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for IPPS teaching hospitals that start 
new teaching programs as specified in 
§ 413.79 (1) for new teaching IPFS and 
for teaching IPFs that start new 
programs. We note that under 
§ 412.105(f)(1)(vi) concerning IME 
payments under the IPPS, hospitals that 
have shared residency rotational 
relationships may elect to apply their 
respective IME resident caps on an 
aggregate basis via a Medicare GME 
affiliation agreement. Our intent is not 
to affect affiliation agreements and 
rotational arrangements for hospitals 
that have residents that train in more 
than one hospital. We are not 
implementing a provision concerning 
affiliation agreements specifically 
pertaining to the FTE caps used in the 
teaching adjustment under the IPF PPS 
at this time. This is an area we expect 
to closely monitor, and we will consider 
allowing IPFs to aggregate and adjust 
their FTE caps through affiliation 
agreements in the future. 

We believe these policies fairly 
balance our responsibilities under the 
statute to assure appropriate 
enforcement of the BBA and the overall 
limits on payment adjustments for 
teaching hospitals with the greater 
precision that can be achieved by 
adjusting payments for teaching IPFs. 
We also believe that we have designed 
a cap that balances the need for limits 
with the unique conditions of teaching 
programs in freestanding psychiatric 
hospitals and in distinct part psychiatric 
units. We will, however, monitor the 
impact of these policies closely and 
consider changes in the future when 
appropriate. 

Comment: Several commenters 
indicated that a cap amounts to an 
absolute freeze on the number of 
residents that Medicare will recognize 
for payment purposes. In addition, the 
commenters stated that a cap allows 
only decreases and no increases in 
established resident counts at any time. 

Response: We acknowledge that the 
number of FTE residents will be frozen 
under the IPF PPS. As discussed above, 
we are adopting a cap on the number of 
FTE residents that may be counted 
under the IPF PPS teaching adjustment. 
This policy is to exercise our statutory 
responsibility under the BBA to prevent 
any erosion of the resident caps 
established under the IPPS that could 
result from the perverse incentives 
created by the facility adjustment for 
teaching hospitals under the IPF PPS. In 
addition, we wish to avoid creating 
incentives to artificially expand 
residency training in IPFs, and ensure 
that the resident base used to determine 
payments is related to the care needs in 
IPF institutions. Again, we will monitor 

the impact of these policies closely and 
consider changes in the future when 
appropriate. 

Comment: Several commenters were 
concerned that the administrative 
burden in reviewing resident counts 
back to 1996 cost reports would be 
excessive and recommended not 
imposing an FTE resident cap for the 
IPF PPS teaching adjustment for this 
reason. 

Response: The resident cap under the 
IPPS is based on the hospital’s 1996 cost 
report. However, the resident cap we are 
establishing under the IPF PPS relies on 
the number of residents training in the 
IPF for the most recently filed cost 
report before November 15, 2004. In 
addition, establishing the IPF PPS 
resident cap does not require the 
hospitals to submit information not 
currently included in their cost reports. 
As a result, we do not believe there is 
a significant burden associated with 
establishing the IPF PPS resident cap. 

Comment: Several commenters asked 
if the teaching adjustment would be 
limited to those hospitals with a 
dedicated psychiatric teaching program. 
In addition, the commenters asked if the 
adjustment would also apply to 
hospitals that schedule rotations to the 
psychiatric unit from a non-psychiatric 
teaching program. 

Response: Under the IPPS, Medicare 
makes IME payments only for costs 
associated with residents in approved 
graduate medical education (GME) 
programs as defined in § 412.105(f)(1)(i) 
that are approved by one of the 
organizations listed in § 415.152, not 
residents in other types of teaching 
programs. Thus, IPFs that have residents 
in approved GME programs will receive 
the IME adjustment. The GME program 
could be a psychiatric teaching program 
or scheduled rotations to the IPF unit 
from a non-psychiatric teaching 
program. 

Comment: One commenter urged 
CMS to consider applying any cap on 
the number of interns and residents in 
a manner that is less sensitive to rapid 
declines in patient census. The 
commenter believes the use of the ratio 
of residents to ADC will negatively 
affect government-operated IPFs. 

Response: Although we are unsure of 
the commenter’s point, the commenter 
seems to be implying that the teaching 
adjustment would decline if there were 
a reduction in the IPF’s ADC. However, 
a decrease in the ADC would result in 
an increase in the teaching adjustment. 

Comment: One commenter requested 
that CMS provide an example to show 
how the calculation of the teaching 
adjustment would be computed. The 
commenter requested that the example 

use a hypothetical resident count and 
ADC and the final teaching adjustment 
factor. 

Response: We were not able to present 
a single proportional factor that 
represents the payment adjustment for 
teaching as we did for most of the other 
payment variables (for example, age and 
rural location). The reason is because 
the teaching adjustment varies among 
teaching hospitals depending on the 
degree of their teaching intensity as 
measured by the ratio of interns and 
residents to the ADC. 

The following example shows a step-
by-step calculation of the teaching 
adjustment for 2 teaching hospitals. 
Hospital A has an interns and residents 
to ADC ratio of 0.10. Hospital B has an 
interns and residents to ADC ratio of 
0.20. 

Step 1: Add 1.0 to the interns and 
residents to ADC ratio:
Hospital A: 1.0 + 0.1 = 1.1 
Hospital B: 1.0 + 0.2 = 1.2

Step 2: Raise the factors in Step 1 to 
the power given by the regression 
coefficient for the teaching variable 
(.5150).
Hospital A: 1.1 × exp (.5150) = 1.050 
Hospital B: 1.2 × exp (.5150) = 1.098

The Step 2 results indicate that 
Hospital A’s payment will be 5.1 
percent higher than the comparable 
payment for a non-teaching hospital and 
the Hospital B’s payment will be 9.9 
percent higher than the comparable 
payment for a non-teaching hospital. 

Step 3: Multiply the factors obtained 
in Step 2 by the appropriate per diem 
payment adjusted by all other relevant 
payment factors. For purpose of this 
example, the per diem payment is 
assumed to be $625 for both Hospital A 
and Hospital B.
Hospital A: $625 × 1.050 = $656.25 
Hospital B: $625 × 1.098 = $686.25

The step 3 results indicate that 
Hospital A’s per diem payment would 
be $656.25 compared to $686.25 for 
Hospital B. 

Comment: A commenter questioned 
why CMS used the ratio of interns and 
residents to the ADC, rather than the 
ratio of interns and residents to the 
number of beds. 

Response: Using the ADC rather than 
the number of beds as the denominator 
of the teaching variable has two main 
advantages: Whereas there are many 
different and frequently imprecise ways 
of counting beds (licensed beds, 
available beds, staffed beds), the ADC is 
a single standard measure that hospitals 
know how to calculate. It is just the total 
number of patients days of care divided 
by 365, the number of days in the year.
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Average daily census, which reflects 
the number of occupied beds in a year, 
is a readily available, more consistent 
measure than the number of beds 
because patient days are more 
accurately measured than are beds. 
Because it is directly measured by 
patient days, ADC is also less subject to 
understatement in an effort to increase 
the value of the teaching variable and in 
turn, teaching payments. 

4. Other Facility-Level Adjustments 

In the proposed rule, we indicated 
that we considered facility-level 
adjustments for IPFs located in Alaska 
and Hawaii and an IPF’s 
disproportionate share intensity. Other 
adjustment factors discussed in this 
section were requested in public 
comments. 

a. Adjustment for Psychiatric Units 

In the proposed rule, we did not 
propose an adjustment for psychiatric 
units. We received a significant number 
of public comments expressing concern 
that the proposed IPF PPS is biased 
towards psychiatric hospitals and 
detrimental to psychiatric units. 
Therefore, the commenters requested 
that we provide an adjustment 
specifically for psychiatric units. We are 
not adopting an adjustment for 
psychiatric units in this final rule. 

Comment: Several commenters stated 
that the data analysis indicated that the 
average per diem cost in psychiatric 
units ($615) was 37 percent higher than 
the average per diem cost in psychiatric 
hospitals ($444). Although the proposed 
patient and facility adjustments account 
for 19 percent of the difference in 
average per diem costs, the commenters 
expressed concern that the proposed 
rule did not propose a specific 
adjustment for psychiatric units to 
account for the remaining 18 percent 
difference in average per diem costs. 

Many commenters attribute the 
difference in average per diem cost to 
the types of patients admitted to 
psychiatric units and psychiatric 
hospitals. The commenters stated that 
patients admitted to psychiatric units 
generally present with multiple medical 
conditions in addition to severe or 
multiple psychiatric symptoms. In 
addition, EDs in acute care hospitals 
with psychiatric units serve as the 
portal for almost all psychiatric 
emergency patients, who usually are 
admitted to the psychiatric unit. As a 
result, psychiatric units have different 
patterns of care and staffing in order to 
treat patients with emergency 
psychiatric needs as well as comorbid 
medical conditions. 

The commenters stated that 
freestanding psychiatric hospitals are 
not equipped or staffed to treat patients 
with complex comorbid medical 
conditions and generally do not admit 
patients who require treatment of 
chronic physical illnesses or who are 
not medically stable. As a result, 
freestanding psychiatric hospitals have 
lower average per diem costs than 
psychiatric units. 

Many commenters recommended that 
we provide a Medicare-dependent IPF 
designation that would be applied to 
any IPF with at least an 80 percent 
Medicare share of admissions. An 
organization representing small, rural 
IPFs provided information describing 
rural psychiatric units and the patients 
generally treated in these units. The 
commenter indicated that rural 
psychiatric units usually have 12 or 
fewer beds and treat a high proportion 
(at least 80 percent of total patient days) 
of Medicare beneficiaries. The material 
furnished by the organization indicated 
that approximately 54 percent of these 
hospitals are located in areas not 
adjacent to a metropolitan area and 15 
percent are in ‘‘completely rural’’ areas. 

The organization indicated that these 
small rural Medicare-dependent units 
generally have average costs per day 
that are 27 percent higher than the 
national average due to the acuity of the 
patients they serve. In addition, an 
analysis conducted by the organization 
indicates an 11.9 percent negative 
impact between current TEFRA 
payments and estimated payments 
under the proposed IPF PPS. 

Commenters also indicated that many 
of the psychiatric units are small, 
Medicare-dependent, and located in 
underserved rural and urban areas 
where they are the sole mental health 
provider. These commenters were 
concerned that inadequate Medicare 
payment would cause hospitals to close 
these units, resulting in diminished 
access to mental health services. The 
commenters stated that the proposed 
adjustments were insufficient and 
requested a specific adjustment for 
psychiatric units or, as an alternative, a 
temporary adjustment until we are able 
to refine the IPF PPS and account for 
more of the difference in average per 
diem cost. 

Response: As we discussed in the 
November 2003 proposed rule, we do 
not believe it is appropriate to pay an 
adjustment to all psychiatric units for 
all cases, regardless of the unit’s cost, 
efficiency, or case-mix. 

With respect to providing an 
adjustment for psychiatric units, as 
explained previously in this final rule, 
the payment model we are adopting for 

IPFs explains approximately 33 percent 
of the variation in per diem cost among 
IPFs. As a result, we believe the IPF PPS 
will generate payments that are 
reasonably related to the per diem cost 
in psychiatric units. In addition, IPFs 
located in rural areas will receive an 
adjustment to account for higher per 
diem costs. 

Commenters stated that IPFs have 
many patients with longer stays or 
multiple co-morbidities. The IPF PPS 
provides a base payment amount and 
adjustments for each day of the stay and 
multiple co-morbidity categories as well 
as a variety of other adjustments, we 
believe IPF PPS payments to psychiatric 
units will adequate meet their costs. 

In addition, we are providing a stop-
loss provision during the 3-year 
transition period during which a stop-
loss policy will be in place to ensure 
that small rural, Medicare-dependent, 
and urban psychiatric units get an IPF 
PPS payment amount that is no less 
than 70 percent of what they would 
have otherwise been paid under TEFRA 
had the IPF PPS not been implemented. 
This ‘‘safety net’’ will prevent an IPF 
from sustaining a significant financial 
‘‘loss’’ by converting to the IPF PPS. 
Simultaneously, these providers will 
learn how to adjust their business 
structures efficiently under the IPF PPS 
framework. See section V.C. of this final 
rule.

b. Cost of Living Adjustment 

i. IPFs Located in Alaska and Hawaii 

As indicated in the proposed rule, we 
did not propose a cost-of-living 
adjustment (COLA) for IPFs located in 
Alaska and Hawaii. Based on the FY 
1999 data, there were two psychiatric 
hospitals and no psychiatric units in 
Alaska and one psychiatric hospital and 
one psychiatric unit in Hawaii. Our 
analysis indicated that some IPFs in 
Alaska and Hawaii would ‘‘profit’’ from 
the proposed IPF PPS and other IPFs 
would experience a ‘‘loss.’’ Based on the 
limited number of cases in the analysis, 
we determined that the results were 
inconclusive and therefore we did not 
propose a COLA for IPFs located in 
Alaska and Hawaii. 

We received several comments 
requesting a COLA for IPFs located in 
Alaska and Hawaii. In response to the 
public comments, we analyzed the FY 
2002 data. The FY 2002 data, unlike the 
FY 1999 data, demonstrated that IPFs in 
Alaska and Hawaii had costs 
disproportionately higher than IPFs 
across the nation. In the absence of a 
COLA, IPFs located in Alaska and 
Hawaii would receive payments under 
the IPF PPS that were far below their

VerDate jul<14>2003 19:45 Nov 12, 2004 Jkt 205001 PO 00000 Frm 00037 Fmt 4701 Sfmt 4700 E:\FR\FM\15NOR4.SGM 15NOR4



66958 Federal Register / Vol. 69, No. 219 / Monday, November 15, 2004 / Rules and Regulations 

cost. Thus, the results of our analysis 
conclusively demonstrate that a COLA 
for IPFs located in Alaska and Hawaii 
would improve payment equity for 
these facilities. As a result of this 
analysis, we are providing a COLA 
adjustment in this final IPF PPS based 
on the higher costs found in Alaska and 
Hawaii IPFs. 

Comment: A few commenters 
recommended that CMS provide a 
facility-specific adjustment to the per 
diem payment amount to reflect the 
higher cost-of-living in Alaska. 

One commenter recommended using 
the 25 percent Alaska COLA used under 
hospital IPPS for non-labor costs as a 
proxy adjustment for IPFs located in 
Alaska. The commenter stated that, 
despite the lack of IPF cases to study, 

CMS recognizes the need for a COLA 
adjustment for hospitals in Alaska 
under the hospital IPPS. The commenter 
indicated that MedPAC recently 
recommended that CMS provide an 
adjustment to the non-labor costs of 
skilled SNFs located in Alaska and 
Hawaii. 

Response: As indicated above, we 
analyzed the cases in the FY 2002 data 
and found that there are two IPFs in 
Alaska and four in Hawaii. Based on our 
analysis of the FY 2002 stays for these 
IPFs, we find that a COLA adjustment 
is warranted. However, the small 
number of cases from each IPF would 
make development of a facility-specific 
adjustment erroneous because, with few 
cases, a small number of extremely 

high-cost or low-cost cases could easily 
overstate or understate the IPF’s per 
diem cost. In general, the COLA would 
account for the higher costs in the IPF 
and will eliminate the projected loss 
that IPFs in Alaska and Hawaii would 
experience absent the COLA. We will 
make a COLA adjustment for IPFs 
located in Alaska and Hawaii by 
multiplying the non-labor share of the 
Federal per diem base rate by the 
applicable COLA factor based on the 
county in which the IPF is located. The 
COLA factors were obtained from the 
U.S. Office of Personnel Management 
and used in other PPS system. For the 
convenience of the reader, Table 8 
below lists the specific COLA for Alaska 
and Hawaii IPFs.

TABLE 9—COLA Factors for Alaska and Hawaii IPFS 

ii. IPFs located in California 

Although we did not propose a cost-
of-living adjustment for a specific State, 
we received a comment requesting that 
we provide an adjustment for California. 
We are not making a COLA to IPFs 
located in California as detailed below. 

Comment: One comment 
recommended that CMS establish a 
facility-specific adjustment for 
psychiatric units located in California to 
reflect the higher resource costs 
associated with mandatory staffing 
ratios. 

Response: Although recently imposed 
State staffing ratios would not be 
evident in the FY 2002 data, we 
analyzed the FY 2002 MedPAR data to 
assess whether IPFs located in 
California have higher per diem cost 
than IPFs located in other States. We 
determined that after adjustment for 
facility mix, IPF per diem costs in 
California are slightly higher (1.6 
percent). While we did not assess the 
variation for each State, we 
acknowledge that every State will have 
some variation from the average cost per 
day under the IPF PPS. We do not 
believe the slightly higher per diem cost 
in California warrants a special 
adjustment. There may be laws in other 
States that could create a cost difference 
greater or lower than California and it is 

not practical to account for all of the 
cost differences in every State resulting 
from State and local laws.

c. Disproportionate Share Intensity 

As indicated in the proposed rule, we 
did not propose an adjustment for 
disproportionate share hospital (DSH) 
status because the proposed regression 
analysis did not support an increase in 
payments. If we had proposed a 
payment adjustment for DSH facilities 
based on our empirical analysis, we 
would have proposed a reduction to the 
Federal per diem base rate paid to DSH 
facilities. Based on our analysis, we 
found a statistically significant negative 
relationship between per diem cost and 
DSH status. We did not believe that 
negative payment adjustment would be 
consistent with the intent of a DSH 
adjustment, which is intended to 
provide additional payments to 
providers to account for the costs of 
treating low-income patients. Therefore, 
we proposed no DSH adjustment. 

We received numerous comments 
regarding the DSH adjustments. Most of 
the commenters disagreed with the 
proposed rule and stated that our reason 
for not providing a DSH adjustment was 
inadequate. A significant number of 
comments recommended that we re-
examine the regression analysis and 
include a favorable DSH adjustment in 

the IPF PPS final rule. Based on the 
analysis discussed below, we are not 
providing a DSH adjustment in this final 
rule. 

Comment: Several commenters stated 
that hospitals providing large amounts 
of care to low-income individuals often 
serve as key access points for low-
income Medicare beneficiaries and 
other low-income patients requiring 
psychiatric care. 

Response: In the proposed rule, we 
indicated that we would continue to 
monitor whether we could find 
empirical evidence to indicate a 
relationship between disproportionate 
patient percentages and higher per diem 
costs to support the establishment of a 
DSH adjustments. We re-examined our 
regression analysis, as commenters 
requested, but did not find any 
relationship between DSH intensity and 
higher per diem costs. Our analysis of 
the FY 2002 data yielded the same 
results as our analysis of the FY 1999. 
Therefore in this final rule we are not 
making a DSH adjustment. 

Comment: One commenter stated that 
since CMS provided for a DSH 
adjustment in both the hospital IPPS 
and IRF PPS, IPFs should also receive 
this additional payment. 

Another commenter indicated that the 
reluctance to allow psychiatric hospitals 
to participate in DSH payments is
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related to the belief that the DSH 
hospitals are low cost providers. 

Response: Consistent with the 
approach we have taken in the proposed 
rule and in this final rule, we believe 
that any IPF PPS DSH payment 
adjustment should be supported by data 
showing that DSH facilities experience 
higher per diem costs than other IPFs. 
Our data failed to demonstrate that the 
IPFs who serve a disproportionate 
number of low income patients have 
higher per diem costs. Therefore, we do 
not see a justification to make a DSH 
adjustment in the IPF PPS. Unlike IPFs, 
the IPPS and IRF PPS had data 
supporting the need for a DSH 
adjustment. IPPS and IRF PPS data 
showed that serving a disproportionate 
share of low income patients has a 
direct connection to higher facility 
costs. 

Comment: A commenter suggested 
that if government-operated hospitals 
bias the result, the analysis should be 
redone excluding those hospitals. 

Response: We believe the commenter 
misunderstood our statements in the 
proposed rule about the impact of 
government-operated hospitals in our 
analysis. Our intention was not that the 
government-operated hospitals might be 
responsible for the finding of a negative 
relationship between per diem cost and 
the DSH variable. Instead, we were 
emphasizing that many observers might 
think that the limitations of measuring 
DSH for government-operated hospitals 
(too low a value for their DSH variable) 
might explain why we found higher 
DSH intensity associated with lower 
cost. However, our finding was not 
attributable to the government-operated 
hospitals because we found the same 
negative relationship when we excluded 
them from the regression. 

Comment: Some commenters 
indicated that because Medicaid does 
not pay for services to certain 
individuals in an institution for mental 
diseases (IMD), low-income 
beneficiaries in psychiatric hospitals 
cannot be identified as Medicaid 
beneficiaries. In addition, the 
commenters believe that the Medicaid 
proportion will be biased downwards 
smaller than it should be. 

Response: In the proposed rule and in 
this rule, the basis for the decision not 
to provide a DSH adjustment is our 
inability to find a correlation between 
available measures of low-income 
patient percentages and higher per diem 
costs. As previously indicated, potential 
measurement error in the Medicaid 
proportion did not explain the lack of a 
positive correlation between per diem 
cost and DSH status. We recognize that 
inpatients in institutions for mental 

diseases may still be eligible for 
Medicaid for purposes of the calculation 
of the DSH percentage (although there 
might be little incentive for facilities to 
establish a patient’s Medicaid eligibility 
when there is no Medicaid payment 
available). The fact remains that, with 
currently available data, we found no 
basis for a DSH adjustment.

Comment: Several commenters asked 
how section 402 of the MMA would 
impact payments under the IPF PPS. 

One commenter recommended that 
CMS wait until after December 8, 2004, 
to develop the IPF DSH factors (when 
the MMA is implemented and CMS 
begins to furnish DSH data to all 
hospitals). The commenter indicated 
that they expect the data to be a viable 
source of information that could be used 
to establish an appropriate DSH 
adjustment factor for the IPF PPS. 

Response: Section 402 of the MMA 
has no effect on the IPF PPS as it only 
applies to DSH under the IPPS. The 
commenter is apparently referring to 
section 951 of the MMA, which requires 
that the Secretary arrange to furnish 
subsection (d) hospitals (those hospitals 
subject to the hospital IPPS) with the 
data necessary to compute the number 
of patient days used in computing the 
disproportionate patient percentage. We 
acknowledge that it is possible for this 
requirement to improve the accuracy of 
the disproportionate patient percentages 
for hospitals at some future point in 
time. However, we are making our 
decision not to include a DSH 
adjustment based on the best available 
data. If better data becomes available 
that indicates a need for a DSH 
adjustment, and an appropriate 
methodology for such an adjustment, 
the issue can be addressed in a future 
rulemaking. 

d. IPFs With Full-Service Emergency 
Departments (EDs) 

We did not propose an adjustment for 
IPFs with a qualifying ED. However, we 
received many comments requesting a 
facility adjustment for hospitals that 
maintain an ED and provide crisis 
management services. Several 
commenters recommended that IPFs 
with an ED should receive a facility-
level adjustment empirically 
determined through the regression 
model. One commenter recommended a 
20 percent adjustment factor for IPFs in 
hospitals with an ED. 

In this final rule, we are providing an 
adjustment to the Federal per diem base 
rate to account for the costs associated 
with maintaining a full-service ED. We 
conducted an analysis, as described 
below, to develop an appropriate 
payment adjustment to account for ED 

costs and to define the subset of IPFs 
that have, or are part of acute care 
hospitals that have, a full-service ED. 

The overhead costs associated with 
maintaining an ED are included in each 
IPF’s routine cost amount, but since 
routine costs are reported as a average, 
we are unable to determine the portion 
of the routine cost directly attributable 
to ED costs. As an alternative, we 
analyzed cases admitted through the ED 
using FY 2002 claims data. ED cases 
were identified by the presence of ED or 
ambulance charges on the MedPAR 
record. We found that about one-third of 
all cases were admitted through the ED, 
and that 98 percent of the cases were 
treated in psychiatric units. Among the 
psychiatric hospitals and units with at 
least one admission from an ED, the ED 
admissions comprise about 43 percent 
of all admissions. 

In analyzing the relative cost of ED 
and other admissions, we limited the 
comparison to IPFs with ED admissions 
to avoid attributing cost differences to 
ED admissions that are due to other 
unrelated factors. On a per case basis, 
ED admissions are actually slightly less 
expensive than other admissions 
($7,672 versus $8,036). Most of the 
difference results from the fact that ED 
stays are about one day shorter than 
other psychiatric stays (10.6 days versus 
11.5 days). The ED costs average about 
$198 per case, and the mean difference 
in ancillary costs per case (which 
includes ED costs) is about $196. Thus, 
the ED costs effectively account for all 
of the difference in ancillary costs per 
case between the ED and other 
admissions. On average, admissions 
through the ED do not appear to require 
any more ancillary services than other 
admissions except for the ED costs 
themselves. 

Although this analysis indicated that 
patients admitted through the ED were 
more costly on a per diem basis than 
cases without an ED admission, we are 
not including an adjustment for patients 
admitted through the ED. As explained 
previously, we are concerned about 
creating an incentive for psychiatric 
units in acute care hospitals with EDs to 
inappropriately admit all psychiatric 
patients through the ED of the acute care 
hospital in which it is located in order 
to receive a patient-level ED adjustment. 
An ED adjustment at the patient level 
would be approximately $200. To the 
extent a psychiatric unit ensured that all 
of its patients were admitted for 
inpatient psychiatric care through the 
ED of the acute care hospital in which 
it is located, even though admission 
through the ED was unnecessary and 
inappropriate, Medicare would be 
substantially overpaying for these cases.
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As an alternative, we have decided to 
provide a facility-level adjustment for 
IPFs, for both psychiatric hospitals and 
acute care hospitals with a distinct part 
psychiatric unit, that maintain a 
qualifying ED. We are providing the 
adjustment to psychiatric units in acute 
care hospitals because the costs of the 
ED are allocated to all hospital 
departments, including the psychiatric 
units. We intend that the adjustment 
only be provided to hospitals with EDs 
that are staffed and equipped to furnish 
a comprehensive array of emergency 
services and that meet the definition of 
a ‘‘dedicated emergency department’’ in 
§ 489.24 and the definition of ‘‘provider-
based entity’’ in § 413.65. We are 
defining a full-service ED in order to 
avoid providing an ED adjustment to an 
intake unit that is not comparable to a 
full-service ED with respect to the array 
of emergency services available or cost. 

However, where a psychiatric unit 
would otherwise qualify for the ED 
adjustment, but an individual patient is 
discharged from that acute care hospital, 
we would not apply the ED adjustment. 
The reason we would not give an ED 
adjustment in this case is that the costs 
associated with maintaining the ED 
would have already been paid through 
the DRG payment paid to the acute care 
hospital. Thus, if we provided an ED 
adjustment in this case, the hospital 
would be paid twice for the overhead 
costs of the ED. 

The ED adjustment will be 
incorporated into the variable per diem 
adjustment for the first day of each stay. 
That is, IPFs with qualifying EDs, will 
receive a higher variable per diem 
adjustment for the first day of each stay 
than will other IPFs. 

Three steps were involved in the 
calculation of the ED adjustment factor. 
First, we estimated of the proportion by 
which the ED costs of a case would 
increase the cost of the first day of the 
stay. Using the IPFs with ED admissions 
in 2002, we divided their average ED 
cost per stay admitted through the ED 
($198) by their average cost per day 
($715), which equals 0.28. Second, we 
adjusted the factor estimated in step 1 
to account for the fact that we will pay 
the higher first day adjustment for all 
cases in the qualifying IPFs, not just the 
cases admitted through the ED. Since on 
average, 44 percent of the cases in IPFs 
with ED admissions are admitted 
through the ED, we multiplied 0.28 by 
0.44, which equals 0.12. Third, we 
added the adjusted factor calculated in 
the previous 2 steps to the variable per 
diem adjustment derived from the 
regression equation that we used to 
derive our other payment adjustment 
factors. The first day payment factor 

from this regression is 1.19. Adding the 
0.12, we obtained a first day variable per 
diem adjustment for IPFs with a 
qualifying ED equal to 1.31. 

D. Other Proposed Adjustments and 
Policy Changes 

1. Outlier Policy 

We proposed a 2 percent outlier 
policy to promote access to IPFs for 
those patients who require expensive 
care and to limit the financial risk of 
IPFs treating unusually costly cases. As 
explained in the proposed rule, we 
believe that it is appropriate to include 
an outlier policy in order to ensure that 
IPFs treating unusually costly cases do 
not incur substantial ‘‘losses’’ and 
promote access to care for patients 
requiring expensive care. Providing 
these additional payments to IPFs for 
costs that are beyond the IPF’s control 
will also improve the accuracy of the 
payment system. Similar to the 
proposed rule, our payment simulations 
continue to support establishment of the 
outlier policy at 2 percent of total 
payments because it affords protection 
for vulnerable IPFs (and patients) while 
providing appropriate levels of payment 
for all other cases that are not outlier 
cases. The 2 percent target continues to 
provide an appropriate balance between 
patient access, IPF financial risk, and 
the payment rate reduction required for 
all cases to offset the cost of the policy.

We proposed to make outlier 
payments on a per case basis rather than 
on a per diem basis because it is the 
overall financial ‘‘gain’’ or ‘‘loss’’ of the 
case, and not of individual days, that 
determines an IPF’s financial risk and, 
as a result, access for unusually costly 
cases. In addition, because patient level 
charges (from which costs are estimated) 
are typically aggregated for the entire 
IPF stay, they are not reported in a 
manner that would permit accurate 
accounting on a daily basis. 

Thus, we proposed to make outlier 
payment for discharges in which 
estimated costs exceed an adjusted 
threshold amount ($4,200 multiplied by 
the IPF’s facility adjustments, that is, 
wage area, rural location, teaching, and 
cost of living adjustment for IPFs 
located in Alaska and Hawaii) plus the 
total IPF adjusted payment amount for 
the stay. Where the case qualifies for an 
outlier payment, we proposed to pay 80 
percent of the difference between the 
estimated IPF’s cost for the case and the 
adjusted threshold amount for days 1 
through 8 of the stay, and 60 percent of 
the difference for day 9 and thereafter. 
We established 80 percent and 60 
percent to lost sharing ratios because we 
were concerned that a single ratio 

established at 80 percent (like other 
Medicare hospital prospective payment 
systems) might provide an incentive 
under the IPF per diem system to 
increase length of stay in order to 
receive additional payments. After 
establishing the ratios, we determined 
the threshold amount of $4,200 through 
payment simulations designed to 
compute a dollar loss beyond which 
payments are estimated to meet the 2 
percent outlier spending target. In this 
final rule, we adopted this proposed 
outlier policy methodology, with an 
adjusted threshold amount of $5700. 
The revised amount is based on updated 
simulations using more recent data 
(from FY 2002) and the modified policy 
for the loss sharing ratios (see below). 

In this final rule, we modified 
application of the loss-sharing provision 
of the outlier policy to pay 80 percent 
of the difference between the IPF’s 
estimated cost for the case and the 
adjusted threshold amount for days 1 
through 9 of the stay (including median 
length of stay instead of days 1 through 
8 up to the median length of stay) and 
60 percent thereafter. As we explain 
above, we decided to reduce the 80 
percent loss-sharing ratio by an 
additional 20 percent, resulting in a 60 
percent loss sharing ratio for day 10 and 
thereafter. With this modification, we 
will pay 80 percent of the costs eligible 
for outlier payments for all cases whose 
length of stay is no greater than the 
median length of stay (9 days) of all 
Medicare inpatient psychiatric cases. 

In the proposed rule, we proposed a 
number of policies to ensure the 
accuracy and integrity of our outlier 
payments. We are adopting these 
policies in this final rule, as decribed 
below. 

Referring back to the payment 
calculation example in Section VI.B.2 of 
this final rule, the total estimated 
payment for the case is $7267.75. The 
adjusted threshold amount is calculated 
below: 

Step 1: Multiply threshold by labor 
share and the wage area.
$5700 × 0.72528 (labor share) × 0.7743 

(area wage index) = $3201.03
Step 2: Add this number to the non-

labor share threshold amount.
$5700 × 0.27472 (non-labor share) = 

$1565.90 
$1565.90 + $3201.03 = $4766.93

Step 3: Apply the other facility-level 
adjustments.
$4766.96 × 1.17 (rural adjustment) × 1.0 

(teaching adjustment) = $5577.31
Step 4: Calculate the adjusted 

threshold amount by adding the 
estimated payment amount to the 
amount above.

VerDate jul<14>2003 19:45 Nov 12, 2004 Jkt 205001 PO 00000 Frm 00040 Fmt 4701 Sfmt 4700 E:\FR\FM\15NOR4.SGM 15NOR4



66961Federal Register / Vol. 69, No. 219 / Monday, November 15, 2004 / Rules and Regulations 

$5577.31 + $7267.75 = $12,845.06
If estimated costs exceed the adjusted 

threshold amount ($12,845.06), then the 
case will qualify for an outlier payment. 
If the IPF in the example reports charges 
of $21,000 and they have a cost-to-
charge ratio of 0.8, then the estimated 
cost of the case would be $16,800. The 
outlier amount is calculated below: 

Step 1: Calculate the difference 
between the estimated cost and the 
adjusted threshold amount.
$16,800—$12.845.06 = $3954.94

Step 2: Divide by the length of stay (in 
our example, 10 days).
$3594.94 / 10 = $395.49

Step 3: For days 1 through 9 of the 
stay, the IPF receives 80% of this 
difference.
$395.49 × 0.80 = $316.40 
$316.40 × 9 days = $2847.60

Step 4: For days 10 and beyond, the 
IPF receives 60% of the difference.
395 × 0.60 = $237.30 (in the example, 

the patient stays for 10 days, so the 
IPF receives the above amount for day 
10 only).
Therefore, the IPF in the example 

would receive a total outlier payment of 
$3084.90.
($2847.60 + $237.30). 

a. Statistical Accuracy of Cost-to-Charge 
Ratios 

We believe that there is a need to 
ensure that the cost-to-charge ratio used 
to compute an IPF’s estimated costs 
should be subject to a statistical 
measure of accuracy. Removing aberrant 
data from the calculation of outlier 
payments will allow us to enhance the 
extent to which outlier payments are 
equitably distributed and continue to 
reduce incentives for IPFs to under 
serve patients who require more costly 
care. Further, using a statistical measure 
of accuracy to address aberrant cost-to-
charge ratios would also allow us to be 
consistent with the outlier policy under 
the hospital inpatient prospective 
payment system. Therefore, we are 
making the following two proposals: 

• We will calculate two national 
ceilings, one for IPFs located in rural 
areas and one for facilities located in 
urban areas. We will compute the 
ceiling by first calculating the national 
average and the standard deviation of 
the cost-to-charge ratios for both urban 
and rural IPFs.

To determine the rural and urban 
ceilings, we will multiply each of the 
standard deviations by 3 and add the 
result to the appropriate national cost-
to-charge ratio average (either rural or 
urban). We believe that the method 
explained above results in statistically 

valid ceilings. If an IPF’s cost-to-charge 
ratio is above the applicable ceiling, the 
ratio is considered to be statistically 
inaccurate. Therefore, we will assign the 
national (either rural or urban) median 
cost-to-charge ratio to the IPF. Due to 
the small number of IPFs compared to 
the number of acute care hospitals, we 
believe that statewide averages used in 
the hospital inpatient prospective 
payment system, would not be 
statistically valid in the IPF context. 

In addition, the distribution of cost-to-
charge ratios for IPFs is not normally 
distributed and there is no limit to the 
upper ceiling of the ratio. For these 
reasons, the average value tends to be 
overstated due to the higher values on 
the upper tail of the distribution of cost-
to-charge ratios. Therefore, we will use 
the national median by urban and rural 
type as the substitution value when the 
facility’s actual cost-to-charge ratio is 
outside the trim values. Cost-to-charge 
ratios above this ceiling are probably 
due to faulty data reporting or entry, 
and, therefore, should not be used to 
identify and make payments for outlier 
cases because these data are clearly 
erroneous and should not be relied 
upon. In addition, we will update and 
announce the ceiling and averages using 
this methodology every year. 

• We will not apply the applicable 
national median cost-to-charge ratio 
when an IPF’s cost-to-charge ratio falls 
below a floor. We are adopting this 
policy because we believe IPFs could 
arbitrarily increase their charges in 
order to maximize outlier payments. 

Even though this arbitrary increase in 
charges should result in a lower cost-to-
charge ratio in the future (due to the lag 
time in cost report settlement), if we 
propose a floor on cost-to-charge ratios, 
we will apply the applicable national 
median for the IPFs actual cost-to-
charge ratio. Using the national median 
cost-to-charge ratio in place of the 
provider’s actual cost-to-charge ratio 
would estimate the IPF’s costs higher 
than they actually are and may allow 
the IPF to inappropriately qualify for 
outlier payments. 

Accordingly, we will apply the IPF’s 
actual cost-to-charge ratio to determine 
the cost of the case rather than creating 
and applying a floor. In such cases as 
described above, applying an IPF’s 
actual cost-to-charge ratio to charges in 
the future to determine the cost of the 
case will result in more appropriate 
outlier payments. 

Consistent with the policy change 
under the hospital inpatient prospective 
payment system, IPFs will receive their 
actual cost-to-charge ratios no matter 
how low their ratios fall. We are still 
assessing the procedural changes that 

would be necessary to implement this 
change. For this final rule, we are 
finalizing the above described policies. 

b. Adjustment of IPF Outlier Payments 

As discussed in the hospital inpatient 
prospective payment system final rule 
for outliers, we have implemented 
changes to the IPPS outlier policy used 
to determine cost-to-charge ratios for 
acute care hospitals, because we became 
aware that payment vulnerabilities exist 
in the current outlier policy. Because we 
believe the IPF outlier payment 
methodology is likewise susceptible to 
the same payment vulnerabilities, we 
are adopting the following changes: 

• Include in § 412.424(c)(2)(v) a cross-
reference to § 412.84(i) that was 
included in the final rule published in 
the Federal Register on June 9, 2003 (68 
FR 34515). Through this cross-reference, 
FIs will use more recent data when 
determining an IPF’s cost-to-charge 
ratio. Specifically, as provided in 
§ 412.84(i), FIs will use either the most 
recent settled IPF cost report or the most 
recent tentatively settled IPF cost report, 
whichever is later to obtain the 
applicable IPF cost-to-charge ratio. In 
addition, as provided under § 412.84(i), 
any reconciliation of outlier payments 
will be based on a ratio of costs to 
charges computed from the relevant cost 
report and charge data determined at the 
time the cost report coinciding with the 
discharge is settled. 

Include in proposed § 412.424(c)(2)(v) 
a cross reference to § 412.84(m) (that 
was included in the final rule published 
in the Federal Register on June 9, 2003 
(68 FR 34415) to revise the outlier 
policy under the hospital inpatient 
prospective payment system). Through 
this cross-reference, IPF outlier 
payments may be adjusted to account 
for the time value of money during the 
time period it was inappropriately held 
by the IPF as an ‘‘overpayment.’’ We 
also may adjust outlier payments for the 
time value of money for cases that are 
‘‘underpaid’’ to the IPF. In these cases, 
the adjustment will result in additional 
payments to the IPF. Any adjustment 
will be based upon a widely available 
index to be established in advance by 
the Secretary, and will be applied from 
the midpoint of the cost reporting 
period to the date of reconciliation. 

We received several comments on the 
proposed outlier policy. Most of the 
comments expressed support for the 
proposed outlier policy.

Comment: Many commenters 
indicated that the outlier level is too 
low and that there should be a 
mechanism to appeal an outlier 
payment. The commenters
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recommended establishing the outlier 
policy at 5 percent of the total IPF PPS. 

Response: We are maintaining a 2 
percent outlier policy in the final IPF 
PPS. The 2 percent outlier target 
percentage is lower than the target 
outlier percentage of other prospective 
payment systems that contain outlier 
polices, which range from 3 percent in 
the inpatient rehabilitation PPS to 8 
percent in the LTCH PPS. The target 
outlier percentage in IPPS is about 5 
percent. However, these other systems 
are per case or per episode payment 
systems in which Medicare’s payment 
does not automatically account for the 
higher costs associated with longer 
lengths of stay. In a per diem system, 
such as the IPF PPS, there is less of a 
need for outlier payments because it 
automatically adjusts payments for 
length of stay. Therefore, we believe that 
2 percent of total IPF PPS payment is 
appropriate. We estimate that 
approximately 5 percent of IPF cases 
would meet the fixed dollar loss 
threshold amount and qualify for an 
average outlier payment of $3,248. 

If the provider is dissatisfied with the 
amount of payment, they can invoke 
existing appeal rights. 

Comment: Several commenters 
recommended modifying the outlier 
calculation so that the proposed risk 
sharing percentage of 60 percent for the 
ninth and subsequent days is increased 
to 80 percent. 

Response: We proposed to reduce the 
risk sharing percentage from 80 percent 
to 60 percent after the 8th day of the 
stay. The choice of the 8th day was 
based on the fact that a single variable 
per diem adjustment was proposed for 
days 5 through 8, and we thought it 
appropriate to make the change in the 
risk sharing percentage change coincide 
with the change in the variable per diem 
adjustment factor. After analyzing new 
data and based on public comments, we 
have revised the variable per diem 
adjustment factors so that they vary 
continuously over the first 22 days of 
the stay. As a result, there is no longer 
any reason to make the change in the 
risk sharing percentage coincide with 
the variable per diem adjustment 
factors. In this final rule, we are 
changing the risk sharing percentage 
from 80 percent to 60 percent after the 
9th day of the stay. We chose to include 
the 9th day in the 80 percent risk 
sharing category because 9 days is the 
median length of stay. The median 
implies that one-half of the cases have 
a length of stay greater than 9 days, and 
the other half have a length of stay less 
than 9 days, which also can be 
interpreted as implying that the 
‘‘typical’’ case has a length of stay of 9 

days. We will pay the 80 percent risk 
sharing percentage for all cases whose 
length of stay is less than or equal to the 
length of stay of the typical case. We are 
reducing the risk sharing percentage for 
cases whose length of stay exceeds that 
of the typical case, because as we noted 
in the proposed rule (68 FR 66934), we 
are concerned that a single risk sharing 
percentage at 80 percent might provide 
an incentive to increase length of stay in 
order to received additional outlier 
payments. Reducing the amount 
Medicare shares in the loss of high cost 
cases provides an incentive for an IPF 
to contain costs once a case qualifies for 
outlier payments. The reduction from 80 
percent to 60 percent is adequate to 
provide such an incentive, while 
maintaining a significant degree of risk 
sharing. 

Comment: Many commenters 
requested that CMS provide additional 
information to the sample calculation 
presented in the proposed rule. The 
commenters also recommended that 
CMS explain the circumstances under 
which an outlier would be paid (interim 
billing or at the time of discharge). 

Response: Since outlier payments will 
be made on a per-case basis, a 
determination as to whether a case 
qualifies for an outlier payment cannot 
be made until discharge. We are 
concerned about the potential for 
overpayments associated with IPF stays 
that may appear to qualify for outlier 
payments early in the stay, but do not 
meet the fixed dollar loss threshold 
once all costs and IPF PPS payments are 
considered. To avoid this situation, we 
proposed in § 412.432(d), that 
additional payments for outliers are not 
made on an interim basis. Rather, 
outlier payments are made based on the 
submission of a discharge bill. We are 
adopting this provision in this final 
rule. 

Comment: Several commenters 
recommended clarification on the 
methodology for determining the cost-
to-charge ratio, a clear definition of the 
numerator and denominator in the ratio, 
identifying the applicable worksheet 
location for data on costs and charges, 
as well as the appeal or comments that 
might be available when the national 
cost-to-charge ratios are published. 

Response: We intend to follow similar 
procedures as outlined in the IPPS final 
rule published in the Federal Register 
on June 9, 2003 (68 FR 34498). IPF PPS 
outlier methodology requires the FI to 
calculate the provider’s overall 
Medicare cost-to-charge ratio using the 
facility’s latest settled cost report or 
tentatively settled cost report 
(whichever is from the later period), and 
associated data. Cost-to-charge ratios 

will be updated each time a subsequent 
cost report is settled or tentatively 
settled. Total Medicare charges will 
consist of the sum of inpatient routine 
charges and the sum of inpatient 
ancillary charges including capital. 
Total Medicare costs will consist of the 
sum of inpatient routine costs (net of 
private room differential and swing bed 
cost) plus the sum of ancillary costs 
plus capital-related pass-through cost 
only. Based on current Medicare cost 
reports and worksheet, specific FI 
instructions are described below. 

For freestanding IPFs, Medicare 
charges will be obtained from 
Worksheet D–4, column 2, lines 25 
through 30, plus line 103 from the cost 
report. For freestanding IPFS, total 
Medicare costs will be obtained from 
worksheet D–1, Part II, line 49 minus 
(Worksheet D, Part III, column 8, lines 
25 through 30, plus Worksheet D, Part 
IV, column 7, line 101). Divide the 
Medicare costs by the Medicare charges 
to compute the cost-to-charge ratio. 

For IPFs that are distinct part 
psychiatric units, total Medicare 
inpatient routine charges will be 
estimated by dividing Medicare routine 
costs on Worksheet D–1, Part II, line 41, 
by the result of Worksheet C, Part I, line 
31, column 3 divided by line 31, 
column 6. Add this amount to Medicare 
ancillary charges on Worksheet D–4, 
column 2, line 103 to arrive at total 
Medicare charges. To calculate the total 
Medicare costs for distinct part units, 
data will be obtained from Worksheet 
D–1, Part II, line 49 minus (Worksheet 
D, part III, column 8, line 31 plus 
Worksheet D, Part IV, column 7, line 
101). All references to Worksheet and 
specific line numbers should 
correspond with the subprovider 
identified as the IPF unit, that is the 
letter ‘‘S’’ is the third position of the 
Medicare provider number. Divide the 
total Medicare costs by the total 
Medicare charges to compute the cost-
to-charge ratio.

If the provider is dissatisfied with the 
FI’s cost-to-charge ratio determination, 
they can invoke their applicable appeal 
rights. 

2. Interrupted Stays 
In the proposed rule, we proposed an 

interrupted stay policy based on our 
concern that IPFs could maximize 
inappropriate Medicare payment by 
prematurely discharging patients after 
they receive the higher variable per 
diem adjustments and then readmitting 
the same patient. Under the proposed 
policy, if a patient is discharged from an 
IPF and returns to the same IPF before 
midnight on the fifth consecutive day 
following discharge, the case is
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considered to be continuous for 
applying the variable per diem 
adjustments and determining whether 
the case qualifies for outlier payments. 
Therefore, we would not apply the 
variable per diem adjustments for the 
second admission and would combine 
the costs of both admissions for the 
purpose of outlier payments. We 
proposed this policy in order to lower 
the incentive for a hospital to move 
patients among Medicare-covered sites 
in order to maximize Medicare 
payments. We received many public 
comments regarding the proposed 
interrupted stay policy. Most of the 
commenters requested that we delete 
the interrupted stay policy, provide an 
exception for discharges to an acute care 
hospital in order to receive medical or 
surgical services, for readmissions due 
to psychiatric decompensation, or 
shorten the duration of the interrupted 
stay policy. In this final rule, we are 
retaining the interrupted stay policy, but 
we are shortening the duration to 3 
days. 

Therefore, if a patient is discharged 
from an IPF and admitted to any IPF 
within 3 consecutive days of the 
discharge from the original IPF stay, the 
stay would be treated as continuous for 
purposes of the variable per diem 
adjustment and any applicable outlier 
payment. 

For example a patient is discharged 
from an IPF on March 10 after an initial 
stay of 7 days and is admitted to another 
IPF on March 12 (before midnight of the 
3rd consecutive day). The 
‘‘readmission’’ is considered a 
continuation of the initial stay. 
Therefore day 1 of the readmission will 
be considered day 8 of the combined 
stay for purposes of the variable per 
diem stay and any applicable outlier 
payment. 

Comment: A few commenters stated 
that after a 5-day interruption, the 
patient would need a full workup 
similar to the admission process on the 
first day. One commenter stated that the 
proposed 5-day interrupted stay policy 
financially penalizes IPFs for ensuring 
that their patients receive necessary 
emergency medical care. 

Most commenters requested that we 
shorten the duration of the interrupted 
stay policy. Other commenters stated 
that a 5-day interrupted stay policy 
would require IPFs to hold claims and 
not bill Medicare until after the fifth day 
of discharge and that a 5-day 
interrupted stay policy could cause IPFs 
to delay readmissions to avoid the 
policy. 

Several commenters recommended 
that we reduce the duration of the 
interrupted stay policy to 3 days to 

coincide with the 72-hour rule for 
bundling of outpatient charges under 
IPPS. Other commenters suggested a 3-
day interrupted stay policy in order to 
be consistent with the interrupted stay 
policy in the IRF prospective payment 
system. However, a few commenters 
suggested that we extend the 
interrupted stay policy to readmissions 
to the IPF within 15 or 30 days of the 
patients discharge that would prompt a 
readmission review by the hospital’s 
Quality Improvement Organization. 

Response: In the proposed rule, we 
indicated that an absence from the IPF 
of less than 5 days would not 
necessitate repeating many of the 
admission-related services such as 
psychiatric evaluations and the patient’s 
medical history. After receiving public 
comments we reanalyzed the duration 
of the interrupted stay policy. We now 
agree that after a 5-day absence from the 
IPF there are psychiatric and laboratory 
tests that would need to be repeated. As 
a result, we have revised the duration of 
the interrupted stay policy in this final 
rule from 5 days to 3 days. 

Comment: Several commenters did 
not believe an interrupted stay policy 
was necessary to avoid inappropriate 
transfers and readmissions to the IPF. 
One commenter stated that adequate 
safeguards already exist, such as the 
physician certification and 
recertification requirements, significant 
medical malpractice risk of premature 
discharge, periodic review of practice 
patterns by local licensing and national 
accreditation bodies, and FI audits. 

Response: Despite the safeguards 
identified by the commenters, 
inappropriate transfers and 
readmissions of psychiatric patients 
continue to occur. For this reason, we 
continue to believe an interrupted stay 
policy is necessary to discourage 
inappropriate discharges and 
readmissions to IPFs. 

Comment: The majority of 
commenters requested that we provide 
an exception to the interrupted stay 
policy when a patient is discharged to 
an acute care hospital for medical care. 
The commenters maintain that the 
resources required to treat the patient at 
the time of readmission are of similar 
intensity to those required at the point 
of first admission. All assessments 
(including history and physical and 
psychiatric assessment) as well as the 
comprehensive treatment plan need to 
be reviewed and revised. In addition, 
the medical condition that required 
treatment must be addressed and 
incorporated into the ongoing treatment. 
One commenter suggested that 
discharges and subsequent readmissions 
to the IPF due to psychiatric 

decompensation should not be subject 
to the interrupted stay policy as well. 

Response: Although we agree that 
some additional resources will be 
expended by IPFs when a patient is 
readmitted, we believe the resources 
required to reassess a patient upon 
readmission would be greatly reduced 
after a 3-day interrupted stay compared 
to the proposed 5-day interrupted stay 
policy. In addition, since almost three 
fourths of IPFs are distinct part 
psychiatric units in acute care hospitals, 
we remain concerned about hospitals 
inappropriately shifting patients 
between the psychiatric unit and the 
medical unit, thus receiving both the 
full DRG payment for the admission to 
the acute care hospital, and IPF 
payment for the admission to the 
excluded psychiatric unit. 

Comment: One commenter asked if 
the interrupted stay policy applies if a 
patient is discharged to receive acute 
care and is readmitted to a different IPF 
than the IPF that originally discharged 
and transferred the patient. The 
commenter indicated that the shuffling 
of psychiatric patients from hospital to 
hospital is an abusive practice that the 
interrupted stay policy should address.

Response: We share the commenter’s 
concern about the ‘‘shuffling’’ of 
psychiatric patients from hospital to 
hospital. We believe adopting an 
interrupted stay policy will address this 
concern from the viewpoint of the IPF 
PPS. 

One example is when a patient is 
discharged from a psychiatric unit to 
receive acute care and discharged at the 
completion of the hospital IPPS stay, 
then transferred to a freestanding 
psychiatric hospital rather than 
returning to the psychiatric unit. Under 
the interrupted stay policy, if the 
readmission to the psychiatric hospital 
occurs within the 3-day interrupted stay 
timeframe, of the initial psychiatric unit 
stay, we would not pay the psychiatric 
hospital the variable per diem 
adjustments for the initial days of the 
original psychiatric unit stay otherwise 
applicable to the stay. The transferring 
hospital would send the psychiatric 
hospital the patient’s medical record 
that will include information regarding 
the prior psychiatric stay in accordance 
with the hospital condition of 
participation for discharge planning 
(§ 482.43). 

As a result, we have revised 
§ 412.424(d) to clarify that if a patient is 
discharged from an IPF and is 
readmitted to the same or another IPF 
before midnight on the third 
consecutive day following the discharge 
from the original IPF stay, the case is 
considered to be continuous for
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applying the variable per diem 
adjustments and determining whether 
the case qualifies for outlier payments. 

Comment: Several commenters asked 
if the interrupted stay policy would 
apply if a patient is transferred from a 
distinct part psychiatric unit to the 
hospital’s medical unit and is 
readmitted to the IPF within the 5-day 
interrupted stay timeframe, but with a 
different principal diagnosis. 

Response: In the situation described 
by the commenter, the interrupted stay 
policy would apply. A psychiatric 
patient whose illness is severe enough 
to require inpatient psychiatric 
treatment, should be receiving care for 
all of their psychiatric conditions. 
Therefore, if this psychiatric patient was 
discharged for acute medical care, and 
upon discharge from the acute medical 
hospital the patient still required 
inpatient psychiatric treatment, that 
treatment should be considered a 
continuation of the original stay. Thus, 
the principal diagnosis upon 
readmission is not relevant to the 
interrupted stay policy. 

Comment: One commenter asked if 
the interrupted stay policy would apply 
when a patient is discharged to a partial 
hospitalization program, decompensates 
while in that program, necessitating a 
readmission to the IPF within 5 days of 
the discharge from the IPF. 

Response: Under this final rule, if a 
patient was in an IPF and was 
discharged to a partial hospitalization 
program but then required readmission 
to an IPF within the 3-day timeframe, 
the stay is considered an interrupted 
stay. The interrupted stay policy applies 
to all discharges and subsequent 
readmissions to an IPF within 3 
consecutive days. 

3. Stop-Loss Provision 
Many commenters who believed that 

they would be disadvantaged by 
implementation of the IPF PPS, 
requested that we provide additional 
payments through a risk sharing 
arrangement. We considered 
alternatives that would reduce financial 
risk to facilities expected to experience 
substantial reductions in Medicare 
payments during the period of transition 
to the IPF PPS. 

Specifically, we considered stop-loss 
policies that would guarantee each 
facility, total IPF PPS payments no less 
than a minimum percent of its TEFRA 
payments, had the IPF PPS not been 
implemented. The two values for the 
minimum percent of TEFRA payments 
we examined were 70 percent and 80 
percent. The 80 percent option was 
considered because 80 percent is a 
commonly used rate of risk-sharing in 

Medicare programs. We pay 80 percent 
of the estimated costs of outlier cases 
beyond the outlier threshold, and 80 
percent is similarly used in other 
Medicare PPS’s, as well as in many 
other insurance arrangements. The 70 
percent option was assessed as an 
alternative, because it more narrowly 
targets stop-loss payments to facilities 
with greater financial risk. 

Each of these policies was applied to 
the IPF PPS portion of Medicare 
payments during the transition. Hence, 
during year 1, three-quarters of the 
payment would be based on TEFRA and 
one-quarter on the IPF PPS. In year 2, 
one-half of the payment would be based 
on TEFRA and one-half on the IPF PPS. 
In year 3, one-quarter of the payment 
would be based on TEFRA and three-
quarters on the IPF PPS. In year 4 of the 
IPF PPS, Medicare payments are based 
100 percent on the IPF PPS. 

The combined effects of the transition 
and the stop-loss policies would be to 
ensure that the total estimated IPF PPS 
payments would be no less than 92.5 or 
95 percent in year 1, 85 or 90 percent 
in year 2, and 77.5 or 85 percent in year 
3, depending upon whether the 70 
percent or the 80 percent stop-loss 
option were implemented. Under the 70 
percent policy, 75 percent of total 
payment would be TEFRA payments, 
and the 25 percent would be IPF PPS 
payments, which would be guaranteed 
to be at least 70 percent of the TEFRA 
payments. The resulting 92.5 percent of 
TEFRA payments is the sum of 75 
percent and 25 percent times 70 percent 
(which equals 17.5 percent). 

The 70 percent of TEFRA payment 
stop-loss policy would require a 
reduction in the Federal per diem and 
ECT base rates of 0.39 percent in order 
to make the stop-loss payments budget 
neutral. We estimate that about 10 
percent of IPFs would receive stop-loss 
payments under the 70 percent policy. 

The 80 percent of TEFRA stop-loss 
policy would require a reduction in the 
Federal per diem rate of almost 2 
percent in order to make the stop-loss 
policy budget neutral. We estimate that 
almost 27 percent of all facilities would 
receive additional payments under the 
80 percent stop-loss policy. 

We also considered a risk-sharing 
policy modeled on the same principles 
as the case-level outlier policy, but 
applied at the facility level. Under this 
approach, we considered the case in 
which an IPF would have to incur a 12 
percent loss in IPF PPS payments 
relative to TEFRA and then we would 
pay 80 percent of additional losses. This 
approach was estimated to require a 
reduction in the Federal per diem and 
ECT base rates of about 12 percent. 

In order to target the stop-loss policy 
to the IPFs that may experience the 
greatest impact relative to current 
payments and to limit the size of the 
reductions to the Federal per diem and 
ECT base rates required to maintain 
budget neutrality, we are adopting the 
70 percent stop-loss provision. We have 
added a new paragraph (d) to § 412.426 
to include the 70 percent stop-loss 
provision as part of the 3-year transition 
to the IPF PPS. We will monitor 
expenditures under this policy to 
evaluate its effectiveness in targeting 
stop-loss payments to IPFs facing the 
greatest financial risk. 

4. Physician Recertification 
Requirements

In the proposed rule, we proposed to 
modify the timing of the first physician 
recertification after admission to the 
IPF. We proposed to revise § 424.14(d) 
to require that a physician recertify a 
patient’s continued need for inpatient 
psychiatric care on the tenth day 
following admission to the IPF rather 
than the 18th day following admission 
to the IPF. 

Also, we proposed to amend § 424.14 
by adding a new paragraph (c)(3) to 
require that, in recertifying a patient’s 
need for continued inpatient care, a 
physician must indicate that the patient 
continues to need, on a daily basis, 
inpatient psychiatric care (furnished 
directly by or requiring the supervision 
of IPF personnel) or other professional 
services that, as a practical matter, can 
be provided only on an inpatient basis. 
We received a few comments supporting 
the proposed change. However, most of 
the commenters did not support the 
proposed changes and indicated 
inconsistencies in the timeframes 
currently required for IPFs that warrant 
additional analysis. As a result, we are 
not including the proposed physician 
re-certification requirements in this 
final rule. We will continue to require 
that a physician recertify a patient’s 
continued need for inpatient psychiatric 
care on the 18th day following 
admission to the IPF. 

VII. Implementation of the IPF PPS 

A. Transition Period 

1. Existing Providers 
We proposed a 3-year transition 

period during which IPFs would receive 
a blended payment of the Federal per 
diem payment amount and the facility-
specific payment amount the IPF would 
receive under the TEFRA payment 
methodology. We proposed that the first 
year of the transition would be 15 
months. Thus the first year of transition 
is for cost reporting periods beginning
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on or after April 1, 2004 and before July 
1, 2005. The proposed total payment for 
this period would consist of 75 percent 
based on the TEFRA payment system 
and 25 percent based on the proposed 
IPF prospective payment amount. 

We also proposed that for cost 
reporting periods beginning on or after 
July 1, 2005 and before July 1, 2006, the 
total payment would consist of 50 
percent based on the TEFRA payment 
system, and 50 percent based on the 
proposed IPF prospective payment 
amount. In addition, we also proposed 
that for cost reporting periods beginning 
on or after July 1, 2006 and before July 
1, 2007, the total payment would consist 
of 25 percent based on the TEFRA 
payment system and 75 percent based 
on the proposed IPF prospective 
payment amount. Thus, we proposed 
that payments to IPFs would be at 100 
percent of the proposed IPF prospective 
payment amount for cost reporting 
periods beginning on or after July 1, 
2007. 

We proposed this transition period so 
existing IPFs would have time to adjust 
their cost structures and integrate the 
effects of changing to the IPF PPS 
payment system. We specified that we 
would not allow IPFs the option to be 
paid at 100 percent of the IPF PPS 
payment amount in the first year of the 
transition, but would require all IPFs to 
receive the blended IPF payments 
during the 3-year transition period. 

However, new IPFs would be paid the 
full Federal per diem payment amount 
rather than a blended payment amount. 
This is because the transition period is 
intended to provide currently existing 
IPFs time to adjust to payment under 
the new system. A new IPF would not 
have received payment under TEFRA 
for delivery of IPF services before the 
effective date of the IPF PPS. Therefore, 
we believe new IPFs do not need a 
transition to adjust their operating or 
capital financing that IPFs that have 
been paid under the TEFRA payment 
methodology would need. 

In the proposed rule (68 FR 66920), 
we defined new IPFs as those IPFs that, 
under current or previous ownership or 
both, have their first cost reporting 
period as an IPF beginning on or after 
April 1, 2004. In this final rule, we 
define a new provider as those IPFs that, 
under current or previous ownership or 
both, have their first cost reporting 
period as an IPF beginning on or after 
January 1, 2005 to coincide with the 
effective date of the final IPF PPS. 

Comment: The majority of 
commenters requested that we provide 
an option for IPFs to forego the 
transition and be paid at 100 percent of 
the IPF PPS payment amount in the first 

year of the transition. The commenters 
stated that other PPSs, specifically IRF 
PPS and LTCH PPS, included that 
option. 

The commenters also stated that a 
mandatory transition period causes IPFs 
to continue to be paid under the 
outdated TEFRA payment system. The 
commenters requested that IPFs that are 
substantially underpaid under TEFRA 
or those that would be last to begin the 
transition to the IPF PPS because of the 
timing of their cost reporting year 
should be permitted to receive 100 
percent of the Federal per diem 
payment amount. 

One commenter stated that failure to 
provide for a 100 percent IPF PPS 
payment option disadvantages efficient 
providers. The commenter indicated 
IPFs that choose this option would 
strive to become more cost efficient 
more quickly. In addition, the blended 
payment methodology during the 
transition period could lead to 
payments that are less than current cost-
based payments and would penalize 
IPFs that have a low TEFRA rate. 
Several commenters indicated that a 100 
percent IPF PPS payment option would 
avoid the complications and financial 
burden of a blended payment process 
due to accounting difficulties caused by 
being paid under two payment systems. 

One commenter indicated that the 
protection offered by the transition is 
short-lived and that psychiatric units 
suffering the greatest losses will 
experience significant financial 
hardship until the IPF PPS is refined to 
account for more of the variation in the 
per diem costs of psychiatric units and 
psychiatric hospitals. 

Another commenter indicated that 
hospitals would be unable to offset 
Medicare ‘‘losses’’ under the IPF PPS 
with gains in other services. The 
commenter indicated that it would be 
very difficult for many of these hospitals 
to support ‘‘losses’’ in their psychiatric 
units for the long term and that some 
hospitals may decide to close their 
psychiatric units, which would result in 
diminished access for beneficiaries. 

However, several commenters 
specifically requested that CMS retain 
the proposed 3-year transition period. 
The commenters stated that the IPF PPS 
could have unexpected financial 
consequences for IPFs and the full 
transition period is needed to enable 
IPFs to adapt to the new payment 
system. The commenters are concerned 
that allowing immediate 
implementation of the IPF PPS would 
dilute the Federal per diem base rate 
and exacerbate the redistributive effect 
of the new payment system. Several 
commenters indicated that the 

availability of new funding, a 100 
percent of the Federal per diem 
payment amount option would result in 
further reductions to the Federal per 
diem base rate. As a result, these 
commenters would support a 100 
percent option, but only if there is new 
funding available.

Other commenters requested that 
CMS phase-in the new IPF PPS more 
slowly, to allow corrections to any 
serious errors in the IPF PPS before full 
implementaion. Commenters 
recommended that CMS lengthen the 
transition to 5 or 6 years and perhaps for 
as long as 10 years to enable CMS to 
refine the IPF PPS before the full 
implementation. 

Response: We have retained the 
transition period in the final IPF PPS. 
We believe this approach strikes an 
appropriate balance between IPFs that 
are prepared immediately to move to 
full implementation of the IPF PPS and 
those IPFs that need time to make the 
changes before the full implementation 
of the new PPS. 

Section 305(b)(10)(c) of BIPA allowed 
IRFs to elect to be paid 100 percent of 
the adjusted facility Federal prospective 
payment for each cost reporting period 
to which the blended payment 
methodology would other wise have 
been applied. In implementing LTCHs 
5-year transition period of the PPS, one 
of the goals was to transition hospitals 
to full prospective payments as soon as 
appropriate. Due to the longer length of 
the transition period, under the LTCH 
PPS, we allowed LTCHs to elect 
payment based on 100 percent of the 
Federal rate at the start of any of its cost 
reporting periods during the 5-year 
transition period. Once the election to 
be paid 100 percent of the Federal per 
diem base rate was made, the LTCH was 
not able to revert to the transition blend. 

The IPF statute does not mandate that 
IPFs be given the option to elect to be 
paid 100 percent of IPF PPS payment 
amount immediately Federal rate. The 
shorter timeframe of a 3-year transition 
period was to provide all IPFs adequate 
time to make the most prudent 
adjustments to their operations and 
capital financing to secure the 
maximum benefits of the new PPS. 

Absent the availability of additional 
funds, the reallocation of existing funds 
in budget neutral payment systems 
cause shifts in facility payments. The 
aim of having an IPF PPS payment 
amount that is a blend of an ever-
decreasing TEFRA portion and ever 
increasing IPF PPS portion is to mitigate 
dramatic negative effects of converting 
too quickly to a new payment system. 
Every budget neutral payment system 
will impact different provider groups
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