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Appendix A—Regulatory Analysis of 
Impacts 

[If you choose to comment on issues in this 
section, please include the caption ‘‘Impact 
Analyses’’ at the beginning of your 
comment.] 

I. Background and Summary 
We have examined the impacts of this 

proposed rule as required by Executive Order 
12866 (September 1993, Regulatory Planning 
and Review) and the Regulatory Flexibility 
Act (RFA) (September 19, 1980, Pub. L. 96–
354), section 1102(b) of the Social Security 
Act, the Unfunded Mandates Reform Act of 
1995 (Pub. L. 104–4), and Executive Order 
13132. 

Executive Order 12866 directs agencies to 
assess all costs and benefits of available 
regulatory alternatives and, if regulation is 
necessary, to select regulatory approaches 
that maximize net benefits (including 
potential economic, environmental, public 
health and safety effects, distributive 
impacts, and equity). A regulatory impact 
analysis (RIA) must be prepared for major 
rules with economically significant effects 
($100 million or more in any 1 year). 

We have determined that this proposed 
rule is a major rule as defined in 5 U.S.C. 
804(2). Based on the overall percentage 
change in payments per case estimated using 
our payment simulation model (a 4.9 percent 
increase), we estimate that the total impact of 
these proposed changes for FY 2005 
payments compared to FY 2004 payments to 
be approximately a $4.3 billion increase. As 
a result, total IPPS payments will increase 
from approximately $100 billion to 
approximately $104.3 billion. This amount 
does not reflect changes in hospital 
admissions or case-mix intensity, which 
would also affect overall payment changes. 

The RFA requires agencies to analyze 
options for regulatory relief of small 
businesses. For purposes of the RFA, small 
entities include small businesses, nonprofit 
organizations, and government agencies. 
Most hospitals and most other providers and 
suppliers are small entities, either by 
nonprofit status or by having revenues of $5 
million to $25 million in any 1 year. For 
purposes of the RFA, all hospitals and other 
providers and suppliers are considered to be 
small entities. Individuals and States are not 
included in the definition of a small entity. 

In addition, section 1102(b) of the Act 
requires us to prepare a regulatory impact 
analysis for any proposed rule that may have 
a significant impact on the operations of a 
substantial number of small rural hospitals. 
This analysis must conform to the provisions 
of section 603 of the RFA. With the exception 
of hospitals located in certain New England 
counties, for purposes of section 1102(b) of 
the Act, we previously defined a small rural 
hospital as a hospital with fewer than 100 
beds that is located outside of a Metropolitan 
Statistical Area (MSA) or New England 
County Metropolitan Area (NECMA). 
However, under the new labor market 
definitions that we are proposing to adopt, 
we no longer employ NECMAs to define 
urban areas in New England. Therefore, we 
now define a small rural hospital as a 
hospital with fewer than 100 beds that is 

located outside of an MSA. Section 601(g) of 
the Social Security Amendments of 1983 
(Pub. L. 98–21) designated hospitals in 
certain New England counties as belonging to 
the adjacent NECMA. Thus, for purposes of 
the IPPS, we continue to classify these 
hospitals as urban hospitals. 

Section 202 of the Unfunded Mandates 
Reform Act of 1995 (Pub. L. 104–4) also 
requires that agencies assess anticipated costs 
and benefits before issuing any proposed rule 
(or a final rule that has been preceded by a 
proposed rule) that may result in an 
expenditure in any 1 year by State, local, or 
tribal governments, in the aggregate, or by the 
private sector, of $100 million. This proposed 
rule would not mandate any requirements for 
State, local, or tribal governments. 

Executive Order 13132 establishes certain 
requirements that an agency must meet when 
it promulgates a proposed rule (and 
subsequent final rule) that imposes 
substantial direct requirement costs on State 
and local governments, preempts State law, 
or otherwise has Federalism implications. 
We have reviewed this proposed rule in light 
of Executive Order 13132 and have 
determined that it would not have any 
negative impact on the rights, roles, and 
responsibilities of State, local, or tribal 
governments. 

In accordance with the provisions of 
Executive Order 12866, this proposed rule 
was reviewed by the Office of Management 
and Budget. 

The following analysis, in conjunction 
with the remainder of this document, 
demonstrates that this proposed rule is 
consistent with the regulatory philosophy 
and principles identified in Executive Order 
12866, the RFA, and section 1102(b) of the 
Act. The proposed rule would affect 
payments to a substantial number of small 
rural hospitals as well as other classes of 
hospitals, and the effects on some hospitals 
may be significant. 

II. Objectives 

The primary objective of the IPPS is to 
create incentives for hospitals to operate 
efficiently and minimize unnecessary costs 
while at the same time ensuring that 
payments are sufficient to adequately 
compensate hospitals for their legitimate 
costs. In addition, we share national goals of 
preserving the Medicare Trust Fund. 

We believe the changes in this proposed 
rule would further each of these goals while 
maintaining the financial viability of the 
hospital industry and ensuring access to high 
quality health care for Medicare 
beneficiaries. We expect that these proposed 
changes would ensure that the outcomes of 
this payment system are reasonable and 
equitable while avoiding or minimizing 
unintended adverse consequences. 

III. Limitations of Our Analysis 

The following quantitative analysis 
presents the projected effects of our proposed 
policy changes, as well as statutory changes 
effective for FY 2005, on various hospital 
groups. We estimate the effects of individual 
policy changes by estimating payments per 
case while holding all other payment policies 
constant. We use the best data available, but 

we do not attempt to predict behavioral 
responses to our proposed policy changes, 
and we do not make adjustments for future 
changes in such variables as admissions, 
lengths of stay, or case-mix. As we have done 
in previous proposed rules, we are soliciting 
comments and information about the 
anticipated effects of these proposed changes 
on hospitals and our methodology for 
estimating them. Any comments that we 
receive in response to this proposed rule will 
be addressed in the final rule.

IV. Hospitals Included in and Excluded 
From the IPPS 

The prospective payment systems for 
hospital inpatient operating and capital-
related costs encompass nearly all general 
short-term, acute care hospitals that 
participate in the Medicare program. There 
were 39 Indian Health Service hospitals in 
our database, which we excluded from the 
analysis due to the special characteristics of 
the prospective payment method for these 
hospitals. Among other short-term, acute care 
hospitals, only the 47 such hospitals in 
Maryland remain excluded from the IPPS 
under the waiver at section 1814(b)(3) of the 
Act. 

As of April 2004, there are 3,904 IPPS 
hospitals to be included in our analysis. This 
represents about 65 percent of all Medicare-
participating hospitals. The majority of this 
impact analysis focuses on this set of 
hospitals. There are also approximately 898 
critical access hospitals (CAHs). These small, 
limited service hospitals are paid on the basis 
of reasonable costs rather than under the 
IPPS. There are also 1,194 specialty hospitals 
and units that are excluded from the IPPS. 
These specialty hospitals include psychiatric 
hospitals and units, rehabilitation hospitals 
and units, long-term care hospitals, 
children’s hospitals, and cancer hospitals. 
The impacts of our proposed policy changes 
on these hospitals are discussed below. 

V. Impact on Excluded Hospitals and 
Hospital Units 

As of April 2004, there were 1,194 
specialty hospitals excluded from the IPPS. 
Of these 1,194 specialty hospitals, 478 
psychiatric hospitals, 80 children’s, 11 
cancer hospitals, and less than 10 percent of 
the LTCHs are being paid on a reasonable 
cost basis subject to the rate-of-increase 
ceiling under § 413.40. The remaining 
providers—216 rehabilitation, and 
approximately 90 percent of the 331 LTCHs 
are paid 100 percent of the Federal rate under 
the IRF and LTCH PPS’, respectively. In 
addition, there were 1,381 psychiatric units 
(paid on a reasonable cost basis) and 999 
rehabilitation units (paid under the IRF PPS) 
in hospitals otherwise subject to the IPPS. 
Under § 413.40(a)(2)(i)(A), the rate-of-
increase ceiling is not applicable to the 47 
specialty hospitals and units in Maryland 
that are paid in accordance with the waiver 
at section 1814(b)(3) of the Act. 

In the past, hospitals and units excluded 
from the IPPS have been paid based on their 
reasonable costs subject to limits as 
established by the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA). 
Hospitals that continue to be paid based on 
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their reasonable costs are subject to TEFRA 
limits for FY 2005. For these hospitals, the 
proposed update is the percentage increase in 
the excluded hospital market basket, 
currently estimated at 3.3 percent. 

Inpatient rehabilitation facilities (IRFs) are 
paid under a prospective payment system 
(IRF PPS) for cost reporting periods 
beginning on or after January 1, 2002. For 
cost reporting periods beginning during FY 
2005, the IRF PPS is based on 100 percent 
of the adjusted Federal IRF prospective 
payment amount, updated annually. 
Therefore, these hospitals would not be 
impacted by this proposed rule. 

Effective for cost reporting periods 
beginning on or after October 1, 2002, LTCHs 
are paid under an LTCH PPS, based on the 
adjusted Federal prospective payment 
amount, updated annually. LTCHs will 
receive a blended payment (Federal 
prospective payment and a reasonable cost-
based payment) over a 5-year transition 
period. However, under the LTCH PPS, an 
LTCH may also elect to be paid at 100 
percent of the Federal prospective rate at the 
beginning of any of its cost reporting periods 
during the 5-year transition period. For 
purposes of the update factor, the portion of 
the LTCH PPS transition blend payment 
based on reasonable costs for inpatient 
operating services would be determined by 
updating the LTCH’s TEFRA limit by the 
estimate of the excluded hospital market 
basket (or 3.3 percent). 

Section 124 of the Medicare, Medicaid and 
SCHIP Balanced Budget Refinement Act of 
1999 (BBRA) requires the development of a 
per diem prospective payment system (PPS) 
for payment of inpatient hospital services 
furnished in psychiatric hospitals and 
psychiatric units of acute care hospitals 
(inpatient psychiatric facilities (IFPs)). We 
published a proposed rule to implement the 
IPF PPS on November 28, 2003 (68 FR 
66920). On January 30, 2004, we published 
a notice to extend the comment period for 30 
additional days (69 FR 4464). The comment 
period closed on March 26, 2004. 

Under the proposed rule, CMS would 
compute a Federal per diem base rate to be 
paid to all IPFs based on the sum of the 
average routine operating, ancillary, and 
capital costs for each patient day of 
psychiatric care in an IPF adjusted for budget 
neutrality. The Federal per diem base rate 
would be adjusted to reflect certain patient 
characteristics such as age, specified DRGs, 
and selected high-cost comorbidities, and 
certain facility characteristics such as a wage 
index adjustment, rural location, and indirect 
teaching costs. 

The November 28, 2003 proposed rule 
assumed an April 1, 2004 effective date for 
the purpose of ratesetting and calculating 
impacts. However, we are still in the process 
of analyzing public comments and 
developing a final rule for publication. The 
effective date of the IPF PPS would occur 5 
months following publication of the final 
rule. 

The impact on excluded hospitals and 
hospital units of the update in the rate-of-
increase limit depends on the cumulative 
cost increases experienced by each excluded 
hospital or unit since its applicable base 

period. For excluded hospitals and units that 
have maintained their cost increases at a 
level below the rate-of-increase limits since 
their base period, the major effect is on the 
level of incentive payments these hospitals 
and hospital units receive. Conversely, for 
excluded hospitals and hospital units with 
per-case cost increases above the cumulative 
update in their rate-of-increase limits, the 
major effect is the amount of excess costs that 
will not be reimbursed. 

We note that, under § 413.40(d)(3), an 
excluded hospital or unit whose costs exceed 
110 percent of its rate-of-increase limit 
receives its rate-of-increase limit plus 50 
percent of the difference between its 
reasonable costs and 110 percent of the limit, 
not to exceed 110 percent of its limit. In 
addition, under the various provisions set 
forth in § 413.40, certain excluded hospitals 
and hospital units can obtain payment 
adjustments for justifiable increases in 
operating costs that exceed the limit. At the 
same time, however, by generally limiting 
payment increases, we continue to provide 
an incentive for excluded hospitals and 
hospital units to restrain the growth in their 
spending for patient services.

VI. Quantitative Impact Analysis of the 
Proposed Policy Changes Under the IPPS for 
Operating Costs 

A. Basis and Methodology of Estimates 

In this proposed rule, we are announcing 
policy changes and payment rate updates for 
the IPPS for operating and capital-related 
costs. Based on the overall percentage change 
in payments per case estimated using our 
payment simulation model (a 4.9 percent 
increase), we estimate the total impact of 
these proposed changes for FY 2005 
payments compared to FY 2004 payments to 
be approximately a $4.3 billion increase. This 
amount does not reflect changes in hospital 
admissions or case-mix intensity, which 
would also affect overall payment changes. 

We have prepared separate impact analyses 
of the proposed changes to each system. This 
section deals with proposed changes to the 
operating prospective payment system. Our 
payment simulation model relies on the most 
recent available data to enable us to estimate 
the impacts on payments per case of certain 
changes we are proposing in this proposed 
rule. However, there are other changes we are 
proposing for which we do not have data 
available that would allow us to estimate the 
payment impacts using this model. For those 
proposed changes, we have attempted to 
predict the payment impacts of those 
proposed changes based upon our experience 
and other more limited data. 

The data used in developing the 
quantitative analyses of changes in payments 
per case presented below are taken from the 
FY 2003 MedPAR file and the most current 
Provider-Specific File that is used for 
payment purposes. Although the analyses of 
the changes to the operating PPS do not 
incorporate cost data, data from the most 
recently available hospital cost report were 
used to categorize hospitals. Our analysis has 
several qualifications. First, we do not make 
adjustments for behavioral changes that 
hospitals may adopt in response to the 
proposed policy changes, and we do not 

adjust for future changes in such variables as 
admissions, lengths of stay, or case-mix. 
Second, due to the interdependent nature of 
the IPPS payment components, it is very 
difficult to precisely quantify the impact 
associated with each proposed change. Third, 
we draw upon various sources for the data 
used to categorize hospitals in the tables. In 
some cases, particularly the number of beds, 
there is a fair degree of variation in the data 
from different sources. We have attempted to 
construct these variables with the best 
available source overall. However, for 
individual hospitals, some 
miscategorizations are possible. 

Using cases in the FY 2003 MedPAR file, 
we simulated payments under the operating 
IPPS given various combinations of payment 
parameters. Any short-term, acute care 
hospitals not paid under the IPPSs (Indian 
Health Service hospitals and hospitals in 
Maryland) were excluded from the 
simulations. The impact of payments under 
the capital IPPS, or the impact of payments 
for costs other than inpatient operating costs, 
are not analyzed in this section. Estimated 
payment impacts of proposed FY 2005 
changes to the capital IPPS are discussed in 
section VIII. of this Appendix. 

The proposed changes discussed separately 
below are the following: 

• The effects of the proposed annual 
reclassification of diagnoses and procedures 
and the recalibration of the DRG relative 
weights required by section 1886(d)(4)(C) of 
the Act. 

• The effects of applying a lower labor-
related share for hospitals with wage indexes 
less than or equal to 1.0, as required under 
section 403 of Public Law 108–173. 

• The effects of the proposed adoption of 
the new MSAs as announced by OMB in June 
2003. 

• The effects of the proposed changes in 
hospitals’ wage index values reflecting wage 
data from hospitals’ cost reporting periods 
beginning during FY 2001, compared to the 
FY 2000 wage data. 

• The effects of adjusting hospitals’ wage 
data to reflect the occupational mix based on 
our survey of hospitals. 

• The effect of the proposed wage and DRG 
recalibration budget neutrality factors. 

• The effects of geographic 
reclassifications by the MGCRB that will be 
effective in FY 2005. 

• The effects of the proposed 
implementation of section 505 of Public Law 
108–173, which provides for an increase in 
a hospital’s wage index if the hospital 
qualifies by meeting a threshold percentage 
of residents of the county where the hospital 
is located who commute to work at hospitals 
in areas with higher wage indexes. 

• The total change in payments based on 
proposed FY 2005 policies and MMA-
imposed changes relative to payments based 
on FY 2004 policies. 

To illustrate the impacts of the proposed 
FY 2005 changes, our analysis begins with an 
FY 2005 baseline simulation model using: 
the proposed update of 3.3 percent; the FY 
2004 DRG GROUPER (version 21.0); the MSA 
designations for hospitals based on OMB’s 
MSA definitions prior to June 2003; the FY 
2004 wage index; and no MGCRB 
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reclassifications. Outlier payments are set at 
5.1 percent of total operating DRG and outlier 
payments. 

The baseline simulation model also reflects 
changes enacted by Public Law 108–173 to 
the IME and DSH adjustments. Section 402 
provides that, for discharges occurring on or 
after April 1, 2004, all hospitals that qualify 
will receive DSH payments using the prior 
(before April 1, 2004) DSH adjustment 
formula for urban hospitals with 100 or more 
beds. Except for urban hospitals with 100 or 
more beds and rural referral centers, the DSH 
adjustment is capped at 12 percent. Section 
502 modifies the IME adjustment for midway 
through FY 2004 and provides a new 
schedule of formula multipliers for FYs 2005 
and thereafter. 

Section 501(b) provides that, for FYs 2005 
through 2007, the update factors will be 
reduced by 0.4 percentage point for any 
hospital that does not submit quality data. 
For purposes of the FY 2005 simulations in 
this proposed impact analysis, we are 
assuming all hospitals will qualify for the full 
update. Hospitals are not required to begin 
submitting these data in order to qualify for 
a full update until July 2004, and we are 
therefore unable to determine the rate of 
compliance with this requirement of 
receiving the full update. 

Each proposed and statutory policy change 
is then added incrementally to this baseline 
model, finally arriving at an FY 2005 model 
incorporating all of the proposed changes. 
This allows us to isolate the effects of each 
proposed change.

Our final comparison illustrates the 
percent change in payments per case from FY 
2004 to FY 2005. Five factors not discussed 
separately above have significant impacts 
here. The first is the update to the 
standardized amount. In accordance with 
section 1886(b)(3)(B)(i) of the Act, we are 
proposing to update the standardized amount 
for FY 2005 using the most recently 
forecasted hospital market basket increase for 
FY 2005 of 3.3 percent. (Hospitals that fail to 
comply with the quality data submission 
requirement to receive the full update will 
receive an update reduced by 0.4 percentage 
points to 2.9 percent.) Under section 
1886(b)(3)(B)(iv) of the Act, the updates to 
the hospital-specific amounts for sole 
community hospitals (SCHs) and for 
Medicare-dependent small rural hospitals 
(MDHs) are also equal to the market basket 
increase, or 3.3 percent. 

A second significant factor that impacts 
changes in hospitals’ payments per case from 
FY 2004 to FY 2005 is the change in MGCRB 
status from one year to the next. That is, 
hospitals reclassified in FY 2004 that are no 
longer reclassified in FY 2005 may have a 
negative payment impact going from FY 2004 
to FY 2005; conversely, hospitals not 
reclassified in FY 2004 that are reclassified 
in FY 2005 may have a positive impact. In 
some cases, these impacts can be quite 
substantial, so if a relatively small number of 
hospitals in a particular category lose their 
reclassification status, the percentage change 
in payments for the category may be below 
the national mean. However, this effect is 
alleviated by section 1886(d)(10)(D)(v) of the 
Act, which provides that reclassifications for 

purposes of the wage index are for a 3-year 
period. 

A third significant factor is that we 
currently estimate that actual outlier 
payments during FY 2004 will be 4.4 percent 
of total DRG payments. When the FY 2004 
final rule was published, we projected FY 
2004 outlier payments would be 5.1 percent 
of total DRG plus outlier payments; the 
average standardized amounts were offset 
correspondingly. The effects of the lower 
than expected outlier payments during FY 
2004 (as discussed in the Addendum to this 
proposed rule) are reflected in the analyses 
below comparing our current estimates of FY 
2004 payments per case to estimated FY 2005 
payments per case (with outlier payments 
projected to equal 5.1 percent of total DRG 
payments). 

Fourth, as noted above, sections 402 and 
502 of Public Law 108–173 establish higher 
DSH and IME payments, respectively. As a 
result, payments for these factors will be 
higher in FY 2005 than in FY 2004. 

Fifth, section 508 of Public Law 108–173 
established a one-time appeal process for 
hospitals to be reclassified in order to receive 
a higher wage index for a period of 3 years 
beginning with discharges on or after April 
1, 2004. 

B. Analysis of Table I 

Table I displays the results of our analysis. 
The table categorizes hospitals by various 
geographic and special payment 
consideration groups to illustrate the varying 
impacts on different types of hospitals. The 
top row of the table shows the overall impact 
on the 3,904 hospitals included in the 
analysis. This number is 145 fewer hospitals 
than were included in the impact analysis in 
the FY 2004 final rule (68 FR 45661). There 
are 94 new CAHs that were excluded from 
this year’s analysis. The remaining 51 cases 
represent hospitals that have closed or 
hospitals for which we have no data. 

The next four rows of Table I contain 
hospitals categorized according to their 
geographic location: all urban, which is 
further divided into large urban and other 
urban; and rural. We previously defined a 
small rural hospital as a hospital with fewer 
than 100 beds that is located outside of an 
MSA or NECMA. However, under the new 
labor market definitions that we are 
proposing to adopt, we no longer employ 
NECMAs to define urban areas in New 
England. Therefore, we will now define a 
small rural hospital as a hospital with fewer 
than 100 beds that is located outside of an 
MSA. There are 2,696 hospitals located in 
urban areas (MSAs or NECMAs) included in 
our analysis. Among these, there are 1,424 
hospitals located in large urban areas 
(populations over 1 million), and 1,272 
hospitals in other urban areas (populations of 
1 million or fewer). In addition, there are 
1,208 hospitals in rural areas. The next two 
groupings are by bed-size categories, shown 
separately for urban and rural hospitals. The 
final groupings by geographic location are by 
census divisions and are also shown 
separately for urban and rural hospitals. 

The second part of Table I shows hospital 
groups based on hospitals’ FY 2005 payment 
classifications, including any 

reclassifications under section 1886(d)(10) of 
the Act. For example, the rows labeled urban, 
large urban, other urban, and rural show that 
the number of hospitals paid based on these 
categorizations after consideration of 
geographic reclassifications are 2,624, 1,405, 
1,219, and 1,280, respectively. 

The next three groupings examine the 
impacts of the final changes on hospitals 
grouped by whether or not they have GME 
residency programs (teaching hospitals that 
receive an IME adjustment) or receive DSH 
payments, or some combination of these two 
adjustments. There are 2,787 nonteaching 
hospitals in our analysis, 916 teaching 
hospitals with fewer than 100 residents, and 
201 teaching hospitals with 100 or more 
residents. 

In the DSH categories, hospitals are 
grouped according to their DSH payment 
status, and whether they are considered 
urban or rural for DSH purposes. Previously, 
hospitals in the rural DSH categories in the 
impact table represented hospitals that were 
not reclassified for purposes of the 
standardized amount. (However, they may 
have been reclassified for purposes of the 
wage index.) However, reclassification for 
purposes of the standardized amount has 
been terminated as a result of the 
equalization of the standardized amounts. As 
a result, there are no longer cases in which 
reclassifications change the status of rural 
hospitals for DSH purposes. There is little or 
no impact from the termination of 
standardized amount reclassification under 
the operating IPPS, since there are few 
concrete cases in which change from rural to 
urban status now would have any effect 
under the revised DSH payment formulas. 
The next category groups hospitals 
considered urban after geographic 
reclassification, in terms of whether they 
receive the IME adjustment, the DSH 
adjustment, both, or neither. 

The next five rows examine the impacts of 
the proposed changes on rural hospitals by 
special payment groups (SCHs, rural referral 
centers (RRCs), and Medicare dependant 
hospitals (MDHs)), as well as rural hospitals 
not receiving a special payment designation. 
There were 137 RRCs, 454 SCHs, 211 MDHs, 
and 73 hospitals that are both SCH and RRC. 

The next two groupings are based on type 
of ownership and the hospital’s Medicare 
utilization expressed as a percent of total 
patient days. These data are taken primarily 
from the FY 2001 Medicare cost report files, 
if available (otherwise FY 2000 data are 
used). Data needed to determine ownership 
status were unavailable for 68 hospitals. 
Similarly, the data needed to determine 
Medicare utilization were unavailable for 173 
hospitals. The next two rows compare the 
impacts on those hospitals that converted 
from urban MSAs to rural CBSAs and for the 
hospitals that converted from rural MSAs to 
urban CBSAs. 

The next series of groupings concern the 
geographic reclassification status of 
hospitals. The first grouping displays all 
hospitals that were reclassified by the 
MGCRB for FY 2005. The next two groupings 
separate the hospitals in the first group by 
urban and rural status. The final row in Table 
I contains hospitals located in rural counties 
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but deemed to be urban under section 
1886(d)(8)(B) of the Act.

TABLE I.—IMPACT ANALYSIS OF PROPOSED CHANGES FOR FY 2005 OPERATING PROSPECTIVE PAYMENT SYSTEM 
[Percent Changes in Payments per Case] 

No. of
hosps.1 

DRG
recal 2 

Labor
share
split 3 

Core
based
stat.

areas 4 

New
wage
data 5 

Occupa-
tional
mix 6 

DRG &
wage
index

changes 7 

MGCRB
reclassifica-

tion 8 

Out-
migration

data 9 

All
FY 2005

changes 10 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

By Geographic Location: 
All hospitals .................................. 3,904 0.1 0.5 0.0 0.0 0.0 0.0 0.0 0.0 4.9
Urban hospitals ............................ 2,696 0.0 0.5 0.1 0.0 0.0 0.0 ¥0.3 0.0 4.7
Large urban areas (populations 

over 1 million) ........................... 1,424 0.0 0.3 0.1 0.0 0.0 ¥0.1 ¥0.4 0.0 4.5
Other urban areas (populations of 

1 million or fewer) ..................... 1,272 0.1 0.7 0.1 0.0 0.0 0.1 ¥0.2 0.1 5.0
Rural hospitals ............................. 1,208 0.2 1.1 ¥0.2 0.0 0.0 0.2 1.9 0.0 6.0

Bed Size (Urban): 
0–99 beds .................................... 684 0.2 0.5 0.4 0.0 0.0 0.3 ¥0.4 0.1 5.7
100–199 beds .............................. 966 0.1 0.5 ¥0.1 0.0 0.0 0.0 ¥0.3 0.1 4.6
200–299 beds .............................. 500 0.0 0.4 0.1 ¥0.2 0.0 ¥0.2 ¥0.2 0.0 4.4
300–499 beds .............................. 415 0.0 0.5 0.1 0.1 0.0 0.1 ¥0.3 0.0 4.8
500 or more beds ........................ 131 0.0 0.3 0.0 ¥0.1 0.0 ¥0.1 ¥0.4 0.0 4.9

Bed Size (Rural): 
0–49 beds .................................... 549 0.4 1.0 ¥0.1 0.2 0.0 0.5 0.4 0.1 6.3
50–99 beds .................................. 393 0.3 0.9 ¥0.2 0.1 0.0 0.3 1.0 0.1 6.1
100–149 beds .............................. 163 0.2 1.2 ¥0.3 0.1 0.1 0.3 2.6 0.1 6.0
150–199 beds .............................. 57 0.2 1.3 ¥0.3 ¥0.1 0.1 0.0 3.2 0.0 5.9
200 or more beds ........................ 46 0.1 1.1 ¥0.1 ¥0.1 0.0 ¥0.1 2.9 0.0 5.6

Urban by Region: 
New England ................................ 137 0.2 0.0 ¥0.4 ¥0.2 0.0 ¥0.2 ¥0.3 0.0 3.6
Middle Atlantic .............................. 397 0.0 0.3 0.2 ¥0.7 0.0 ¥0.8 ¥0.1 0.1 3.7
South Atlantic ............................... 419 0.1 0.5 0.2 0.1 0.0 0.1 ¥0.3 0.0 5.0
East North Central ....................... 450 0.0 0.3 0.0 0.1 0.0 0.1 ¥0.3 0.0 4.7
East South Central ....................... 175 0.1 1.2 0.2 0.1 0.0 0.2 ¥0.3 0.1 5.5
West North Central ...................... 160 0.1 0.6 0.1 0.2 0.0 0.2 ¥0.5 0.0 5.1
West South Central ...................... 346 0.0 0.9 0.0 0.5 0.0 0.5 ¥0.5 0.0 5.7
Mountain ...................................... 140 0.0 0.2 0.2 ¥0.4 0.0 ¥0.4 ¥0.1 0.0 3.8
Pacific ........................................... 421 0.1 0.0 0.1 0.1 0.0 0.2 ¥0.3 0.1 4.9
Puerto Rico .................................. 51 ¥0.4 6.2 ¥0.1 ¥0.2 0.0 ¥0.7 ¥0.5 0.0 14.3

Rural by Region: 
New England ................................ 34 0.2 0.3 0.3 0.3 0.0 0.3 1.3 0.0 3.9
Middle Atlantic .............................. 57 0.3 1.0 ¥0.4 ¥0.2 0.0 0.0 1.8 0.0 4.2
South Atlantic ............................... 176 0.2 1.1 ¥0.7 ¥0.1 0.1 0.1 2.0 0.0 5.8
East North Central ....................... 160 0.2 0.8 ¥0.1 0.1 0.0 0.2 1.4 0.0 4.5
East South Central ....................... 192 0.2 2.0 0.0 ¥0.3 0.1 ¥0.1 2.8 0.1 9.4
West North Central ...................... 206 0.3 0.8 ¥0.1 0.3 0.0 0.5 1.3 0.0 5.7
West South Central ...................... 228 0.2 1.7 0.0 0.1 0.1 0.4 3.0 0.1 7.2
Mountain ...................................... 93 0.3 0.4 ¥0.2 0.2 0.0 0.4 0.5 0.1 4.4
Pacific ........................................... 62 0.2 0.0 0.0 0.3 0.0 0.5 0.8 0.1 4.5

By Payment Classification: 
Urban hospitals ............................ 2,624 0.0 0.5 0.1 0.0 0.0 0.0 ¥0.3 0.0 4.7
Large urban areas (populations 

over 1 million) ........................... 1,405 0.0 0.3 0.1 0.0 0.0 ¥0.1 ¥0.4 0.0 4.5
Other urban areas (populations of 

1 million or fewer) ..................... 1,219 0.1 0.7 0.1 0.0 0.0 0.1 ¥0.2 0.1 5.0
Rural areas .................................. 1,280 0.3 1.0 ¥0.2 0.0 0.0 0.2 1.7 0.0 5.9

Teaching Status: 
Non-teaching ................................ 2,787 0.1 0.7 0.1 0.0 0.0 0.1 0.3 0.1 5.2
Fewer than 100 Residents ........... 916 0.0 0.5 0.1 0.1 0.0 0.0 ¥0.2 0.0 4.8
100 or more Residents ................ 201 0.0 0.2 ¥0.1 ¥0.2 0.0 ¥0.3 ¥0.3 0.0 4.5

Urban DSH: 
Non-DSH ...................................... 1,156 0.1 0.4 0.1 0.0 0.0 0.0 ¥0.1 0.0 4.7
100 or more beds ........................ 1,465 0.0 0.5 0.0 0.0 0.0 ¥0.1 ¥0.3 0.0 4.7
Less than 100 beds ..................... 335 0.3 0.7 0.9 0.0 0.0 0.4 ¥0.4 0.1 7.0

Rural DSH: 
Sole Community (SCH) ............... 482 0.3 0.6 ¥0.1 0.1 0.0 0.3 0.4 0.0 4.9
Referral Center (RRC) ................. 157 0.2 1.3 ¥0.2 ¥0.1 0.1 0.0 3.6 0.0 6.1
Other Rural: 

100 or more beds ................. 68 0.3 1.7 0.2 ¥0.2 0.1 0.1 1.1 0.1 8.9
Less than 100 beds .............. 241 0.4 1.8 ¥0.3 ¥0.1 0.1 0.2 1.2 0.1 10.1

Urban teaching and DSH: 
DSH .............................................. 800 0.0 0.4 0.0 0.0 0.0 ¥0.1 ¥0.3 0.0 4.6

Teaching and no DSH .......... 250 0.1 0.3 0.0 0.1 0.0 0.0 ¥0.3 0.1 4.8
No teaching and DSH ........... 1,000 0.1 0.6 0.2 0.0 0.0 0.1 ¥0.2 0.1 5.1
No teaching and no DSH ..... 574 0.1 0.4 0.2 ¥0.1 0.0 0.0 ¥0.3 0.0 4.6

Rural Hospital Types: 
Non special status hospitals ........ 400 0.4 1.6 ¥0.1 0.0 0.1 0.3 1.1 0.1 8.6
RRC ............................................. 137 0.2 1.7 ¥0.3 ¥0.1 0.1 0.0 4.6 0.0 6.4
SCH .............................................. 454 0.2 0.4 ¥0.1 0.1 0.0 0.2 0.2 0.0 4.0
Medicare-dependent hospitals 

(MDH) ....................................... 211 0.4 1.6 ¥0.2 0.3 0.1 0.6 0.9 0.1 8.1
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TABLE I.—IMPACT ANALYSIS OF PROPOSED CHANGES FOR FY 2005 OPERATING PROSPECTIVE PAYMENT SYSTEM—
Continued

[Percent Changes in Payments per Case] 

No. of
hosps.1 

DRG
recal 2 

Labor
share
split 3 

Core
based
stat.

areas 4 

New
wage
data 5 

Occupa-
tional
mix 6 

DRG &
wage
index

changes 7 

MGCRB
reclassifica-

tion 8 

Out-
migration

data 9 

All
FY 2005

changes 10 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

SCH and RRC ............................. 73 0.1 0.5 ¥0.2 0.1 0.0 0.1 1.4 0.0 4.5
Type of Ownership: 

Voluntary ...................................... 2,343 0.1 0.5 0.1 0.0 0.0 0.0 0.0 0.0 4.7
Proprietary .................................... 717 0.0 0.7 ¥0.1 0.1 0.0 0.1 0.0 0.0 5.3
Government ................................. 776 0.1 0.7 0.1 ¥0.1 0.0 0.0 0.2 0.1 5.4
Unknown ...................................... 68 ¥0.1 0.7 0.0 0.1 0.0 0.1 ¥0.5 0.0 5.1

Medicare Utilization as a Percent of 
Inpatient Days: 

0–25 ............................................. 227 ¥0.1 0.2 0.1 ¥0.1 0.0 ¥0.3 ¥0.2 0.0 4.4
25–50 ........................................... 1,122 0.0 0.4 0.0 0.1 0.0 0.0 ¥0.3 0.0 4.7
50–65 ........................................... 1,445 0.1 0.7 0.1 0.0 0.0 0.1 0.2 0.1 5.1
Over 65 ........................................ 937 0.1 0.7 0.0 ¥0.1 0.0 0.0 0.3 0.0 4.9
Unknown ...................................... 173 0.0 0.4 0.1 ¥0.1 0.0 ¥0.2 ¥0.2 0.0 4.8

Rural Converted to Urban ................... 164 0.2 1.2 3.6 ¥0.3 0.0 0.0 1.2 0.0 6.4
Urban Converted to Rural ................... 69 0.2 0.7 ¥0.2 ¥0.1 0.0 0.1 0.3 0.0 4.8
Hospitals Reclassified by the Medi-

care Geographic Classification Re-
view Board: FY 2005 Reclassifica-
tions: 

All Reclassified Hospitals ............. 485 0.2 0.9 0.3 0.0 0.0 0.1 3.7 0.0 5.2
Nonreclassified Hospitals ............. 3,326 0.1 0.5 0.0 0.0 0.0 0.0 ¥0.5 0.0 4.8
All Reclassified Urban Hospitals .. 118 0.1 0.6 1.1 0.0 0.0 0.0 3.8 0.0 14.3
Urban Nonreclassified Hospitals .. 2,486 0.0 0.4 0.0 0.0 0.0 0.0 ¥0.5 0.0 4.7
All Reclassified Rural Hospitals ... 367 0.2 1.1 ¥0.2 0.0 0.0 0.2 3.7 0.0 5.9
Rural Nonreclassified Hospitals ... 840 0.3 1.0 ¥0.2 0.1 0.0 0.3 ¥0.3 0.1 6.2
Other Reclassified Hospitals 

(Section 1886(D)(8)(B)) ............ 93 0.2 0.5 0.4 ¥0.3 0.0 ¥0.1 ¥0.3 0.0 4.4 

1 Because data necessary to classify some hospitals by category were missing, the total number of hospitals in each category may not equal the national total. Dis-
charge data are from FY 2003, and hospital cost report data are from reporting periods beginning in FY 2001 and FY 2000. 

2 This column displays the payment impact of the recalibration of the DRG weights based on FY 2003 MedPAR data and the DRG reclassification changes, in ac-
cordance with section 1886(d)(4)(C) of the Act. 

3 This column displays the payment impact of applying a lower labor-related share for hospitals with wage indexes less than or equal to 1.0, as required under sec-
tion 403 of Public Law 108–173. 

4 This column displays the impact of the proposed adoption of the new MSAs as announced by OMB in June 2003. 
5 This column displays the impact of updating the wage index with wage data from hospitals’ FY 2001 cost reports. 
6 This column displays the effects of adjusting hospitals’ wage data to reflect the occupational mix based on our survey of hospitals. 
7 This column shows the payment impact of the budget neutrality adjustment factor for DRG and wage index changes, in accordance with sections 1886(d)(4)(C)(iii) 

and 1886(d)(3)(E) of the Act. Thus, it represents the combined impacts shown in columns 2, 3, 4 and 5, and the proposed FY 2005 budget neutrality factor of 
0.994295 (the change to the labor-related share shown in column 3 is not included in the budget neutrality calculation). 

8 Shown here are the effects of geographic reclassifications by the Medicare Geographic Classification Review Board (MGCRB). The effects demonstrate the FY 
2005 payment impact of going from no reclassifications to the reclassifications scheduled to be in effect for FY 2005. Reclassification for prior years has no bearing 
on the payment impacts shown here. 

9 This column displays the impact of the proposed implementation of section 505 of Public Law 108–173, which provides for an increase in a hospital’s wage index 
if the hospital qualifies by meeting a threshold percentage of residents of the county where the hospital is located who commute to work at hospitals in counties with 
higher wage indexes. 

10 This column shows changes in payments from FY 2004 to FY 2005. It incorporates all of the changes displayed in columns 3, 7, 8 and 9 (the changes displayed 
in columns 2, 4, 5 and 6 are included in column 7). It also reflects the impact of the FY 2005 update, changes in hospitals’ reclassification status in FY 2005 com-
pared to FY 2004, and the changes in payments as a result of implementing Section 508 of the MMA. The sum of these impacts may be different from the percent-
age changes shown here due to rounding and interactive effect. 

C. Impact of the Proposed Changes to the 
DRG Reclassifications and Recalibration of 
Relative Weights (Column 2) 

In column 2 of Table I, we present the 
combined effects of the DRG reclassifications 
and recalibration, as discussed in section II. 
of the preamble to this proposed rule. Section 
1886(d)(4)(C)(i) of the Act requires us 
annually to make appropriate classification 
changes and to recalibrate the DRG weights 
in order to reflect changes in treatment 
patterns, technology, and any other factors 
that may change the relative use of hospital 
resources. 

We compared aggregate payments using 
the FY 2004 DRG relative weights (GROUPER 
version 21.0) to aggregate payments using the 
proposed FY 2005 DRG relative weights 
(GROUPER version 22.0). We note that, 
consistent with section 1886(d)(4)(C)(iii) of 
the Act, we have applied a budget neutrality 

factor to ensure that the overall payment 
impact of the DRG changes (combined with 
the wage index changes) is budget neutral. 
This proposed budget neutrality factor of 
0.994295 is applied to payments in Column 
7. Because this is a combined DRG 
reclassification and recalibration and wage 
index budget neutrality factor, it is not 
applied to payments in this column. 

The major DRG classification changes we 
are proposing include: reassigning the 
procedure code for left ventricular assist 
devices (LVADs) from DRG 525 to DRG 103 
(now titled ‘‘Heart Transplant or Implant of 
Heart Assist System’’); reassigning the 
procedure codes involving artificial anal 
sphincters from DRGs 157 and 158 to DRGs 
146 (Rectal Resection With CC) and 147 
(Rectal Resection Without CC); modifying the 
ventilation by reassigning all those cases to 
DRGs 504 and 505; splitting the DRG 483 into 
two new DRGs based on the presence or 

absence of major OR procedures, DRG 541 
(Tracheostomy with Mechanical Ventilation 
96+ Hours or Principal Diagnosis Except 
Face, Mouth and Neck Diagnoses With Major 
Operating Room Procedure) and 542 
(Tracheostomy with Mechanical Ventilation 
96+ Hours or Principal Diagnosis Except 
Face, Mouth and Neck Diagnoses Without 
Major Operating Room Procedure). In the 
aggregate, these proposed changes would 
result in 0.1 percent change in overall 
payments to hospitals. On average, the 
impacts of these changes on any particular 
hospital group are very small. The largest 
impact is a 0.2 percent increase among rural 
hospitals. This is likely primarily attributable 
to a 1.46 percent increase in DRG 127 (Heart 
Failure and Shock). This high-volume DRG 
comprises a disproportionate percentage of 
cases in small rural hospitals. Ten Puerto 
Rico hospitals also experience case mix 
declines of greater than 1 percent in this 
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column, leading to a 0.4 percent decrease 
overall for this row. 

D. Impact of the Change in the Labor-Related 
Share 

Section 403 of the MMA provides that, for 
discharges occurring on or after October 1, 
2004, a hospital’s labor-related share of the 
standardized amount will be decreased to 62 
percent of the standardized amount unless 
such a change will result in lower total 
payments to the hospital. This provision also 
applies to the labor-related share of the 
standardized amount for hospitals in Puerto 
Rico. The overall impact of implementing 
this provision is a 0.5 percent payment 
increase to all hospitals (approximately $500 
million). Large urban hospitals would 
experience a 0.3 percent increase while other 
urban hospitals would experience a 0.7 
percent increase. Rural hospitals are 
expected to benefit from this provision with 
a 1.1 percent increase in payments in FY 
2005. 

Among regions, hospitals in Puerto Rico 
experience the largest increase of 6.2 percent 
(due to the relatively low national wage 
index levels in Puerto Rico). The smallest 
change among urban hospitals is in the New 
England and Pacific regions with a 0.0 
percent change. The largest increase among 
rural regions is expected to be East South 
Central, with a 2.0 percent increase in 
payments. 

E. Impact of Changing to New Labor Market 
Areas (Core Based Statistical Areas) From 
MSAs (Column 4) 

In accordance with the broad discretion 
under section 1886(d)(3)(E) of the Act, we 
currently define hospital labor market areas 
based on the definitions of Metropolitan 
Statistical Areas (MSAs), Primary MSAs 
(PMSAs), and New England County 
Metropolitan Areas (NECMAs) issued by 
OMB. On June 6, 2003, OMB announced new 
Core Based Statistical Areas (CBSAs), 
comprised of MSAs and the new 
Micropolitan Statistical Areas based on 
Census 2000 data. CMS is proposing to adopt 
the new MSA definitions, including the 49 
new Metropolitan areas designated under the 
new definitions. We are also proposing to 
adopt MSA definitions in New England in 
place of NECMAs. We are not adopting the 
newly defined Micropolitan Statistical Areas 
for use in the payment system: as a result, 
Micropolitan Statistical Areas will remain 
part of the statewide rural areas for purposes 
of IPPS payments. (However, as discussed in 
section III.B.1.d. of the preamble to this 
proposed rule, we are proposing a special 
transition policy for hospitals that were 
formerly in urban areas, but are now in areas 
considered rural or Micropolitan under the 
OMB definitions.) There are 46 counties with 
72 hospitals that are currently in an MSA 
that would be treated as rural under our 
proposal to update the MSA definitions using 
only the new MSAs. To help alleviate the 
decreased payments for currently urban 
hospitals that would become rural, we are 
proposing to allow them to maintain their 
assignment to the MSA where they are 
currently located for the 3-year period 
including FY 2005, FY 2006, and FY 2007. 

The impact of these changes to the new 
CBSAs is isolated in column 4 by holding the 
other payment parameters constant in this 
simulation. That is, column 4 shows the 
percentage changes in payments when going 
from a model using the current MSA 
designations to a model using the new CBSA 
designations (for Metropolitan areas only). 
Overall, the new CBSAs would lead to a zero 
percent change. Urban hospitals’ wage 
indexes would increase by 0.1 percent. Rural 
hospitals would experience a 0.2 percent 
decrease in overall payments as a result of 
this provision. Among regions, the largest 
impact of updating the wage data is seen in 
the rural South Atlantic region (a 0.7 percent 
decrease). Rural hospitals in the Middle 
Atlantic would experience the next largest 
impact, with a 0.4 percent decrease. 

Among urban hospitals, New England 
would experience a 0.4 percent decrease. 
These impacts result primarily from dividing 
the previously amalgamated Boston NECMA 
into four Metropolitan Divisions and several 
other small Metropolitan Statistical Areas. 
The counties that previously comprised the 
Boston MSA now form all or part of the 
Boston-Quincy, MA Metropolitan Division, 
the Cambridge-Newton-Framingham, MA 
Metropolitan Division, the Essex County, MA 
Metropolitan Division, the Rockingham 
County-Strafford County Metropolitan 
Division, the Manchester-Nashua 
Metropolitan Statistical Area, the 
Providence-New Bedford-Fall River, RI-MA 
Metropolitan Statistical Area, and the 
Worcester, MA Metropolitan Statistical Area. 
The Rockingham County-Strafford County 
Metropolitan Division, Manchester-Nashua 
MSA, and Boston-Quincy Metropolitan 
Division experience 9.4, 6.9, and 5.7 percent 
decreases, respectively. 

As described in section III of the preamble 
to this proposed rule, to help alleviate the 
decreased payments for currently urban 
hospitals that would become rural, we are 
proposing to allow them to maintain their 
assignment to the MSA where they are 
currently located for the 3-year period 
including FY 2005, FY 2006, and FY 2007. 
The impact upon these hospitals is shown in 
the row labeled ‘‘Urban to Rural Hospitals.’’ 
Conversely, the row labeled ‘‘Rural to Urban 
Hospitals’’ displays formerly rural hospitals 
that are now in MSAs under the new 
definitions. 

F. Impact of Proposed Wage Index Changes 
(Columns 5 and 6) 

Section 1886(d)(3)(E) of the Act requires 
that, beginning October 1, 1993, we annually 
update the wage data used to calculate the 
wage index. In accordance with this 
requirement, the proposed wage index for FY 
2005 is based on data submitted for hospital 
cost reporting periods beginning on or after 
October 1, 2000 and before October 1, 2001. 
The impact of the new data on hospital 
payments is isolated in column 5 by holding 
the other payment parameters constant in 
this simulation. That is, column 5 shows the 
percentage changes in payments when going 
from a model using the FY 2004 wage index, 
based on FY 2000 wage data, to a model 
using the FY 2005 pre-reclassification wage 
index, based on FY 2001 wage data. The 

wage data collected on the FY 2001 cost 
report is the same as the FY 2000 wage data 
that were used to calculate the FY 2004 wage 
index. However, for the FY 2005 wage index, 
we added an occupational mix adjustment to 
the wage index. The occupational mix 
adjustment is based on data collected on the 
Medicare Wage Index Occupational Mix 
Survey, Form–CMS–10079. The data 
collection period for the survey was calendar 
year 2003 through February 7, 2004. The 
effects of the occupational mix adjustment 
are shown in the next column (6).

Column 5 shows the impacts of updating 
the wage data using FY 2001 cost reports. 
Overall, the new wage data would lead to a 
0.0 percent change. Urban hospitals’ wage 
indexes would not change (0.0 percent), and 
rural hospitals’ wage indexes would also 
remain the same (0.0 percent). Among 
regions, the largest declines from updating 
the wage data are seen in urban Middle 
Atlantic and Mountain regions (a 0.7 and 0.4 
percent decreases, respectively). In the 
Middle Atlantic, there are 352 hospitals (New 
York, Pennsylvania, and New Jersey) that are 
experiencing a drop in their wage index 
relative to last year with the introduction of 
the new wage data. Kingston, NY experiences 
a drop of 5.8 percent, while Buffalo sees a 2.8 
percent drop. Additionally, two of the areas 
are divisions of New York City, including the 
Manhattan area (New York-Wayne-White 
Plains, NY) and Suffolk-Nassau, NY. While 
these areas do not necessarily experience a 
significant drop (2.5 and 1.5 percent), they 
include a large number of inpatient hospitals. 
Pittsburgh, PA, Rochester, NY, and 
Allentown, PA also see decreases due to this 
change. We note that this is due to below 
average increases in their average hourly 
wage and not as a result of real average 
hourly wage declines. Urban hospitals in the 
West South Central region would experience 
the next largest impact, with a 0.5 percent 
increase. The rural East South Central and 
Middle Atlantic regions experience 0.3 and 
0.2 percent decreases, respectively while the 
Pacific, West South Central, and New 
England regions each experience a 0.3 
percent increase. 

The national average hourly wage 
increased 6.41 percent compared to FY 2004. 
Therefore, the only manner in which to 
maintain or exceed the previous year’s wage 
index was to match the national 6.41 increase 
in average hourly wage. Of the 3,887 
hospitals with wage index values in both FYs 
2004 and 2005, 1,937, or 49.8 percent, also 
experienced an average hourly wage increase 
of 6.41 percent or more. 

The following chart compares the shifts in 
wage index values for hospitals for FY 2005 
relative to FY 2004. Among urban hospitals, 
89 would experience an increase of between 
5 percent and 10 percent and 45 would 
experience an increase of more than 10 
percent. A total of 7 rural hospitals would 
experience increases greater than 5 percent, 
but none would experience increases of 
greater than 10 percent. On the negative side, 
36 urban hospitals would experience 
decreases in their wage index values of at 
least 5 percent, but less than 10 percent. Two 
urban hospitals would experience decreases 
in their wage index values greater than 10 
percent. 
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The following chart shows the projected 
impact for urban and rural hospitals.

Percentage change in 
area wage index values 

No. of
hospitals 

Urban Rural. 

Increase more than 10 
percent .......................... 45 0. 

Increase more than 5 per-
cent and less than 10 
percent .......................... 89 7. 

Increase or decrease less 
than 5 percent ............... 2,625 1,609. 

Decrease more than 5 
percent and less than 
10 percent ..................... 36 0. 

Decrease more than 10 
percent .......................... 2 1 

The next column (6) shows the impacts on 
the calculation of the FY 2005 wage index of 
adjusting for occupational mix. Section 
1886(d)(3)(E) of the Act provides for the 
collection of data every 3 years on the 
occupational mix of employees for each 
short-term, acute care hospital participating 
in the Medicare program, in order to 
construct an occupational mix adjustment to 
the wage index, beginning with the FY 2005 
wage index. A complete discussion of the 
initial collection of these data and the 
occupational mix adjustment that we are 
proposing to apply, beginning October 1, 
2004 (the FY 2005 wage index), appears 
under section III.C. of this preamble. The 
calculation of the wage index now includes 
a blended rate of 90 percent of an unadjusted 
wage index and 10 percent of a wage index 
adjusted for occupational mix. We project an 
overall change increase of 0.0 percent for all 
hospitals. The biggest change is in the rural 
urban hospitals in the South Atlantic, East 
South Central, and West South Central 
regions, which are projected to experience a 
0.1 percent increase for FY 2005.

G. Combined Impact of Proposed DRG and 
Wage Index Changes, Including Budget 
Neutrality Adjustment (Column 7) 

The impact of the DRG reclassifications 
and recalibration on aggregate payments is 
required by section 1886(d)(4)(C)(iii) of the 
Act to be budget neutral. In addition, section 
1886(d)(3)(E) of the Act specifies that any 
updates or adjustments to the wage index are 
to be budget neutral. As noted in the 
Addendum to this proposed rule, we 
compared simulated aggregate payments 
using the FY 2004 DRG relative weights and 
wage index to simulated aggregate payments 
using the proposed FY 2005 DRG relative 
weights and blended wage index. 

We computed a proposed wage and 
recalibration budget neutrality factor of 
0.994295. The 0.0 percent impact for all 
hospitals demonstrates that these proposed 
changes, in combination with the budget 
neutrality factor, are budget neutral. In Table 
I, the combined overall impacts of the effects 
of both the DRG reclassifications and 
recalibration and the updated wage index are 
shown in column 7. The proposed changes 
in this column are the sum of the final 
changes in columns 2, 5, and 6 combined 
with the budget neutrality factor and the 

wage index floor for urban areas required by 
section 4410 of Pub. L. 105–33, to be budget 
neutral (the change to the labor share in 
column 3 is not subject to budget neutrality. 
There also may be some variation of plus or 
minus 0.1 percentage point due to rounding. 

Among urban regions, the largest impacts 
are in the Middle Atlantic and Puerto Rico, 
with 0.8 and 0.7 percent declines, 
respectively. The West South Central region 
experiences the largest increase of 0.5 
percent. Among rural regions, the West North 
Central and Pacific regions benefit the most 
with 0.5 percent increases, while East South 
Central is the only region to experience a 
decline (0.1 percent). 

H. Impact of MGCRB Reclassifications 
(Column 8) 

Our impact analysis to this point has 
assumed hospitals are paid on the basis of 
their actual geographic location (with the 
exception of ongoing policies that provide 
that certain hospitals receive payments on 
bases other than where they are 
geographically located, such as hospitals in 
rural counties that are deemed urban under 
section 1886(d)(8)(B) of the Act). The changes 
in column 8 reflect the per case payment 
impact of moving from this baseline to a 
simulation incorporating the MGCRB 
decisions for FY 2005. These decisions affect 
hospitals’ standardized amount and wage 
index area assignments. 

By February 28 of each year, the MGCRB 
makes reclassification determinations that 
will be effective for the next fiscal year, 
which begins on October 1. The MGCRB may 
approve a hospital’s reclassification request 
for the purpose of using another area’s wage 
index value. The proposed FY 2005 wage 
index values incorporate all of the MGCRB’s 
reclassification decisions for FY 2005. The 
wage index values also reflect any decisions 
made by the CMS Administrator through the 
appeals and review process through February 
28, 2004. Additional changes that result from 
the Administrator’s review of MGCRB 
decisions or a request by a hospital to 
withdraw its application will be reflected in 
the final rule for FY 2005. 

The overall effect of geographic 
reclassification is required by section 
1886(d)(8)(D) of the Act to be budget neutral. 
Therefore, we applied an adjustment of 
0.994295 to ensure that the effects of 
reclassification are budget neutral. (See 
section II.A.4.b. of the Addendum to this 
proposed rule.) 

As a group, rural hospitals benefit from 
geographic reclassification. Their payments 
would rise 1.9 percent in column 8. 
Payments to urban hospitals would decline 
0.3 percent. Hospitals in other urban areas 
would experience an overall decrease in 
payments of 0.2 percent, while large urban 
hospitals would also lose 0.4 percent. Among 
urban hospital groups (that is, bed size, 
census division, and special payment status), 
payments generally would decline. 

A positive impact is evident among most 
of the rural hospital groups. The smallest 
increases among the rural census divisions 
are 0.5 percent in the Mountain region and 
1.3 percent each for the New England and 
West North Central regions. The largest 

increases are in the rural East South Central 
region, with an increase of 2.8 percent and 
in the West South Central region that would 
experience an increase of 3.0 percent. 

Among all the hospitals that were 
reclassified for FY 2005 (including hospitals 
that received wage index reclassifications in 
FY 2003 or FY 2004 that extend for 3 years), 
the MGCRB changes are estimated to provide 
a 3.7 percent increase in payments. Urban 
hospitals reclassified for FY 2005 are 
expected to receive an increase of 3.8 
percent, while rural reclassified hospitals are 
expected to benefit from the MGCRB changes 
with a 3.7 percent increase in payments. 
Payments to urban and rural hospitals that 
did not reclassify are expected to decrease 
slightly due to the MGCRB changes, 
decreasing by 0.5 percent for urban hospitals 
and 0.3 percent for rural hospitals.

I. Impacts of Implementing the Wage Index 
Adjustment for Out-Migration (Column 9) 

Section 505 of Public Law 108–173 
established new section 1886(d)(13) of the 
Act. Section 1886(d)(13) requires that the 
Secretary establish a new process to make 
adjustments to the hospital wage index based 
on commuting patterns of hospital 
employees. The process provides for an 
increase in the wage index for hospitals 
located in certain counties that have a 
relatively high percentage of hospital 
employees who reside in the county but work 
in a different area with a higher wage index. 
Hospitals located in counties that qualify for 
the payment adjustment would receive an 
increase in the wage index that is equal to 
a weighted average of the difference between 
the wage index of the resident county and the 
higher wage index work area(s) weighted by 
the overall percentage of workers who are 
employed in an area with a higher wage 
index. Using our proposed criteria, 224 
counties and 411 hospitals qualify to receive 
a commuting adjustment. 

Due to the statutory formula to calculate 
the adjustment and the small number of 
counties that qualify, the impact on hospitals 
would be minimal, with an overall impact on 
all hospitals of 0.0 percent. However, some 
regions would experience a discernible 
impact. For example, urban hospitals in the 
Middle Atlantic region would experience a 
0.1 percent increase due to this provision. 
This is due in part to the fact that a hospital 
in that region would experience the largest 
increase for any hospital under this 
provision. A hospital located in Ulster 
County, New York would receive an increase 
in its wage index value of 0.1014. Hospital 
employees living in Ulster County commute 
to Albany, Columbia, Dutchess, Greene, New 
York, Orange, Rockland, Sullivan, and 
Westchester counties. Dutchess, New York, 
Orange, Rockland and Westchester counties 
are located in higher wage index areas. Thus, 
for FY 2005, this hospital’s wage index 
would increase from 0.8874 to 0.9888. 

J. All Changes (Column 10) 

Column 10 compares our estimate of 
payments per case, incorporating all changes 
reflected in this proposed rule for FY 2005 
(including statutory changes), to our estimate 
of payments per case in FY 2004. This 
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column includes all of the proposed policy 
changes. Because the reclassifications shown 
in column 8 do not reflect FY 2004 
reclassifications, the impacts of FY 2005 
reclassifications only affect the impacts from 
FY 2004 to FY 2005 if the reclassification 
impacts for any group of hospitals are 
different in FY 2005 compared to FY 2004. 

Column 10 reflects all FY 2005 changes 
relative to FY 2004, shown in columns 2 
through 9 and those not applied until the 
final rates are calculated. The average 
increase for all hospitals is approximately 4.9 
percent. This increase includes the effects of 
the 3.3 percent market basket update. It also 
reflects the 0.7 percentage point difference 
between the projected outlier payments in FY 
2004 (5.1 percent of total DRG payments) and 
the current estimate of the percentage of 
actual outlier payments in FY 2004 (4.4 
percent), as described in the introduction to 
this Appendix and the Addendum to this 
proposed rule. As a result, payments are 
projected to be 0.7 percent lower in FY 2004 
than originally estimated resulting in a 0.7 
percent higher increase for FY 2005 than 
would otherwise occur. It also includes the 
impact of adjusting the labor share, shown in 
column 3, of approximately 0.5 percent. The 
remaining 0.4 percent increase is attributable 
to the indirect medical education formula 
changes for teaching hospitals; changes in 
payments due to the wage reclassifications 
under section 508 of the MMA, in effect for 
the whole year; and increased payments to 
Puerto Rico hospitals as a result of section 
504 of the MMA, which changed the mix of 
the Federal standardized amount and the 
Puerto Rico-specific standardized amount. 
The overall increase also reflects changes to 
payments that resulted from implementing 
other changes as required by Public Law 
108–173. These changes are discussed in 
other rules and in many sections of the 
preamble to this proposed rule. 

Section 213 of Public Law 106–554 
provides that all SCHs may receive payment 
on the basis of their costs per case during 
their cost reporting period that began during 
1996. For FY 2005, eligible SCHs receive 100 
percent of their 1996 hospital-specific rate. 
The impact of this provision is modeled in 
column 10 as well. Additionally, section 402 
of Public Law 108–173 increases the 
disproportionate share hospital (DSH) 
adjustment for certain hospitals that serve a 
disproportionate share of low-income 

Medicare and Medicaid patients, which 
includes rural hospitals and urban hospitals 
with fewer than 100 beds, sole community 
hospitals, rural referral centers, and rural 
hospitals with less than 500 beds. The 
increase in DSH payments became effective 
for discharges occurring on or after April 1, 
2004. As provided in the new Medicare law, 
the cap on DSH payment adjustments 
increase from 5.25 percent to 12 percent for 
urban hospitals fewer than 100 beds, sole 
community hospitals, and rural hospitals 
with less than 500 beds. There is no cap on 
rural referral centers, large urban hospitals 
over 100 beds, or rural hospitals over 500 
beds. 

We are no longer required to ensure that 
any add-on payments for new technology 
under section 1886(d)(5)(K) of the Act are 
budget neutral. However, we are still 
providing an estimate of the payment 
increases here, as they will have a significant 
impact on total payments made in FY 2005. 
As discussed in section II.E. of the preamble 
of this proposed rule, we are proposing to 
maintain the new technology status of the 
InFUSETM Bone Graft/LT-CAGETM Lumbar 
Tapered Fusion Device for spinal fusions. We 
estimate the total add-on payments 
associated with cases involving this new 
device for FY 2005 would be $4.7 million. In 
addition, several other technologies may 
receive approval if we receive appropriate 
supplemental data from the applicants (as 
discussed in the preamble) and after public 
comments are taken into consideration for 
approval or denial of the technologies for FY 
2005. If we receive the necessary 
supplemental data for all of the devices that 
could be approved were to be approved, the 
total estimated increase in payments for FY 
2005 could be $369 million. 

There might also be interactive effects 
among the various factors comprising the 
payment system that we are not able to 
isolate. For these reasons, the values in 
column 10 may not equal the sum of the 
changes described above. 

The overall change in payments per case 
for hospitals in FY 2005 would increase by 
4.9 percent. Hospitals in urban areas would 
experience a 4.7 percent increase in 
payments per case compared to FY 2004. 
Hospitals in rural areas, meanwhile, would 
experience a 6.0 percent payment increase. 
Hospitals in large urban areas would 
experience a 4.5 percent increase in 

payments and hospitals in other urban areas 
would experience a 5.0 percent increase in 
payments. 

Among urban census divisions, the largest 
payment increase would be 14.3 percent in 
Puerto Rico. This is due largely to the change 
in calculation of their payment rate to 75 
percent of the National amount and the 
increase to the standardized amount to large 
urban hospitals. Additionally, the change to 
CBSAs makes all hospitals in Puerto Rico 
classify as urban hospitals instead of rural. 
(Because of these changes, we have deleted 
from Table I, the column included in prior 
years that shows the impacts on rural Puerto 
Rico hospitals.) Hospitals in the urban East 
South Central and West South Central 
regions would experience overall increases of 
5.5 percent and 5.7 percent, respectively. The 
smallest increase would occur in the New 
England region, with an increase of 3.6 
percent. 

Among rural regions in column 10, no 
hospital category would experience overall 
payment decreases. The East South Central 
and West South Central regions would 
benefit the most, with 9.4 and 7.2 percent 
increases, respectively. The smallest increase 
would occur in the New England region, with 
3.9 percent increases in payments. 

Among special categories of rural hospitals 
in column 10, those hospitals receiving 
payment under the hospital-specific 
methodology (SCHs, MDHs, and SCH/RRCs) 
would experience payment increases of 4.0 
percent, 8.1 percent, and 4.5 percent, 
respectively. This outcome is primarily 
related to the fact that, for hospitals receiving 
payments under the hospital-specific 
methodology, there were several increases to 
payments made in relation to 
implementation of the Public Law 108–173. 

Hospitals that were reclassified for FY 
2005 are estimated to receive a 5.2 percent 
increase in payments. Urban hospitals 
reclassified for FY 2005 are anticipated to 
receive an increase of 4.3 percent, while rural 
reclassified hospitals are expected to benefit 
from reclassification with a 5.9 percent 
increase in payments. Those hospitals 
located in rural counties but deemed to be 
urban under section 1886(d)(8)(B) of the Act 
are expected to receive an increase in 
payments of 4.4 percent.

TABLE II.—IMPACT ANALYSIS OF PROPOSED CHANGES FOR FY 2005 OPERATING PROSPECTIVE PAYMENT SYSTEM 
[Payments per Case] 

Number of
hospitals 

Average
FY 2004
payment

per case 1 

Average
FY 2005
payment

per case 1 

All FY 2005
changes 

(1) (2) (3) (4). 

By Geographic Location:. 
All hospitals .............................................................................................. 3,904 7812 8193 4.9. 
Urban hospitals ......................................................................................... 2,696 8121 8504 4.7. 
Large urban areas (populations over 1 million) ....................................... 1,424 8513 8896 4.5. 
Other urban areas (populations of 1 million of fewer) ............................. 1,272 7684 8067 5.0. 
Rural hospitals .......................................................................................... 1,208 6110 6475 6.0. 

Bed Size (Urban):. 
0–99 beds ................................................................................................. 684 5812 6142 5.7. 
100–199 beds ........................................................................................... 966 6914 7233 4.6. 
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TABLE II.—IMPACT ANALYSIS OF PROPOSED CHANGES FOR FY 2005 OPERATING PROSPECTIVE PAYMENT SYSTEM—
Continued

[Payments per Case] 

Number of
hospitals 

Average
FY 2004
payment

per case 1 

Average
FY 2005
payment

per case 1 

All FY 2005
changes 

(1) (2) (3) (4). 

200–299 beds ........................................................................................... 500 7967 8316 4.4. 
300–499 beds ........................................................................................... 415 8839 9266 4.8. 
500 or more beds ..................................................................................... 131 10221 10718 4.9. 

Bed Size (Rural):. 
0–49 beds ................................................................................................. 549 5199 5527 6.3. 
50–99 beds ............................................................................................... 393 5751 6100 6.1. 
100–149 beds ........................................................................................... 163 6048 6412 6.0. 
150–199 beds ........................................................................................... 57 6636 7027 5.9. 
200 or more beds ..................................................................................... 46 7837 8275 5.6. 

Urban by Region:. 
New England ............................................................................................ 137 8688 8997 3.6. 
Middle Atlantic .......................................................................................... 397 8809 9136 3.7. 
South Atlantic ........................................................................................... 419 7762 8147 5.0. 
East North Central .................................................................................... 450 7830 8195 4.7. 
East South Central ................................................................................... 175 7482 7896 5.5. 
West North Central ................................................................................... 160 8008 8416 5.1. 
West South Central .................................................................................. 346 7632 8063 5.7. 
Mountain ................................................................................................... 140 8066 8376 3.8. 
Pacific ....................................................................................................... 421 9612 10080 4.9. 
Puerto Rico ............................................................................................... 51 3525 4028 14.3. 

Rural by Region:. 
New England ............................................................................................ 34 8037 8354 3.9. 
Middle Atlantic .......................................................................................... 57 6138 6398 4.2. 
South Atlantic ........................................................................................... 176 6087 6439 5.8. 
East North Central .................................................................................... 160 5998 6266 4.5. 
East South Central ................................................................................... 192 5241 5735 9.4. 
West North Central ................................................................................... 206 6514 6883 5.7. 
West South Central .................................................................................. 228 5514 5913 7.2. 
Mountain ................................................................................................... 93 6918 7219 4.4. 
Pacific ....................................................................................................... 62 8934 9336 4.5. 

By Payment Classification:. 
Urban hospitals ......................................................................................... 2,624 8148 8533 4.7. 
Large urban areas (populations over 1 million) ....................................... 1,405 8530 8915 4.5. 
Other urban areas (populations of 1 million of fewer) ............................. 1,219 7716 8101 5.0. 
Rural areas ............................................................................................... 1,280 6104 6462 5.9. 

Teaching Status:. 
Non-teaching ............................................................................................ 2,787 6542 6880 5.2. 
Fewer than 100 Residents ....................................................................... 916 8172 8561 4.8. 
100 or more Residents ............................................................................. 201 12131 12672 4.5. 

Urban DSH:. 
Non-DSH .................................................................................................. 1,156 7020 7347 4.7. 
100 or more beds ..................................................................................... 1,465 8695 9101 4.7. 
Less than 100 beds .................................................................................. 335 5540 5927 7.0. 

Rural DSH: 482 6592 6914 4.9. 
Sole Community (SCH)..
Referral Center (RRC) .............................................................................. 157 6735 7147 6.1. 
Other Rural:. 

100 or more beds .............................................................................. 68 5131 5588 8.9. 
Less than 100 beds ........................................................................... 241 4483 4937 10.1. 

Urban teaching and DSH: 800 9558 9997 4.6. 
Both teaching and DSH..
Teaching and no DSH .............................................................................. 250 8015 8399 4.8. 
No teaching and DSH .............................................................................. 1,000 6963 7315 5.1. 
No teaching and no DSH ......................................................................... 574 6512 6810 4.6. 

Rural Hospital Types:. 
Non special status hospitals ..................................................................... 400 4754 5163 8.6. 
RRC .......................................................................................................... 137 6179 6572 6.4. 
SCH .......................................................................................................... 454 7181 7467 4.0. 
Medicare-dependent hospitals (MDH) ...................................................... 211 4434 4792 8.1. 
SCH and RRC .......................................................................................... 73 7676 8019 4.5. 

Type of Ownership:. 
Voluntary ................................................................................................... 2,343 7926 8298 4.7. 
Proprietary ................................................................................................ 717 7125 7503 5.3. 
Government .............................................................................................. 776 7958 8385 5.4. 
Unknown ................................................................................................... 68 7853 8256 5.1. 
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TABLE II.—IMPACT ANALYSIS OF PROPOSED CHANGES FOR FY 2005 OPERATING PROSPECTIVE PAYMENT SYSTEM—
Continued

[Payments per Case] 

Number of
hospitals 

Average
FY 2004
payment

per case 1 

Average
FY 2005
payment

per case 1 

All FY 2005
changes 

(1) (2) (3) (4). 

Medicare Utilization as a Percent of Inpatient Days:. 
0–25 .......................................................................................................... 227 10405 10866 4.4. 
25–50 ........................................................................................................ 1,122 8578 8985 4.7. 
50–65 ........................................................................................................ 1,445 6956 7307 5.1. 
Over 65 ..................................................................................................... 937 6900 7240 4.9. 
Unknown ................................................................................................... 173 9887 10358 4.8. 
Rural Converted to Urban ........................................................................ 164 6473 6888 6.4. 
Urban Converted to Rural ........................................................................ 69 6097 6387 4.8. 

Hospitals Reclassified by the Medicare Geographic Classification Review 
Board: FY 2005 Reclassifications:. 

All Reclassified Hospitals ......................................................................... 485 7316 7699 5.2. 
All Nonreclassified Hospitals .................................................................... 3,326 7909 8291 4.8. 
All Reclassified Urban Hospitals .............................................................. 118 8258 8612 4.3. 
Urban Nonreclassified Hospitals .............................................................. 2,486 8151 8538 4.7. 
All Reclassified Rural Hospitals ................................................................ 367 6816 7215 5.9. 
Rural Nonreclassified Hospitals ................................................................ 840 5402 5734 6.2. 
Other Reclassified Hospitals (Section 1886(d)(8)(B)) .............................. 93 5971 6237 4.4 

1 These payment amounts per case do not reflect any estimates of annual case-mix increase. 

Table II presents the projected impact of 
the proposed changes for FY 2005 for urban 
and rural hospitals and for the different 
categories of hospitals shown in Table I. It 
compares the estimated payments per case 
for FY 2004 with the average estimated per 
case payments for FY 2005, as calculated 
under our models. Thus, this table presents, 
in terms of the average dollar amounts paid 
per discharge, the combined effects of the 
changes presented in Table I. The percentage 
changes shown in the last column of Table 
II equal the percentage changes in average 
payments from column 10 of Table I. 

VII. Impact of Other Proposed Policy 
Changes 

In addition to those proposed changes 
discussed above that we are able to model 
using our IPPS payment simulation model, 
we are proposing various other changes in 
this proposed rule. Generally, we have 
limited or no specific data available with 
which to estimate the impacts of these 
proposed changes. Our estimates of the likely 
impacts associated with these other proposed 
changes are discussed below. 

A. Impact of Proposed Change to Postacute 
Care Transfer Payment Policy 

Existing regulations at § 412.4(b) define 
transfers from one acute care hospital to 
another, and § 412.4(c) defines transfers to 
certain postacute care providers. The per 
diem rate paid to a transferring hospital is 
calculated by dividing the full DRG payment 
by the geometric mean length of stay for the 
DRG. The transferring hospital receives a per 
diem payment for cases that are transferred 
prior to the geometric mean length of stay for 
the DRG (§ 412.4(f)(1)). Under section IV.A. 
of the preamble of this proposed rule, we 
discuss our proposal to provide alternate 
criteria for determining which DRGs are 

included within the scope of the postacute 
care transfer policy. The occasion for this 
proposed revision is our decision to delete 
DRG 483, and to assign the cases that 
previously were included within DRG 483 to 
two new DRGs, 541 and 542. As a result of 
these proposed revised criteria, three 
additional DRGs would fall within the scope 
of the policy. These are the two proposed 
new DRGs, 541 and 542, along with DRG 430. 
We estimate that the net effect of these 
proposed changes will be to reduce Medicare 
program payments by approximately $25 
million per year. The proposed change is 
entirely due to the effect of adding DRG 430 
to the policy. The proposed inclusion of 
proposed new DRGs 541 and 542 will have 
no effect on payments, because all of the 
cases included within those proposed DRGs 
were previously included within DRG 483 
and, thus, already fall within the policy. 

B. Impact of Proposed LTC-DRG 
Reclassifications and Relative Weights for 
LTCHs 

In section II.D. of the preamble of this 
proposed rule, we discuss the proposed 
changes in the LTC-DRG relative weights for 
FY 2005 on the proposed version 22.0 of the 
CMS GROUPER. We estimate that the 
proposed changes would result in an 
aggregate decrease in LTCH payments of 
approximately a $55 million based on LTCH 
cases in the FY 2003 MedPAR file. As we 
discuss in further detail in the 2005 LTCH 
PPS rate year final rule published on May 7, 
2004, based on an analysis of LTCH claims 
data in the FY 2003 MedPAR file. We have 
found that the average LTC-DRG relative 
weight has increased due to an increase of 
cases being assigned to LTC-DRGs with 
higher relative weights. This increase may be 
attributable to a number of factors, including 
improvements in coding practices, which are 

typically found when moving from a 
reasonable cost-based payment system to a 
PPS. The impact of including cases with 
relatively lower charges into LTC-DRGs that 
have a relatively higher relative weight in the 
GROUPER version 21.0 (FY 2004) is a 
decrease in the average relative weight for 
those LTC-DRGs in proposed GROUPER 
version 22.0. We believe that the proposed 
changes in the LTC-DRG relative weights, 
which include a number of proposed LTC-
DRGs with lower proposed relative weights, 
would result in a slight decrease in LTCH 
PPS payments. 

C. Impact of Proposed Policy on Payments for 
Inpatient Care in Providers That Change 
Classification Status During a Patient Stay 

In section IV.B. of the preamble to this 
proposed rule, we discuss our proposal to 
change our policy to preclude making more 
than one payment under Medicare for cases 
in which a Medicare provider changes its 
Medicare payment classification during a 
patient’s stay. Although this situation may 
occur in other settings, this payment issue is 
most prevalent for services furnished to 
cross-over patients in a newly established 
LTCH. Currently, when this situation arises, 
Medicare makes two payments for what is 
essentially only one beneficiary episode of 
care, one under the IPPS and one under the 
LTCH PPS. The intent of this proposed 
policy is to eliminate the Medicare payments 
for the single episode of care of such patients. 
While we believe that this proposed policy 
may generate savings for the Medicare 
program, we do not have readily available 
data to precisely estimate the effect of this 
proposed change. Because these proposed 
revisions would only affect new hospitals, 
we are unable to estimate the number of 
hospitals that would be affected. 
Furthermore, we cannot estimate the specific 
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DRGs that would be affected at those 
hospitals. 

D. Impact on Proposed Policy Reporting of 
Hospital Quality Data for Annual Hospital 
Payment Update 

In section IV.E. of the preamble to this 
proposed rule, we discuss the 
implementation of section 501(a) of Public 
Law 108–173, which provides that, the 
update factor for the operating payments for 
FY 2005 and subsequent fiscal years is the 
market basket percentage increase. Section 
501(b) also provides that, for FYs 2005 
through 2007, the update factor will be the 
market basket percentage increase minus 0.4 
percentage points for any hospital that does 
not submit quality data as specified in the 
law. We are unable to precisely estimate the 
effect of this provision because, while 
receiving the full update for those years is 
conditional upon the submission of quality 
data by a hospital, submission of the data is 
not mandated unconditionally. Furthermore, 
hospitals will not begin to submit the quality 
data until very late in the process of 
developing the final rule for FY 2005. The 
Congressional Budget Office, in its analysis 
of Public Law 108–173, assumed that a 
significant number of hospitals would not 
provide the data required for a full payment 
update, and therefore estimated savings to 
the Medicare program of approximately $100 
million per year. However, there has been a 
steady increase in the number of hospitals 
that are voluntarily submitting the specified 
quality data under the National Voluntary 
Hospital Reporting Initiative. We have also 
made efforts to ensure that QIOs provide 
assistance to all hospitals that wish to submit 
data. Therefore, we believe that a high 
proportion of hospitals will respond to the 
incentive provided by section 501(b) and 
submit quality data in order to receive the 
full update. For purposes of this proposed 
rule, we are assuming that no appreciable 
savings will result from this provision.

E. Impact of Proposed Policy on Threshold 
Criteria for Add-On Payments for New 
Technology and Medical Services 

In section IV.H. of the preamble of this 
proposed rule, we discuss our proposal to 
revise the threshold amount for determining 
whether a new technology or medical service 
is an appropriate candidate for an add-on 
payment if it is inadequately paid otherwise 
under the DRG system. Furthermore, we are 
no longer required to ensure that any add-on 
payments for new technology under section 
1886(d)(5)(K) of the Act are budget neutral. 
However, these payments will have a 
significant impact on total payments made in 
FY 2005. As discussed in section II.E. of the 
preamble of this proposed rule, we are 
proposing to maintain the new technology 
status of the INFUSE TM Bone Graft/LT-
CAGE TM Lumbar Tapered Fusion Device for 
spinal fusions. We estimate the total add-on 
payments associated with cases involving 
this new device for FY 2005 would be $4.7 
million. In addition, several other 
technologies may receive approval if we 
receive appropriate supplemental data from 
the applicants (as discussed in the preamble) 
and other interested parties. Therefore, if we 

approve all the devices that may warrant 
approval, the total estimated increase in 
payments for FY 2005 could be $369 million. 

F. Impact of Proposed Policy on Additional 
Payments to Hospitals With High Percentage 
of End-Stage Renal Disease Discharge 

In section IV.J. of the preamble of this 
proposed rule, we discuss our proposal to 
revise our regulations to state that, in 
determining whether a hospital qualifies for 
additional Medicare payments for hospitals 
with high percentages of ESRD discharges, 
only discharges involving ESRD Medicare 
beneficiaries who have received a dialysis 
treatment during an inpatient hospital stay 
are to be counted. 

This proposed revision to the policy would 
reduce the number of hospitals that will 
qualify for this additional payment. 
Specifically, discharges of Medicare ESRD 
beneficiaries who have not received dialysis 
treatment during the course of their hospital 
stays will no longer be counted in 
determining whether hospitals meet the 
threshold for receiving this additional 
payment. Some hospitals that have 
previously qualified for this extra payment 
would not qualify under this proposed 
revised policy. Therefore, the effect of this 
change would be a reduction in Medicare 
program expenditures. However, we are 
unable to quantify the level of program 
savings because we lack data on the 
proportion of the discharges previously 
counted toward the threshold determination 
under this provision that involved Medicare 
ESRD beneficiaries who did not receive 
dialysis services during their hospital stays. 
Overall program expenditures under this 
provision have been approximately $15 
million annually to approximately 41 
hospitals. We estimate that, the savings due 
to this policy change will only be some 
proportion of that figure since some portion 
of these hospitals, which currently qualify for 
the adjustment, will no longer qualify for 
these payments under the revised criteria. 

G. Impact of Proposed Policy on Payment 
Adjustments for Low-Volume Hospitals 

In section IV.M. of the preamble of this 
proposed rule, we discuss our proposal to 
implement section 406 of Public Law 108–
173, which provides for a new payment 
adjustment to account for the higher costs per 
discharge of low-volume hospitals under the 
IPPS. 

Based on the empirical analysis, we are 
limiting the adjustment to hospitals with 500 
or fewer discharges. It is difficult to estimate 
precisely the impact of this provision. While 
there were approximately 400 hospitals with 
500 or fewer total discharges in the most 
recent year for which we have data, many of 
these hospitals may qualify for CAH status 
under the revised bed count threshold (under 
section 405(e) of Pub. L. 108–173). 
Furthermore, we have not yet determined 
which hospitals satisfy the requirement that 
the hospital be located more than 25 road 
miles from another subsection (d) hospital. 
We are proposing to require that a hospital 
that wishes to qualify for the adjustment 
must provide its fiscal intermediary with 
evidence that it meets this distance 

requirement. Until intermediaries are able to 
make these determinations, we are unable to 
determine how many hospitals qualify for the 
adjustment. 

However, the aggregate impact of this 
provision is likely to be relatively small. 
Hospitals with fewer than 500 total 
discharges in a year are likely to have 
correspondingly few Medicare discharges, 
perhaps 200 Medicare discharges or fewer. 
The largest percentage adjustments under the 
proposed formula that we have developed 
would be realized by the smallest hospitals. 
For example, a hospital with 50 total 
discharges will receive an adjustment on 
each Medicare discharge (probably 20 to 25 
Medicare discharges annually) of 22.5 
percent. A hospital with 499 total discharges 
would receive an adjustment of only 0.05 
percent on each Medicare discharge. The 
Congressional Budget Office’s estimated that 
this provision would increase Medicare 
program expenditures by less than $50 
million annually. In the absence of a more 
precise estimate for the reasons indicated 
above, we agree with the Congressional 
Budget Office’s determination. 

H. Impact of Proposed Policy on MGCRB 
Hospital Reclassifications 

Sections 1886(d)(2)(D) and (d)(3) of the Act 
previously required the Secretary to compute 
two average standardized amounts for 
discharges occurring in a fiscal year: one for 
hospitals located in large urban areas and one 
for hospitals located in other areas. In 
addition, under sections 1886(d)(9)(B)(iii) 
and (d)(9)(C)(i) of the Act, the average 
standardized amount per discharge was 
determined for hospitals located in large 
urban and other areas in Puerto Rico. In 
accordance with section 1886(b)(3)(B)(i) of 
the Act, the large urban average standardized 
amount was 1.6 percent higher than the other 
area average standardized amount. 

Section 402(b) of Public Law 108–7 
required that, effective for discharges 
occurring on or after April 1, 2003, and 
before October 1, 2003, the Federal rate for 
all IPPS hospitals would be based on the 
large urban standardized amount. 
Subsequently, Public Law 108–89, extended 
section 402(b) of Public Law 108–7 beginning 
with fiscal year 2004 and thereafter, and 
equal standardized amount is to be computed 
for all hospitals at the level computed for 
large urban hospitals during FY 2003, 
updated by the applicable percentage update. 
This provision in effect makes permanent the 
equalization of the standardized amounts at 
the level of the previous standardized 
amount for large urban hospitals. As a result 
of this legislative change, the standardized 
amount reclassification criterion is no longer 
necessary or appropriate. Therefore, as 
discussed in section IV.N. of this proposed 
rule, we are proposing to remove all 
standardize amount criteria provisions from 
the regulations governing geographic 
reclassification. Specifically, we are 
proposing to remove the provisions that 
contain the criterion requiring individual 
hospitals and urban hospital groups to 
demonstrate that their costs are more 
comparable to the average amount they 
would be paid if they were reclassified than
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the amount they would be paid if they were 
reclassified than the amount they would be 
paid under their current classification. 

In conjunction with this change, we are 
proposing under the Secretary’s general 
authority to make exceptions that any 
hospital whose urban county group 
application under § 412.234 would have been 
approved by the MGCRB for FY 2004 and FY 
2005, but for the failure to meet the 
requirements in § 412.234(c), will be assigned 
the wage index for the MSA identified in the 
FY 2004 and FY 2005 group application (in 
cases where the group identified more than 
one preference, the hospital will be assigned 
the wage index that is most advantageous). 

For our proposal to remove all 
standardized amount criteria provisions from 
the regulations, we are unable to quantify the 
impact of this change precisely. The deletion 
of the standardized amount criterion may 
allow more hospital group applications to 
qualify for reclassification. However, we 
cannot determine how many groups would 
be affected by this change, and, of those, how 
many groups would actually organize to 
apply under the revised standard. This 
change would not affect the aggregate level 
of Medicare expenditures since 
reclassification decisions are budget neutral 
under section 1886(d)(8)(B) of the Act. 
However, the exercise of the Secretary’s 
exception authority to assign a new wage 
index to certain hospitals that failed to be 
approved for reclassification in FY 2004 and 
FY 2005 is not budget neutral. Our review of 
the group reclassification applications for 
those years indicates that only a very small 
number of hospitals would qualify for a new 
wage index assignment under this proposed 
exception. While we are unable to be certain 
about the exact number of hospitals that 
would qualify, we believe that the aggregate 
impact on program payments would be in the 
range of $10 million to $20 million annually 
for the three years during which this 
exception would be in place.

In addition, we are unable to quantify the 
precise impact of the proposed change 
precisely to the average hourly wage 
threshold for rural referral centers. Only a 
limited number of rural referral centers are 
actually located in urban areas. Effective 
October 1, 2000, if a hospital located in what 
is now an urban area was ever a rural referral 
center, it is reinstated to rural referral center 
status (65 FR 47089). We are unable to 
determine how many of these rural referral 
centers that would not otherwise have 
qualified for reclassification would now be 
able to meet the 82 percent threshold. 
However, this change would not affect the 
aggregate level of Medicare expenditures 
since reclassification decisions are budget 
neutral under section 1886(d)(8)(B) of the 
Act. The exercise of the Secretary’s exception 
authority to assign a new wage index to 
certain rural referral centers that failed to be 
approved for reclassification in FY 2005 is 
not budget neutral. Our review of the 
reclassification applications indicates that 
only a very small number of hospitals would 
qualify for a new wage index assignment 
under this proposed exception. While we are 
unable to be certain about the exact number 
of hospitals that would qualify, we believe 

that the aggregate impact on program 
payments would be in the range of $10 
million to $20 million for the one-year during 
which this exception would be in effect. 

Further, we anticipate that our proposed 
use of the authority in section 1886(d)(5)(I)(i) 
of the statute, to provide special protection 
to a small number of hospitals in States with 
fewer than 10 people per square mile (as 
determined using 2000 census data) would 
only increase Medicare program 
expenditures by $3 million to $5 million at 
the maximum. We believe that Medicare 
expenditures associated with this change 
would not exceed this level because many of 
the SCHs in the States where the exception 
would be applied have already qualified for 
reclassification effective for discharges on or 
after October 1, 2004. Furthermore, these 
hospitals are relatively small, and some of 
them are paid under their hospital specific 
rates, which restricts the gain from 
reclassification in most cases to capital PPS 
payments and payments for outpatient 
services. 

I. Impact of Proposed Policy on Payment for 
Direct Costs of Graduate Medical Education 

1. Redistribution of Unused Resident Slots 

As discussed in section IV.O.2.b. of this 
preamble, section 422 of Public Law 108–173 
added a new section 1886(h)(7) to the Act 
that provides for reductions in the statutory 
FTE resident caps under Medicare for certain 
hospitals and authorizes a ‘‘redistribution’’ of 
the FTE resident slots resulting from the 
reduction in the FTE resident caps to other 
hospitals. 

For purposes of this proposed rule, we 
have estimated the impact of section 422 on 
hospitals for FY 2005, making assumptions 
about update factors, geographic (locality) 
adjustment factors, and the number of 
unused residency positions for each hospital. 
For purposes of calculating the impact for 
direct GME payments, we used the projected 
national average per resident amount (PRA) 
for FY 2005 of $82,249, as determined in 
accordance with existing § 413.86(e)(4)(ii)(B) 
(proposed to be redesignated as 
§ 413.77(d)(2)(ii) in this proposed rule), since 
section 1886(h)(7)(B)(v) of the Act requires 
that a hospital that receives an increase in its 
direct GME FTE resident cap under section 
1886(h)(7)(B) of the Act will receive direct 
GME payments with respect to those 
additional FTE residents using the locality-
adjusted national average PRA. Based on our 
analysis of hospitals’ FTE resident caps and 
FTE resident counts from the Hospital Cost 
Report Information System (HCRIS) for the 
most recent cost reporting periods ending on 
or before September 30, 2002, and making 
assumptions for hospitals that submit a 
timely request to use their cost report that 
includes July 1, 2003, we estimate that 
approximately 2,600 FTE resident slots that 
were previously unfilled (and therefore, no 
direct GME or IME payments were made for 
those slots) would be redistributed to and 
filled by hospitals that request an increase to 
their FTE residents caps under section 
1886(h)(7)(B). (We note that this estimate of 
2,600 slots is not necessarily the same as the 
estimate we would ultimately use to 
redistribute resident positions under section 

1886(h)(7)(B)). Since payments for direct 
GME are determined based on a hospital’s 
Medicare inpatient utilization, for purposes 
of this impact, we have applied a factor of 
.35 as the average Medicare inpatient 
utilization. Accordingly, for FY 2005, we 
estimate an increase of $75.6 million in 
direct GME payments. 

For purposes of estimating the impact on 
IME payments, we used an IME formula 
multiplier of 0.66, since section 
1886(d)(5)(B)(ix) states that for a hospital 
whose FTE resident cap is increased as a 
result of a redistribution of unused resident 
positions, the IME adjustment factor is to be 
calculated using a formula multiplier of 0.66 
with respect to any additional residents 
counted by the hospital as a result of that 
increase in the hospital’s FTE resident cap. 
Based on an estimate of unused resident 
positions using FTE resident data from 
HCRIS for the most recent cost reporting 
periods ending on or before September 30, 
2002, and making assumptions for hospitals 
that submit a timely request to use their cost 
report that includes July 1, 2003, we estimate 
that for FY 2005, IME payments would 
increase by approximately $66.5 million. 
Thus, since section 422 is not effective until 
the fourth quarter of FY 2005 (that is, July 1, 
2005), the estimated total increase in 
Medicare payments for FY 2005 attributable 
to section 422 is $35.53 million ([$75.6 
million + $66.5 million] divided by 4). 

2. Per Resident Amount: Extension of Update 
Limitation on High-Cost Programs 

In section IV.O.4. of the preamble of this 
proposed rule, we discuss our proposal to 
implement section 711 of Public Law 108–
173, which freezes the annual CPI–U 
inflation factors to hospital-specific PRAs for 
direct GME payments for those PRAs that 
exceed the established ceiling for FYs 2004 
through 2013. Under existing regulations, for 
FY 2005, if a hospital’s PRA for the previous 
cost reporting period would be greater than 
140 percent of the locality-adjusted national 
average PRA for that same previous cost 
reporting period, the hospital’s PRA would 
be updated for inflation, except that the CPI–
U applied for a 12-month period is reduced 
by 2 percentage points. Under the new 
provisions of section 711 of Pub. L. 108–173 
for FY 2005, if a hospital-specific PRA for the 
previous cost period would be greater than 
140 percent of the locality-adjusted national 
average PRA for that same previous cost 
reporting period, the hospital-specific PRA 
would be frozen at the FY 2004 PRA, and not 
updated for inflation. Therefore, the impact 
in direct GME payments for FY 2005 
(attributable to section 711 of the Public Law 
108–173) is the difference between updating 
the PRAs by the applicable CPI–U inflation 
factor minus 2 percentage points, and not 
updating the PRAs by any CPI–U inflation 
factor. We have calculated an impact for this 
provision, but the resulting savings are 
negligible (less than $100,000). 

3. Residents Training in Nonhospital Settings 

In section IV.O.5. of the preamble of this 
proposed rule, we discuss our proposal to 
implement section 713 of Public Law 108–
173, which, through a moratorium, allows 
hospitals to count allopathic or osteopathic 
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family practice residents training in 
nonhospital settings for IME and direct GME 
without regard to the financial arrangements 
between the hospital and the teaching 
physician practicing in the nonhospital 
setting in which the resident is assigned. We 
are unable to quantify the impact of these 
provisions because we do not know the 
number of residents or programs that are 
affected by these changes. 

In addition, under IV.O.5. of this preamble, 
we discuss our proposed changes related to 
requirements for written agreements for 
residency training in nonhosital settings. We 
are proposing to revise the regulations to 
remove the requirement for a written 
agreement between the hospital and the 
nonhospital setting as a precondition for a 
hospital to count residents training in 
nonhospital settings for purposes of direct 
GME and IME payments. We are also 
proposing that, in order for the hospital to 
count residents training in a nonhospital 
setting, the hospital must pay for the 
nonhospital site training costs concurrently 
with the training that occurs during the cost 
reporting period. There is no monetary 
impact related to this proposed change 
because this proposal is administrative in 
nature, and does not affect a hospital’s direct 
GME or IME payments.

J. Impact of Proposed Policy on Rural 
Community Hospital Demonstration Program 

In section IV.P. of the preamble of this 
proposed rule, we discuss our proposal to 
implement section 410A of Public Law 108–
173 requiring the Secretary to establish a 
demonstration that will modify 
reimbursement for inpatient services for up 
to 15 small rural hospitals. Section 
410A(c)(2) requires that ‘‘in conducting the 
demonstration program under this section, 
the Secretary shall ensure that the aggregate 
payments made by the Secretary do not 
exceed the amount which the Secretary 
would have paid if the demonstration 
program under this section was not 
implemented.’’ As discussed in section IV.P. 
of this proposed rule, we are proposing to 
satisfy this requirement by adjusting national 
IPPS rates by a factor that is sufficient to 
account for the added costs of this 
demonstration. We estimate that the average 
additional annual payment that would be 
made to each participating hospital under the 
demonstration would be approximately 
$1,120,000. We based this estimate on the 
recent historical experience of the difference 
between inpatient cost and reasonable cost 
payment for hospitals that would be eligible 
for the demonstration. For 15 participating 
hospitals, the total annual impact of the 
demonstration program is estimated to be 
$16,820,148. We estimate that there will be 
an average decrease in payment per discharge 
of approximately $0.83 in order to achieve 
budget neutrality. We describe the budget 
neutrality adjustment required for this 
purpose in the Addendum to this proposed 
rule. 

K. Impact of Proposed Criteria for Hospitals-
Within-Hospitals 

In section VI.B. of the preamble of this 
proposed rule, we discuss three options for 

revising and strengthening the criteria to be 
used to classify hospitals-within-hospitals for 
purposes of payments that are excluded from 
the IPPS. The intent of our policies requiring 
separateness of administrative and medical 
governance and decision-making between the 
hospital-within-a-hospital and its host has 
been to discourage patient shifting between 
the excluded hospital-within-a-hospital and 
its host for financial rather than medical 
purposes. In 2002, there were 114 hospitals-
within-hospitals, and these entities are 
increasing at an average annual rate of 30 
percent (MedPAC, June 2003, p.85). To the 
extent that these proposed revisions would 
eliminate hospital-within-hospital 
arrangements that circumvented our existing 
requirements, the Medicare program would 
avoid making unnecessary payments under 
the more costly excluded hospital PPSs. We 
cannot estimate the numbers of existing 
entities that would be affected by these 
proposed revisions, nor can we estimate the 
specific DRGs that would be affected at those 
hospitals. In addition, we do not know the 
number of new applications for this status 
that would be subject to review under these 
new proposed standards. Therefore, we are 
unable to quantify the effect these propose 
changes would have upon Medicare 
expenditures. However, we believe that this 
proposed change in policy would likely 
result in a savings to the Medicare program. 

L. Impact of Proposed Policy Changes 
Related to CAHs 

In section VI.C.2. through VI.C.5. of the 
preamble of this proposed rule, we discuss 
our proposal to implement provisions in 
section 405 of Public Law 108–173 relating 
to payments to CAHs which include the 
percentage of change in the reasonable cost 
payment amount for certain services; the 
revised condition for a CAH’s election of the 
optional payment method; the availability to 
CAHs of the periodic interim payment 
method (PIP); and expansion of types of 
emergency room providers who may be on 
call at CAHs. 

These changes, taken together with the 
increase in the number of beds permitted to 
CAHs for acute care inpatient services 
discussed below, increase the incentive for 
conversion to CAH status by allowing larger 
rural hospitals and those with specialized 
units to become CAHs without materially 
reducing the size and scope of their 
activities. The added 1 percent 
reimbursement and flexibility to allow some 
physicians to opt out of method 2 for CAH 
billing should also increase the rate of 
conversion, while at the same time increasing 
the cost of CAHs to the Medicare program. 
The two payment methods are described in 
detail in section V.I.D.3. of the preamble and 
at § 413.70(b). The Congressional Budget 
Office’s official estimate was that section 405 
of Public Law 108–173 would increase 
Medicare program expenditures by 
approximately $100 million annually. We do 
not have the information to quantify the 
extent of the anticipated increase more 
precisely or to determine how much each 
provision of section 405 might contribute to 
that increase. 

In section VI.C.6. of this preamble, we 
discuss our proposal to our regulations to 

reflect the provisions of section 405(e) of 
Pub. L. 108–173, which provides for an 
increase in the number of beds permitted to 
CAHs for acute care inpatient services, from 
15 to 25 beds. We anticipate that both 
Medicare providers and beneficiaries would 
welcome this change. The increase in the 
number of beds would benefit CAHs that 
experience seasonal increases in patient 
census due to weather conditions and 
tourism. With the increase, more Medicare 
beneficiaries may have access to health care 
in their communities without the need to be 
transferred to another hospital because the 
CAH is at capacity for acute care beds. In 
addition, the bed size increase would 
eliminate an obstacle for some small rural 
hospitals that, except for the bed size 
restriction of 15 acute care beds, could 
qualify for CAH status. Although we 
anticipate that these changes would increase 
the rate at which hospitals convert to CAH 
status we do not have the information needed 
to make quantitative estimates of the extent 
of this increase. 

In section VI.C.7. of the preamble of this 
proposed rule, we discuss our proposal to 
implement section 405(g) of Public Law 108–
173, which grants authority for CAHs to 
establish psychiatric and rehabilitation 
distinct part units. This proposed rule would 
allow CAHs the option of providing 
rehabilitation and psychiatric services in 
such units. 

Although we view the anticipated results 
of the proposed regulations as beneficial to 
the Medicaid and Medicare programs as well 
as to Medicare and Medicaid beneficiaries 
and State governments, we recognize that 
some of the provisions could be controversial 
and that some affected entities may respond 
unfavorably. We also recognize that not all of 
the potential effects of these provisions can 
definitely be anticipated, especially in view 
of their interaction with other Federal, State, 
and local activities regarding outpatient 
services. In particular, considering the effects 
of our simultaneous efforts to improve the 
delivery of outpatient services, it is 
impossible to quantify meaningfully a 
projection of the future effect of these 
provisions on a CAH’s operating costs or on 
the frequency of substantial noncompliance 
and termination procedures. 

We estimate that only those facilities that 
have the capabilities to operate a distinct part 
unit prior to becoming a CAH will elect to 
operate such a unit. Hospitals that currently 
operate a distinct part unit and wish to 
continue providing psychiatric and 
rehabilitation services to the community can 
continue to do so after converting to a CAH. 
Allowing a facility that converts to a CAH to 
continue providing inpatient rehabilitation 
and psychiatric services in rural areas would 
help to ensure availability of services that are 
disproportionately located in urban areas. 
Distinct-part units may be less common in 
rural areas due to the challenge of finding the 
resources needed to operate a distinct part 
unit. The United States General Accounting 
Office (GAO), in its September 2003 Report 
to Congress, entitled ‘‘Modest Eligibility 
Expansion for Critical Access Hospital 
Program Should Be Considered,’’ reported 
that a distinct part unit might provide a 
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8 Information from United States General 
Accounting Office’s Report to Congress, ‘‘Modest 

Eligibility Expansion for Critical Access Hospital Program Should be Considered,’’ GAO–03–948, 
September 2003.

financial benefit to the hospital because it 
enables the hospital to spread its fixed costs 
over more services. CAHs potentially can 
experience a net gain on their Medicare 
payments.

Among the existing CAHs, 25 previously 
operated a distinct part unit but had to close 
it as part of becoming a CAH. GAO identified 
683 rural hospitals as ‘‘potential CAHs’’ 
based on their having an annual average of 
no more than 15 acute care patients per day. 
About 14 percent (93) of these potential 
CAHs operate an inpatient psychiatric or 
rehabilitation distinct part unit, which they 
previously would have had to close to 
convert to CAH status. Among the potential 
CAHs that operate a distinct part, about half 
had a net loss on Medicare services, 
indicating they might benefit from CAH 
conversion.8

Based on the GAO data, we estimate that 
approximately 50 hospitals that currently 
operate distinct part units would not incur 
any additional expense to convert to a CAH 
and, in fact, may increase their revenue. 
Therefore, we are only estimating burden for 
current CAHs (approximately 27) that might 
want to operate a distinct part unit due to 
their previous experience in operating a 
distinct part unit. 

Inpatient psychiatric services in a CAH’s 
distinct-part unit must be under the 
supervision of a clinical director, service 
chief, or equivalent who is qualified to 

provide the leadership required for an 
intensive treatment program, and who is 
board certified in psychiatry. The distinct 
part unit must also have a director of nursing 
services who is a registered nurse with a 
master’s degree in psychiatric or mental 
health nursing or its equivalent from a school 
of accreditation by the National League of 
Nursing, who is qualified by education and 
experience in the care of persons with mental 
illness, and a director of social services. 
There must also be an adequate number of 
registered nurses to provide 24-hour coverage 
as well as licensed practical nurses and 
mental health workers. 

A rehabilitation distinct-part unit of a CAH 
would be required to provide rehabilitation 
nursing, physical and occupational therapy, 
and, as needed, speech therapy, social 
services or psychological services and 
orthotics and prosthetics. The distinct part 
unit also must have a director of 
rehabilitation who, among other 
requirements, is experienced in rehabilitation 
and is a doctor of medicine or a doctor of 
osteopathy. 

In addition, a CAH must comply with the 
common requirements for excluded units at 
§ 412.25. Therefore, both psychiatric and 
rehabilitation distinct part units would be 
required to meet those requirements, 
including written admission criteria that are 
applied uniformly to both Medicare and non-
Medicare having patients and have 

admission and discharge records that are 
separately identified from those of the CAH 
in which it is located and are readily 
available. Both of these distinct part units 
also must have policies specifying that 
necessary clinical information be transferred 
to the unit and have utilization review 
standards applicable for the type of care 
offered in the unit. Psychiatric distinct part 
units would also have to meet requirements 
of § 412.22, including maintenance of 
medical records that permit determination of 
the degree and intensity of the treatment 
provided to individuals who are furnished 
services in the unit. Each patient must also 
have an individual comprehensive treatment 
plan. Section 412.29 requires individuals 
having rehabilitation distinct part units to 
also have to meet the criteria of a 
preadmission screening procedure under 
which each prospective patient’s condition 
and medical history are reviewed to 
determine whether the patient is likely to 
benefit significantly from an inpatient 
program. The unit must have also a plan of 
treatment for each inpatient. 
Notwithstanding the above discussion, we 
are not attributing burden for these 
requirements because they are industry 
standards for providing quality care and are 
already required conditions for both 
rehabilitation and psychiatric units.

Hours/estimated salary/number of CAHs Annual cost 

Estimated Costs for Psychiatric Distinct Part Units 

Clinical Director or service chief; annual salary of $75,000 × 27 CAHs ............................................................................................. $2,025,000
24-hours nursing coverage—1 RN per 12 hour shift (2 RNs total) = Annual salary of $52,120 × 2; ................................................ 2,814,480
One LPN per 12 hour shift = Annual salary of $32,500 × 2 = $65,000 × 27 CAHs; ......................................................................... 1,755,000
Director of nursing—Annual salary of $60,000 × 27 = $1,620,000 .................................................................................................... 1,620,000
Director of social services—Annual salary of $53,000 × 27 = $1,431,000 ......................................................................................... 1,431,000 
Psychiatric aides—Annual salary of $25,650 x 2=$51,300 × 27 CAHs ............................................................................................. 1,385,100 

Total .............................................................................................................................................................................................. 11,050,580 

Estimated Costs for Rehabilitation Distinct Part Units 

Director of Rehabilitation—Annual salary $75,000 × 27 = $2,025,000 .............................................................................................. 2,025,000
Occupational Therapist—Annual salary $53,300 × 27 = $1,439,100 ................................................................................................. 1,439,100
Physical Therapist—Annual salary $55,800 × 27 = $1,506,600 ......................................................................................................... 1,506,600
Speech Therapist—Annual salary $52,800 × 27 = $1,425,600 .......................................................................................................... 1,425,600 
Rehabilitation nurse—Annual salary $32,500 × 27 = ......................................................................................................................... 877,500

Total .............................................................................................................................................................................................. 7,273,800 

In section VI.C.8. of the preamble of this 
proposed rule, we are proposing to 
implement section 405(h) of Public Law 108–
173 which terminates a State’s authority to 
waive the location requirement of more than 
a 35-mile drive (or in the case of 
mountainous terrain or secondary roads, a 
15-mile drive) for a CAH by designating the 
CAH as a necessary provider. We do not have 
the information to quantify the extent of the 
anticipated increase more precisely or to 
determine how much this provision might 
contribute to that increase. 

M. Impact of Proposed Policy Change 
Regarding Disclosure of Information by QIOs. 

In section VII.A. of this proposed rule, we 
are proposing to revise our regulations to add 
provisions to allow QIOs to disclose 
information about practitioners and 
institutions and information from quality 
review studies if the practitioner or 
institution consents to or requests the 
disclosure of the information in writing. This 
disclosure would be in addition to the 
existing disclosure previously based on 
written consent of the institution or 
practitioner. In addition, we are proposing 

exceptions to the 30-day advance notice 
requirement to an institution or practitioner 
by a QIO of its intent to disclose confidential 
and nonconfidential information on a 
practitioner or an institution is at the request 
of or consent of the institution or 
practitioner. We are proposing to specify that 
the notification requirements would not 
apply if the institution or practitioner has 
requested in writing that the QIO make the 
disclosure, has provided written consent for 
the disclosure, or the information is public 
information.

VerDate jul<14>2003 20:14 May 17, 2004 Jkt 203001 PO 00000 Frm 00616 Fmt 4701 Sfmt 4700 C:\18MYP2.SGM 18MYP2



28811Federal Register / Vol. 69, No. 96 / Tuesday, May 18, 2004 / Proposed Rules 

We believe that these proposed revisions 
would reduce the existing burden on 
practitioners, institutions, and QIOs and, at 
the same time, ensure that necessary 
protections on information are retained. 
These provisions would allow QIOs, 
institutions, and practitioners to share vital 
information in an effective manner and 
further our efforts to ensure the highest 
quality of care for Medicare beneficiaries. 

N. Impact of Policy Change for Medicare 
Hospital Conditions of Participation for 
Discharge Planning 

In section VIII.A. of the preamble of this 
proposed rule, we discuss our proposal to 
amend the regulations at § 482.43 to 
incorporate the provisions of section 4321(a) 
of Public Law 105–33 and section 926(b) of 
Public Law 108–173 into the hospital 
conditions of participation. We are proposing 
to include the requirement for hospitals to 
provide lists of Medicare-certified HHAs and 
SNFs to patients or their representatives as 
part of the discharge planning process. We 
are proposing to require the SNF list to 
include Medicare-certified SNFs located in a 
geographic area chosen by the patient. We are 
not requiring that the list of Medicare-
certified SNFs contain only those SNFs that 
are located in the area in which the patient 
resides. Because many available Medicare-
certified SNFs are not located near where the 
patient resides, especially in rural areas, we 
believe that a requirement that restricts a 
patient to SNFs in areas where the patient 
resides is too restrictive and would limit the 
choices of posthospital extended care 
services for Medicare beneficiaries. 

The nature of the proposed regulatory 
provision is such that this minimal 
regulatory burden would be placed upon 
hospitals, HHAs and SNFs exclusively. 
Therefore, we did not consider any 
regulatory relief options. We also certify that 
this proposed provision would not have a 
significant economic impact on a substantial 
number of small entities or a significant 
impact on the operations of a substantial 
number of small rural hospitals.

Compliance with section 4321(a) of the 
BBA and section 926(b) of Public Law 108–
173 requires a hospital to collect on an initial 
and ongoing basis information to develop 
and maintain a current list of HHAs and 
SNFs available to Medicare beneficiaries. We 
anticipate that this effort would be minimal 
because hospitals currently access this 
information as an essential component of the 
discharge planning process. We do not 
anticipate that the operations of a substantial 
number of small rural hospitals would be 
significantly impacted. The impact would be 
even further minimized if a hospital chooses 
to access this information via the Home 
Health Compare or Nursing Home Compare 
tools on the CMS Web site, http://
www.medicare.gov, or if the hospital calls 1–
800–MEDICARE (1–800–633–4227) to 
request a printout of the HHAs or SNFs in 
the desired geographic area. 

The anticipated effects on patients would 
be an enhanced ability to make informed 
choices about the care they receive from 
HHAs or SNFs upon discharge from a 
hospital. Based on 2003 CMS data, there are 

approximately 6,000 Medicare-certified 
hospitals, 6,900 Medicare-certified HHAs, 
and 17,000 SNFs. 

The requirements set forth in this proposed 
provision would place minimal burdens on 
hospitals, HHAs, and SNFs. A possible 
outcome of the implementation of all parts of 
the rule may be to influence hospital referral 
patterns, thus having an impact on HHAs and 
SNFs receiving post-hospitalization referrals. 
The information made available to maintain 
compliance with the statute and this 
proposed provision might impact patient 
choices about who furnishes Medicare 
services to them and, in turn, may have an 
indeterminable impact on entities that 
provide, or do not provide services to 
Medicare beneficiaries as a result. 

This proposed provision would improve 
our information campaign to assist 
beneficiaries in making informed choices for 
health care delivery. Patient choice under the 
Medicaid program may be similarly affected 
if the providers on these lists also participate 
in that program. 

We considered developing a standardized 
process, format, and timeframe for all 
hospitals to use in developing, maintaining, 
and updating a current list of HHAs and 
SNFs. Instead, we have chosen a less 
prescriptive approach. Hospitals have the 
flexibility to define a process for developing, 
maintaining, and updating their list of HHAs 
or SNFs in a manner that makes the most 
sense for both the hospital and the patients 
they serve. The hospital would have the 
flexibility to develop and maintain their own 
list of HHAs and SNFs, or simply print a list 
from the Home Health Compare or Nursing 
Home Compare site at the CMS Web site, 
http://www.medicare.gov, based on the 
geographic area requested by the patient. Or, 
in the rare instance when a hospital does not 
have Internet access, the hospital can call 1–
800–MEDICARE (1–800–633–4227) to 
request a printout of the list of HHAs or SNFs 
in the desired geographic area. In this way, 
hospitals would be able to develop and 
implement systems and processes that are the 
most effective and efficient in providing 
quality care and meeting the needs of their 
patients, as well as complying with the 
requirements of the proposed regulation. 

In summary, this proposed provision 
would establish a process for implementing 
the statutory requirements under section 
4321(a) of the BBA and section 926(b) of the 
MMA. This approach would enhance the 
information made available to Medicare 
beneficiaries and place minimal burdens on 
all entities that may be directly or indirectly 
affected. 

O. Impact of Proposed Policy Changes 
Relating to Medicare Provider Agreements for 
Compliance with Bloodborne Pathogens 
Standards for Medicare-Participating 
Hospitals 

In section VIII.B. of the preamble to this 
proposed rule, we discuss our proposal to 
implement section 947 of Public Law 108–
173 under which hospitals not otherwise 
subject to the Occupational Safety and Health 
Act (OSHA) (or a State occupational safety 
and health plan that is approved under 
section 18(b) of that Act) must comply with 

the OSHA bloodborne pathogens standard as 
part of their Medicare provider agreements, 
effective July l, 2004. 

Given that the Occupational Safety and 
Health Administration (OSHA) has already 
prepared a Regulatory Impact and Regulatory 
Flexibility Analysis for the Bloodborne 
Pathogens standard that was published 
December 6, 1991 (56 FR 64004), we have 
included relevant portions of their analyses 
in our estimate. However, we have pulled out 
the numbers that are relevant to this 
regulation and up-dated the numbers to make 
them current as of January, 2004. Thus, the 
impact of this proposed rule on the public 
hospitals included in the 26 States without 
state plans, as well as the District of 
Columbia, and Guam has been assessed. 

OSHA noted that most hospitals perform a 
great variety of services, and there are many 
different exposure scenarios. One frequently 
reported exposure was needlestick, with the 
greatest potential for exposure occurring 
during needle recapping. Other hospital 
procedures that are associated with frequent 
exposure include phlebotomy, IV line 
placement, bronchoscopy, intubation, airway 
suction, endoscopy, colonoscopy, and 
proctosigmoidoscopy. Areas with the greatest 
potential for exposure include the emergency 
room, surgical suite, hemodialysis center, 
and intensive care unit. Laundry workers and 
janitors may also be exposed, particularly 
when handling soiled linen or refuse. 

OSHA’s standard for reducing worker 
exposure to bloodborne pathogens is based 
on the adoption of universal precautions as 
a method of infection control. This approach, 
which is fundamentally different from 
traditional procedures that isolate known 
infectious individuals and materials in the 
health care setting, assumes that all human 
blood and body fluids are potentially 
infectious for HIV, HBV, and other 
bloodborne pathogens. The rationale for this 
approach is that carriers of these diseases are 
not always identifiable in the health care 
setting, and that contaminated materials are 
not always properly labeled. Thus, the 
exposed worker can be at great risk without 
warning. 

OSHA estimated that 6,197 hospitals with 
a total of 2,386,165 employees would be 
affected by the BBP standards. However, 
OSHA found that most hospitals had already 
implemented measures to protect workers 
from occupational exposure to blood and 
other potentially infectious materials, and 
that many were very close to full compliance 
with the standard. OSHA’s estimates of the 
number of affected hospitals and the number 
of employees did not include state and local 
government hospitals located in states 
without occupational safety and health plans 
in place, that is, the hospitals that would be 
affected by our proposed rule.

Net compliance costs were estimated for 
each provision of the standard based on 
OSHA surveys and information submitted in 
response to the rulemaking docket. The costs 
represented the additional costs of fully 
complying with the requirements of the 
standard, after deducting from total cost the 
current baseline activities that already 
voluntarily occurred at affected facilities. 
Personal protective equipment accounted for 
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the largest amount of net compliance costs. 
Training, vaccine and post-exposure follow-
up, and housekeeping were also found to be 
significant cost components. One-time costs 
were annualized to reflect the opportunity 
cost of capital. OSHA estimated the total 
annual costs to the affected hospitals to be 
approximately $321,913,697 or $51,947 per 
hospital annually. 

The magnitude of cost increases associated 
with the standard was estimated to be 
relatively small, and OSHA stated that they 
should not create significant economic 
hardship for most affected hospitals. OSHA 
predicted that the costs would be passed 
through the system, with resultant minor 
price increases to patients, customers and 
other downstream recipients of health 
services. However, OSHA noted that without 
the BBP standards, the economic impact of 
inadequate protections from BBP would fall 
on hospital employees and the general 
public. 

OSHA stated that, in general, the economic 
impacts of the standard were not judged to 
be of sufficient magnitude to threaten the 
existence of any affected sector, nor were 
impacts judged sufficient to disrupt or 
otherwise adversely alter industry structure. 
OSHA did not believe that productivity of 
hospital employees would be significantly 
affected by the BBP requirements. OSHA 
stated that it believed familiarization with 
the requirements and techniques would 
restrict time lost and that any decrease in 
productivity would be offset by the peace of 
mind associated with a safer work setting. 

Based on OSHA’S conclusions, we did not 
deem it necessary to update the 1989 cost 
data used in their analysis. Although the 
costs of meeting the BBP standards would 
have increased over time, we note that at the 
time, OSHA found most hospitals had 
already implemented measures to protect 
workers from exposure to blood and other 
potentially infectious materials and that 
many hospitals were very close to full 
compliance. We expect that hospitals not 
covered under the BBP standards (that is, 
hospitals that would be affected by our 
proposed rule) also had implemented 
measures to protect their employees from 
exposure to blood and other potentially 
infectious materials and that many hospitals 
were already close to full compliance with 
the BBP standards. We also expect that in the 
intervening years, hospitals that would be 
affected by this proposed rule would have 
further increased their worker protections. It 
is likely that many of the hospitals that 
would be affected by this proposed rule are 
already very close to full compliance with 
the BBP standards. 

While smaller hospitals’ limited ability to 
diversify could be a potential disadvantage in 
their attempts to pass compliance costs 
forward, OSHA concluded that it did not 
appear that they would lag behind larger 
hospitals to any significant extent in their 
ability to provide employees with protection 
against infectious hazards. 

On January 18, 2001, OSHA published a 
final rule that added two new recordkeeping 
requirements to the BBP standards (66 FR 
48250). First, the amended standard requires 
employers to ‘‘establish and maintain a 

sharps injury log for the recording of 
percutaneous injuries’’. Second, any 
employer ‘‘who is required to establish an 
Exposure Control Plan’’ must ‘‘solicit input 
from non-managerial employees responsible 
for direct patient care who are potentially 
exposed to injuries from contaminated sharps 
in the identification, evaluation, and 
selection of effective engineering and work 
practice controls and shall document the 
solicitation in the exposure-control plan. 

According to OSHA’s analysis, the 
maximum total annual cost of the two 
requirements would be $33,892,653, 
consisting of $1,294,352 associated with 
maintaining a sharps injury log and 
$32,598,300 associated with soliciting and 
documenting employee input into the 
Exposure Control Plan. This would amount 
to $67 per hospital annually, which would 
not cause significant economic impact on 
either large or small affected establishments. 

The requirements set forth in this proposed 
rule would place minimal burden on 
hospitals. A possible outcome of the 
implementation of all parts of the rule may 
be to influence hospitals’ use of proper 
mechanisms and supplies necessary to 
ensure employee protection from BBPs. 

The anticipated effects on employees 
would be the assurance that provisions are 
made to reduce the potential for contact with 
BBPs when performing work-related duties. 
Based on 2003 CMS data, there are 
approximately 6,000 Medicare-certified 
hospitals of which 849 are non-federal, 
government-owned hospitals located in states 
that do not have their own health and safety 
standards.

This proposed rule would improve the 
quality of working conditions for employees 
who care for Medicare beneficiaries in these 
non-federal, government-owned hospitals 
and would ensure hospital employee safety 
while performing their duties in Medicare 
participating hospitals while placing 
minimal burden on all affected entities 
directly and on entities that may be 
indirectly affected. 

P. Impact of Proposed Fire Safety 
Requirements for Certain Health Care 
Facilities. 

In section VIII. of the preamble of this 
proposed rule, we discuss our proposal to 
clarify that long-term care facilities must be 
in compliance with Chapter 19.2.9, 
Emergency Lighting, beginning March 13, 
2006. In addition, we also specify that 
beginning March 13, 2006, Chapter 
19.3.6.3.2, exception number 2 will no longer 
apply to these facilities. 

In the January 10, 2003 final rule adopting 
the 2000 edition of the Life Safety Code, we 
examined the overall economic impact and 
the impact on small entities and rural 
hospitals as required by Executive Order 
12866 (September 1993, Regulatory Planning 
and Review), the Regulatory Flexibility Act 
(RFA) (September 16, 1980 Pub. L. 96–354), 
section 1102(b) of the Social Security Act, the 
Unfunded Mandates Reform Act of 1995 
(Pub. L. 104–4) and Executive Order 13132. 
We also examined the anticipated effects of 
the rule. We determined that the 2003 final 
rule did not meet the criteria to be 

considered economically significant or to be 
a major rule. Furthermore, we examined the 
Federalism implication of the 2003 final rule 
and determined that the rule would not have 
a substantial effect on State, local, or tribal 
governments. The correcting amendments in 
this proposed rule would merely bring the 
Code of Federal Regulations language into 
conformity with the analyses that we have 
already conducted and described in the 
Regulatory Impact Statement section of the 
2003 final rule. (See 68 FR 1374, January 10, 
2003). 

VIII. Impact of Proposed Changes in the 
Capital PPS 

A. General Considerations 

Fiscal year 2001 was the last year of the 10-
year transition period established to phase in 
the PPS for hospital capital-related costs. 
During the transition period, hospitals were 
paid under one of two payment 
methodologies: fully prospective or hold 
harmless. Under the fully prospective 
methodology, hospitals were paid a blend of 
the capital Federal rate and their hospital-
specific rate (see § 412.340). Under the hold-
harmless methodology, unless a hospital 
elected payment based on 100 percent of the 
capital Federal rate, hospitals were paid 85 
percent of reasonable costs for old capital 
costs (100 percent for SCHs) plus an amount 
for new capital costs based on a proportion 
of the capital Federal rate (see § 412.344). As 
we state in section V. of the preamble of this 
proposed rule, with the 10-year transition 
period ending with hospital cost reporting 
periods beginning on or after October 1, 2001 
(FY 2002), beginning in FY 2002 capital 
prospective payment system payments for 
most hospitals are based solely on the capital 
Federal rate. Therefore, we no longer include 
information on obligated capital costs or 
projections of old capital costs and new 
capital costs, which were factors needed to 
calculate payments during the transition 
period, for our impact analysis. 

In accordance with § 412.312, the basic 
methodology for determining a capital 
prospective payment system payment is:
(Standard Federal Rate) × (DRG weight) × 
(Geographic Adjustment Factor (GAF)) × 
(Large Urban Add-on, if applicable) × (COLA 
adjustment for hospitals located in Alaska 
and Hawaii) × (1 + Disproportionate Share 
(DSH) Adjustment Factor + Indirect Medical 
Education (IME) Adjustment Factor, if 
applicable). 

In addition, hospitals may also receive 
outlier payments for those cases that qualify 
under the threshold established for each 
fiscal year. 

The data used in developing the impact 
analysis presented below are taken from the 
December 2003 update of the FY 2003 
MedPAR file and the December 2003 update 
of the Provider Specific File that is used for 
payment purposes. Although the analyses of 
the changes to the capital prospective 
payment system do not incorporate cost data, 
we used the December 2003 update of the 
most recently available hospital cost report 
data (FY 2001) to categorize hospitals. Our 
analysis has several qualifications. First, we 
do not make adjustments for behavioral 
changes that hospitals may adopt in response 
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to policy changes. Second, due to the 
interdependent nature of the PPS, it is very 
difficult to precisely quantify the impact 
associated with each change. Third, we draw 
upon various sources for the data used to 
categorize hospitals in the tables. In some 
cases (for instance, the number of beds), there 
is a fair degree of variation in the data from 
different sources. We have attempted to 
construct these variables with the best 
available sources overall. However, for 
individual hospitals, some 
miscategorizations are possible. 

Using cases from the December 2003 
update of the FY 2003 MedPAR file, we 
simulated payments under the capital PPS 
for FY 2004 and FY 2005 for a comparison 
of total payments per case. Any short-term, 
acute care hospitals not paid under the 
general IPPS (Indian Health Service Hospitals 
and hospitals in Maryland) are excluded 
from the simulations. 

As we explain in section III.A.4. of the 
Addendum of this proposed rule, payments 
will no longer be made under the regular 
exceptions provision under §§ 412.348(b) 
through (e). Therefore, we are no longer using 
the actuarial capital cost model (described in 
Appendix B of the August 1, 2001 final rule 
(66 FR 40099)). We modeled payments for 
each hospital by multiplying the capital 
Federal rate by the GAF and the hospital’s 
case-mix. We then added estimated payments 
for indirect medical education, 
disproportionate share, large urban add-on, 
and outliers, if applicable. For purposes of 
this impact analysis, the model includes the 
following assumptions: 

• We estimate that the Medicare case-mix 
index would increase by 1.0 percent in both 
FY 2004 and FY 2005. 

• We estimate that the Medicare 
discharges will be 14.5 million in FY 2004 
and 14.0 million in FY 2005 for a 3.4 percent 
decrease from FY 2004 to FY 2005. (We are 
projecting a decrease in Medicare Part A fee-
for-service admissions, in part, because we 
are projecting an increase in Medicare 
managed care enrollment as a result of the 
implementation of several provisions of 
Public Law 108–173. 

• The capital Federal rate was updated 
beginning in FY 1996 by an analytical 
framework that considers changes in the 
prices associated with capital-related costs 
and adjustments to account for forecast error, 
changes in the case-mix index, allowable 
changes in intensity, and other factors. The 
proposed FY 2005 update is 0.7 percent (see 
section III.A.1.a. of the Addendum to this 
proposed rule).

• In addition to the proposed FY 2005 
update factor, the proposed FY 2005 capital 
Federal rate was calculated based on a GAF/
DRG budget neutrality factor of 1.0015, an 
outlier adjustment factor of 0.9497, and a 
(special) exceptions adjustment factor of 
0.9996. 

Results 

In the past, in this impact section we 
presented the redistributive effects that were 
expected to occur between ‘‘hold-harmless’’ 
hospitals and ‘‘fully prospective’’ hospitals 
and a cross-sectional summary of hospital 
groupings by the capital PPS transition 

period payment methodology. We are no 
longer including this information because all 
hospitals (except new hospitals under 
§ 412.324(b) and under § 412.304(c)(2)) are 
paid 100 percent of the capital Federal rate 
in FY 2005. 

We used the actuarial model described 
above to estimate the potential impact of our 
proposed changes for FY 2005 on total 
capital payments per case, using a universe 
of 3,871 hospitals. As described above, the 
individual hospital payment parameters are 
taken from the best available data, including 
the December 2003 update of the FY 2003 
MedPAR file, the December 2003 update to 
the Provider-Specific File, and the most 
recent cost report data from the December 
2003 update of HCRIS. In Table III, we 
present a comparison of total payments per 
case for FY 2004 compared to FY 2005 based 
on the proposed FY 2005 payment policies. 
Column 2 shows estimates of payments per 
case under our model for FY 2004. Column 
3 shows estimates of payments per case 
under our model for FY 2005. Column 4 
shows the total percentage change in 
payments from FY 2004 to FY 2005. The 
change represented in Column 4 includes the 
0.7 percent update to the capital Federal rate, 
a 1.0 percent increase in case-mix, changes 
in the adjustments to the capital Federal rate 
(for example, the effect of the new hospital 
wage index on the geographic adjustment 
factor), and reclassifications by the MGCRB, 
as well as changes in special exception 
payments. The comparisons are provided by: 
(1) Geographic location; (2) region; and (3) 
payment classification. 

The simulation results show that, on 
average, capital payments per case can be 
expected to increase 4.3 percent in FY 2005. 
In addition to the 0.7 percent increase due to 
the capital market basket update, this 
projected increase in capital payments per 
case is largely attributable to the proposed 
changes in the GAF values (which include 
the increase to hospital wage index values 
provided for by sections 505 and 508 of Pub. 
L. 108–173) and estimated increase in outlier 
payments in FY 2005. Our comparison by 
geographic location shows that urban 
hospitals are expected to experience a 4.6 
percent increase in capital payments per 
case, while rural hospitals are only expected 
to experience a 2.1 percent increase in capital 
payments per case. This difference is mostly 
due to a projection that urban hospitals will 
experience a larger increase in payments due 
to changes in the proposed GAF values and 
larger projected increase in outlier payments 
from FY 2004 to FY 2005 compared to rural 
hospitals. 

Most regions are estimated to receive an 
increase in total capital payments per case. 
Changes by region vary from a minimum 
increase of 0.7 percent (South Atlantic rural 
region) to a maximum increase of 5.5 percent 
(Pacific urban region). This relatively small 
increase in projected capital payments per 
discharge for hospitals located in the South 
Atlantic rural region is largely attributable to 
the proposed changes in the GAF values (that 
is, the proposed GAFs for most of these 
hospitals for FY 2005 are lower than the 
average of the GAFs for FY 2004) and a 
projected decrease in DSH payments (mostly 

because the rural hospitals that previously 
qualified for capital DSH payments because 
they reclassified for the purpose of the 
operating IPPS standardized amounts would 
no longer be eligible to receive capital DSH 
payments with the equalization of the 
operating IPPS standardized amounts, as 
discussed in section IV.D. of the preamble of 
this proposed rule). The relatively large 
increase in capital payments per discharge 
for hospitals located in the Pacific urban 
region is largely due to the proposed changes 
in the GAF values (that is, the proposed 
GAFs for most of these hospitals for FY 2005 
are higher than the average of the GAFs for 
FY 2004) and an increase in projected outlier 
payments. 

Hospitals located in Puerto Rico are 
expected to experience an increase in total 
capital payments per case of 8.0 percent. This 
relatively large increase in payment per case 
for hospitals located in Puerto Rico is largely 
due to the proposed change in the Federal 
portion (from 50 percent to 75 percent) of the 
blended payments to Puerto Rico hospitals 
beginning in FY 2005. 

By type of ownership, proprietary hospitals 
are projected to have the largest rate of 
increase of total payment changes (4.7 
percent). Similarly, payments to voluntary 
and government hospitals are expected to 
increase 4.3 percent. As noted above, this 
slightly larger projected increase in capital 
payments per case for proprietary hospitals is 
mostly due to the proposed changes in the 
GAF values for FY 2005. 

Section 1886(d)(10) of the Act established 
the MGCRB. Previously, hospitals could 
apply for reclassification for purposes of the 
standardized amount, wage index, or both. 
Section 401(c) of Public Law 108–173 
equalized the standardized amounts under 
the operating IPPS. Therefore, beginning in 
FY 2005, there is no longer reclassification 
for the purposes of the standardized 
amounts; hospitals may apply for 
reclassification for purposes of the wage 
index in FY 2005. Reclassification for wage 
index purposes also affects the geographic 
adjustment factor because that factor is 
constructed from the hospital wage index. 

To present the effects of the hospitals being 
reclassified for FY 2005 compared to the 
effects of reclassification for FY 2004, we 
show the average payment percentage 
increase for hospitals reclassified in each 
fiscal year and in total. The reclassified 
groups are compared to all other 
nonreclassified hospitals. These categories 
are further identified by urban and rural 
designation. 

Hospitals reclassified for FY 2005 as a 
whole are projected to experience a 2.8 
percent increase in payments. Payments to 
nonreclassified hospitals in FY 2005 are 
expected to increase 4.5 percent. Hospitals 
reclassified during both FY 2004 and FY 
2005 are projected to experience a slight 
increase in payments of 2.6 percent. 
Hospitals reclassified during FY 2005 only 
are projected to receive an increase in 
payments of 4.9 percent. This increase is 
primarily due to proposed changes in the 
GAF (wage index).
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TABLE III.—COMPARISON OF TOTAL PAYMENTS PER CASE 
[FY 2004 Payments Compared to Proposed FY 2005 Payments] 

Number of
hospitals 

Average
FY 2004

payments/
case 

Average
FY 2005

payments/
case 

Change. 

By Geographic Location:. 
All hospitals .............................................................................................................. 3,871 709 740 4.3
Large urban areas (populations over 1 million) ....................................................... 1,411 790 838 6.1
Other urban areas (populations of 1 million of fewer) ............................................. 1,253 704 723 2.7
Rural areas ............................................................................................................... 1,207 485 495 2.1
Urban hospitals ......................................................................................................... 2,664 750 784 4.6

0–99 beds .......................................................................................................... 674 540 563 4.4
100–199 beds .................................................................................................... 945 642 670 4.2
200–299 beds .................................................................................................... 499 736 766 4.2
300–499 beds .................................................................................................... 415 812 851 4.8
500 or more beds .............................................................................................. 131 934 982 5.2

Rural hospitals .......................................................................................................... 1,207 485 495 2.1
0–49 beds .......................................................................................................... 548 406 416 2.5
50–99 beds ........................................................................................................ 393 452 462 2.2
100–149 beds .................................................................................................... 163 492 501 1.9
150–199 beds .................................................................................................... 57 536 545 1.6
200 or more beds .............................................................................................. 46 610 622 2.0

By Region: 
Urban by Region ...................................................................................................... 2,664 750 784 4.6

New England ..................................................................................................... 134 815 839 2.9
Middle Atlantic ................................................................................................... 390 813 848 4.2
South Atlantic .................................................................................................... 407 720 752 4.4
East North Central ............................................................................................. 442 742 777 4.8
East South Central ............................................................................................ 175 677 709 4.7
West North Central ............................................................................................ 160 752 786 4.5
West South Central ........................................................................................... 344 698 734 5.2
Mountain ............................................................................................................ 140 746 772 3.5
Pacific ................................................................................................................ 421 850 897 5.5
Puerto Rico ........................................................................................................ 51 321 346 8.0

Rural by Region ........................................................................................................ 1,207 485 495 2.1
New England ..................................................................................................... 34 618 629 1.9
Middle Atlantic ................................................................................................... 57 511 516 1.0
South Atlantic .................................................................................................... 176 479 483 0.7
East North Central ............................................................................................. 160 514 522 1.4
East South Central ............................................................................................ 192 446 457 2.6
West North Central ............................................................................................ 206 500 517 3.3
West South Central ........................................................................................... 228 434 446 2.7
Mountain ............................................................................................................ 92 486 500 2.9
Pacific ................................................................................................................ 62 558 578 3.6

By Payment Classification: 
All hospitals .............................................................................................................. 3,871 709 740 4.3
Large urban areas (populations over 1 million) ....................................................... 1,399 791 839 6.1
Other urban areas (populations of 1 million or fewer) ............................................. 1,216 707 726 2.7
Rural areas ............................................................................................................... 1,256 484 494 2.0
Teaching Status: 

Non-teaching ..................................................................................................... 2,759 588 610 3.8
Fewer than 100 Residents ................................................................................ 911 750 782 4.3
100 or more Residents ...................................................................................... 201 1,090 1,151 5.6
Urban DSH: 

100 or more beds ....................................................................................... 1,457 786 822 4.7
Less than 100 beds ................................................................................... 335 494 517 4.7

Rural DSH: 
Sole Community (SCH/EACH) ................................................................... 478 440 451 2.4
Referral Center (RRC/EACH) .................................................................... 149 548 558 1.8
Other Rural: 

100 or more beds ............................................................................... 64 464 470 1.3
Less than 100 beds ............................................................................ 241 411 419 1.9

Urban teaching and DSH: 
Both teaching and DSH .................................................................................... 800 862 903 4.9
Teaching and no DSH ....................................................................................... 250 773 808 4.5
No teaching and DSH ....................................................................................... 992 631 658 4.3
No teaching and no DSH .................................................................................. 573 642 669 4.3

Rural Hospital Types: 
Non special status hospitals ............................................................................. 394 439 446 1.6
RRC/EACH ........................................................................................................ 129 559 565 1.2
SCH/EACH ........................................................................................................ 451 454 465 2.5
Medicare-dependent hospitals (MDH) .............................................................. 209 408 419 2.7
SCH, RRC and EACH ....................................................................................... 70 551 566 2.9
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TABLE III.—COMPARISON OF TOTAL PAYMENTS PER CASE—Continued
[FY 2004 Payments Compared to Proposed FY 2005 Payments] 

Number of
hospitals 

Average
FY 2004

payments/
case 

Average
FY 2005

payments/
case 

Change. 

Hospitals Reclassified by the Medicare Geographic Classification Review Board: 
Reclassification Status During FY 2004 and FY 2005: 

Reclassified During Both FY 2004 and FY 2005 .............................................. 423 615 631 2.6
Reclassified During FY 2005 Only ............................................................. 62 547 574 4.9
Reclassified During FY 2004 Only ............................................................. 186 672 687 2.2

FY 2005 Reclassifications: 
All Reclassified Hospitals ........................................................................... 485 610 627 2.8
All Nonreclassified Hospitals ...................................................................... 3,325 724 757 4.5
All Urban Reclassified Hospitals ................................................................ 118 748 773 3.4
Urban Nonreclassified Hospitals ................................................................ 2,486 752 787 4.7
All Reclassified Rural Hospitals ................................................................. 367 536 548 2.3
Rural Nonreclassified Hospitals ................................................................. 839 433 441 1.8

Other Reclassified Hospitals (Section 1886(D)(8)(B)) 61 487 490 0.7
Type of Ownership: 

Voluntary ........................................................................................................... 2,322 727 758 4.3
Proprietary ......................................................................................................... 717 647 677 4.7
Government ....................................................................................................... 764 676 705 4.3

Medicare Utilization as a Percent of Inpatient Days: 
0–25 ................................................................................................................... 226 888 939 5.7
25–50 ................................................................................................................. 1,122 772 809 4.8
50–65 ................................................................................................................. 1,428 630 654 3.8
Over 65 .............................................................................................................. 922 630 654 3.7 

Appendix B: Recommendation of 
Update Factors for Operating Cost 
Rates of Payment for Inpatient Hospital 
Services 

[If you choose to comment on issues in this 
section, please include the caption ‘‘Update 
Factors’’ at the beginning of your comment.] 

I. Background 
Section 1886(e)(4)(A) of the Act requires 

that the Secretary, taking into consideration 
the recommendations of the Medicare 
Payment Advisory Commission (MedPAC), 
recommend update factors for inpatient 
hospital services for each fiscal year that take 
into account the amounts necessary for the 
efficient and effective delivery of medically 
appropriate and necessary care of high 
quality. Under section 1886(e)(5) of the Act, 
we are required to publish the proposed 
update factors recommended by the Secretary 
in the proposed rule, and the final update 
factors recommended by the Secretary in the 
final rule. Accordingly, this Appendix 
provides the recommendations of appropriate 
update factors for the IPPS standardized 
amount, the hospital-specific rates for SCHs 
and MDHs, and the rate-of-increase limits for 
hospitals and hospital units excluded from 
the IPPS. We also discuss our update 
framework and respond to MedPAC’s 
recommendations concerning the update 
factors. 

II. Secretary’s Recommendations 
Section 1886(b)(3)(B)(i)(XIX) of the Act sets 

the FY 2005 percentage increase in the 
operating cost standardized amount equal to 
the rate of increase in the hospital market 
basket for IPPS hospitals in all areas. Based 
on the Office of the Actuary’s first quarter 
2004 forecast of the FY 2005 market basket 
increase, the proposed update to the 

standardized amount is 3.3 percent (that is, 
the market basket rate of increase) for 
hospitals in all areas. 

Section 1886(b)(3)(B)(iv) of the Act sets the 
FY 2005 percentage increase in the hospital-
specific rates applicable to SCHs and MDHs 
equal to the rate set forth in section 
1886(b)(3)(B)(i) of the Act (that is, the same 
update factor as all other hospitals subject to 
the IPPS, or the rate of increase in the market 
basket). Therefore, the proposed update to 
the hospital-specific rate applicable to SCHs 
and MDHs is also 3.3 percent. 

Section 1886(b)(3)(B)(ii) of the Act sets the 
FY 2005 percentage increase in the rate-of-
increase limits for hospitals and hospital 
units excluded from the IPPS (psychiatric 
hospitals and units (now referred to as 
inpatient psychiatric facilities (IPFs)), 
rehabilitation hospitals and units (now 
referred to as IRFs), LTCHs, cancer hospitals, 
and children’s hospitals) equal to the market 
basket percentage increase. In the past, 
hospitals and hospital units excluded from 
the IPPS have been paid based on their 
reasonable costs subject to limits as 
established by TEFRA. However, some of 
these categories of excluded hospitals and 
units have begun to be paid under their own 
prospective payment systems. Hospitals and 
units that receive any hospital-specific 
payments will have those payments subject 
to TEFRA limits for FY 2005. For these 
hospitals, the proposed update is the 
percentage increase in the excluded hospital 
market basket (currently estimated at 3.3 
percent). 

IRFs are paid under the IRF PPS for cost 
reporting periods beginning on or after 
January 1, 2002. For cost reporting periods 
beginning during FY 2004, the Federal 
prospective payment for IRFs is based on 100 
percent of the adjusted Federal IRF 

prospective payment amount, updated 
annually. 

Effective for cost reporting periods 
beginning during FY 2003, LTCHs are paid 
under the LTCH PPS under which they 
receive payment based on a 5-year transition 
period (see the August 30, 2002 final rule (67 
FR 55954)). A LTCH may elect to be paid on 
100 percent of the Federal prospective rate at 
the start of any of its cost reporting periods 
during the 5-year transition period. For 
purposes of the update factor, the portion of 
the LTCH PPS transition blend payment 
based on reasonable costs for inpatient 
operating services is determined by updating 
the LTCH’s TEFRA limit by the current 
estimate of the excluded hospital market 
basket (or 3.3 percent). 

CMS recently published a proposed 
regulation regarding inpatient psychiatric 
facilities (IPFs) in which CMS would 
compute a Federal per diem base rate to be 
paid to all IPFs based on the sum of the 
average routine operating, ancillary, and 
capital costs for each patient day of 
psychiatric care in an IPF adjusted for budget 
neutrality. The Federal per diem base rate 
would be adjusted to reflect certain patient 
characteristics such as age, specified DRGs, 
and selected high-cost comorbidities, and 
certain facility characteristics such as a wage 
index adjustment, rural location, and indirect 
teaching costs. The November 28, 2003 
proposed rule assumed an April 1, 2004 
effective date for the purpose of ratesetting 
and calculating impacts. However, we are 
still in the process of analyzing public 
comments and developing a final rule for 
publication. The effective date of the IPF PPS 
would occur 5 months following publication 
of the final rule.
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III. Update Framework 

Consistent with current law, we are 
proposing an update recommendation equal 
to the full market basket percentage increase 
for the IPPS operating cost standardized 
amounts for FY 2005. We also have analyzed 
changes in hospital productivity, scientific 
and technological advances, practice pattern 
changes, changes in case-mix, the effect of 
reclassification on recalibration, and forecast 
error correction. A discussion of this analysis 
is below. 

A. Productivity 

Service level labor productivity is defined 
as the ratio of total service output to full-time 
equivalent employees (FTEs). While we 
recognize that productivity is a function of 
many variables (for example, labor, nonlabor 
material, and capital inputs), we use the 
portion of productivity attributed to direct 
labor since this update framework applies to 
operating payment. To recognize that we are 
apportioning the short-run output changes to 
the labor input and not considering the 
nonlabor inputs, we weight our productivity 
measure by the share of direct labor services 
in the market basket to determine the 
expected effect on cost per case. 

Our recommendation for the service 
productivity component is based on 
historical trends in productivity and total 
output for both the hospital industry and the 
general economy, and projected levels of 
future hospital service output. MedPAC’s 
predecessor, the Prospective Payment 
Assessment Commission (ProPAC), estimated 
cumulative service productivity growth to be 
4.9 percent from 1985 through 1989 or 1.2 
percent annually. At the same time, ProPAC 
estimated total output growth at 3.4 percent 
annually, implying a ratio of service 
productivity growth to output growth of 0.35. 

Absent a productivity measure specific to 
Medicare patients, we examined productivity 
(output per hour) and output (gross domestic 
product) for the economy. Depending on the 
exact time period, annual changes in 
productivity range from 0.30 to 0.35 percent 
of the change in output (that is, a 1.0 percent 
increase in output would be correlated with 
a 0.30 percent to a 0.35 percent change in 
output per hour). 

Under our framework, the recommended 
update is based in part on expected 
productivity—that is, projected service 
output during the year, multiplied by the 
historical ratio of service productivity to total 
service output, multiplied by the share of 
direct labor in total operating inputs, as 
calculated in the hospital market basket. This 
method estimates an expected productivity 
improvement in the same proportion to 
expected total service growth that has 
occurred in the past and assumes that, at a 
minimum, growth in FTEs changes 
proportionally to the growth in total service 
output. Thus, the recommendation allows for 
unit productivity to be smaller than the 
historical averages in years during which 
output growth is relatively low and larger in 
years during which output growth is higher 
than the historical averages. Based on the 
above estimates from both the hospital 
industry and the economy, we have chosen 

to employ the range of ratios of productivity 
change to output change of 0.30 to 0.35. 

The expected change in total hospital 
service output is the product of projected 
growth in total admissions (adjusted for 
outpatient usage), projected real case-mix 
growth, expected quality-enhancing intensity 
growth, and net of expected decline in 
intensity due to reduction of cost-ineffective 
practice. Case-mix growth and intensity 
numbers for Medicare are used as proxies for 
those of the total hospital, since case-mix 
increases (used in the intensity measure as 
well) are unavailable for non-Medicare 
patients. Normally, the expected FY 2005 
hospital output growth would be simply the 
sum of the expected change in intensity (zero 
percent), projected admissions change (0.9 
percent), and projected real case-mix growth 
(1.0 percent—a definition of real case mix 
growth appears below), or 1.9 percent. As 
discussed below and in relation to the 
proposed capital update, we believe our 
intensity estimate is skewed by hospitals’ 
charge data. We are including only the 
projected changes in admissions and real 
case-mix in our calculation of productivity 
gains. However, the expected change in 
intensity is zero. Therefore, excluding the 
intensity estimate has no effect on the result. 
This results in an estimate of 1.9 percent. 

The share of direct labor services in the 
market basket (consisting of wages, salaries, 
and employee benefits) is 61.7 percent. 
Multiplying the expected change in total 
hospital service output (1.9 percent) by the 
ratio of historical service productivity change 
to total service growth of 0.30 to 0.35 and by 
the direct labor share percentage of 61.7 
provides our productivity standard of ¥0.8 
to ¥0.7 percent. Because productivity gains 
hold down the rate of increase in hospitals’ 
costs, this factor is applied as a negative 
offset to the market basket increase. 

B. Intensity 

The intensity factor for the operating 
update framework reflects how hospital 
services are utilized to produce the final 
product, that is, the discharge. This 
component accounts for changes in the use 
of quality-enhancing services, changes in 
within-DRG severity, and expected 
modification of practice patterns to remove 
non-cost-effective services. Under the capital 
IPPS framework, we also make an adjustment 
for changes in intensity. We calculate this 
adjustment using the same methodology and 
data that are used in the framework for the 
operating IPPS.

We calculate case-mix constant intensity as 
the change in total Medicare charges per 
admission, adjusted for price level changes 
(the Consumer Price Index (CPI) for hospital 
and related services) and changes in real 
case-mix. The use of total charges in the 
calculation of the intensity factor makes it a 
total intensity factor, that is, charges for both 
operating and capital services are already 
built into the calculation of the factor. 

However, as discussed above in relation to 
the proposed capital update, because our 
intensity calculation relies heavily upon 
charge data and we believe that this charge 
data may be inappropriately inflated due to 
manipulation of charges to maximize outlier 

payments, we are proposing a zero percent 
adjustment for intensity in FY 2005. In past 
fiscal years (1996 through 2000) when we 
found intensity to be declining, we believed 
a zero (rather than negative) intensity 
adjustment was appropriate. Similarly, we 
believe that it is appropriate to propose a 
zero intensity adjustment for FY 2005 until 
we determine that any increase in charges 
can be tied to intensity, rather than to 
attempts to maximize outlier payments. 

C. Change in Case-Mix 

Our analysis takes into account projected 
changes in real case-mix, less the changes 
attributable to improved coding practices. We 
define real case-mix change as actual changes 
in the mix (and resource requirements) of 
Medicare patients, as opposed to changes in 
coding behavior that result in assignment of 
cases to higher-weighted DRGs but do not 
reflect greater resource requirements. For our 
FY 2005 update recommendation, we are 
projecting a 1.0 percent increase in the case-
mix index. We do not believe changes in 
coding behavior will impact the overall case-
mix in FY 2005. As such, for FY 2005, we 
estimate that real case-mix is equal to 
projected change in case-mix. Thus, we are 
recommending a 1.0 percent adjustment for 
case-mix. 

D. Effect of FY 2003 DRG Reclassification 
and Recalibration 

We estimate that DRG reclassification and 
recalibration for FY 2003 (GROUPER version 
20.0) resulted in a zero percent change in the 
case-mix index when compared with the 
case-mix index that would have resulted if 
we had not made the reclassification and 
recalibration changes to the GROUPER 
(version 19.0). Therefore, we are 
recommending a zero percent adjustment for 
the effect of FY 2003 DRG reclassification 
and recalibration. 

E. Forecast Error Correction 

We make a forecast error correction if the 
actual market basket changes differ from the 
forecasted market basket by 0.25 percentage 
points or more. There is a 2-year lag between 
the forecast and the measurement of forecast 
error. The estimated market basket 
percentage increase used to update the FY 
2003 payment rates was 3.5 percent. Our 
most recent data indicates the actual FY 2003 
increase was 3.9 percent. The resulting 
forecast error in the FY 2003 market basket 
rate of increase is 0.4 percentage points. This 
underestimate was due largely to an 
underestimation of increases in the 
compensation components in the market 
basket. More specifically, the burden for 
benefit costs was expected to shift more to 
workers, given the soft job market. However, 
not as much of a shift occurred as was 
expected, and the measure for benefits 
increased faster than originally forecast. In 
addition, higher than expected growth in 
natural gas prices, mainly due to higher than 
expected demand last winter that depleted 
surplus reserves, caused the energy 
component to be underestimated. 

The following is a summary of the update 
range supported by our analyses:
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HHS’S FY 2005 UPDATE RECOMMENDATION 

Projected FY 2005 Market Basket Increase ..................................................................................................................................... 3.3. 
Policy Adjustment Factors ................................................................................................................................................................. 0.0. 

Productivity ................................................................................................................................................................................. ¥0.8 to ¥0.7 
Intensity ...................................................................................................................................................................................... 0.0. 

Subtotal ............................................................................................................................................................................... ¥0.8 to ¥0.7. 
Case-Mix Adjustment Factors:. 

Projected Case-Mix Change ...................................................................................................................................................... 1.0 
Real Across DRG Change ......................................................................................................................................................... ¥1.0. 

Subtotal ............................................................................................................................................................................... 0.0. 
Effect of FY 2003 DRG Reclassification and Recalibration .............................................................................................................. 0.0. 
Forecast Error Correction .................................................................................................................................................................. 0.4. 
Total Recommendation Update ......................................................................................................................................................... 2.9 to 3.0 

IV. MedPAC Recommendations for 
Assessing Payment Adequacy and Updating 
Payments in Traditional Medicare 

In the past, MedPAC has suggested specific 
adjustments to its update recommendation 
for each of the factors discussed under 
section III. of this Appendix. In its March 
2004 Report to Congress, MedPAC assesses 
the adequacy of current payments and costs 
and the relationship between payments and 
an appropriate cost base, utilizing an 
established methodology used by the 
Commission in the past few years. MedPAC 
stresses that the issue at hand is whether 
payments are too high or too low, and not 
how they became either too high or too low. 

In the first portion of MedPAC’s analysis 
on the assessment of payment adequacy, the 
Commission reviews the relationship 
between costs and payments (typically 
represented as a margin). Based on the latest 
cost report data available, MedPAC estimated 
an inpatient hospital Medicare operating 
margin for FY 2002 of 4.7 percent (down 
from 8.1 percent and 10.7 percent for FY 
2001 and FY 2000, respectively). 

MedPAC also projects margins through FY 
2003, making certain assumptions about 
changes in payments and costs. On the 
payment side, MedPAC applied the annual 

payment updates (as specified by law for FYs 
2001 through 2003) and then modeled the 
effects of other policy changes that have 
affected the level of payments. On the cost 
side, MedPAC estimated the increases in cost 
per unit of output over the same time period 
at the rate of inflation as measured by the 
applicable market basket index generated by 
CMS, adjusted downward, anticipating 
improvements in productivity. 

In addition to considering the relationship 
between estimated payments and costs, 
MedPAC also considered the following three 
factors to assess whether current payments 
are adequate: 

• Changes in access to or quality of care, 
• Changes in the volume of services or 

number of providers; and 
• Change in providers access to capital. 
MedPAC s assessment of aggregate 

Medicare payments finds that payments were 
at least adequate as of FY 2004. 

MedPAC’s recommendation is to update 
payments under the IPPS by the full rate of 
increase in the hospital market basket for FY 
2005. MedPAC focuses on the fact that it is 
extremely difficult to determine the status of 
cost growth among hospitals, given the 
complexity of ascertaining the impact of the 
implementation of provisions of Pub. L. 108–

173. MedPAC believes it is sensible to refrain 
from applying their expected net effect based 
on their standard model, as there is a great 
deal of uncertainty regarding the costs and 
payments faced by providers. MedPAC is not 
abandoning its methodology regarding the 
update framework, but it has concluded that, 
under the circumstances, the current market 
conditions and factors that determine the 
cost behavior and outcomes of hospitals are 
too uncertain to rely on current trends for 
estimation. 

Response: As described above, we are 
recommending a full market basket update 
for FY 2005 consistent with current law. We 
believe this will appropriately balance 
incentives for hospitals to operate efficiently 
with the need to provide sufficient payments 
to maintain access to quality care for 
Medicare beneficiaries. 

Because the operating and capital 
prospective payment systems remain 
separate, CMS continues to use separate 
updates for operating and capital payments. 
The proposed update to the capital payment 
rate is discussed in section III. of the 
Addendum to this proposed rule.
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