report to each charge on their
claims reported in the MedPAR file.
Multiplying the total charges for each
type of ancillary service by the
corresponding cost-to-charge ratio
provided an estimate of the costs for all
ancillary services received by the
patient during the stay. We determined
the average ancillary amount per day by
dividing the total ancillary costs for all
stays by the total number of covered
Medicare days.

Adding the average ancillary costs per
day and the average routine costs per
day including capital costs provided the

estimated average per diem cost for each
patient day of inpatient psychiatric care
in FY 2002.

B. Determining the Standardized
Budget-Neutral Federal Per Diem Base
Rate

[If you choose to comment on issues in
this section, please include the caption
“BUDGET NEUTRAL BASE RATE” at
the beginning of your comments.]

Section 124(a)(1) of the BBRA
requires that the implementing IPF PPS
be budget neutral. In other words, the
amount of total payments under the IPF
PPS, including any payment
adjustments, must be projected to be
equal to the amount of total payments
that would have been made if the IPF
PPS were not implemented. Therefore,
in the IPF PPS final rule, we calculated
the budget-neutrality factor by setting
the total estimated IPF PPS payments to
be equal to the total estimated payments
that would have been made under the
TEFRA methodology had the IPF PPS
not been implemented. The IPF PPS
final rule includes a step-by-step
description of the methodology we used
to estimate payments under the TEFRA
payment system (69 FR 66930). For the
IPF PPS methodology, we calculated the
final Federal per diem base rate to be
budget neutral during the
implementation period under the IPF
PPS using a July 1 update cycle. Thus,
the implementation period for the IPF
PPS is the 18-month period January 1,
2005 through June 30, 2006.

We updated the average cost per day
to the midpoint of the IPF PPS
implementation period (that is, October
1, 2005). We used the most recent
projection of the full percentage
increase in the 1997-based excluded
hospital with capital market basket
index for FY 2003 and later in
accordance with §413.40(c)(3)(viii). The
updated average cost per day of $724.43
was used in the payment model to
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establish the budget neutrality
adjustment.

1. Standardization of the Federal Per
Diem Base Rate

In the IPF PPS final rule, we
standardized the IPF PPS Federal per
diem base rate in order to account for
the overall positive effects of the IPF
PPS payment adjustment factors. To
standardize the IPF PPS payments, we
compared the IPF PPS payment
amounts calculated from the psychiatric
stays in the FY 2002 MedPAR file to the
projected TEFRA payments from the FY
2002 cost report file updated to the
midpoint of the IPF PPS
implementation period (that is October
2005). The standardization factor was
calculated by dividing total estimated
payments under the TEFRA payment
system by estimated payments under
the IPF PPS. The standardization factor
was calculated to be 0.8367. As a result,
in the IPF PPS final rule, the $724.43
average cost per day was reduced by
16.33 percent (100 percent minus 83.67
percent).

2. Calculation of the Budget Neutrality
Adjustment

To compute the budget neutrality
adjustment for the IPF PPS, we
separately identified each component of
the adjustment, that is, the outlier
adjustment, stop-loss adjustment, and
behavioral offset.

a. Outlier Adjustment

Since the IPF PPS payment amount
for each IPF includes applicable outlier
amounts, we reduced the standardized
Federal per diem base rate to account
for aggregate IPF PPS payments
estimated to be made as outlier
payments. The appropriate outlier
amount was determined by comparing
the adjusted prospective payment for
the entire stay to the computed cost per
case. If costs were above the prospective
payment plus the adjusted fixed dollar
loss threshold amount, an outlier
payment was computed using the
applicable risk-sharing percentages, as
explained in greater detail in section
IV.D.1 of this proposed rule. The outlier
amount was computed for all stays, and
the total outlier amount was added to
the final IPF PPS payment. The outlier
adjustment was calculated to be 2
percent. As a result, the standardized
Federal per diem base rate was reduced
by 2 percent to account for projected
outlier payments.

b. Stop-Loss Provision Adjustment

As explained in the IPF PPS final
rule, we provide a stop-loss payment to
ensure that an IPF’s total PPS payments

are no less than a minimum percentage
of their TEFRA payment, had the IPF
PPS not been implemented. We reduced
the standardized Federal per diem base
rate by the percentage of aggregate IPF
PPS payments estimated to be made for
stop-loss payments.

The stop-loss payment amount was
determined by comparing aggregate
prospective payments that the provider
would receive under the IPF PPS to
aggregate TEFRA payments that the
provider would have otherwise received
without implementation of the IPF PPS.
If an IPF’s aggregate IPF PPS payments
are less than 70 percent of its aggregate
payments under TEFRA, a stop-loss
payment was computed for that IPF.
The stop-loss payment amounts were
computed for those IPFs that were
projected to receive the payments, and
the total amount was added to the final
IPF PPS payment amount. As a result,
the standardized Federal per diem base
rate was reduced by 0.39 percent in
order to maintain budget neutrality in
the IPF PPS.

c. Behavioral Offset

As explained in the IPF PPS final
rule, implementation of the IPF PPS
may result in certain changes in IPF
practices especially with respect to
coding for comorbid medical
conditions. As a result, Medicare may
incur higher payments than assumed in
our calculations. Accounting for these
effects through an adjustment is
commonly known as a behavioral offset.

Based on accepted actuarial practices
and consistent with the assumptions
made in other prospective payment
systems, we assumed in determining the
behavioral offset that IPFs would regain
15 percent of potential “losses” and
augment payment increases by 5
percent. We applied this actuarial
assumption, which is based on our
historical experience with new payment
systems, to the estimated “losses” and
““gains” among the IPFs. The behavioral
offset for the IPF PPS was calculated to
be 2.66 percent. As a result, we reduced
the standardized Federal per diem base
rate by 2.66 percent to maintain budget
neutrality.

To summarize, the $724.43 updated
average per diem cost was reduced by
16.33 percent to account for
standardization to projected TEFRA per
diem payments for the implementation
period, by 2 percent to account for
outlier payments, by 0.39 percent to
account for stop-loss payments, and by
2.66 percent reduction to account for
the behavioral offset. The final
standardized budget-neutral Federal per
diem base rate for the IPF PPS
implementation year was calculated to

be $575.95. We discuss the Federal per
diem base rate for RY 2007 in section III
B.3. of this proposed rule.

3. Revision of Standardization Factor

In reviewing the methodology used to
simulate the IPF PPS payments used for
the IPF PPS final rule, we discovered
that the computer code incorrectly
assigned non-teaching status to most
teaching facilities. As a result, total IPF
PPS payments were underestimated by
about 1.36 percent. The IPF PPS
estimated payment total was used in
calculating the IPF PPS standardization
factor. The standardization factor
indicates the proportion by which the
IPF PPS per diem payment rate and the
ECT rate must be reduced in order to
make total IPF PPS payments equal to
estimated total TEFRA payments
assuming IPFs continued to be paid
solely under TEFRA for the first PPS
payment year. The standardization
factor is calculated as the ratio of
estimated total TEFRA payments to
estimated total IPF PPS payments
assuming no reduction to the per diem
and ECT payment rates. Since the IPF
PPS payment total should have been
larger than the estimated figure, the
standardization factor should have been
smaller (0.8254 vs. 0.8367). In turn, the
per diem rate and the ECT rate should
have been reduced by 0.8254 instead of
0.8367.

To resolve this issue, we are
proposing to amend the Federal per
diem base rate prospectively. Using the
standardization factor of 0.8254, the
base rate should have been $568.17 for
the implementation year of the IPF PPS.
It is this base rate that we propose to
update using the market basket rate of
increase of 4.5 percent and the budget-
neutral wage index factor of 1.00156 (as
discussed in section IV.C.1.f. of this
proposed rule). Applying these factors
yields a proposed Federal per diem base
rate of $594.66 for the rate year (RY)
beginning July 1, 2006 through June 30,
2007.

C. Update of the Federal Per Diem Base
Rate

[If you choose to comment on issues in
this section, please include the caption
“UPDATE ON PER DIEM BASE RATE”
at the beginning of your comments.]

1. Market Basket for IPFs Reimbursed
under the IPF PPS

a. Proposed IPF Market Basket Index

The market basket index used to
develop the IPF PPS is the excluded
hospital with capital market basket.
This market basket was based on 1997
Medicare cost report data and includes
data for Medicare participating IPFs,
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IRFs, LTCHs, cancer, and children’s
hospitals.

We are presently unable to create a
separate market basket specifically for
psychiatric hospitals due to the small
number of facilities and the limited data
that are provided (for instance,
approximately 4 percent of psychiatric
facilities reported contract labor cost
data for 2002). However, since all IRFs,
LTCHs, and IPFs are now paid under a
PPS, we are proposing to update PPS
payments made under the IRF PPS, the
LTCH PPS, and the IPF PPS, in their
respective Federal Register updates,
using a market basket reflecting the
operating and capital cost structures for
IRFs, IPFs, and LTCHs, hereafter
referred to as the RPL (rehabilitation,
psychiatric, long-term care) market
basket. We are excluding children’s and
cancer hospitals from the RPL market
basket because their payments are based
entirely on reasonable costs subject to
rate-of-increase limits established under
the authority of section 1886(b) of the
Act, which is implemented in § 413.40
of the regulations. They are not
reimbursed under a PPS. Also, the FY
2002 cost structures for children’s and
cancer hospitals are noticeably different
than the cost structures of the IRFs,
IPFs, and LTCHs.

The services offered in IRFs, IPFs, and
LTCHs are typically more labor-
intensive than those offered in cancer
and children’s hospitals. Therefore, the
compensation cost weights for IRFs,
IPFs, and LTCHs are larger than those in
cancer and children’s hospitals. In
addition, the depreciation cost weights
for IRFs, IPFs, and LTCHs are noticeably
smaller than those for children’s and
cancer hospitals.

In the foﬁowing discussion, we
provide an overview on the market
basket and describe the methodologies
we propose to use for purposes of
determining the operating and capital
portions of the proposed FY 2002-based
RPL market basket.

b. Overview of the Proposed RPL Market
Basket

The proposed RPL market basket is a
fixed weight, Laspeyres-type price index
that is constructed in three steps. First,
a base period is selected (in this case,
FY 2002) and total base period
expenditures are estimated for a set of
mutually exclusive and exhaustive
spending categories based upon type of
expenditure. Then the proportion of
total costs that each category represents
is determined. These proportions are
called cost or expenditure weights.
Second, each expenditure category is
matched to an appropriate price or wage
variable, referred to as a price proxy. In

nearly every instance, these price
proxies are price levels derived from
publicly available statistical series that
are published on a consistent schedule,
preferably at least on a quarterly basis.

Finally, the expenditure weight for
each cost category is multiplied by the
level of its respective price proxy for a
given period. The sum of these products
(that is, the expenditure weights
multiplied by their price levels) for all
cost categories yields the composite
index level of the market basket in a
given period. Repeating this step for
other periods produces a series of
market basket levels over time. Dividing
an index level for a given period by an
index level for an earlier period
produces a rate of growth in the input
price index over that time period.

A market basket is described as a
fixed-weight index because it answers
the question of how much it would cost,
at another time, to purchase the same
mix of goods and services purchased to
provide hospital services in a base
period. The effects on total expenditures
resulting from changes in the quantity
or mix of goods and services (intensity)
purchased subsequent to the base period
are not measured. In this manner, the
market basket measures only pure price
change. Only when the index is rebased
would the quantity and intensity effects
be captured in the cost weights.
Therefore, we rebase the market basket
periodically so that cost weights reflect
changes in the mix of goods and
services that hospitals purchase
(hospital inputs) to furnish patient care
between base periods.

The terms rebasing and revising,
while often used interchangeably,
actually denote different activities.
Rebasing means moving the base year
for the structure of costs of an input
price index (for example, shifting the
base year cost structure from FY 1997 to
FY 2002). Revising means changing data
sources, methodology, or price proxies
used in the input price index. We
propose to rebase and revise the market
basket used to update the IPF PPS.

2. Proposed Methodology for Operating
Portion of the RPL Market Basket

The operating portion of the proposed
FY 2002-based RPL market basket
consists of several major cost categories
derived from the FY 2002 Medicare cost
reports for IRFs, IPFs, and LTCHs:
wages, drugs, professional liability
insurance, and a residual. We choose to
use FY 2002 as the base year because we
believe this is the most recent, complete
year of Medicare cost report data and is
consistent with the data year on which
the IPF PPS is based. Due to insufficient
Medicare cost report data for IRFs, IPFs,

and LTCHs, we propose to develop cost
weights for benefits, contract labor, and
blood and blood products using the FY
2002-based IPPS market basket (70 FR
23384), which we explain in more detail
later in this section. For example, less
than 30 percent of IRFs, IPFs, and
LTCHs reported benefit cost data in FY
2002. We have noticed an increase in
cost data for these expense categories
over the last 4 years. The next time we
rebase the RPL market basket there may
be sufficient IRFs, IPFs, and LTCHs cost
report data to develop the weights for
these expenditure categories.

Since the cost weights for the RPL
market basket are based on facility costs,
we are proposing to limit our sample to
hospitals with a Medicare average
length of stay (LOS) within a
comparable range of the total facility
average LOS. We believe this provides
a more accurate reflection of the
structure of costs for Medicare covered
days. Our goal is to measure cost shares
that are reflective of case mix and
practice patterns associated with
providing services to Medicare
beneficiaries.

We propose to use those cost reports
for IRFs and LTCHs whose Medicare
average LOS is within 15 percent (that
is, 15 percent higher or lower) of the
total facility average LOS for the
hospital. This is the same edit applied
to the FY 1992-based and FY 1997-
based excluded hospital with capital
market basket. We are proposing 15
percent because it includes those LTCHs
and IRFs whose Medicare LOS is within
approximately 5 days of the facility
LOS.

However, we are proposing to use a
less stringent measure of Medicare LOS
for IPFs whose average LOS is within 30
or 50 percent (depending on the total
facility average LOS) of the total facility
average LOS. Using this less stringent
edit allows us to increase our sample
size by over 150 cost reports and
produce a cost weight more consistent
with the overall facility. The edit we
applied to IPFs when developing the FY
1997-based excluded hospital with
capital market basket was based on the
best available data at the time.

The detailed cost categories under the
residual (that is, the remaining portion
of the market basket after excluding
wages and salaries, drugs, and
professional liability cost weights) are
derived from the FY 2002-based IPPS
market basket and the 1997 Benchmark
Input-Output (I-O) Tables published by
the Bureau of Economic Analysis, U.S.
Department of Commerce. The FY 2002-
based IPPS market basket was
developed using FY 2002 Medicare
hospital cost reports with the most
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recent and detailed cost data (see the
IPPS final rule in the August 12, 2005
Federal Register (70 FR 47388)). The
1997 Benchmark I-O is the most recent,
comprehensive source of cost data for
all hospitals. The proposed RPL cost
weights for benefits, contract labor, and
blood and blood products were derived
using the FY 2002-based IPPS market
basket. For example, the ratio of the
benefit cost weight to the wages and
salaries cost weight in the FY 2002-
based IPPS market basket was applied to
the RPL wages and salaries cost weight
to derive a benefit cost weight for the
RPL market basket. The remaining
proposed RPL operating cost categories
were derived using the 1997 Benchmark
I-O Tables, aged to 2002 using relative
price changes. (The methodology we
used to age the data involves applying
the annual price changes from the price
proxies to the appropriate cost
categories. We repeat this practice for
each year.) Therefore, using this

methodology, roughly 59 percent of the
proposed RPL market basket is
accounted for by wages, drugs, and
professional liability insurance data
from FY 2002 Medicare cost report data
for IRFs, LTCHs, and IPFs.

Table 2 below sets forth the complete
proposed 2002-based RPL market basket
including cost categories, weights, and
price proxies. For comparison purposes,
the corresponding FY 1997-based
excluded hospital with capital market
basket is listed as well.

Wages and salaries are 52.895 percent
of total costs in the proposed FY 2002-
based RPL market basket compared to
47.335 percent for the FY 1997-based
excluded hospital with capital market
basket. Employee benefits are 12.982
percent in the proposed FY 2002-based
RPL market basket compared to 10.244
percent for the FY 1997-based excluded
hospital with capital market basket. As
a result, compensation costs (wages and
salaries plus employee benefits) for the

proposed FY 2002-based RPL market
basket are 65.877 percent of costs
compared to 57.579 percent for the FY
1997-based excluded hospital with
capital market basket. Of the 8
percentage-point difference between the
compensation shares, approximately 3
percentage points are due to the
proposed new base year (FY 2002
instead of FY 1997), 3 percentage points
are due to revised length of stay edit,
and the remaining 2 percentage points
are due to the proposed exclusion of
other hospitals (that is, only including
IPFs, IRFs, and LTCHs in the market
basket).

Following the table is a summary
outlining the choice of the proxies we
propose to use for the operating portion
of the market basket. The price proxies
for the capital portion are described in
more detail in the capital methodology
section (see section III.C.3 of this
proposed rule).

TABLE 2.—PROPOSED FY 2002-BASED RPL MARKET BASKET COST CATEGORIES, WEIGHTS, AND PROXIES WITH FY
1997-BASED EXCLUDED HOSPITAL WITH CAPITAL MARKET BASKET USED FOR COMPARISON

FY 1997-
based Proposed FY
Expense categories hoesxp;:iltl;cljs\ﬁth %%OLZ;ngkeedt Proposed FY 2002 RPL market basket price proxies
capital market basket
basket
TOMAI e 100.000 100.000
Compensation .........c..c...... 57.579 65.877
Wages and Salaries™ . 47.335 52.895 | ECI-Wages and Salaries, Civilian Hospital Workers.
Employee Benefits* ..........ccoceeneen. 10.244 12.982 | ECI-Benefits, Civilian Hospital Workers.
Professional Fees, Non-Medical ...........ccccceeveenan 4.423 2.892 | ECI-Compensation for Professional, Specialty &
Technical Workers.
ULIHHES weeeeeeeeeerieeee e 1.180 0.656
ElECtriCity ...ooeeiiiee 0.726 0.351 | PPI-Commercial Electric Power.
Fuel Oil, Coal, etC. .....ccovvvevirieereeeeeeeeeeee 0.248 0.108 | PPI-Refined Petroleum Products.
Water and Sewage .............. 0.206 0.197 | CPI-U—Water & Sewage Maintenance.
Professional Liability Insurance ..... 0.733 1.161 | CMS Professional Liability Premium Index.
All Other Products and Services ... 27117 19.265
All Other Products .........cccoeveueene 17.914 13.323
Pharmaceuticals .................. 6.318 5.103 | PPI Prescription Drugs.
Food: Direct Purchase .... 1.122 0.873 | PPI Processed Foods & Feeds.
Food: Contract Service ... 1.043 0.620 | CPI-U Food Away From Home.
Chemicals .....cccccovrveniernenne. 2.133 1.100 | PPI Industrial Chemicals.
Blood and Blood Products** 0.748 | .o
Medical Instruments ..... 1.795 1.014 | PPI Medical Instruments & Equipment.
Photographic Supplies . 0.167 0.096 | PPI Photographic Supplies.
Rubber and Plastics ..... 1.366 1.052 | PPI Rubber & Plastic Products.
Paper Products .......... 1.110 1.000 | PPI Converted Paper & Paperboard Products.
Apparel ..o 0.478 0.207 | PPI Apparel.
Machinery and Equipment .. 0.852 0.297 | PPI Machinery & Equipment.
Miscellaneous ...........ccccccueee 0.783 1.963 | PPI Finished Goods less Food & Energy.
All Other Services ... 9.203 5.942
Telephone ........ 0.348 0.240 | CPI-U Telephone Services.
Postage .......cccocen. 0.702 0.682 | CPI-U Postage.
All Other: Labor INtensive .........cccoveveieriicnencseeee, 4.453 2.219 | ECI-Compensation for Intensive Private Service Oc-
cupations.
All Other: Non-labor Intensive ..........ccccocevirieneneenne. 3.700 2.800 | CPI-U All ltems.
Capital-Related Costs ............. 8.968 10.149
Depreciation ....... 5.586 6.186
Fixed Assets .......... 3.503 4.250 | Boeckh Institutional Construction 23-year useful life.
Movable Equipment ... 2.083 1.937 | WPI Machinery & Equipment 11-year useful life.
Interest Costs .......ccceeueenee. 2.682 2.775
NONProfit .....occoiiiei s 2.280 2.081 | Average yield on domestic municipal bonds (Bond
Buyer 20 bonds) vintage- weighted (23 years).
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TABLE 2.—PROPOSED FY 2002-BASED RPL MARKET BASKET COST CATEGORIES, WEIGHTS, AND PROXIES WITH FY
1997-BASED EXCLUDED HOSPITAL WITH CAPITAL MARKET BASKET USED FOR COMPARISON—Continued

FY 1997-
based Proposed FY
Expense categories hOeSX[;:iItLEJI??I\ﬁth ZR%OLZ;:])fo(S Proposed FY 2002 RPL market basket price proxies
capital market basket
basket
FOr Profit ....cooeoeeieieeeeeeee e 0.402 0.694 | Average yield on Moody’s Aaa bonds vintage weight-
ed (23 years).
Other Capital-Related CoSts .....ccccooveiriieeiiiiiieiiceee, 0.699 1.187 | CPI-U Residential Rent.

*Labor-related.

**Blood and blood-related products is included in miscellaneous products.
Note: Due to rounding, weights may not sum to total.

Below we provide the proxies that we
are proposing to use for the FY 2002-
based RPL market basket. With the
exception of the Professional Liability
proxy, all the proposed price proxies for
the operating portion of the proposed
RPL market basket are based on Bureau
of Labor Statistics (BLS) data and are
grouped into one of the following BLS
categories:

¢ Producer Price Indexes—Producer
Price Indexes (PPIs) measure price
changes for goods sold in other than
retail markets. PPIs are preferable price
proxies for goods that hospitals
purchase as inputs in producing their
outputs because the PPIs better reflect
the prices faced by hospitals. For
example, we use a special PPI for
prescription drugs, rather than the
Consumer Price Index (CPI) for
prescription drugs because hospitals
generally purchase drugs directly from
the wholesaler. The PPIs that we use
measure price change at the final stage
of production.

¢ Consumer Price Indexes—
Consumer Price Indexes (CPIs) measure
change in the prices of final goods and
services bought by the typical
consumer. Because they may not
represent the price faced by a producer,
we use CPIs only if an appropriate PPI
is not available, or if the expenditures
are more similar to those of retail
consumers in general rather than
purchases at the wholesale level. For
example, the CPI for food purchases
away from home is used as a proxy for
contracted food services.

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

We evaluated the price proxies using
the criteria of reliability, timeliness,

availability, and relevance. Reliability
indicates that the index is based on
valid statistical methods and has low
sampling variability. Timeliness implies
that the proxy is published regularly,
preferably at least once a quarter.
Availability means that the proxy is
publicly available. Finally, relevance
means that the proxy is applicable and
representative of the cost category
weight to which it is applied. The CPIs,
PPIs, and ECIs selected by us to be
proposed in this regulation meet these
criteria.

We note that the proxies are the same
as those used for the FY 1997-based
excluded hospital with capital market
basket. Because these proxies meet our
criteria of reliability, timeliness,
availability, and relevance, we believe
they continue to be the best measure of
price changes for the cost categories. For
further discussion on the FY 1997-based
excluded hospital with capital market
basket, see the IPPS final rule published
in the Federal Register on August 1,
2002 (67 FR at 50042).

Wages and Salaries

For measuring the price growth of
wages in the proposed FY 2002-based
RPL market basket, we propose to use
the ECI for wages and salaries for
civilian hospital workers as the proxy
for wages in the RPL market basket.

Employee Benefits

The proposed FY 2002-based RPL
market basket uses the ECI for employee
benefits for civilian hospital workers.

Nonmedical Professional Fees

The ECI for compensation for
professional and technical workers in
private industry would be applied to
this category since it includes
occupations such as management and
consulting, legal, accounting, and
engineering services.

Fuel, Oil, and Gasoline

The percentage change in the price of
gas fuels as measured by the PPI

(Commodity Code #0552) would be
applied to this component.

Electricity

The percentage change in the price of
commercial electric power as measured
by the PPI (Commodity Code #0542)
would be applied to this component.

Water and Sewage

The percentage change in the price of
water and sewage maintenance as
measured by the Consumer Price Index
(CPI) for all urban consumers (CPI Code
#CUUROO00SEHGO01) would be applied
to this component.

Professional Liability Insurance

The proposed FY 2002-based RPL
market basket would use the percentage
change in hospital professional liability
insurance (PLI) premiums as estimated
by the CMS Hospital Professional
Liability Index for the proxy of this
category. In the FY 1997-based excluded
hospital with capital market basket, the
same proxy was used.

We continue to research options for
improving our proxy for professional
liability insurance. This research
includes exploring various options for
expanding our current survey, including
the identification of another entity that
would be willing to work with us to
collect more complete and
comprehensive data. We are also
exploring other options such as third
party or industry data that might assist
us in creating a more precise measure of
PLI premiums. At this time we have not
identified a preferred option, therefore
no change is proposed for the proxy in
this proposed rule.

Pharmaceuticals

The percentage change in the price of
prescription drugs as measured by the
PPI (PPI Code #PPI32541DRX) would be
used as a proxy for this cost category.
This is a special index produced by BLS
as a proxy in the 1997-based excluded
hospital with capital market basket.
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Food, Direct Purchases

The percentage change in the price of
processed foods and feeds as measured
by the PPI (Commodity Code #02)
would be applied to this component.

Food, Contract Service

The percentage change in the price of
food purchased away from home as
measured by the CPI for all urban
consumers (CPI Code #CUUROOOOSEFV)
would be applied to this component.

Chemicals

The percentage change in the price of
industrial chemical products as
measured by the PPI (Commodity Code
#061) would be applied to this
component. While the chemicals
hospitals purchase include industrial as
well as other types of chemicals, the
industrial chemicals component
constitutes the largest proportion by far.
Thus we believe that Commodity Code
#061 is the appropriate proxy.

Medical Instruments

The percentage change in the price of
medical and surgical instruments as
measured by the PPI (Commodity Code
#1562) would be applied to this
component.

Photographic Supplies

The percentage change in the price of
photographic supplies as measured by
the PPI Commodity Code #1542) would
be applied to this component.

Rubber and Plastics

The percentage change in the price of
rubber and plastic products as measured
by the PPI (Commodity Code #07)
would be applied to this component.

Paper Products

The percentage change in the price of
converted paper and paperboard
products as measured by the PPI
(Commodity Code #0915) would be
applied to this component.

Apparel

The percentage change in the price of
apparel as measured by the PPI
(Commodity Code #381) would be
applied to this component.

Machinery and Equipment

The percentage change in the price of
machinery and equipment as measured
by the PPI (Commodity Code #11)
would be applied to this component.

Miscellaneous Products

The percentage change in the price of
all finished goods less food and energy
as measured by the PPI (Commodity
Code #S0OP3500) would be applied to

this component. Using this index would
remove the double-counting of food and
energy prices, which are captured
elsewhere in the market basket. The
weight for this cost category is higher,
in part, than in the 1997-based index
because the weight for blood and blood
products (1.188) is added to it. In the
1997-based excluded hospital with
capital market basket, we included a
separate cost category for blood and
blood products, using the BLS PPI for
blood and derivatives as a price proxy.
A review of recent trends in the PPI for
blood and derivatives suggests that its
movements may not be consistent with
the trends in blood costs faced by
hospitals. While this proxy did not
match exactly with the product
hospitals are buying, its trend over time
appears to be reflective of the historical
price changes of blood purchased by
hospitals. However, an apparent
divergence over recent years led us to
reevaluate whether the PPI for blood
and derivatives was an appropriate
measure of the changing price of blood.
We ran test market baskets classifying
blood in three separate cost categories:
blood and blood products, contained
within chemicals as was done for the
1992-based excluded hospital with
capital market basket, and within
miscellaneous products. These
categories use as proxies the following
PPIs: The PPI for blood and blood
products, the PPI for chemicals, and the
PPI for finished goods less food and
energy, respectively. Of these three
proxies, the PPI for finished goods less
food and energy moved most like the
recent blood cost and price trends. In
addition, the impact on the overall
market basket by using different proxies
for blood was negligible, mostly due to
the relatively small weight for blood in
the market basket.

Therefore, we are proposing to use the
PPI for finished goods less food and
energy for the blood proxy because we
believe it more appropriately proxies
the price changes (not quantities or
required tests) associated with blood
purchased by hospitals. We will
continue to evaluate this proxy for its
appropriateness and will explore the
development of alternative price
indexes to proxy the price changes
associated with this cost.

Telephone

The percentage change in the price of
telephone services as measured by the
CPI for all urban consumers (CPI Code
#CUUROO00SEED) would be applied to
this component.

Postage

The percentage change in the price of
postage as measured by the CPI for all
urban consumers (CPI Code
#CUUROOOOSEECO01) would be applied
to this component.

All Other Services, Labor Intensive

The percentage change in the ECI for
compensation paid to service workers
employed in private industry would be
applied to this component.

All Other Services, Nonlabor Intensive

The percentage change in the all items
component of the CPI for all urban
consumers (CPI Code # CUURO000SAO)
would be applied to this component.

3. Proposed Methodology for Capital
Portion of the RPL Market Basket

Unlike for the operating costs of the
proposed FY 2002-based RPL market
basket, we did not have IRF, IPF, and
LTCH FY 2002 Medicare cost report
data for the capital cost weights, due to
a change in the FY 2002 reporting
requirements. Rather, we used these
hospitals’ expenditure data for the
capital cost categories of depreciation,
interest, and other capital expenses for
FY 2001, and aged the data to a FY 2002
base year using relevant price proxies.

We calculated weights for the
proposed RPL market basket capital
costs using the same set of Medicare
cost reports used to develop the
operating share for IRFs, IPFs, and
LTCHs. The resulting proposed capital
weight for the FY 2002 base year is
10.149 percent. This is based on FY
2001 Medicare cost report data for IRFs,
IPFs, and LTCHs, aged to FY 2002 using
relevant price proxies.

Lease expenses are not a separate cost
category in the market basket, but are
distributed among the cost categories of
depreciation, interest, and other,
reflecting the assumption that the
underlying cost structure of leases is
similar to capital costs in general. We
assumed 10 percent of lease expenses
are overhead and assigned them to the
other capital expenses cost category as
overhead. We base this assignment of 10
percent of lease expenses to overhead
on the common assumption that
overhead is 10 percent of costs. The
remaining lease expenses were
distributed to the three cost categories
based on the weights of depreciation,
interest, and other capital expenses not
including lease expenses.

Depreciation contains two
subcategories: building and fixed
equipment and movable equipment. The
split between building and fixed
equipment and movable equipment was
determined using the FY 2001 Medicare
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cost reports for IRFs, IPFs, and LTCHs.
This methodology was also used to
compute the 1997-based index (67 FR at
50044).

The total interest expense cost
category is split between the
government/nonprofit and for-profit
hospitals. The 1997-based excluded
hospital with capital market basket
allocated 85 percent of the total interest
cost weight to the government nonprofit
interest, proxies by average yield on
domestic municipal bonds, and 15
percent to for-profit interest, proxies by
average yield on Moody’s Aaa bonds.

We propose to derive the split using
the relative FY 2001 Medicare cost
report data for PPS hospitals on interest
expenses for the government/nonprofit
and for-profit hospitals. Due to
insufficient Medicare cost report data
for IPFs, IRFs, and LTCHs, we propose
to use the same split used in the IPPS
capital input price index. We believe it
is important that this split reflect the
latest relative cost structure of interest
expenses for hospitals and, therefore,
we propose to use a 75—25 split to
allocate interest expenses to
government/nonprofit and for-profit (70
FR at 47408).

Since capital is acquired and paid for
over time, capital expenses in any given
year are determined by both past and
present purchases of physical and
financial capital. The vintage-weighted
capital index is intended to capture the
long-term consumption of capital, using
vintage weights for depreciation
(physical capital) and interest (financial
capital). These vintage weights reflect
the purchase patterns of building and
fixed equipment and movable
equipment over time. Depreciation and
interest expenses are determined by the
amount of past and current capital
purchases. Therefore we are proposing
to use the vintage weights to compute
vintage-weighted price changes
associated with depreciation and
interest expense.

Vintage weights are an integral part of
the proposed FY 2002-based RPL market
basket. Capital costs are inherently
complicated and are determined by
complex capital purchasing decisions,
over time, based on such factors as
interest rates and debt financing. In
addition, capital is depreciated over
time instead of being consumed in the
same period it is purchased. The capital
portion of the proposed FY 2002-based
RPL market basket would reflect the
annual price changes associated with
capital costs, and would be a useful
simplification of the actual capital
investment process. By accounting for
the vintage nature of capital, we are able
to provide an accurate, stable annual

measure of price changes. Annual non-
vintage price changes for capital are
unstable due to the volatility of interest
rate changes and, therefore, do not
reflect the actual annual price changes
for Medicare capital-related costs. The
capital component of the proposed FY
2002-based RPL market basket would
reflect the underlying stability of the
capital acquisition process and provide
hospitals with the ability to plan for
changes in capital payments.

To calculate the vintage weights for
depreciation and interest expenses, we
needed a time series of capital
purchases for building and fixed
equipment and movable equipment. We
found no single source that provides the
best time series of capital purchases by
hospitals for all of the above
components of capital purchases. The
early Medicare Cost Reports did not
have sufficient capital data to meet this
need. While the American Hospital
Association (AHA) Panel Survey
provided a consistent database back to
1963, it did not provide annual capital
purchases. However, the AHA Panel
Survey provided a time series of
depreciation expenses through 1997
which could be used to infer capital
purchases over time. From 1998 to 2001,
hospital depreciation expenses were
calculated by multiplying the AHA
Annual Survey total hospital expenses
by the ratio of depreciation to total
hospital expenses from the Medicare
cost reports. Beginning in 2001, the
AHA Annual Survey began collecting
depreciation expenses. We hope to be
able to use these data in future
rebasings.

In order to estimate capital purchases
from AHA data on depreciation and
interest expenses, the expected life for
each cost category (building and fixed
equipment, movable equipment, and
debt instruments) is needed. Due to
insufficient Medicare cost report data
for IPFs, IRFs, and LTCHs, we propose
to use FY 2001 Medicare Cost Reports
for IPPS hospitals to determine the
expected life of building and fixed
equipment and movable equipment. We
believe this data source reflects the
latest relative cost structure of
depreciation expenses for hospitals and
is analogous to IPFs, IRFs, and LTCHs.
The expected life of any piece of
equipment can be determined by
dividing the value of the asset
(excluding fully depreciated assets) by
its current year depreciation amount.
This calculation yields the estimated
useful life of an asset if depreciation
were to continue at current year levels,
assuming straight-line depreciation.
From the FY 2001 Medicare cost reports
for IPPS hospitals the expected life of

building and fixed equipment was
determined to be 23 years, and the
expected life of movable equipment was
determined to be 11 years.

We also propose to use the fixed and
movable weights derived from FY 2001
Medicare cost reports for IPFs, IRFs, and
LTCHs to separate the depreciation
expenses into annual amounts of
building and fixed equipment
depreciation and movable equipment
depreciation. By multiplying the annual
depreciation amounts by the expected
life calculations from the FY 2001
Medicare cost reports, year-end asset
costs for building and fixed equipment
and movable equipment were
determined. We then calculated a time
series back to 1963 of annual capital
purchases by subtracting the previous
year asset costs from the current year
asset costs. From this capital purchase
time series we were able to calculate the
vintage weights for building and fixed
equipment, movable equipment, and
debt instruments. An explanation of
each of these sets of vintage weights
follows.

For proposed building and fixed
equipment vintage weights, the real
annual capital purchase amounts for
building and fixed equipment derived
from the AHA Panel Survey were used.
The real annual purchase amount was
used to capture the actual amount of the
physical acquisition, net of the effect of
price inflation. This real annual
purchase amount for building and fixed
equipment was produced by deflating
the nominal annual purchase amount by
the building and fixed equipment price
proxy, the Boeckh Institutional
Construction Index. This is the same
proxy used for the FY 1997-based
excluded hospital with capital market
basket. We believe this proxy continues
to meet our criteria of reliability,
timeliness, availability, and relevance.
Since building and fixed equipment has
an expected life of 23 years, the vintage
weights for building and fixed
equipment are deemed to represent the
average purchase pattern of building
and fixed equipment over 23-year
periods. With real building and fixed
equipment purchase estimates back to
1963, sixteen 23-year periods could be
averaged to determine the average
vintage weights for building and fixed
equipment that are representative of
average building and fixed equipment
purchase patterns over time. Vintage
weights for each 23-year period are
calculated by dividing the real building
and fixed capital purchase amount in
any given year by the total amount of
purchases in the 23-year period. This
calculation is done for each year in the
23-year period, and for each of the
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sixteen 23-year periods. The average of
each year across the sixteen 23-year
periods is used to determine the 2002
average building and fixed equipment
vintage weights.

For proposed movable equipment
vintage weights, the real annual capital
purchase amounts for movable
equipment derived from the AHA Panel
Survey were used to capture the actual
amount of the physical acquisition, net
of price inflation. This real annual
purchase amount for movable
equipment was calculated by deflating
the nominal annual purchase amount by
the movable equipment price proxy, the
PPI for Machinery and Equipment. This
is the same proxy used for the FY 1997-
based excluded hospital with capital
market basket. We believe this proxy,
which meets our criteria, is the best
measure of price changes for this cost
category. Since movable equipment has
an expected life of 11 years, the vintage
weights for movable equipment are
deemed to represent the average
purchase pattern of movable equipment
over an 11-year period. With real
movable equipment purchase estimates
available back to 1963, twenty-eight 11-

year periods could be averaged to
determine the average vintage weights
for movable equipment that are
representative of average movable
equipment purchase patterns over time.
Vintage weights for each 11-year period
would be calculated by dividing the real
movable capital purchase amount for
any given year by the total amount of
purchases in the 11-year period. This
calculation is done for each year in the
11-year period, and for each of the
twenty-eight 11-year periods. The
average of the twenty-eight 11-year
periods would be used to determine the
FY 2002 average movable equipment
vintage weights.

For proposed interest vintage weights,
the nominal annual capital purchase
amounts for total equipment (building
and fixed and movable) derived from
the AHA Panel and Annual Surveys
were used. Nominal annual purchase
amounts were used to capture the value
of the debt instrument. Since hospital
debt instruments have an expected life
of 23 years, the vintage weights for
interest are deemed to represent the
average purchase pattern of total
equipment over 23-year periods. With

nominal total equipment purchase
estimates available back to 1963, sixteen
23-year periods could be averaged to
determine the average vintage weights
for interest that are representative of
average capital purchase patterns over
time. Vintage weights for each 23-year
period would be calculated by dividing
the nominal total capital purchase
amount for any given year by the total
amount of purchases in the 23-year
period. This calculation would be done
for each year in the 23-year period and
for each of the sixteen 23-year periods.
The average of the sixteen 23-year
periods would be used to determine the
FY 2002 average interest vintage
weights. The vintage weights for the
index are presented in Table 3 below.

In addition to the price proxies for
depreciation and interest costs
described above in the vintage weighted
capital section, we propose to use the
CPI-U for Residential Rent as a price
proxy for other capital-related costs. The
price proxies for each of the capital cost
categories are the same as those used for
the IPPS final rule (67 FR at 50044)
capital input price index.

TABLE 3.—PROPOSED CMS FY 2002-BASED RPL MARKET BASKET CAPITAL VINTAGE WEIGHTS

] Movable Interest: Cap-
Year F')((Sg 3::?15 assets i'[al-relatedp
weights) (11 year (23 year
weights) weights)
0.021 0.065 0.010
0.022 0.071 0.012
0.025 0.077 0.014
0.027 0.082 0.016
0.029 0.086 0.019
0.031 0.091 0.023
0.033 0.095 0.026
0.035 0.100 0.029
0.038 0.106 0.033
0.040 0.112 0.036
0.042 0.117 0.039
0.045 | e, 0.043
0.047 0.048
0.049 0.053
0.051 0.056
0.053 0.059
0.056 0.062
0.057 0.064
0.058 0.066
0.060 0.070
0.060 0.071
0.061 0.074
0.061 0.076
1.000 1.000

The proposed rate year (that is,
beginning July 1, 2006) update for the
IPF PPS using the proposed FY 2002-
based RPL market basket and Global
Insight’s 3rd quarter 2005 forecast
would be 4.5 percent. This reflects

increases in both the operating and
capital portions of the market basket
from the 18-month period (that is,
January 1, 2005 through June 30, 2006).
Global Insight, Inc. is a nationally
recognized economic and financial

forecasting firm that contracts with CMS
to forecast the components of the market
baskets. Using the current FY 1997-
based excluded hospital with capital
market basket (66 FR 41427), Global
Insight’s 3rd quarter 2005 forecast for
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the proposed rate year beginning July 1,
2006 would be 4.5 percent. Table 4
below compares the proposed FY 2002-
based RPL market basket and the FY
1997-based excluded hospital with
capital market basket percent changes.
For both the historical and forecasted
periods between RY 2000 and RY 2008,
the difference between the two market
baskets is minor with the exception of

RY 2002, where the proposed FY 2002-
based RPL market basket increased three
tenths of a percentage point higher than
the FY 1997-based excluded hospital
with capital market basket. This is
primarily due to the proposed FY 2002-
based RPL having a larger compensation
(that is, the sum of wages and salaries
and benefits) cost weight than the FY
1997-based index and the price changes

associated with compensation costs
increasing much faster than the prices of
other market basket components. Also
contributing is the ‘““all other nonlabor
intensive” cost weight, which is smaller
in the proposed FY 2002-based RPL
market basket than in the FY 1997-based
index, as well as the slower price
changes associated with these costs.

TABLE 4.—PROPOSED FY 2002-BASED RPL MARKET BASKET AND FY 1997-BASED EXCLUDED HOSPITAL WITH CAPITAL
MARKET BASKET, PERCENT CHANGES: 2000—2008

Pt:opogelglY kl):Y 1 397-
rebase ased ex-
Ra(tg\;{/;aar 2002-based | cluded hospital
RPL market market basket
basket with capital
Historical data:
2.8 2.7
3.8 3.9
41 3.8
3.8 3.7
3.6 3.6
Average RY 2000—2004 ........coouiiiiiiiiiiiii s e e e 3.6 3.5
Forecast:
3.8 3.9
3.7 3.8
3.6 3.6
3.5 3.5
3.7 3.7

Source: Global Insight, Inc. 3rd Qtr 2005, @ USMACRO/CNTL0905 @ CISSIM/TL0805.SIM
Note: The RY forecasts are based on the standard 12-month period of July 1 to June 30. For this proposed rule, we are moving from an 18-

month period to a 12-month period.

4. Proposed Labor-Related Share

As described in section IV.C.1 of this
proposed rule, due to the variations in
costs and geographic wage levels, we are
proposing that payment rates under the
IPF PPS continue to be adjusted by a
geographic wage index. This wage index
would apply to the labor-related portion
of the proposed Federal per diem base
rate, hereafter referred to as the labor-
related share.

The labor-related share is determined
by identifying the national average
proportion of operating costs that are
related to, influenced by, or vary with
the local labor market. Using our current
definition of labor-related, the labor-
related share is the sum of the relative
importance of wages and salaries, fringe
benefits, professional fees, labor-
intensive services, and a portion of the
capital share from an appropriate
market basket.

We are proposing to use the FY 2002-
based RPL market basket costs to
determine the proposed labor-related
share for the IPF PPS. The proposed
labor-related share for RY 2007 would
be the sum of the proposed RY 2007
relative importance of each labor-related
cost category, and would reflect the
different rates of price change for these
cost categories between the base year
(FY 2002) and RY 2007. The sum of the
proposed relative importance for RY
2007 for operating costs (wages and
salaries, employee benefits, professional
fees, and labor-intensive services)
would be 71.845, as shown in Table 5
below. The portion of capital that is
influenced by the local labor market
would be estimated to be 46 percent,
which is the same percentage used in
the FY 1997-based IRF and IPF payment
systems. Since the relative importance
for capital would be 8.866 (RY 2007)
percent of the proposed FY 2002-based
RPL market basket in RY 2007, we are

proposing to take 46 percent of 8.866
percent to determine the proposed
labor-related share of capital for RY
2007. The result would be 4.078
percent, which we propose to add to
71.845 percent for the operating cost
amount to determine the total proposed
labor-related share for RY 2007. Thus,
the labor-related share that we propose
to use for IPF PPS in RY 2007 would be
75.923 percent. This proposed labor-
related share is determined using the
same methodology as employed in
calculating all previous IPF labor-
related shares (69 FR at 66952).

Table 5 below shows the proposed RY
2007 relative importance labor-related
share using the proposed FY 2002-based
RPL market basket and the FY 1997-
based excluded hospital with capital
market basket. We note that the revised
and rebased labor-related share would
benefit those hospitals with a wage
index greater than or equal to 1.000.
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TABLE 5.—TOTAL LABOR-RELATED SHARE—RELATIVE IMPORTANCE FOR RY 2007

FY 1997 ex-
b';\s(eiog‘%l_ cluded hospital
market basket | LG PBOCE
Cost category relatlt\é% (l;renpor- relative impor-
tance
(Pergggt?) RY (Percent) RY
2007
LA = Te T =T g Lo IS T= 1= T =T PSPPI 52.761 48.301
Employee benefits ....... 14.008 11.517
Professional fees .........cccceveennenne 2.9083 4.527
All other labor-intensive services 2.173 4.457
10 o] (o] = P STU ST PUSUPRRPOP 71.845 68.802
Labor-related share of Capital COSIS ........oiiiiiiiiiiii e et 4.078 3.225
1o - LRSS 75.923 72.027

IPFs Paid Based on a Blend of the
Reasonable Cost-based Payments

Under the broad authority of sections
1886(b)(3)(A) and (b)(3)(B) of the Act
and as stated in the FY 2006 IPPS final
rule (70 FR 47399), for IPFs that are
transitioning to the fully Federal
prospective payment rate, we are now
using the rebased and revised FY 2002-
based excluded hospital market basket
to update the reasonable cost-based
portion of their payments. We rebase the
market basket periodically so that the
cost weights reflect changes in the mix
of goods and services that hospitals
purchase to furnish inpatient care
between base periods. We chose FY
2002 as the base year for the excluded
hospital market basket because we
believe this is the most recent, complete
year of Medicare cost report data.

The reasonable cost-based payments,
subject to TEFRA limits, are determined
on a FY basis. For purposes of the
update factor for FY 2006, the portion
of the IPF PPS transitional blend
payment based on reasonable costs was
determined by updating the IPF’s
TEFRA limit by the FY 2002-based
excluded hospital market basket (or 3.8
percent) (70 FR 47691).

As discussed in section III.B.3 of this
proposed rule, the proposed Federal per
diem base rate is $594.66 for the RY
beginning July 1, 2006 and ending June
30, 2007.

IV. Update of the IPF PPS Adjustment
Factors

[If you choose to comment on issues in
this section, please include the caption
“ADJUSTMENT FACTORS” at the
beginning of your comments.]

A. Overview of the IPF PPS Adjustment
Factors

In developing the IPF PPS, in order to
ensure that the IPF PPS 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 certain
patient and facility characteristics to
determine those characteristics
associated with statistically significant
cost differences on a per diem basis. For
characteristics with statistically
significant cost differences, we used the
regression coefficients of those variables
to determine the size of the
corresponding payment adjustments.

The IPF PPS payment adjustments
were derived from a regression analysis
of 100 percent of the FY 2002 MedPAR
data file which contained 483,038 cases.
We propose to use the same results of
this regression analysis for this
proposed rule. For a more detailed
description of the data file used for the
regression analysis, see the IPF PPS
final rule.

We computed a per diem cost for each
Medicare inpatient psychiatric stay,
including routine operating, ancillary,
and capital components using
information from the FY 2002 MedPAR
file and data from the FY 2002 Medicare
cost reports. 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 FY 2002 Medicare cost
report by the number of Medicare
covered days on the FY 2002 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.

As discussed in more detail in section
IV.C.5 of this proposed rule, the IPF PPS
includes a payment adjustment for IPFs

with qualifying Emergency Departments
(EDs), and IPFs that are part of acute
care hospitals and CAHs with qualifying
EDs. As a result, ED costs were excluded
from the dependent variable used in the
cost regression in order to remove the
effects of ED costs from other payment
adjustment factors with which ED costs
may be correlated and thus avoid
overpaying ED costs.

The log of per diem cost, like most
health care cost measures, appeared to
be normally distributed. Therefore, the
natural logarithm of the per diem cost
was the dependent variable in the
regression analysis. We included
variables in the regression to control for
psychiatric hospitals that do not bill
ancillary costs and for ECT costs that we
pay separately. The per diem cost was
adjusted for differences in labor cost
across geographic areas using the FY
2005 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.

As discussed in the IPF PPS final rule
(69 FR 66936), we computed a wage
adjustment factor for each case by
multiplying the Medicare 2005 hospital
wage index based on MSA definitions
defined by OMB in 1993 for each
facility by the labor-related share and
adding the non-labor share. We used the
1997-based excluded hospital with
capital market basket to determine the
labor-related share. The per diem cost
for each case was divided by this factor
before taking the natural logarithm. 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.
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With the exception of the teaching
adjustment, 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
logarithms, which is approximately
equal to 2.718. The payment adjustment
factors represent the proportional effect
of each variable relative to a reference
variable. As a result of the regression
analysis, we established patient-level
payment adjustments for age, DRG
assignment based on patients’ principal
diagnoses, selected comorbidities, and a
day of stay adjustment (the variable per
diem adjustments) to reflect higher
resource use in the early days of an IPF
stay. We also established facility-level
payment adjustments for wage area,
rural location, teaching status, cost of
living adjustment for IPFs located in
Alaska and Hawaii, and an adjustment
for IPF's with a qualifying ED. We do not
intend to update the regression analysis
until we can analyze 1 year of IPF PPS
claims and cost report data (that is, no
earlier than RY 2008). CMS plans to
monitor claims and payment data
independently from cost report data to
assess issues, or whether changes in
case-mix or payment shifts have
occurred between free-standing
governmental, non-profit, and private
psychiatric hospitals, and/or psychiatric
units of general hospital, and other
impact issues of importance to
psychiatric facilities.

B. Proposed Patient-Level Adjustments

[If you choose to comment on issues in
this section, please include the caption
“PATIENT-LEVEL ADJUSTMENTS” at
the beginning of your comments.]

We provided payment adjustments for
the following payment-level
characteristics in the IPF PPS final rule:
DRG assignment of the patient’s
principal diagnosis, selected
comorbidities, patient age, and the
variable per diem adjustments.

1. Proposed Adjustment for DRG
Assignment

The IPF PPS includes payment
adjustments for the psychiatric DRG
assigned to the claim based on each

patient’s principal diagnosis. In the IPF
PPS final rule, we explained that the IPF
PPS includes 15 diagnosis-related group
(DRG) adjustment factors (69 FR 66936).
The adjustment factors were expressed
relative to the most frequently reported
DRG in FY 2002, that is, DRG 430. The
coefficient values and adjustment
factors were derived from the regression
analysis.

In accordance with §412.27, payment
under the IPF PPS is made for claims
with a principal diagnosis included in
the Diagnostic and Statistical Manual of
Mental Disorder—Fourth Edition—Text
Revision (DSM-IV-TR) or Chapter Five
of the International Classification of
Diseases—9th Revision—Clinical
Modifications (ICD-9—-CM). The
Standards for Electronic Transaction
final rule published in the Federal
Register on August 17, 2000 (65 FR
50312), adopted the ICD-9—CM as the
designated code set for reporting
diseases, injuries, impairments, other
health related problems, their
manifestations, and causes of injury,
disease, impairment, or other health-
related problems. As a result, the DSM—
IV-TR, while essential for the diagnosis
and treatment of mentally ill patients,
may not be reported on Medicare
claims. However, in order to recognize
the importance of the DSM—IV-TR in
mental health treatment, we updated the
reference to the DSM in §412.27 from
DSM-III-TR to DSM-IV-TR in the IPF
PPS final rule. As a result, under the
revised §412.27, IPFs that are distinct
part psychiatric units of acute care
hospitals and CAHs may only admit
patients who have a principal diagnosis
in the DSM-IV-TR or Chapter Five of
the ICD-9-CM although DSM codes
may not be reported on medical claims.

IPF claims with a principal diagnosis
included in Chapter Five of the ICD-9—
CM or the DSM-IV-TR will be paid the
Federal per diem base rate payment
under the IPF PPS. Psychiatric principal
diagnoses that do not group to one of
the 15 designated DRGs receive the
Federal per diem base rate and all other
applicable adjustments, but the payment
does not include a DRG adjustment.
Only those claims with diagnoses that
group to one of these psychiatric DRGs
would receive a DRG adjustment.

We believe it is vital to maintain the
same diagnostic coding and DRG
classification for IPFs that is used under

the IPPS for providing the same
psychiatric care. As we explained in the
IPF PPS proposed rule (68 FR 66924),
all changes to the ICD—9—-CM coding
system that would impact the IPF PPS
are addressed annually in the IPPS
proposed and final rules published each
year. The updated codes are effective
October 1 of each year and must be used
to report diagnostic or procedure
information. The official version of the
ICD—9-CM is available on CD-ROM
from the U.S. Government Printing
Office. The FY 2005 version can be
ordered by contacting the
Superintendent of Documents, U.S.
Government Printing Office, Department
50, Washington, D.C. 20402-9329,
telephone number (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 concerning the ICD-9-CM
should be directed 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.
Questions and comments may be sent
via e-mail to:
Patricia.Brooks1@cms.hhs.gov.

Further information concerning the
Official Version of the ICD-9-CM can be
found in the IPPS final regulation,
“Changes to the Hospital Inpatient
Prospective Payment Systems and Fiscal
Year 2006 Rates; Final Rule,” in the
August 12, 2005 Federal Register (70 FR
47278) and at http://www.cms.hhs.gov/
QuarterlyProviderUpdates/downloads/
cms1500f.pdf.

The following two tables below list
the FY 2006 new ICD diagnosis codes
and FY 2006 revised diagnosis code
titles, respectively. These tables are only
a listing of FY 2006 changes and do not
reflect all of the currently valid and
applicable ICD codes classified in the
DRGs. Table 6 below lists the new FY
2006 ICD diagnosis codes that are
classified to one of the 15 DRGs that are
provided a DRG adjustment in the IPF
PPS. When coded as a principal code or
diagnosis, these codes would receive the
correlating DRG adjustment.

TABLE 6.—FY 2006 NEw DIAGNOSIS CODES DIAGNOSIS

Diagnosis code Description DRG
291.82 ...cvvvvrees PaX (7] g o] BiTa o (W Tot=Yo BT 1=ToY o R [ ETo] (o =T USRS 521, 522, 523
202.85 ... Drug-induced sleep disorders 521, 522, 523
327.00 .....ccoeeeen. Organic insomnia, unspecified 432
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TABLE 6.—FY 2006 NEW DIAGNOSIS CODES DIAGNOSIS—Continued

Diagnosis code Description DRG
Insomnia due to medical condition classified elSEWhere ... 432
Insomnia due to mental disorder 432
Other 0rganic INSOMMNIA .........ccoiiiiiii i e e s s s 432
Organic hypersomnia, UNSPECIFIEA .........uiiuiiiiiiiii ettt sttt e b e sae e sate e b e ebeesbeeenneas 432
Idiopathic hypersomnia with [0Ng SIEEP tIME .......coomiiiiiii s 432
Idiopathic hypersomnia without 10Ng SIEEP TIME .......ccociiiiiiiiie e 432
RECUITENT NYPEISOMINIA ...ttt ettt b e st e s bt e et e e st e e bt e saneebeeeaneenbeeeaneas 432
Hypersomnia due to medical condition classified eISEWhEre ............ccoiiiiiiiiiiiiii e 432
Hypersomnia due to mental diSOIAEr ..........ociiiiiiiiiiii et 432
Other OrganiC NYPEISOMIMIA ......ciiiiiiii ittt et h e ae e e bt e et e e be e e b e e saeesabeesseeeabeesaeeenneas 432

Table 7 below lists ICD diagnosis
codes whose titles have been modified
in FY 2006. Title changes do not impact

the DRG adjustment. When used as a
principal diagnosis, these codes would

still receive the correlating DRG
adjustment.

TABLE 7.—REVISED DIAGNOSIS CODE TITLES

Diagnosis code Description DRG
Circadian rhythm sleep disorder of NONOrganiC OrigiN ........ccociiiiiiiiiiii e 432
INSOMNIA, UNSPECITIEA .....eiiiiiieiiie et et e e e e sbr e e e s be e e e sane e e e snneeeenbneeeannneaas 432
Hypersomnia, UNSPECIIEA .........oiiiiiiiiiiei ettt r e nb e e n e nne e 432
Disruption of 24 hour sleep wake cycle, UNSPecified ...........ccoociriiiiiiiiiii 432
Sleep related movement disorder, UNSPECIfIEd ..........cociiiiiiiiiiiiiie e 432

In addition to the aforementioned, in
the August 2005 IPPS final rule, we
finalized ICD code 305.1, Tobacco Use
Disorder, in order to designate this code
as a noncovered Medicare service when
reported as the principal diagnosis.
Below we have republished the
explanation that was included in the
IPPS final rule (70 FR 47312) and
published on the CMS website at http://
www.cms.hhs.gov/
QuarterlyProviderUpdates/downloads/
cms1500f.pdf.

We have become aware of the possible
need to add code 305.1 (Tobacco use
disorder) to the MCE in order to make
admissions for tobacco use disorder a
noncovered Medicare service when code
305.1 is reported as the principal diagnosis.
On March 22, 2005, CMS published a final

decision memorandum and related national
coverage determination (NCD) on smoking
cessation counseling services on its Web site:
(http://www.cms.hhs.gov/coverage/). Among
other things, this NCD provides that:
‘Inpatient hospital stays with the principal
diagnosis of 305.1, Tobacco Use Disorder, are
not reasonable and necessary for the effective
delivery of tobacco cessation counseling
services. Therefore, we will not cover tobacco
cessation services if tobacco cessation is the
primary reason for the patient’s hospital
stay.” Therefore, in order to maintain internal
consistency with CMS programs and
decisions, we proposed to add code 305.1 to
the MCE edit “Questionable Admission—
Principal Diagnosis Only” in order to make
tobacco use disorder a noncovered
admission. (70 FR 47312).

In order to maintain consistency with
the IPPS, for discharges on or after
October 1, 2005, ICD code 305.1,

Tobacco Use Disorder, would not be a
covered principal diagnosis under the
IPF PPS.

Although we are updating the IPF PPS
to reflect ICD-9—CM coding changes and
DRG classification changes discussed in
the annual update to the IPPS, we are
proposing that the DRG adjustment
factors currently being paid to IPFs
would remain the same for discharges
occurring during the rate year July 1,
2006 through June 30, 2007. As
indicated in the IPF PPS final rule, we
do not intend to update the regression
analysis until we have analyzed 1 year
of IPF PPS claims and cost report data.
As aresult, we are proposing to adopt
the DRG adjustments that are currently
being paid as indicated in Table 8
below.

TABLE 8.—FY 2006 PROPOSED DRGS AND ADJUSTMENT FACTOR

DRG DRG definition Adjustment
DRG 424 O.R. Procedure with Principal Diagnosis of Mental llINESS ..........ccccoouiririiriinieiieee e 1.22
DRG 425 Acute Adjustment Reaction & Psychosocial Dysfunction 1.05
DRG 426 DEPrESSIVE INEBUIOSIS .......veiiuiiiiii ittt b e ettt e s bt e b e e et e e ae e s r e e ebeesn e e saeenneenaes 0.99
DRG 427 NEUroSiS, EXCEPE DEPIESSIVE ......uviiiiiiiiiiiiie ettt et e et e e ae e e e e ne e e e e e e e s nbe e e snreeeennreeeannnas 1.02
DRG 428 Disorders of Personality & Impulse Control 1.02
DRG 429 Organic Disturbances & Mental Retardation 1.03
DRG 430 PSYCNOSES ...ttt h e h e h ettt e a e e ea e ee e e nne e b e e eanes 1.00
DRG 431 Childhood Mental DISOIAEIS ........ecueiitiriietieiiete ettt sttt b e bt she et sae e e e sbe e e e sne e e e aneeanenes 0.99
DRG 432 Other Mental Disorder DIagNOSES ........cccceriirriieiiiienie ittt 0.92
DRG 433 Alcohol/Drug Abuse or Dependence, Leave Against Medical Advice (LAMA) ... 0.97
DRG 521 Alcohol/Drug Abuse or Dependence with CC ..........cceviiiiniinineerc e 1.02
DRG 522 Alcohol/Drug Abuse or Dependence with Rehabilitation Therapy without CC ....... 0.98
DRG 523 Alcohol/Drug Abuse or Dependence without Rehabilitation Therapy without CC .. 0.88
DRG 12 Degenerative Nervous SyStem DISOIAEIS .......cccueiiiiiiiiiieiiie ettt e b e 1.05
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TABLE 8.—FY 2006 PROPOSED DRGS AND ADJUSTMENT FACTOR—Continued
- Adjustment
DRG DRG definition factor
DRG 23 ..ccocvveeeeenne NoN-traumatic STUPOr & COM@ ......oeiiiiieeiiie e eeee e e st e e st e e st e e ste e e e s steeeassteeeaneeeeanseeesnnseeesnseeennnees 1.07

Section § 412.424(d) separately
identifies both “Diagnosis-related group
assignment” and ‘‘Principal diagnosis”
as patient level adjustments. Since
publication of the IPF PPS final rule, we
have received inquiries related to
whether the IPF PPS includes two
patient-level payment adjustments for
principal diagnosis, an adjustment for
the diagnosis-related group assignment
and a separate adjustment for providing
a principal diagnosis in general. We
intended that the IPF PPS provide one
patient-level adjustment for principal
diagnosis, that is “Diagnosis-related
group assignment.”

In order to clarify our policy, we are
proposing to modify the language in
section §412.424(d). We are proposing
to delete sub-paragraph
§412.424(d)(2)(iii).

2. Proposed Payment for Comorbid
Conditions

In the IPF PPS final rule, we
established 17 comorbidity categories
and identified the ICD-9-CM diagnosis
codes that generate a payment
adjustment under the IPF PPS.

Comorbidities are specific patient
conditions that are secondary to the
patient’s primary diagnosis, and that
require treatment during the stay.
Diagnoses that relate to an earlier
episode of care and have no bearing on
the current hospital stay are excluded
and not reported on IPF claims.
Comorbid conditions must co-exist at
the time of admission, develop
subsequently, affect the treatment
received, affect the length of stay or
affect both treatment and length of stay.

The intent of the comorbidity
adjustments was to recognize the
increased cost associated with comorbid
conditions by providing additional
payments for certain concurrent medical
or psychiatric conditions that are
expensive to treat. An IPF may receive
only one comorbidity adjustment per
comorbidity category, but it may receive
an adjustment for more than one
comorbidity category. Billing
instructions require that IPFs must enter
the full ICD-9-CM codes for up to 8
additional diagnoses if they co-exist at
the time of admission or developed
subsequently.

The comorbidity adjustments were
determined based on regression analysis
using the diagnoses reported by

hospitals as other diagnoses in FY 2002.
The principal diagnoses were used to
establish the DRG adjustment and were
not accounted for in establishing the
comorbidity category adjustments,
except where ICD—9-CM “code first”
instructions apply. As we explained in
the IPF PPS final rule, the code first rule
applies when a condition has both an
underlying etiology and a manifestation
due to the underlying etiology. For these
conditions, the ICD-9-CM has a coding
convention that requires the underlying
conditions to be sequenced first
followed by the manifestation.
Whenever a combination exists, there is
a ‘‘use additional code” note at the
etiology code and a “code first” note at
the manifestation code.

Although we are updating the IPF PPS
to reflect updates to the ICD-9-CM
codes, we are proposing that the
comorbidity adjustment factors
currently in effect would remain in
effect for the rate year beginning July 1,
2006. As we indicated in the IPF PPS
final rule, we do not intend to update
the regression analysis until we have
analyzed 1 year of IPF PPS claims and
cost report data. The proposed
comorbidity adjustments are shown in
Table 9 below.

As previously discussed in the DRG
section, we believe it is essential to
maintain the same diagnostic coding set
for IPFs that is used under the IPPS for
providing the same psychiatric care.
Therefore, we are proposing to use the
most current FY 2006 ICD codes. They
are reflected in the FY 2006 GROUPER,
version 23.0 and are effective for
discharges occurring on or after October
1, 2005.

Table 9 lists the updated FY 2006 new
ICD diagnosis codes that impact the
comorbidity adjustment under the IPF
PPS and Table 10 lists the invalid ICD
codes no longer applicable for the
comorbidity adjustment. Table 9 only
lists the FY 2006 new codes and does
not reflect all of the currently valid ICD
codes applicable for the IPF PPS
comorbidity adjustment.

We note that ICD diagnosis code 585
Chronic Renal Failure was modified in
two ways—(1) by expanding the level of
specificity to include seven new codes;
and (2) by changing the original code of
585 to invalid, thereby leaving the
remaining more specific codes
reportable. Since diagnosis code 585 is

no longer valid, we are proposing to
eliminate this code from the
comorbidity category “Renal Failure,
Chronic.”

ICD diagnosis code 585 chronic Renal
Failure is defined in the ICD-9-CM as
“Progressive, persistent inadequate
kidney function characterized by anuria,
accumulation of urea and other
nitrogenous bodies in the blood, nausea,
vomiting, gastrointestinal bleeding, and
yellowish-brown discoloration of the
skin.” This code included the various
stages of chronic kidney disease, but it
is no longer valid. The new codes listed
below reflect the various stages of
chronic kidney failure. Since diagnosis
code 585 is no longer valid, we are
proposing to eliminate it from the
comorbidity category, “Renal Failure,
Chronic”.

We are proposing to provide
comorbidity adjustments for 585.3,
“Chronic kidney disease, Stage III
(moderate),” 585.4, “Chronic kidney
disease, Stage IV (severe),” 585.5,
“Chronic kidney disease, Stage V,”
585.6, “End Stage renal disease,” and
585.9, “Chronic kidney disease,
unspecified.” However, since the
purpose of the comorbidity adjustment
is to account for the higher resource
costs associated with comorbid
conditions that are expensive to treat on
a per diem basis, we are not proposing
a comorbidity adjustment for 585.1,
“Chronic kidney disease, Stage I"’ and
585.2, “Chronic kidney disease, Stage II
(mild).”

We believe that these conditions
(585.1 and 585.2) are less costly to treat
on a per diem basis because patients
with these conditions are either
asymptomatic or may have only mild
symptoms. These conditions represent a
minimal to mild decrease in kidney
function that is almost completely
compensated such that the only finding
is typically an abnormal laboratory test.
Unlike patients with more significant
kidney dysfunction, these patients do
not usually require more costly patient
care interventions such as additional lab
tests to monitor renal function, special
pharmacy attention to reduced dosages
or kidney-sparing medications, or fluid
and electrolyte precautions with special
diets, frequent weights, Input/Output
balance, and fluid restriction. As such,
the resources and costs that these
patients require for staff time,
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medications and supplies, and
administrative services are expected to

be similar to other patients without
these conditions.

TABLE 9.—FY 2006 NEw ICD CODES APPLICABLE FOR THE COMORBIDITY ADJUSTMENT

Diagnosis code Description DRG Comorbidity category
Chronic kidney disease, Stage Ill (moderate) ....... 315-316 | Renal Failure, Chronic.
Chronic kidney disease, Stage IV (severe) ........... 315-316 | Renal Failure, Chronic.
Chronic kidney disease, Stage V 315-316 | Renal Failure, Chronic.
End stage renal disease ..........cccccoeerviiiiienicnnenne 315-316 | Renal Failure, Chronic.
Chronic kidney disease, unspecified ..................... 315-316 | Renal Failure, Chronic.
Encounter for weaning from respirator [ventilator] 467 | Chronic Obstructive Pulmonary Disease.
Mechanical complication of respirator [ventilator] .. 467 | Chronic Obstructive Pulmonary Disease.

In Table 10 below, we list the FY 2006
invalid ICD diagnosis code 585 that we
are proposing to remove from the

comorbidity adjustment under the IPF
PPS. This table does not reflect all of the

currently valid ICD codes applicable for
the IPF PPS comorbidity adjustment.

TABLE 10.—FY 2006 INVALID ICD CODES NO LONGER APPLICABLE FOR THE COMORBIDITY ADJUSTMENT

Diagnosis code Description DR Comorbidity category

Chronic renal failure ........ccccceeeeeeeiciiieeeeeeecceeee, 315-36 | Renal Failure, Chronic.

We are aware that ICD code 404.03,
Hypertensive Heart and Renal Disease,
Malignant, with Heart Failure and Renal
Failure, has caused confusion since this
ICD code is currently used to code an
adjustment in two separate IPF
comorbidity categories, (that is, both
“Renal Failure, Chronic” and “Cardiac
Conditions”’). After a careful review of
this code, we believe that it more
appropriately corresponds to the

“Cardiac Conditions” comorbidity than
to the ‘“Renal Failure, Chronic”
comorbidity. Therefore, to be more
clinically cohesive and to eliminate
confusion, we are proposing to remove
ICD code 404.03 from the comorbidity
adjustment category “Renal Failure,
Chronic,” but retaining it in the
“Cardiac Conditions” comorbidity
category. Since both comorbidity
categories have the same adjustment

factor of 1.11, no negative payment
consequence would result from this
change.

The seventeen comorbidity categories
for which we are proposing to provide
an adjustment, their respective codes
including the new FY 2006 ICD codes,
and their respective adjustment factors
are listed below in Table 11.

TABLE 11.—FY 2006 DIAGNOSIS CODES AND ADJUSTMENT FACTORS FOR COMORBIDITY CATEGORIES

Description of comorbidity ICD-9CM Code Adjustment
Development Disabilities .......... 317, 3180, 3181, 3182, @Nd 319 ...eiiiiieiieieeiere ettt bttt e 1.04
Coagulation Factor deficits ....... 2860 through 28B4 ........ooiiiiieie ettt sttt et b e e s e e aee st e et e e e b naeeareennne 1.13
Tracheotomy .........ccccccvviiiennne 51900—through 51909 and V440 .........cccciiiiiiiiiiii s 1.06
Renal Failure, Acute ................. 5845 through 5849, 63630, 63631, 63632, 63730, 63731, 63732, 6383, 6393, 66932, 66934, 1.11

9585.
Renal Failure, Chronic .............. 40301, 40311, 40391, 40402, 40412, 40413, 40492, 40493, 5853, 5854, 5855, 5856, 5859, 1.11
586, V451, V560, V561, and V562.
Oncology Treatment ................. 1400 through 2399 with a radiation therapy code 92.21-92.29 or chemotherapy code 99.25 .. 1.07
Uncontrolled Diabetes-Mellitus | 25002, 25003, 25012, 25013, 25022, 25023, 25032, 25033, 25042, 25043, 25052, 25053, 1.05
with or without complications. 25062, 25063, 25072, 25073, 25082, 25083, 25092, and 25093.
Severe Protein calorie malnutri- | 260 throUgGh 262 ...........cooiiiiiiiiiie ettt e e e ettt e bt e s abeesaeesateesseeebeesaeeanneas 1.13
tion.
Eating and Conduct Disorders 3071, 30750, 31203, 31233, @nd 31234 ......ooiiiiiieiie e
Infectious Disease ..........c........ 01000 through 04110, 042, 04500 through 05319, 05440 through 05449, 0550 through 0770,
0782 through 07889, and 07950 through 07959.
Drug and/or Alcohol Induced 2910, 2920, 29212, 2922, 30300, and 30400 .......oeeeiieeiiiiiiiiee e e eeceere e e e e et e e e e e e e e e e 1.03
Mental Disorders.
Cardiac Conditions ... | 3910, 3911, 3912, 40201, 40403, 4160, 4210, 4211, and 4219 ...
Gangrene .......ccccvieciiinienns 44024 and 7854 ......oooiiiii e
Chronic Obstructive Pulmonary | 49121, 4941, 5100, 51883, 51884, V4611 and V4612, V4613 and V4614 .........ccccccevieeneeennen.

Disease.

Artificial Openings—Digestive 56960 through 56969, 9975, and V441 through V446 ...........ccccoiiiiiiiiieiiiie e 1.08
and Urinary.
Severe Musculoskeletal and 6960, 7100, 73000 through 73009, 73010 through 73019, and 73020 through 73029 .............. 1.11

Connective Tissue Diseases.

Poisoning .......ccoceeiieiiiieeenen. 96500 through 96509, 9654, 9670 through 9699, 9770, 9800 through 9809, 9830 through 1.1
9839, 986, 9890 through 9897.
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3. Proposed Patient Age Adjustments

As explained in the IPF PPS final
rule, we analyzed the impact of age on
per diem cost by examining the age
variable (that is, the range of ages) for
payment adjustments.

In general, we found that the cost per
day increases with increasing age. The
older age groups are more costly than
the under 45 years of age group, the
differences in per diem cost increase for
each successive age group, and the
differences are statistically significant.

Based on the results of the regression
analysis, we established 8 adjustment
factors for age beginning with age
groupings, 45 and under 50, 50 and
under 55, 55 and under 60, 60 and
under 65, 65 and under 70, 70 and
under 75, 75 and under 80, and 80 years
of age and over. Patients under 45 years
of age are assigned an age adjustment
factor of 1.00. As we indicated in the
IPF PPS final rule, we do not intend to
update the regression analysis until we
can analyze 1 year of IPF PPS claims
and cost report data. As a result, in this
proposed rule, we are proposing to
adopt the patient age adjustments
currently in effect and shown in Table
12 below.

TABLE 12.—AGE GROUPINGS AND
ADJUSTMENT FACTORS

Adjustment

Age factor

Under 45 ......ccoovveeeeeiieiiieeeen.
45 and under 50
50 and under 55
55 and under 60
60 and under 65
65 and under 70
70 and under 75
75 and under 80
80 and over

_ o
- = 24 200000
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4. Proposed Variable Per Diem
Adjustments

We explained in the IPF PPS final
rule that cost regressions indicated that
per diem cost declines as the length of
stay increases (69 FR 66947). The
variable per diem adjustments to the
Federal per diem base rate account for
ancillary and administrative costs that
occur disproportionately in the first
days after admission to an IPF.

We used regression analysis to
estimate the average differences in per
diem cost among stays of different
length. Regression analysis
simultaneously controls for cost
differences associated with the other
variables (for example, age, DRG, and
presence of specific comorbidities). The
regression coefficients measure the
relative average cost per day for stays of

differing lengths compared to a
reference group’s length of stay. We
analyzed through cost regression, the
relative cost per day for day 1 through
day 30. We determined that the average
per diem cost declined smoothly until
the 22nd day. As a result of this
analysis, we established variable per
diem adjustments that begin on day 1
and decline gradually until day 21 of a
patient’s stay. For day 22 and thereafter,
the variable per diem adjustment
remains the same each day for the
remainder of the stay. However, the
adjustment applied to day 1 depends
upon whether the IPF has a qualifying
Emergency Department (ED). If an IPF
has a qualifying ED, it receives a 1.31
adjustment for day 1 of each patient
stay. If an IPF does not have a qualifying
ED, it receives a 1.19 adjustment for day
1 of the stay. The ED adjustment is
explained in more detail in section
IV.C.5. of this proposed rule.

As we indicated in the IPF PPS final
rule, we do not intend to make changes
to the regression analysis until we can
analyze 1 year of IPF PPS claims and
cost report data. As a result, for the rate
year beginning July 1, 2006, we are
proposing to adopt the variable per
diem adjustment factors currently in
effect. Table 13 below shows the
variable per diem adjustments we are
proposing for updating the IPF PPS.
Higher payments for the early days of
stay in IPFs are not fully compensated
by the lower payments after day 10, but
are paid for by the standardization
portion which is applied to the federal
per diem base rate.

TABLE 13.—VARIABLE PER DIEM
ADJUSTMENTS

Adjustment

Day-of-stay factor

Day 1-IPF Without a Qualified

_._L_._LAA_L_‘A
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TABLE 13.—VARIABLE PER DIEM
ADJUSTMENTS—Continued

Day-of-stay Adjf:itt?rent
After Day 21 ..o 0.92

C. Facility-Level Adjustments

[If you choose to comment on issues in
this section, please include the caption
“FACILITY-LEVEL ADJUSTMENTS” at
the beginning of your comments.]

The IPF PPS includes facility-level
adjustments for the wage index, IPFs
located in rural areas, teaching IPFs,
cost of living adjustments for IPFs
located in Alaska and Hawaii, and IPFs
with a qualifying ED.

1. Wage Index Adjustment

a. Proposed Revisions of IPF PPS
Geographic Classifications

In the IPF PPS final rule, we
explained that in establishing an
adjustment for area wage levels, the
labor-related portion of an IPF’s Federal
prospective payment is adjusted by
using an appropriate wage index. We
also explained that an IPF’s wage index
is determined based on the location of
the IPF in an urban or rural area as
defined in §412.62(f)(1)(ii) and
(f)(1)(iii), respectively. An urban area
under the IPF PPS is defined at
§412.62(f)(1)(ii)(A) and (B). In general,
an urban area is defined as a
Metropolitan Statistical Area (MSA) or
New England County Metropolitan Area
(NECMA) as defined by the Office of
Management and Budget (OMB). In
addition, a few counties located outside
of MSAs are considered urban as
specified at §412.62(f)(1)(ii)(B). Under
§412.62(f)(1)(iii), a rural area is defined
as any area outside of an urban area.
The geographic classifications defined
in §412.62(f)(1)(ii) and (f)(1)(iii), were
used under the IPPS from FYs 1984
through 2004 (§412.62(f) and
§412.63(b)), and have been used under
the IPF PPS since it was implemented
for cost reporting periods beginning on
or after January 1, 2005.

Under the IPPS, the wage index is
calculated and assigned to hospitals on
the basis of the labor market area in
which the hospital is located or
geographically reclassified to in
accordance with sections 1886(d)(8) and
(d)(10) of the Act. Under the IPF PPS,
the wage index is calculated using IPPS
wage index data (as discussed below in
section IV C.1.d of this preamble) on the
basis of the labor market area in which
the IPF is located, without taking into
account geographic reclassification
under sections 1886(d)(8) and (d)(10) of



3634

Federal Register/Vol. 71, No. 14/Monday, January 23, 2006 /Proposed Rules

the Act and without applying the “rural
floor” established under section 4410 of
the BBA. (Section 4410 of the BBA
provides that for the purposes of section
1886(d)(3)(E) of the Act, the area wage
index applicable to hospitals located in
an urban area of a State may not be less
than the area wage index applicable to
hospitals located in rural areas in the
State. This provision is commonly
referred to as the “rural floor” under the
IPPS.) However, when we established
the IPF PPS, we did not apply the rural
floor to IPFs. For this reason, the
hospital wage index used for IPFs is
commonly referred to as the “pre-floor”
hospital wage index indicating that the
“rural floor” provision of the BBA is not
applied. As a result, the applicable IPF
wage index value is assigned to the IPF
on the basis of the labor market area in
which the IPF is geographically located.
As noted above, the current IPF PPS
labor market areas are defined based on
the definitions of MSAs, Primary MSAs
(PMSAs), and NECMAs issued by the
OMB (commonly referred to collectively
as “MSAs”). The MSA definitions,
which are discussed in greater detail
below, are currently used under the IPF
PPS and other PPSs (that is, the IRF
PPS, the LTCH PPS, and the PPSs for
home health agencies (HHA PPS) and
skilled nursing facilities (SNF PPS)). In
the FY 2005 IPPS final rule (69 FR
49026 through 49034), revised labor
market area definitions were adopted
under the IPPS (§412.64(b)), which
were effective October 1, 2004. These
new standards, called Core-Based
Statistical Areas (CBSAs), were
announced by the OMB late in 2000 and
are discussed in greater detail below.

b. Current IPF PPS Labor Market Areas
Based on MSAs

When we published the IPF PPS final
rule, we explained that we were not
adopting the new statistical area
definitions defined by OMB for the
following reasons. First, the change in
labor market areas under the IPPS had
not changed at the time we published
the IPF PPS proposed rule on November
28, 2003. As a result, IPFs and other
interested parties were not afforded an
opportunity to comment on the use of
the new labor market area definitions
under the IPF PPS. Second, we wanted
to conduct a thorough analysis of the
impact of the new labor market area
definitions on payments under the IPF
PPS. Finally, in the IPF PPS final rule,
we indicated our intent to publish in a
proposed rule any changes we were
considering for new labor market
definitions.

The analysis of the impact of the new
labor market definitions has been

completed and we are proposing to
adopt new labor market area definitions
under the IPF PPS. As a result, we
believe it is helpful to provide a detailed
description of the current IPF PPS labor
market areas, in order to better
understand the proposed changes to the
IPF PPS labor market areas presented in
this proposed rule.

As mentioned earlier, since the
implementation of the IPF PPS, we have
used labor market areas to further
characterize urban and rural areas as
determined under § 412.62(f)(1)(ii) and
(ii1). To this end, we have defined labor
market areas under the IPF PPS based
on the definitions of MSAs, PMSAs, and
NECMAs issued by the OMB in 1993,
which is consistent with the IPPS
approach prior to FY 2005. We note that
OMB also defines Consolidated MSAs
(CMSAs). A CMSA is a metropolitan
area with a population of 1 million or
more, comprising two or more PMSAs
(identified by their separate economic
and social character). However, for
purposes of the wage index, we use the
PMSASs rather than CMSAs because they
allow a more precise breakdown of labor
costs. If a metropolitan area is not
designated as part of a PMSA, we use
the applicable MSA.

These different designations use
counties as the building blocks upon
which they are based. Therefore, under
the IPF PPS, hospitals are assigned to
either an MSA, PMSA, or NECMA based
on whether the county in which the IPF
is located is part of that area. All of the
counties in a State outside a designated
MSA, PMSA, or NECMA are designated
as rural.

c. Core-Based Statistical Areas

The OMB reviews its Metropolitan
Area definitions preceding each
decennial census. As discussed in the
FY 2005 IPPS final rule (69 FR 49026),
in the fall of 1998, OMB chartered the
Metropolitan Area Standards Review
Committee to examine the Metropolitan
Area standards and develop
recommendations for possible changes
to those standards. Three notices related
to the review of the standards, providing
an opportunity for public comment on
the recommendations of the Committee,
were published in the Federal Register
on the following dates: December 21,
1998 (63 FR 70526); October 20, 1999
(64 FR 56628); and August 22, 2000 (65
FR 51060).

In the December 27, 2000 Federal
Register (65 FR 82228 through 82238),
OMB announced its new standards. In
that notice, OMB defines a Core-Based
Statistical Area (CBSA), beginning in
2003, as “‘a geographic entity associated
with at least one core of 10,000 or more

population, plus adjacent territory that
has a high degree of social and
economic integration with the core as
measured by commuting ties. The
standards designate and define two
categories of CBSAs: Metropolitan
Statistical Areas and Micropolitan
Statistical Areas.” (65 FR 82236 through
82238).

According to the OMB, MSAs are
based on urbanized areas of 50,000 or
more population, and Micropolitan
Statistical Areas (referred to in this
discussion as Micropolitan Areas) are
based on urban clusters of at least
10,000 population, but less than 50,000
population. Counties that do not fall
within CBSAs (either MSAs or
Micropolitan Areas) are deemed
“Outside CBSAs.” In the past, OMB
defined MSAs around areas with a
minimum core population of 50,000,
and smaller areas were “Outside
MSAs.” On June 6, 2003, the OMB
announced the new CBSAs, comprised
of MSAs and the new Micropolitan
Areas based on Census 2000 data. (A
copy of the announcement may be
obtained at the following Internet
address: http://www.whitehouse.gov/
omb/bulletins/fy04/b04-03.html.)

The new CBSA designations
recognize 49 new MSAs and 565 new
Micropolitan Areas, and extensively
revise the composition of many of the
existing MSAs. There are 1,090 counties
in MSAs under the new CBSA
designations (previously, there were 848
counties in MSAs). Of these 1,090
counties, 737 are in the same MSA as
they were prior to the change in
designations, 65 are in a different MSA,
and 288 were not previously designated
to any MSA. There are 674 counties in
Micropolitan Areas. Of these, 41 were
previously in an MSA, while 633 were
not previously designated to an MSA.
There are five counties that previously
were designated to an MSA but are no
longer designated to either an MSA or
a new Micropolitan Area: Carter County,
KY; St. James Parish, LA; Kane County,
UT; Culpepper County, VA; and King
George County, VA. For a more detailed
discussion of the conceptual basis of the
new CBSAs, refer to the FY 2005 IPPS
final rule (67 FR 49026 through 49034).

d. Proposed Revision of the IPF PPS
Labor Market Areas

In its June 6, 2003 announcement,
OMB cautioned that these new
definitions ““should not be used to
develop and implement Federal, State,
and local nonstatistical programs and
policies without full consideration of
the effects of using these definitions for
such purposes. These areas should not
serve as a general-purpose geographic
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framework for nonstatistical activities,
and they may or may not be suitable for
use in program funding formulas.”

We currently use MSAs to define
labor market areas for purposes of
Medicare wage indices in the IPF PPS
since its implementation for cost
reporting periods beginning on or after
January 1, 2005. Until recently, MSAs
were used to define labor market areas
for purposes of the wage index for many
of the other Medicare payment systems
(for example, IRF PPS, SNF PPS, HHA
PPS, and Outpatient PPS). While we
recognize MSAs are not designed
specifically to define labor market areas,
we believe they represent a useful proxy
for this purpose, because they are based
upon characteristics we believe also
generally reflect the characteristics of
unified labor market areas. For example,
CBSAs consist of a core population plus
an adjacent territory that reflects a high
degree of social and economic
integration. This integration is measured
by commuting ties, thus demonstrating
that these areas may draw workers from
the same general areas. In addition, the
most recent CBSAs reflect the most up-
to-date information. Our analysis and
discussion here are focused on issues
related to adopting the new CBSA
designations to define labor market
areas for the purposes of the IPF PPS.

Historically, Medicare PPSs have
utilized Metropolitan Area definitions
developed by the OMB. As noted above,
the labor market areas currently used
under the IPF PPS are based on the
Metropolitan Area definitions issued by
the OMB and the OMB reviews its
Metropolitan Area definitions preceding
each decennial census to reflect more
recent population changes. The CBSAs
are OMB’s latest Metropolitan Area
definitions based on the Census 2000
data. Because we believe that the OMB’s
latest Metropolitan Area designations
more accurately reflect the local
economies and wage levels of the areas
in which hospitals are currently located,
we adopted revised labor market area
designations based on the OMB’s CBSA
designations under the IPPS effective
October 1, 2004. When we implemented
the wage index adjustment at
§412.424(d)(1)(i) under the IPF PPS
final rule (69 FR 66952 through 66954),
we explained that the IPF PPS wage
index adjustment was intended to
reflect the relative hospital wage levels
in the geographic area of the hospital as
compared to the national average
hospital wage level. The OMB’s CBSA
designations based on Census 2000 data
reflect the most recent available
geographic classifications (Metropolitan
Area definitions). Therefore, we are
proposing to revise the labor market

area definitions used under the IPF PPS
based on the OMB’s CBSA designations.
This change would ensure that the IPF
PPS wage index adjustment most
appropriately accounts for and reflects
the relative hospital wage levels in the
geographic area of the hospital as
compared to the national average
hospital wage level.

Specifically, we are proposing to
revise the IPF PPS labor market
definitions based on the OMB’s new
CBSA designations (as discussed in
greater detail below) effective for IPF
PPS discharges occurring on or after
July 1, 2006. Accordingly, we are
proposing to revise §412.402,
definitions for rural and urban areas,
effective for discharges occurring on or
after July 1, 2006 would be defined in
§412.64(b)(1)(ii)(A) through (C). These
definitions are the labor market
definitions based on OMB’s CBSA
designations. For clarity, we are
proposing to revise the regulation text to
explicitly reference urban and rural
definitions for a cost reporting period
beginning on or after January 1, 2005,
with respect to discharges occurring
during the period covered by such cost
reports but before July 1, 2006 under
§412.62(f)(1)(ii) and §412.62(f)(1)(iii).

We note that these are the same labor
market area definitions (based on the
OMB’s new CBSA designations)
implemented for acute care hospitals
under the IPPS at §412.64(b), which
were effective for those hospitals
beginning October 1, 2004 as discussed
in the FY 2005 IPPS final rule (69 FR
49026-49034). The IPF PPS uses the
acute care inpatient hospitals’ wage data
in calculating the IPF PPS wage index.
However, unlike the IPPS, and similar
to other Medicare payment systems (for
example, SNF PPS and IRF PPS), the
IPF PPS uses the pre-floor, pre-
reclassified hospital wage index.

Below, we discuss the composition of
the proposed IPF PPS labor market areas
based on OMB’s new CBSA
designations. It should be noted that
OMB’s new CBSA designations are
comprised of several county-based area
definitions as explained above, which
include Metropolitan Areas,
Micropolitan Areas, and areas “outside
CBSAs.” We implemented the IPF PPS
using two types of labor market areas,
that is, urban and rural. In this proposed
rule, we a