Rural and Smaller Hospitals Disadvantaged Under New M edicare Requlations

Changes to the Medicare Inpatient Prospective Payment System (1PPS) by the Centers for
Medicare and Medicaid Services (CMS) significantly affect how hospitals will be reimbursed for
FY 2008. These changes include the continued phase-in of relative weights based on hospital-
specific costs and new Medicare severity-adjusted DRGs (MS-DRGs). The FY 2008 regulations
redistribute revenues among certain types of facilities and may profoundly affect the bottom line
for many hospitals.

The Medicare IPPS pays hospitals on the basis of pre-determined rates. The system includes
numerous technical adjustments based on factors such as local area wage differences, a hospital’s
indigent caseload, and whether a hospital has ateaching program. The system also allows
additional payment for cases that are unusually costly, referred to as “outlier” cases.

The complexity of the IPPS makesit difficult to gauge the effects of changesto a particular
component of the payment system. Some components are patient-specific, some are hospital-
specific, and some are interrelated with other components. It can therefore be difficult to
measure the effects for particular types of hospitals such as urban vs. rural or for categories such
as bed size.

Thisanaysisis based on the FY 2006 MedPAR file that CM S used in promulgating the final
regulations for FY 2008. More than 3,600 short term acute care hospitals were included
representing more than $100 billion in IPPS payments per year. |1PPS payment was computed on
a patient-by-patient basis according to payment regulations for respective fiscal years. Each
component of reimbursement was included in calculating payment: the respective DRG
definitions, relative weights, hospital blended rate, outlier payments, capital payments, DSH
adjustments, IME adjustments, transfer adjustments, etc.

The resulting computations of |PPS payment were then summarized by type of hospital (i.e.
urban or rural) and by bed size (i.e. number of acute care beds available). Rural hospitals
reclassified by CM S as urban were tabulated as urban.

Data indicate that larger hospitals tend to fare better under the new regulations than smaller
hospitals. Hospitals with fewer than 100 beds realize a 0.7% increase in | PPS payment while
hospitals with 100 beds or more realize a 1.8% increase.

There are two general characteristics that may help to explain thistendency. First, larger
hospitals tend to attract more severely ill patients. Since the new MS-DRGs will allocate more
payment to higher weighted severity levels there will be a corresponding shift of reimbursement.
Second, the continued phase-in of relative weights based on costs will cause some redistribution
of reimbursement among medical services. Most notably, cardiovascular services will
experience significant declines.

Since rural hospitals tend to be smaller, rural hospitals as a group are expected to experience an
increase of only 0.7% in 1PPS reimbursement versus a 1.8% increase for urban hospitals. (These
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projections are based on short-term acute care hospitals only and do not include Critical Access

Hospitals.)

Projected IPPS Payment by Urban vs Rural Classification and by Number of Acute Beds

FY2006 FY2007 FY2008

Number | IPPS Payment | IPPS Payment % Change | IPPS Payment % Change
Type/Beds Hospitals ($ million) ($ million)  Inc/(Dec) ($ million)  Inc/(Dec)
Urban
0-99 beds 634 $3,945.9 $4,201.0 6.5% $4,253.5 1.2%
100-199 879 $17,807.1 $18,792.8 5.5% $19,177.5 2.0%
200-299 485 $20,259.1 $21,292.8 5.1% $21,686.5 1.8%
300-499 424 $28,167.1 $29,312.1 4.1% $29,921.6 2.1%
500 + 185 $24,475.9 $25,221.1 3.0% $25,593.4 1.5%
Total Urban 2,607 $94,655.2 $98,819.7 4.4% $100,632.4 1.8%
Rural
0-49 beds 432 $1,281.3 $1,327.9 3.6% $1,305.3 -1.7%
50-99 373 $3,231.2 $3,394.5 5.1% $3,425.0 0.9%
100-149 142 $2,295.9 $2,383.3 3.8% $2,412.6 1.2%
150-199 65 $1,783.0 $1,848.5 3.7% $1,859.7 0.6%
200 + 49 $2,277.1 $2,360.0 3.6% $2,387.5 1.2%
Total Rural 1,061 $10,868.5 $11,314.1 4.1% $11,390.0 0.7%
Total 3,668 $105,523.7 $110,133.8 4.4% $112,022.4 1.7%

TECHNICAL NOTES:
Data are based on the FY2006 MedPAR file. Thisisa file of 100% of all Medicare fee-for-service claims

representing discharges during the 12 months ending September 30, 2006 and billed as of 2/28/2007. Thisisthe
same file used by CMSin promulgating the final IPPSregulations for FY2008. Only short-term acute care

hospitals were included and hospitals were excluded if they did not have sufficient data to project IPPS

reimbursement for the periods studied. Hospitals were also excluded if their number of acute care beds could not be
determined from cost report information. No adjustments were made to the data to account for inflation among the
periods and no adjustments were made to disregard the “ behavioral offset” proposed by CMS.
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