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ACTION: Final rule.

SUMMARY: This final rule updates the
payment rates used under the
prospective payment system (PPS) for
skilled nursing facilities (SNFs), for
fiscal year (FY) 2004. Annual updates to
the PPS rates are required by section
1888(e) of the Social Security Act (the
Act), as amended by the Medicare,
Medicaid, and SCHIP Balanced Budget
Refinement Act of 1999 (BBRA), and the
Medicare, Medicaid, and SCHIP
Benefits Improvement and Protection
Act of 2000 (BIPA), relating to Medicare
payments and consolidated billing for
SNFs.

DATES: Effective Date: This regulation
becomes effective on October 1, 2003.

FOR FURTHER INFORMATION CONTACT: ]ohn
Davis, (410) 786—0008 (for information
related to the Wage Index, and for
information related to swing-bed
providers).

Ellen Gay, (410) 786—4528 (for
information related to the case-mix
classification methodology, and for
information related to swing-bed
providers).

Sheila Lambowitz, (410) 786—7605
(for information related to the SNF
Market Basket Index and forecast error).

Bill Ullman, (410) 786-5667 (for
information related to level of care
determinations, consolidated billing,
and general information).

SUPPLEMENTARY INFORMATION: Copies: To
order copies of the Federal Register
containing this document, send your
request to: New Orders, Superintendent
of Documents, PO Box 371954,
Pittsburgh, PA 15250-7954. The cost for
each copy is $10. Please specify the date
of the issue requested and enclose a
check or money order payable to the
Superintendent of Documents, or
enclose your Visa or Master Card
number and expiration date. Credit card
orders can also be placed by calling the

order desk at (202) 512—1800 (or toll free
at 1-888-293-6498) or by faxing to
(202) 512—-2250. As an alternative, you
can also view and photocopy the
Federal Register document at most
libraries designated as Federal
Depository Libraries and at many other
public and academic libraries
throughout the country that receive the
Federal Register.

To assist readers in referencing
sections contained in this document, we
are providing the following Table of
Contents.
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In addition, because of the many
terms to which we refer by abbreviation
in this final rule, we are listing these
abbreviations and their corresponding
terms in alphabetical order below:

AHE Average Hourly Earnings

ARD Assessment Reference Date

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

BBRA Medicare, Medicaid and SCHIP
Balanced Budget Refinement Act of
1999 (Pub. L. 106-113)

BIPA Medicare, Medicaid, and SCHIP
Benefits Improvement and Protection
Act of 2000 (Pub. L. 106-554)

CAH Critical Access Hospital

CFR Code of Federal Regulations

CMS Centers for Medicare & Medicaid
Services

ECEC Employer Cost for Employee
Compensation

ECI Employment Cost Index

FI Fiscal Intermediary

FR Federal Register

FY Fiscal Year

GAO General Accounting Office

HCPCS Healthcare Common Procedure
Coding System

IFC Interim Final Rule with Comment
Period

MDS Minimum Data Set

MedPAC Medicare Payment Advisory
Commission

MEDPAR Medicare Provider Analysis
and Review File

MSA Metropolitan Statistical Area

NF Nursing Facility

PPI Producer Price Indices

PPS Prospective Payment System

QIO Quality Improvement Organization

RAVEN Resident Assessment
Validation Entry

RFA Regulatory Flexibility Act (Pub. L.
96—354)

RIA Regulatory Impact Analysis

RUG Resource Utilization Groups

SCHIP State Children’s Health
Insurance Program

SNF Skilled Nursing Facility

UMRA Unfunded Mandates Reform
Act (Pub. L. 104—4)

I. Background

On May 16, 2003, we published a
proposed rule (hereinafter referred to as
the “proposed rule”) in the Federal
Register (68 FR 26758), setting forth the
proposed updates to the payment rates
used under the prospective payment
system (PPS) for skilled nursing
facilities (SNFs), for FY 2004. Annual
updates to the PPS rates are required by
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section 1888(e) of the Social Security
Act (the Act), as amended by the
Medicare, Medicaid, and SCHIP
Balanced Budget Refinement Act of
1999 (Pub. L. 106-113) (the BBRA) and
the Medicare, Medicaid, and SCHIP
Benefits Improvement and Protection
Act of 2000 (Pub. L. 106-554) (the
BIPA), relating to Medicare payments
and consolidated billing for SNFs. In the
proposed rule, we invited public
comments on a number of proposed
revisions and technical corrections to
the associated regulations. Following
the publication of that proposed rule,
we then published a supplemental
proposed rule (hereinafter referred to as
the “supplemental proposed rule”) on
June 10, 2003 (68 FR 34768), in which
we invited public comments on possibly
revising the annual update methodology
by establishing an adjustment to
account for forecast error. In addition,
we also invited comments on ways to
ensure that additional payments that
could result from such an adjustment
would be used to promote quality of
care in the SNF setting (including direct
care services to residents).

A. Current System for Payment of SNF
Services Under Part A of the Medicare
Program

Section 4432 of the Balanced Budget
Act of 1997 (Pub. L. 105-33) (the BBA)
amended section 1888 of the Act to
provide for the implementation of a per
diem PPS for SNFs, covering all costs
(routine, ancillary, and capital-related)
of covered SNF services furnished to
beneficiaries under Part A of the
Medicare program, effective for cost
reporting periods beginning on or after
July 1, 1998. We are updating the per
diem payment rates for SNFs for FY
2004. Major elements of the SNF PPS
include:

* Rates. Per diem Federal rates were
established for urban and rural areas
using allowable costs from FY 1995 cost
reports. These rates also included an
estimate of the cost of services that,
before July 1, 1998, were paid under
Part B but furnished to Medicare
beneficiaries in a SNF during a Part A
covered stay. The rates were adjusted
annually using a SNF market basket
index. Rates were case-mix adjusted
using a classification system (Resource
Utilization Groups, version IIT (RUG—
II1)) based on beneficiary assessments
(using the Minimum Data Set (MDS)
2.0). The rates were also adjusted by the
hospital wage index to account for
geographic variation in wages. (In
section III.C of this final rule, we
discuss the wage index adjustment in
detail.) A correction notice was
published on December 27, 2002 (67 FR

79123) that announced corrections to
several of the wage factors.
Additionally, as noted in the July 31,
2002 update notice (67 FR 49798),
section 101 of the BBRA and certain
sections of the BIPA also affect the
payment rate.

 Transition. The SNF PPS included
an initial 3-year, phased transition that
blended a facility-specific payment rate
with the Federal case-mix adjusted rate.
For each cost reporting period after a
facility migrated to the new system, the
facility-specific portion of the blend
decreased and the Federal portion
increased in 25 percentage point
increments. For most facilities, the
facility-specific rate was based on
allowable costs from FY 1995; however,
since the last year of the transition was
FY 2001, all facilities were paid at the
full Federal rate by the following fiscal
year (FY 2002). Therefore, we are no
longer including adjustment factors
related to facility-specific rates for the
coming fiscal year.

» Coverage. The establishment of the
SNF PPS did not change Medicare’s
fundamental requirements for SNF
coverage. However, because the RUG-III
classification is based, in part, on the
beneficiary’s need for skilled nursing
care and therapy, we have attempted,
where possible, to coordinate claims
review procedures involving level of
care determinations with the outputs of
beneficiary assessment and RUG-III
classifying activities. We discuss this
coordination in greater detail in section
IIL.E of this final rule. Another SNF
benefit requirement is that the SNF
must be certified by Medicare as
meeting the requirements for program
participation contained in section 1819
of the Act. This provision of the law
defines a SNF as “* * * an institution
(or a distinct part of an institution).

* * %2 Ip gection III.K of this final rule,
we discuss a clarification that we are
making in defining the term “‘distinct
part” with respect to SNFs.

» Consolidated Billing. The SNF PPS
includes a consolidated billing
provision that requires a SNF to submit
consolidated Medicare bills for almost
all of the services that the resident
receives during the course of a covered
Part A stay. (In addition, this provision
places with the SNF the Medicare
billing responsibility for physical,
occupational, and speech-language
therapy that the resident receives during
a noncovered stay.) The statute excludes
from the consolidated billing provision
a few services—primarily those of
physicians and certain other types of
practitioners—which remain separately
billable to Part B by the outside entity
that furnishes them. We discuss this

provision in greater detail in section IILI
of this final rule.

» Application of the SNF PPS to SNF
services furnished by swing-bed
hospitals. Section 1883 of the Act
permits certain small, rural hospitals to
enter into a Medicare swing-bed
agreement, under which the hospital
can use its beds to provide either acute
or SNF care, as needed. For critical
access hospitals (CAHs), Part A pays on
a reasonable cost basis for SNF services
furnished under a swing-bed agreement.
However, in accordance with section
1888(e)(7) of the Act, these services
furnished by non-CAH rural hospitals
are paid under the SNF PPS, effective
with cost reporting periods beginning
on or after July 1, 2002. A more detailed
discussion of this provision appears in
section IIL.J of this final rule.

» Technical corrections. We are also
taking this opportunity to make a
number of technical corrections in the
text of the regulations, as discussed in
greater detail in section IV of this final
rule.

B. Requirements of the Balanced Budget
Act of 1997 (the BBA) for Updating the
SNF PPS

Section 1888(e)(4)(H) of the Act
requires that we publish in the Federal
Register:

1. The unadjusted Federal per diem
rates to be applied to days of covered
SNF services furnished during the fiscal
year.

2. The case-mix classification system
to be applied with respect to these
services during the fiscal year.

3. The factors to be applied in making
the area wage adjustment with respect
to these services.

In the July 30, 1999 final rule (64 FR
41670), we indicated that we would
announce any changes to the guidelines
for Medicare level of care
determinations related to modifications
in the RUGHIII classification structure
(see section IIL.E of this final rule).

C. The Medicare, Medicaid, and SCHIP
Balanced Budget Refinement Act of
1999 (the BBRA)

There were several provisions in the
BBRA that resulted in adjustments to
the SNF PPS. These provisions were
described in detail in the final rule that
we published in the Federal Register on
July 31, 2000 (65 FR 46770). In
particular, section 101 of the BBRA
provided for a temporary 20 percent
increase in the per diem adjusted
payment rates for 15 specified RUG-III
groups (SE3, SE2, SE1, SSC, SSB, SSA,
CCz, CC1, CB2, CB1, CA2, CA1, RHC,
RMC, and RMB). Under the statute, this
temporary increase remains in effect
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until the later of October 1, 2000, or the
implementation of case-mix refinements
in the PPS. Section 101 also included a
4 percent across-the-board increase in
the adjusted Federal per diem payment
rates each year for FYs 2001 and 2002,
exclusive of the 20 percent increase.
Accordingly, this 4 percent temporary
increase has now expired.

We included further information on
all of the provisions of the BBRA that
affect the SNF PPS in Program
Memoranda A-99-53 and A-99-61
(December 1999), and Program
Memorandum AB—-00-18 (March 2000).
In addition, for swing-bed hospitals
with more than 49 (but less than 100)
beds, section 408 of the BBRA provided
for the repeal of certain statutory
restrictions on length of stay and
aggregate payment for patient days,
effective with the end of the SNF PPS
transition period described in section
1888(e)(2)(E) of the Act. In the July 31,
2001 final rule (66 FR 39562), we made
conforming changes to the regulations
in §413.114(d), effective for services
furnished in cost reporting periods
beginning on or after July 1, 2002 to
reflect section 408 of the BBRA.

D. The Medicare, Medicaid, and SCHIP
Benefits Improvement and Protection
Act of 2000 (the BIPA)

The BIPA included several provisions
that resulted in adjustments to the PPS
for SNFs. These provisions were
described in detail in the final rule that
we published in the Federal Register on
July 31, 2001 (66 FR 39562) as follows:

» Section 203 of the BIPA exempted
critical access hospital (CAH) swing-
beds from the SNF PPS; we included
further information on this provision in
Program Memorandum A-01-09
(January 16, 2001).

* Section 311 of the BIPA eliminated
the one percent reduction in the SNF
market basket that the statutory update
formula had previously specified for FY
2001, and changed the one percent
reduction specified for FYs 2002 and
2003 to a 0.5 percent reduction. This
section also required us to conduct a
study of alternative case-mix
classification systems for the SNF PPS,
and to submit a report to the Congress
by January 1, 2005.

* Section 312 of the BIPA provided
for a temporary 16.66 percent increase
in the nursing component of the case-
mix adjusted Federal rate for services
furnished on or after April 1, 2001, and
before October 1, 2002. Accordingly,
this temporary increase has now
expired.

* Section 313 of the BIPA repealed
the consolidated billing requirement for
services (other than physical,

occupational, and speech-language
therapy) furnished to SNF residents
during noncovered stays, effective
January 1, 2001. This provision also
specified that consolidated billing
applies only to services furnished to
those individuals residing in an
institution (or portion of an institution)
that is actually certified by Medicare as
a SNF.

* Section 314 of the BIPA adjusted
the payment rates for all of the
rehabilitation RUGs to correct an
anomaly under which the existing
payment rates for the RHC, RMC, and
RMB rehabilitation groups were higher
than the rates for some other, more
intensive rehabilitation RUGs.

* Section 315 of the BIPA authorized
us to establish a geographic
reclassification procedure that is
specific to SNFs, but only after
collecting the data necessary to establish
a SNF wage index that is based on wage
data from nursing homes.

We included further information on
several of these provisions in Program
Memorandum A-01-08 (January 16,
2001).

E. General Overview of the SNF PPS

We implemented the Medicare SNF
PPS for cost reporting periods beginning
on or after July 1, 1998. Under the PPS,
we pay SNFs through prospective, case-
mix adjusted per diem payment rates
applicable to all covered SNF services.
These payment rates cover all the costs
of furnishing covered skilled nursing
services (routine, ancillary, and capital-
related costs) other than costs associated
with approved educational activities.
Covered SNF services include post-
hospital services for which benefits are
provided under Part A and all items and
services that, before July 1, 1998, had
been paid under Part B (other than
physician and certain other services
specifically excluded under the BBA)
but furnished to Medicare beneficiaries
in a SNF during a covered Part A stay.
A complete discussion of these
provisions appears in the May 12, 1998
interim final rule (63 FR 26252).

1. Payment Provisions—Federal Rate

The PPS uses per diem Federal
payment rates based on mean SNF costs
in a base year updated for inflation to
the first effective period of the PPS. We
developed the Federal payment rates
using allowable costs from hospital-
based and freestanding SNF cost reports
for reporting periods beginning in FY
1995. The data used in developing the
Federal rates also incorporated an
estimate of the amounts that would be
payable under Part B for covered SNF
services furnished to individuals during

the course of a covered Part A stay in
a SNF.

In developing the rates for the initial
period, we updated costs to the first
effective year of PPS (the 15-month
period beginning July 1, 1998) using a
SNF market basket, and then
standardized for the costs of facility
differences in case-mix and for
geographic variations in wages. The
database used to compute the Federal
payment rates excluded providers that
received new provider exemptions from
the routine cost limits, as well as costs
related to payments for exceptions to
the routine cost limits. In accordance
with the formula prescribed in the BBA,
we set the Federal rates at a level equal
to the weighted mean of freestanding
costs plus 50 percent of the difference
between the freestanding mean and
weighted mean of all SNF costs
(hospital-based and freestanding)
combined. We computed and applied
separately the payment rates for
facilities located in urban and rural
areas. In addition, we adjusted the
portion of the Federal rate attributable
to wage-related costs by a wage index.

The Federal rate also incorporates
adjustments to account for facility case-
mix, using a classification system that
accounts for the relative resource
utilization of different patient types.
This classification system, Resource
Utilization Groups, version IIT (RUG-III),
uses beneficiary assessment data from
the Minimum Data Set (MDS)
completed by SNFs to assign
beneficiaries to one of 44 RUG-III
groups. The May 12, 1998 interim final
rule (63 FR 26252) included a complete
and detailed description of the RUG-III
classification system, and a further
discussion appears in section IIL.B of
this final rule.

The Federal rates in this final rule
reflect an update to the rates that we
published in the July 31, 2002 Federal
Register (67 FR 49798) equal to the full
change in the SNF market basket index.
According to section
1888(e)(4)(E)(ii)(IV) of the Act, for FY
2004, we have adjusted the current rates
by the full SNF market basket index. In
addition, the FY 2004 rates will be
adjusted by an additional 3.26 percent
to reflect the cumulative forecast error
since the start of the SNF PPS on July
1, 1998.

2. Payment Provisions—Initial
Transition Period

The SNF PPS included an initial,
phased transition from a facility-specific
rate (which reflected the individual
facility’s historical cost experience) to
the Federal case-mix adjusted rate. The
transition extended through the
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facility’s first three cost reporting
periods under the PPS, up to, and
potentially including, the one that began
in FY 2001. Furthermore, according to
section 102 of BBRA, a facility could
nonetheless elect to be paid entirely
under the Federal rates. Accordingly,
starting with cost reporting periods
beginning in FY 2002, we base
payments entirely on the Federal rates
and, as mentioned previously in this
final rule, we no longer include
adjustment factors related to facility-
specific rates for the coming fiscal year.

F. Use of the SNF Market Basket Index

Section 1888(e)(5) of the Act requires
us to establish a SNF market basket
index that reflects changes over time in
the prices of an appropriate mix of
goods and services included in the
covered SNF services. The SNF market
basket index is used to update the
Federal rates on an annual basis, and is
discussed in greater detail in section
IIL.H of this final rule.

II. Provisions of the Proposed Rule and
the Supplemental Proposed Rule

The proposed rule that we published
in the Federal Register on May 16, 2003
(68 FR 26758) included proposed FY
2004 updates to the Federal payment
rates used under the SNF PPS. In
accordance with section
1888(e)(4)(E)(ii)(IV) of the Act, the
updates reflect the full SNF market
basket percentage change for the fiscal
year. The proposed rule also proposed
introducing a one-year lag in the wage
index data, similar to the PPS
methodologies already being used for
home health and inpatient rehabilitation
facility services. This one-year lag
would avoid the problems associated
with multiple mid-year corrections in
the hospital wage data. We also
proposed clarifying the distinct part
criteria to be used, in part, to help
identify those SNFs that are hospital-
based rather than freestanding. Further,
we invited public comments on
additional HCPCS codes that could
represent the type of “high-cost, low
probability”’ services within certain
service categories (that is, chemotherapy
and its administration, radioisotope
services, and customized prosthetic
devices) that section 103 of the BBRA
has authorized us to exclude from the
SNF consolidated billing provision.

In addition to discussing these general
issues in the proposed rule, we also
proposed making the following specific
revisions to the existing text of the
regulations:

e In §409.20, we would make a
technical correction to the cross-
reference in paragraph (c).

* We would revise §483.5 to include
specific definitions of the terms
“distinct part” and ‘“‘composite distinct
part.” This revision would also involve
making conforming changes elsewhere
in subpart B of part 483 of the
regulations, as well as in parts 413 and
440. In addition, we proposed correcting
a typographical error that currently
appears in the regulations text at
§483.20(k)(1).

In the supplemental proposed rule
that we published in the Federal
Register on June 10, 2003 (68 FR 34768),
we invited public comments on the
advisability of amending the regulations
text at §413.337(d)(2), to include an
adjustment to the annual update of the
previous fiscal year’s rate that would
account for forecast error in the SNF
market basket, beginning with FY 2004.
In addition, we also invited comments
on methods for ensuring that additional
payments that could result from that
adjustment would be used to promote
quality of care in the SNF setting
(including direct care services to
residents). We also proposed to make a
technical correction to the second
sentence of the regulations text in
§413.345, in order to correct the
spelling of the word “‘standardized.”

More detailed information on each of
these issues, to the extent that we
received public comments on them,
appears in the discussion contained in
the following section of this preamble.

III. Analysis of and Responses to Public
Comments

In response to the publication of the
proposed rule on May 16, 2003 (68 FR
26758) and the supplemental proposed
rule on June 10, 2003 (68 FR 34768), we
received over 400 comments. Many
consisted of form letters, in which we
received multiple copies of an
identically worded letter that had been
signed and submitted by different
individuals. Further, we received
numerous comments from various trade
associations and major organizations.
Comments originated from nursing
homes, hospitals, and other providers,
suppliers, and practitioners, nursing
home resident advocacy groups, health
care consulting firms and private
citizens. The following discussion,
arranged by subject area, includes a
description of the comments that we
received, along with our responses.

Comment: A few commenters
expressed concern about the abbreviated
comment periods available for the
proposed rule and the supplemental
proposed rule. They asserted that the
shorter timeframes were burdensome,
and affected their ability to furnish
comprehensive responses. They asked

us to provide the full 60-day comment
period in the future.

Response: While the proposed rule
was not actually published until May
16, 2003, we note that this document
went on public display at the Office of
the Federal Register several days earlier,
on May 10, 2003. Accordingly, the
contents of the proposed rule were, in
fact, publicly available for the full 60-
day comment period. Further, we note
that in contrast to the proposed rule, the
supplemental proposed rule did not
attempt to address the SNF PPS in a
comprehensive manner, but instead
focused exclusively on a single issue—
the possibility of introducing an
adjustment to account for forecast error.
As noted in the preamble to the
supplemental proposed rule (68 FR
34772), given the extremely narrow
scope of this document, we believe that
even a comment period of less than 60
days provided interested parties with
sufficient opportunity to comment
adequately on it.

A. Update of Federal Payment Rates
Under the SNF PPS

This final rule sets forth a schedule of
Federal prospective payment rates
applicable to Medicare Part A SNF
services beginning October 1, 2003. The
schedule incorporates per diem Federal
rates that provide Part A payment for all
costs of services furnished to a
beneficiary in a SNF during a Medicare-
covered stay.

1. Costs and Services Covered by the
Federal Rates

The Federal rates apply to all costs
(routine, ancillary, and capital-related
costs) of covered SNF services other
than costs associated with approved
educational activities as defined in
§413.85. Under section 1888(e)(2) of the
Act, covered SNF services include post-
hospital SNF services for which benefits
are provided under Part A (the hospital
insurance program), as well as all items
and services (other than those services
excluded by statute) that, before July 1,
1998, were paid under Part B (the
supplementary medical insurance
program) but furnished to Medicare
beneficiaries in a SNF during a Part A
covered stay. (These excluded service
categories are discussed in greater detail
in section V.B.2 of the May 12, 1998
interim final rule (63 FR 26295 through
26297)).

2. Methodology Used for the Calculation
of the Federal Rates

The FY 2004 rates reflect an update
using the full amount of the latest
market basket index. The FY 2004
market basket increase factor is 3.0
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percent. A complete description of the
multi-step process is delineated in the
May 12, 1998 interim final rule (63 FR
26252). We note that in accordance with
section 101(a) of the BBRA and section
314 of the BIPA, the existing, temporary
increase in the per diem adjusted
payment rates of 20 percent for certain
specified RUGs (and 6.7 percent for
certain others) remains in effect until
the implementation of case-mix
refinements. As we discuss elsewhere in
this final rule, while we are proceeding
with our ongoing research in this area,

we are not implementing case-mix
refinements in this final rule.

We used the SNF market basket to
adjust each per diem component of the
Federal rates forward to reflect cost
increases occurring between the
midpoint of the Federal fiscal year
beginning October 1, 2002, and ending
September 30, 2003, and the midpoint
of the Federal fiscal year beginning
October 1, 2003, and ending September
30, 2004, to which the payment rates
apply. In accordance with section
1888(e)(4)(E)(i1)(IV) of the Act, the

payment rates for FY 2004 are updated
by a factor equal to the full market
basket index percentage increase to
determine the payment rates for FY
2004. In addition, the FY 2004 rates will
be adjusted by an additional 3.26
percent to reflect the cumulative
forecast error since the start of the SNF
PPS on July 1, 1998. The rates are
further adjusted by a wage index budget
neutrality factor, described later in this
section. Tables 1 and 2 reflect the
updated components of the unadjusted
Federal rates for FY 2004.

TABLE 1.—FY 2004 UNADJUSTED FEDERAL RATE PER DIEM URBAN

Rate component 'E‘ggﬁ%? 'I;r;zrea_;?%/; Egreili:gge_- Nonra(i:)?se—
PEr DIEM AMOUNT ..ttt sttt e bt et e st et ente st ebesseentenneeneens $129.96 $97.89 $12.89 $66.32
TABLE 2.—FY 2004 UNADJUSTED FEDERAL RATE PER DIEM RURAL
Rate com t Nursing— Therapy— Theliapy—_ Non-case-
ponen case-mix case-mix nor-zase mix
PEr DM AMOUNE ..ottt sttt ettt b b ettt nn e e eneas $124.16 $112.89 $13.77 $67.55

B. Case-Mix Adjustment

Under the BBA, we must publish the
SNF PPS case-mix classification
methodology applicable for the next
Federal fiscal year before August 1 of
each year. As noted in the following
discussion, we are proceeding with our
ongoing research regarding possible
refinements in the existing case-mix
classification system, but we are not
implementing the refinements in this
final rule.

As discussed previously in this final
rule, section 101(a) of the BBRA
provided for a temporary 20 percent
increase in the per diem adjusted
payment rates for 15 specified RUG-III
groups. This legislation specified that
the 20 percent increase would be
effective for SNF services furnished on
or after April 1, 2000, and would
continue until the later of: (1) October
1, 2000, or (2) implementation of a
refined case-mix classification system
under section 1888(e)(4)(G)(i) of the Act
that would better account for medically
complex patients.

In the SNF PPS proposed rule for FY
2001 (65 FR 19190, April 10, 2000), we
proposed making an extensive,
comprehensive set of refinements to the
existing case-mix classification system
that collectively would have
significantly expanded the existing 44-
group structure. However, when our
subsequent validation analyses
indicated that the refinements would

afford only a limited degree of
improvement in explaining resource
utilization relative to the significant
increase in complexity that they would
entail, we decided not to implement
them at that time (see the FY 2001 final
rule published July 31, 2000 (65 FR
46773)). Nevertheless, since the BBRA
provision had demonstrated a
Congressional interest in improving the
ability of the payment system to account
for the care furnished to medically
complex patients in SNFs, we continued
to conduct research in this area.

The Congress subsequently enacted
section 311(e) of the BIPA, which
directed us to conduct a study of the
different systems for categorizing
patients in Medicare SNFs in a manner
that accounts for the relative resource
utilization of different patient types, and
to issue a report with any appropriate
recommendations to the Congress by
January 1, 2005. The extended
timeframe for conducting the study, and
the broad mandate in the BIPA to
consider various classification systems
and the full range of patient types, stood
in sharp contrast to the BBRA language
regarding more incremental refinements
to the existing case-mix classification
system under section 1888(e)(4)(G)(i) of
the Act. This underscored the fact that
implementing the latter type of
refinements to the existing system in
order to better account for medically
complex patients need not await the

completion of the more comprehensive
changes envisioned in the BIPA.
Accordingly, we considered the
possibility of including these
refinements as part of last year’s annual
update of the SNF payment rates.

However, in the July 31, 2002 update
notice (67 FR 49801), we determined
that the research was not sufficiently
advanced to implement any case-mix
refinements at that time, thus leaving
the current classification system in
place. This also left in place the
temporary add-on payments enacted in
section 101(a) of the BBRA. Further,
while we have continued with our
ongoing research regarding possible
refinements in the existing case-mix
classification system, this research has
not yet provided the basis for
proceeding with those refinements.
Accordingly, we are not implementing
case-mix refinements in this final rule.

As a result, the payment rates set forth
in this final rule reflect the continued
use of the 44-group RUG-III
classification system discussed in the
May 12, 1998 interim final rule (63 FR
26252). We are also maintaining the
add-ons to the Federal rates for the
specified RUG-III groups required by
section 101(a) of the BBRA and
subsequently modified by section 314 of
the BIPA. The case-mix adjusted
payment rates are listed separately for
urban and rural SNFs in Tables 3 and
4, with the corresponding case-mix
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values. These tables do not reflect the
temporary add-on to the specified RUG—
III groups provided in the BBRA, which
is applied only after all other
adjustments (wage and case-mix) have
been made.

Meanwhile, we are continuing to
explore both short-term and longer-
range revisions to our case-mix
classification methodology. In July
2001, we awarded a contract to the
Urban Institute for research to aid us in
making incremental refinements to the
case-mix classification system under
section 1888(e)(4)(G)(i) of the Act and to
begin the case-mix study mandated by
section 311(e) of the BIPA. The results
of our current research will be included
in the report to the Congress that section
311(e) of the BIPA requires us to submit
by January 1, 2005. As we noted in the
May 10, 2001 proposed rule (66 FR
23990), this research may also support
a longer term goal of developing more
integrated approaches for the payment
and delivery system for Medicare post
acute services in general. This broader,
ongoing research project will pursue
several avenues in studying various
case-mix classification systems. Our
preliminary research has focused on
incorporating comorbidities and
complications into the classification
strategy, and we will thoroughly explore
and evaluate this approach and other
approaches (including procedures that
might account more accurately for
ancillary services) in our ongoing work.

Comment: Several commenters
commended our decision not to
implement case-mix refinements in FY
2004. They expressed the belief that
incremental refinements may only
represent “‘patches” on a system that
needs a more comprehensive redesign,
and could destabilize an already
vulnerable health care industry. Other
commenters urged us to move quickly to
identify and implement short-term
incremental improvements to provide
more appropriate reimbursement for
patients with heavy non-therapy
ancillary needs.

Response: As discussed in the
proposed rule, we continue to explore
both short-term case-mix refinements
and longer-range redesign of the SNF
PPS methodology. Our primary goal is
to enhance the accuracy of our
reimbursement system by more closely

matching payment with resource
utilization, particularly in the
utilization of non-therapy ancillaries.
We have made this issue a research
priority to ensure continued access to
quality care for this very vulnerable
heavy care population. However, we are
cautious about premature
implementation of any policy that has
not been thoroughly analyzed to allocate
payment dollars more accurately.
Therefore, we have decided not to
implement case-mix refinements for FY
2004. However, we are proceeding with
our research and plan to evaluate the
feasibility of implementing refinements
again next year.

Comment: Several commenters agreed
with the need for short-term action to
stabilize the SNF PPS and suggested
some alternative methodologies for
achieving these goals, including more
frequent updating of the SNF market
basket and the development of an
outlier pool that could address
beneficiaries with heavy non-therapy
ancillary needs. A few commenters
suggested addressing the non-therapy
ancillary needs by seeking a legislative
change to redirect the 6.7 percent add-
on payments for the 14 RUG-III therapy
groups to those RUG-III groups used for
beneficiaries with complex medical
conditions and high utilization of non-
therapy ancillary services.

Response: Each of the suggestions
discussed above would require statutory
authority that does not currently exist.
However, we will carefully consider the
comments that we received and use
these comments to assist us in exploring
potential solutions. While we will
continue to focus on the needs of those
beneficiaries who require an unusually
heavy combination of clinical care,
rehabilitation services, and ancillary
utilization, we will also continue to
consider a broad range of potential
changes. We expect to discuss our
research findings by January 1, 2005, in
the report to the Congress that is
required under section 311(e) of the
BIPA.

Comment: Most of the commenters
supported the continuation of our long-
term research efforts designed to
identify possible alternatives to the
existing SNF PPS. Many commenters
suggested expanding communications
with providers and other interest groups

in a manner similar to the approach that
we have adopted for Open Door
meetings. Most commenters
recommended that we also enhance
communications by sharing our research
findings, and by including a detailed
analysis in the 2005 report to the
Congress.

Response: We appreciate the interest
shown by providers and other
stakeholders in our continuing research.
We plan to consider all of the comments
that we have received regarding
potential changes to the classification
system, as well as to other components
of the SNF PPS, as we continue our
analysis and prepare the required report
to the Congress. As we pursue our
research effort and evaluate our options,
we will seek appropriate means to
establish ongoing communication with,
and input from, all stakeholder groups.

Comment: Most commenters urged us
to minimize provider burden by
providing adequate lead time for
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