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5 

Impact of PAC Policy 
Change on Medicare 

Expenditures

 

Various estimates of the impact of the policy change on Medicare 

expenditures have been made.  In their proposed rules published in the Federal 

Register (May 8, 1998), HCFA estimated that the implementation of the 

postacute care transfer payment policy would lower PPS program expenditures 

by $480 million, without taking into account possible offsetting changes in 

hospital treatment and discharge patterns.  The Congressional Budget Office 

adjusted for anticipated offsetting changes in hospital behavior and estimated 

program expenditure savings at only $100 million (Federal Register, May 8, 

1998).  HCIA estimated a total reduction in program expenditures in fiscal year 

1999 of $653 million, representing a 10 percent decline in total PPS outlays 

across the postacute care transfer pilot DRGs over the previous year 

(www.hcia.com/findings/990914_bba.htm).  MedPAC estimated a 0.7 percent 

reduction in aggregate payments (MedPAC, Report to Congress, March 2000). 

This chapter provides preliminary evidence regarding the actual Medicare 

savings from the new postacute care transfer policy for the first two quarters after 
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implementation in October of 1998.  Section 5.1 first provides a mathematical 

summary of the two new postacute care per diem payment schemes used to 

qualify the new payments.  Discount factors are calculated for each scheme that 

show at a glance how much payments fall per postacute care transfer paid on a 

per diem.  Section 5.2 provides estimates of actual Medicare outlays in the 10 

postacute care DRGs before and after implementation.  Section 5.3 then 

decomposes the payment changes into price and volume effects.  Price effects 

are analogous to HCFA’s estimation method assuming no change in postacute 

care rates or lengths of stay.  Volume effects show by how much, if any, 

expected per diem price reductions are offset by volume responses of providers. 

 

5.1 Mathematical Summary of Per Diem Payment Methodology 

As stated in Chapter 2 of this report, the basic unadjusted postacute 

transfer payment methodology under inpatient PPS can be summarized in the 

following way: 

 

(5-1) Base Payment Amount = MIN (DRG Amount, Per Diem Amount). 
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Hospitals receive the lesser (MIN) of the per diem payment amount or the full 

DRG rate, with adjustments in each case for medical education, disproportionate 

share, and cost outliers.   

 

5.1.1 The Standard Transfer Per Diem 

The standard per diem payment amount for all acute hospital transfers is 

defined at the level of the hospital, h, the DRG, j, and the length of stay of the 

individual patient, i, measured in discrete days:   

(5-2) Per Diem Amount ijh . 

The graduated per diem total payment amount is calculated as twice the daily per 

diem, PD,  on the first day plus the per diem for each additional day up to 1 day 

less than the geo-mean, at which point the hospital is paid the full DRG rate and 

the patient is no longer “short stay” for payment purposes.  The daily per diem 

rate, PD, is defined over hospitals h and j DRGs: 

 

(5-3) . 



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-4 
transfer/prelim/CHAP5 .WPD/mb 

It is calculated as the full DRG rate, or standardized amount (SA) times the DRG 

weight (DRGWT), divided by the national geometric mean length of stay (GLOS) 

for each DRG. 

Eq. (5-2) gives the per diem payment for each individual patient in hospital 

h and DRG j.  An average per diem payment across all patients within a hospital 

can be written as (for a proof see Appendix B.1): 

 

(5-4)  

where  the average length of stay of short-stay patients paid on per 

diem.  The bracketed term represents a “discount factor” on full DRG payment 

(i.e., the amount outside the brackets).  This enables us to construct discount 

factors from arithmetic and geometric mean stays alone, thereby avoiding 

summing actual Medicare per diem payments across claims in a DRG.  The 

discount formula also shows at a glance the relation between DRG average  

length of stay and expected payment reductions, directly depending on the 

relative arithmetic to geometric mean lengths of stay.   

 

5.1.2 The Blended Transfer Per Diem 
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For three of the pilot DRGs where the conventional per diem methodology 

was shown to result in under-payments because of unusually high costs during 

the first few days of treatment, the per diem payment amount was modified to a 

blended rate as follows: 

(5-5)  

For three DRGs (209, 210 and 211), hospitals receive one-half of the full 

DRG payment up-front but have the usual transfer per diem halved for any days 

in the hospital.   Again, per diem payments are capped at the full DRG amount 

and are adjusted for medical education, disproportionate share, and cost outliers. 

 The average per diem under the blended rate relates to the short-stay postacute 

care length-of-stay as follows (for a proof see Appendix B.2): 

 

(5-6) . 

The bracketed discount factor for the blended rate is always higher (i.e., less 

discount) than the standard per diem discount factor.  The two factors both 

reach full DRG payment, however, at lengths-of-stay one day short of the 

geo-mean.  For example, if the standard per diem discount factor is .4, then the 

blended factor for the same arithmetic-to-geometric ratio would be .7.  For a 
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standard factor discount of .9 (i.e., a 10 percent discount on full payment), the 

blended discount would be .95 (i.e., only a 5 percent discount). 

 

5.2 Impact of Policy Change on PPS Expenditures 

This section looks at the net or actual change in program expenditures for 

the 10 pilot DRGs between the two payment periods under review.  PPS 

payments include the hospital standardized amount (adjusted for wage and 

urban/rural cost differentials) times the DRG weight plus adjustments for medical 

education, disproportionate shares, capital and cost outliers.  Since the focus of 

this chapter is on Medicare expenditures, beneficiary payments and payments 

from third party sources are excluded from the calculations.  Medicare payments 

are shown for the 10 DRGs separately and jointly.  The first table shows 

payment changes for short-stay transfers only.  To capture the impact of the 

new policy on total program expenditures, the second table shows payment 

changes for all transfer and non-transfer cases in the 10 pilot DRGs combined.  

The overall mean represents the sum of the DRG means, weighted by the DRG 

share of total cases.  All figures are expressed in constant 1999 dollars, having 

been inflated by the fiscal year 1999 PPS market basket inflation update of 2.4 

percent.  The results of the expenditure comparisons are summarized in the 

tables that follow.  
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As shown in Table 5-1, average per case payments for short-stay 

postacute care transfers were $10,344 during the first half of fiscal year 1998.  

During the first six months of fiscal 1999 when the policy reform was in effect, per 

case payments for short-stay transfers were $9,326.  The claims data show that 

the policy reform resulted in a decline in PPS payments per postacute care 

transfer case of $1,018, representing a reduction in average expenditures of 9.8 

percent.  The decrease in per case payments for short-stay transfer cases holds 

true for each of the 10 DRGs, ranging from a decline of $21,272 (or 26.9 percent) 

for DRG 483 to a reduction of $348 (or 12.5 percent) for DRG 236.  These 

figures are based on actual discharges and reflect changes in treatment and 

discharge policies discussed earlier.  They also reflect the fact that in 1999 

four-day postacute transfers under DRGs 14 and 209 did not qualify for the lower 

per diem payment methodology because of the change in the GLOS, but rather 

were paid the full DRG amount. 

Table 5-2 gives similar figures for all patients discharged from a PPS 

hospital under one of the 10 pilot DRGs, regardless of whether the patient 

received postacute care services.  Per case payments for all discharges were 

$10,667 during the first half of fiscal year 1998 and $10,375 during the same 

six-month period in fiscal year 1999.  Overall average payments declined over 

the study period in constant dollars by $292, or 2.7 percent.   
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5.3 Decomposing the Impact of Policy Change on PPS 

Expenditures 

As stated earlier, the overall impact of the postacute care transfer policy 

under inpatient PPS on Medicare expenditures can be decomposed into two 

distinct components:  



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-9 
transfer/prelim/CHAP5 .WPD/mb 



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-10 
transfer/prelim/CHAP5 .WPD/mb 



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-11 
transfer/prelim/CHAP5 .WPD/mb 

(1) a change in payments per discharge holding treatment decisions constant 

(i.e., the 'price' effect) and (2) a change in the quantity and type of services 

provided (i.e., the 'volume' effect).  The price effect isolates the payment 

rollbacks stemming from the conversion of short-stay cases to the lower per diem 

rates.  The volume effect, on the other hand, relates to hospital responses to the 

lower per diem rates.  Its impact depends on two interrelated treatment 

decisions:  (1) the change in the share of short-stay postacute care transfers 

within DRGs, and (2) the change in the average length of stay of postacute care 

transfers paid on a per diem basis. 

 

5.3.1 Theoretical Decomposition 

The decomposition model can be expressed in the following explicit form: 

(5-7)  

(5-8)  

where E is total Medicare expenditures in a DRG, and the variables P and Q 

represent price and volume for that DRG, respectively.  Delta symbols signify 

time changes in variables.  The change in expenditures, , after the postacute 

care transfer policy has been implemented is assumed to be negative, i.e., less 

Medicare hospital outlays.  In what follows, we consider  as positive savings 
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to the Medicare program.  Changes in the volume of services is assumed to be 

a function of price changes as hospitals attempt to offset revenue reductions 

from per diem payment.  As will become clearer later on, the volume effect of 

the policy change, , can be further decomposed into (a) the change in the 

share of postacute care transfers paid on a per diem basis, and (b) the change in 

the average length of stay of those short-stay postacute care transfers in the 

PPS facility. 

Because per diem payments under the new policy are capped at the DRG 

payment level, the price effect must reduce overall Medicare expenditures, 

holding the volume responses of hospitals constant.  The sign of the  

component on the right-hand side of eq. (5-8) will thus be positive assuming price 

reductions are interpreted as positive Medicare savings.  The savings generated 

by lower prices, however, are likely to be offset to some degree by both of the 

volume effects included in .  A reduction in the rate of short-stay postacute 

care transfers will reduce projected Medicare savings.  Reductions in postacute 

care can be accomplished by eliminating the provision of postacute care 

services, by shifting the provision of those services back into the PPS inpatient 

setting, or by delaying the provision of postacute care services until after the 

same day transfer period has passed (three days in the case of home health).  

Similarly, an increase in the length of inpatient stay prior to postacute care 

transfer for short-stay patients will lower anticipated savings by increasing per 
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diem outlays.  Thus, the second component on the right-hand side of eq. (5-8) 

should be negative, again assuming  is interpreted as positive savings. 

The decomposed price and volume effects of the postacute care transfer 

policy are estimated in three steps.  First, we calculate the change in overall 

Medicare expenditures by taking the difference between actual payments in the 

pre and post-policy change periods.  This is the total change to be explained.  

Second, we isolate the price effect by taking the difference between actual and 

simulated payments in the pre-policy change period.  By applying the postacute 

care per diem payment policy to the pre-policy postacute care inpatient claims, 

the simulation analysis holds potential volume changes constant and expresses 

the lower per case payments in terms of “expected” Medicare dollars saved 

absent any behavioral response by providers.  Finally, the volume, or behavioral, 

effects triggered by the shift in reimbursement incentives are identified as a 

residual after subtracting the simulated price effects from total Medicare savings 

calculated in the first step.  The volume effects are expressed as a negative 

offset to the positive savings generated by lower payments per discharge. 

Total Medicare Savings.  Ignoring the annual updates to average 

standardized payments, SA, or changes in DRG weights, total Medicare inpatient 

PPS savings generated by the implementation of the postacute care transfer 

policy can be summarized mathematically in the following way (See Appendix 

C.1 for derivation): 
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(5-9)  

where 

(5-10) 
   

(5-11) 
.  

The variables,  and , represent the total number of DRG 

discharges in the pre- and post-policy change periods, respectively. The variable, 

, represents the number of postacute care transfer cases during the 

pre-period whose inpatient LOS fell at least one day below the geometric mean 

LOS for that DRG and was subsequently paid on a per diem basis.  The 

parameter,  , represents the share of postacute care transfer cases in the 

post-period paid on a discounted per diem basis out of all discharges under the 

postacute care transfer DRGs.  The parameter, , represents the average length 

of stay of postacute care transfer cases paid on a per diem basis in the 

post-period relative to the geometric mean across all discharges nationally in a 

given DRG.  This ratio would vary by hospital. 

An intuitive explanation of eq. (5-9) is as follows.  The term outside the 

brackets, SA x DRGWT, represents pre-period per case outlays for a given DRG. 
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 The bracketed term represents program savings in terms of the change in pre- 

versus post-period volumes, or discharges.  Total post-period discharges, Npost, 

are “devalued” by two  factors: (1) = share of all discharges in the post-period 

paid on per diem; and (2) = the average discount factor on post-period per 

diem postacute care patients.  For example, if , then 

post-period discharges are devalued by 9 percent, i.e., .91 = (1+.3(.7-1))  Why 

devalue post-policy discharges?  Because 30 percent of post-policy discharges 

are incurring a 30 percent discount due to per diem payment.  In other words, 

post-policy discharges only cost Medicare 91 percent of what they would have 

under full DRG payment. 

Assuming no change in the total number of PPS inpatient discharges, 

, eq. (5-9) can be simplified and rewritten as: 

 

(5-12) Total Savings . 

Eq. (5-12) measures the reduction in Medicare expenditures (or overall 

net savings) resulting from the expanded transfer payment policy assuming no 

change in (a) the average standardized amount, (b) the DRG weight, or (c) the 

total number of hospital admissions.  These are necessary assumptions to 

isolate the effects of the payment policy.  Presumably, any updates in 

standardized amounts or DRG weights have nothing to do with the postacute 
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care policy change, nor do any changes in the total number of discharges in a 

DRG (as distinct from the number of postacute care discharges which hospitals 

can manipulate). 

Because average length of stay across all per diem cases will, by 

definition, be less than the geometric mean length of stay for the same DRGs,  

is less than one and the per diem discount factor  will be positive.  The 

per diem discount factor reflects the fractional differential between DRG and per 

diem payments.  Adjusted total savings can thus be measured by the pre-period 

DRG payments, , adjusted downward by the product of the 

post-period per diem discount factor and the post-period share of discharges 

paid on a per diem basis, i.e., the bracketed term in eq. (5-12).  The smaller the 

differential between per diem and full DRG rates (e.g., the greater the increase in 

the average length of stay of per diem cases relative to the geometric mean 

length of stay), the smaller the per diem discount factor and the smaller will be 

the Medicare savings.  Similarly, a reduction in the short-stay postacute care 

transfer rate will also reduce projected Medicare savings. 

The Price Effect.  The next step in the estimation strategy is to 

decompose total savings into its price and volume components.  The price effect 

can be measured by taking the difference between actual payments in the 

pre-policy change period and simulated payments calculated by applying the 

postacute care transfer payment policy to the same pre-period set of 
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observations.  The price effect can be expressed mathematically as (See 

Appendix C.2 for derivation): 

(5-13) Price Effect  

where 

(5-14)  

(5-15) . 

The price effect of Medicare savings is measured as the total DRG 

payments in the pre-policy change period factored downward by the product of 

the simulated pre-policy per diem discount factor,(1- λ), and the share of 

discharges that would have been paid on a per diem basis had the new 

reimbursement policy been in effect.  Note that price effects are simulated 

exclusively based on pre-period claims (and parameters).  The greater the share 

of postacute care transfer cases “expected to qualify” for per diem payments 

and/or the lower the average arithmetic length of stay of per diem cases relative 

to the geo-mean of all cases, the larger the expected Medicare savings absent 

any modifications in hospital treatment policy. 
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The Behavioral Volume Effects.  Finally, the offsetting behavioral 

volume effects of the policy change can be identified as a residual of total 

savings after subtracting the pure price effect.  Subtracting eq. (5-13) from eq. 

(5-12) and rearranging gives us the following expression (See Appendix C.3): 

 

(5-15) Volume Effects . 

 

The bracketed term in eq. (5-15) captures the negative volume offset which 

stems from two interrelated treatment decisions:   

(1)  reflects the post-period change in the short-stay postacute 

care transfer length of stay relative to the geometric mean, weighted by the 

pre-period ‘expected’ share of postacute care transfer cases likely to be paid on 

a per diem basis; 

(2)  reflects the change in the post-period frequency of per 

diem postacute care cases  weighted by the pre-period discount factor.  

If hospitals respond to the policy change by reducing the rate of postacute care 

transfers,  will be negative and Medicare savings will be reduced.  

Similarly, if hospitals respond by increasing the inpatient length of stay of cases 
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paid on a per diem basis,  will be negative and Medicare savings will also 

be lower. 

Total Price and Volume Effects of Blended Payment.  Seven of the 

ten DRGs HCFA selected for the initial postacute care transfer policy are being 

paid on the standard graduated per diem methodology used for acute-to-acute 

transfers.  It can be shown that for the three DRGs on blended payment (i.e., 

DRGs 209-211), all three effects are halved relative to the standard payment 

algorithm.  (See Appendix C.4).  In other words, for the same postacute care 

transfer rates and change in short-stay postacute care LOS, blended payment 

will generate half the Medicare savings of the standard rate -- again holding total 

discharges constant.  Price and volume effects are also split in half. 

Thus, the price and volume components of total program savings accruing 

from the postacute care transfer payment policy are fully captured by estimating 

just two parameters, (1) the rate of postacute care transfers, and (2) the per diem 

discount factor, calculated in both the pre and post-policy change periods.  The 

simplicity of the empirical model is based in part on the fact that hospital 

standardized amounts, DRG weights, and total discharges are assumed to be 

constant.  This is a necessary assumption to isolate the effects of the policy 

change. 
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5.3.2 Empirical Results 

The results of the decomposition analysis are presented in Table 5-3.  

Unlike the figures presented in the previous tables of this chapter, positive values 

in Table 5-3 indicate savings, while negative values signify greater expenditures.  

Because capital and outlier payments are additive and not amenable to the 

payment calculation methods employed here,they are omitted from the analysis.  

Adjustments for IME and DSH are assumed to fall by the same percentage as 

the decline in the standardized amount.  The decomposition results are 

presented on both a per capita and overall basis.  In the pre-policy period, the 

share of short-stay postacute care transfers of all discharges averaged 28 

percent on a frequency-weighted basis, ranging from a low of 17 percent to a 

high of 39 percent.  The post-period rate of short-stay postacute care codes falls 

ten percentage points to 18 percent.  Had the BBA per diem policy been in effect 

in the pre-policy period, the discount on short-stay postacute care cases would 

have averaged 15 percent, ranging from a low of 8 percent for DRG 209 to 35 

percent for DRGs 263 and 483.  Higher discount factors (measured as 1-λ) imply 

a greater discrepancy between the LOS for postacute care cases and the DRG’s 

overall GLOS.  

According to the figures presented in Table 5-3, the lower per diem 

payments alone (i.e., the price effect) resulted in an expected per case PPS 
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savings of $505.  This figure is calculated as a pre-policy discharge-weighted 

average of the individual DRG price effects.1   

 
1 Because the overall transfer rates and discount factors shown at the bottom of the table are both 

weighted, they cannot be multiplied to derive an overall average price effect. 
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DRG 483 exhibited by far the greatest price effect ($5,785) due to an 

exceptionally high discount factor (35%) and a very high standardized amount 

($73,799).   Multiplying average payments by the number of postacute care 

transfers during the six-month pre-policy change period results in expected total 

program savings, holding PPS hospital treatment discharge decisions constant, 

of $276 million.  The total price effect of the policy change ranged from a 

savings of $135 million for DRG 483 to a savings of less than $1 million for DRG 

264.  When doubled to get an annualized estimate, anticipated savings before 

taking into account any PPS hospital behavioral responses are $552 million. 

However, the reduction in the overall short-stay postacute care referral 

rate (from 28 percent in the 1998 period to 18 percent in the 1999 period) served 

to offset a minor portion of the gross savings. The offsetting volume effects ($68 

on a per case basis and $37 million overall) reduced Medicare savings per PPS 

discharge from $505 to $437 and overall program expenditures from $276 million 

to $239 million, or 13 percent.  Annualized estimated savings taking into account 

changes in hospital treatment and discharge patterns, as well as a declining 

GLOS, is $478 million.  Annualized net savings thus appear to be significantly 

higher than the $100 million forecasted by the Congressional Budget Office, but 

less than the $653 million projected by HCIA.  Assuming total PPS outlays of 

$80 billion, our analysis reveals a 0.6 percent ($478 million/$80 billion) decline in 
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aggregate payments and a 4.5 percent reduction in total payments to the 10 pilot 

DRGs. 

However, as pointed out in Chapter 4, only a small part of the offsetting 

volume effect evidenced above can be attributed to a behavioral response on the 

part of PPS hospitals to the policy change.  Most of the $37 million total volume 

offset stems from the lower GLOS threshold in 1999 for DRGs 14 and 209.  To 

obtain a more accurate estimate of the behavioral volume response holding 

GLOS constant, we applied the 1998 GLOS to the 1999 data and recalculated 

total savings.  Holding GLOS constant causes the postacute care transfer rate to 

also remain constant at 28 percent (see Table 5-3A).  The per diem discount 

falls, however, from 18 percent in Table 5-3 to 14 percent in Table 5-3A.  This 

implies an increase in the ratio of the postacute care per diem LOS relative to the 

1998 versus 1999 GLOS.  The constant GLOS effect is found only for DRGs 14 

and 209, whose discount factors fell 8 and 2 percentage points, respectively.  

Their factors fall because their higher 1998 GLOS rates result in many more 

“longer” stays considered “short-stay” case eligible for per diem payment.  The 

total effect on Medicare savings per case is an increase of $41, due to ta 

reduction in the estimated BBA volume offset, a decline from $68 to $26 per 

case.  Across all cases in the 10 DRGs, the true offsetting behavioral response 

declines from $37 million to $14 million and total program savings increase from 

$239 to $262.  Greater Medicare savings, holding GLOS constant, is driven by 
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the greater number of qualifying postacute care transfers when using the higher 

1998 GLOS.  The lower DRG-per diem payment discount, owing to the greater 

number of longer LOS, yet still qualifying as short-stay cases, has the opposite 

effect on savings.  

Annualized, the best estimate of BBA Medicare savings, unrelated to 

secular declines in GLOS, is $524 million, or only $28 million less than expected 

holding standardized amounts, DRG weights, and GLOS constant.  In other 

words, during the first six months after  
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the postacute care transfer policy went into effect, Medicare captured 95 percent 

of its expected savings, ignoring the inevitable savings “leakage” due to the 

decline in GLOS in DRGs 14 and 209.  Whether this savings rate will continue 

over a longer period depends on how acute hospitals change their postacute 

care discharge rates and inpatient lengths of stay, if at all. 

 

5.4 Impact of Policy Change on Episode-Level Expenditures 

The next issue to be explored in this chapter is the impact of the policy 

change on episode-level Medicare payments.  Episodes are defined as the initial 

acute care hospitalization together with the first immediate postacute care 

readmission or visit.  Episode-level payments are presented for each of the 

postacute care provider groups separately.  The postacute care transfer 

payment change did not affect postacute care reimbursement directly.  

However, as stated in Chapter 3, changes in acute care hospital treatment and 

discharge patterns in response to the policy change should have an indirect 

effect on the level and intensity of services provided in the postacute care setting. 

 Since, until very recently, postacute providers were reimbursed on a cost basis, 

changes in the types of services provided by these providers should impact 

episode-level payments.  A shift of postacute care services back into the acute 

care environment should reduce the amount of services provided by postacute 
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care providers and, hence, lower their payments.  On the other hand, a delay in 

postacute care admissions (or leaving the arrangement of such admissions up to 

the individual) might increase the average severity of these patients, thus leading 

to more services and higher reimbursement. 

Table 5-4 presents per case payments to PPS-exempt facilities for all 

patients transferred on the same day from an acute care provider.  Adding 

average postacute care 

payments with average PPS payments for the same set of patients and 

multiplying by the number of short-stay transfers provides a measure of total 

episode-level expenditures.  The table shows that average postacute care 

payments were $10,239 during the first half of fiscal 1998 and $10,605 during the 

same six-month period in fiscal year 1999.  Average payments to PPS-exempt 

providers for acute care transfers thus rose $366, or 3.6 percent, after adjusting 

for inflation.  However, per case payments to PPS-exempt facilities for same-day 

transfers increased for only two of the 10 DRGs.  The largest increase was for 

DRG 211 at 3.7 percent.  The increase in per case payments for these DRGs 

suggests that PPS-exempt referral cases may have been entering the facilities 

more severely ill than before.  However, for the majority of DRGs, these findings 

suggest that lower PPS payments did not result in a compensating increase in 

postacute payments to PPS-exempt facilities.  Total episode-level payments for 
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patients referred to PPS-exempt facilities declined from $990 million in 1998 to 

$636 million in 1999, representing a reduction of 35.7 percent. 

A similar analysis for postacute care transfers to skilled nursing facilities is 

presented in Table 5-5.  Medicare payments to skilled nursing facilities for acute 

care transfer patients fell in constant dollars from $5,706 in 1998 to $5,365 

between the two study periods, representing a 6.0 percent decline.  The 

significantly lower per case postacute care payments  
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suggest that, on average, transfer cases to skilled nursing facilities before the 

policy change required fewer services than transfer cases after the policy 

change.  The decline in per casepayments for postacute referrals holds true for 

all 10 pilot DRGs.  During the same period, total episode-level payments for PPS 

patients discharged to skilled nursing facilities fell nearly 50 percent, from $1,311 

million to $668 million.  

Postacute care payments for patients utilizing the services of a home 

health agency up to three days following an acute care hospitalization are 

provided in Table 5-6.  The 

figures show that payments to home health agencies for acute care referral 

cases fell 7.5 percent between the pre and post-study periods, from $829 to 

$766.  Per case payments declined for each of the 10 pilot transfer DRGs.  

Episode-level payments for the same set of patients fell from $259 million in 1998 

to $106 million in 1999, or 59.1 percent. 

Thus, these preliminary results do not support the view that the policy 

reform would result in an offsetting increase in payments to postacute care 

providers.  The declining rate of short-stay transfers from PPS hospitals resulted 

in a substantial reduction in total payments to postacute care providers.  Total 

postacute care payments fell $138 million for PPS-exempt referrals, $229 million 

for skilled nursing facility referrals, and $12 million for home health referrals.  

However, most per case postacute care payments for these same patients fell as 
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well.  The decline in average postacute care payments for most DRGs offers 

evidence against one of the main hypotheses posed in Chapter 4, namely, that 

delays in referrals (or leaving their management  up to the individual patient) 

would cause an increase in the severity of illness, and thus high expenditures, for 

postacute care users. 
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5.5 Impact of Policy Change on PPS Expenditures by Type of 
Postacute Care Transfer 

 
A similar breakdown of per case PPS payments based on the type of 

postacute care services used is presented in the following two tables.  Table 5-7 

presents average PPS payments by type of a transfer for short-stay patients.  

Payments include adjustments for IME, DSH, capital and outliers.  In the pre and 

post-policy change periods, average PPS payments for short-stay transfers to 

PPS-exempt facilities were the highest at $12,386 and $11,589 per discharge, 

respectively.  Average PPS payments for short-stay transfers to SNFs were 

$9,348 in the pre-policy change period and $8,395 post-policy change period.  

Average PPS payments per discharge declined 6.4 percent for transfers to 

PPS-exempt facilities and units, 10.2 percent for transfers to SNFs, and 12.2 

percent for transfers to HHAs following the introduction of the payment reform.  

Table 5-8 presents average PPS payments for all postacute care transfers 

by type of postacute care provider.  Again, transfers to PPS-exempt facilities 

generated the highest PPS per case payment ($12,345) in the pre-policy change 

period, followed by transfers to SNFs ($9,840) and HHAs ($8,865).  After the 

implementation of the payment reform, per case PPS payments decreased 5.9 

percent for PPS-exempt transfers, 4.9 percent for SNF transfers and 5.2 percent 

for HHA transfers.  The results show that PPS payments for patients transferred 

to rehabilitation, psychiatric, children’s and specialty facilities and units were 
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affected most by the policy reform, but that the differential impact was muted 

somewhat by differences in the share of cases qualifying for the lower per diems. 
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5.6 Impact of Policy Change on PPS Expenditures by Type of 
PPS Hospital 

 Table 5-9 presents payments for short-stay transfer cases by hospital bed 

size.  The per case payment rate, both pre- and post-policy change period, is 

directly correlated to hospital bed size.  Short stay cases at hospitals with less 

than 100 beds had a pre-policy change per case payment rate of $7,277.  

Payment rates increase with hospital bed size with  
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a maximum payment rate of $13,609 for hospitals with 500 or more beds.  In the 

post-policy change period, per case payments decreased for all hospital size 

groups, ranging from 2 to 12 percent.  Hospitals with less than 100 beds 

experienced the greatest loss in per case payments following the implementation 

of the postacute care transfer policy. 

Table 5-10 categorizes average payments for short-stay transfer cases by 

hospital ownership.  The three hospital ownership types include governmental 

non-profit, proprietary for-profit and voluntary non-profit.  Per case payments are 

fairly evenly distributed, ranging from $9,757 for proprietary for-profit hospitals to 

$10,339 for government non-profit hospitals.  All hospitals, regardless of 

ownership type, experienced a decline in per case payments for short-stay 

transfers between the pre and post-policy change periods.  Proprietary for-profit 

hospitals experienced the greatest percent change in per case payments at 11.6 

percent, while government non-profit hospitals had the lowest decline at 4.8 

percent. 

Table 5-11 illustrates the pattern of PPS payments for short-stay transfer 

cases by hospital teaching status.  Not surprisingly, teaching hospitals receive 

higher pre case payments ($12,021) than non-teaching hospitals ($8,673).  The 

distribution pattern remains the same following the postacute care transfer policy 

implementation.  However, for both teaching and non-teaching hospitals per 

case payments dropped 5.3 and 9.7 percent, respectively, after the introduction 

of the policy reform. 
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Table 5-12 categorizes payments for short-stay postacute care transfer 

cases by geographic region.  Per case payments range from $4,845 in Puerto 

Rico to $11,310 in the New England Region.  The implementation of the 

postacute care transfer policy resulted in 
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decreases in per case payments for all regions, with the exception of Puerto 

Rico.  Per case payments rose 37 percent in Puerto Rico after the adoption of 

the payment reform.  The remainder of geographic regions experienced a 

decline in per case payments, ranging from 1.9 percent in the Middle Atlantic 

Region to 12.2 percent in the New England Region. 

Table 5-13 examines average PPS payment for short-stay cases by 

hospital location.  Urban hospitals have greater per case payments.  Per case 

payments range from $11,735 among urban hospitals to $7,121 for rural 

hospitals.  Urban hospitals were the least affected by the implementation of the 

postacute care transfer policy.  Per case payments dropped 5.5 percent among 

urban hospitals, compared to 9.4 percent among other urban hospitals and 10.0 

percent for rural hospitals. 

 

5.7 Impact of Policy Change on PPS Expenditures by Type of 
Medicare Beneficiary 

 
Table 5-14 resents the financial impact of the postacute care transfer 

policy on short-stay cases by sex of the beneficiary.  Average per case payment 

for male patients is higher than average payment for females, $11,341 for males 

compared with $9,510 for females.  The reimbursement payment differential 

between males and females was even wider following the implementation of the 

postacute care transfer policy.  Per case payments for male short-stay cases 



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-45 
transfer/prelim/CHAP5 .WPD/mb 

declined 4.2 percent, compared with a decline of 9.6 percent for female 

beneficiaries. 



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-46 
transfer/prelim/CHAP5 .WPD/mb 



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-47 
transfer/prelim/CHAP5 .WPD/mb 



Chapter 5 Impact of PAC Policy on Medicare Expenditures  

 

  
Health Economics Research, Inc. The Postacute Care Transfer Policy: Final Report: 5-48 
transfer/prelim/CHAP5 .WPD/mb 

Table 5-15 presents average payments for short-stay cases by age of the 

beneficiary.  Per case payment rates are strongly and negatively correlated with 

age.  The younger the patient, the higher the per case payment, ranging from 

$15,859 for the 65 and under age group to $7,877 for the 85 and over age 

category.  Per case payments dropped between the pre and post-policy change 

periods in relation to age.  The older the age group, the greater the percentage 

decline in per case payments.  After the policy reform, per case payments to 

those less than 65 fell by 7.9 percent, while per case payments to those over 84 

fell 10.2 percent. 

Table 5-16 shows per case payments for short-stay cases by the 

Medicare status of the beneficiary.  Patients qualifying for Medicare benefits 

under disability generated had significantly higher per case payments compared 

to those qualifying for Medicare benefits as based on age ($9,764 and $15,784 

without ESRD, respectively).  The difference between the two widened slightly in 

the post-policy period when per case payments drop 7.9 percent among the aged 

without ESRD to $8,991 and 6.9 percent among the disabled to $14,696. 
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