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ISSUE:

Should the federd portion of the progpective payment system (APPS)) rate be adjusted because it was
based on 1981 hospita cost report data which incorporated an invalid method of reimbursing

mal practice codts, that is, the 1979 mal practice rule?

STATEMENT OF THE CASE AND PROCEDURAL HISTORY':

Under PPS, payments to hospitals for inpatient services provided to Medicare beneficiaries are based
upon aAprospective payment ratefl for each hospital discharge that is unrelated to an individua
hospita:s costs. 42 U.S.C. * 1395ww(d)(1). The Secretary was instructed to adopt a methodology
for determining PPS using Adiagnosis-related groupsi (ADRGHi). 42 U.S.C. * 1395ww(d)(2). In
addition, the statute requires that PPS be cal culated based on data from Athe most recent cost reporting
period for which dataare availabled 42 U.S.C. * 1395ww(d)(2)(A). The methodology for
establishing the initial PPS rates were set on September 1, 1983. 48 Fed. Reg. 39752 (September 1,
1983) (interim rule) and 49 Fed. Reg. 234 (January 3, 1984) (find rule). The federal PPS rates were
used beginning in federd fiscd year 1984, with afour year trangtion period. During the trangtion
period, aportion of a hospita:s Medicare payments was based on the previous cost-based system.
This portion was referred to as the Ahospitd specific portion.; The portion unrelated to the individua
hospital-s cogts is referred to as the Afederal portion.i This case concerns only the federd portion. The
Providers seek prospective relief, as wel as additiona reimbursement for their fisca years (AFY s0)
1984, 1985 and 1986. After 1987, when the PPS was fully implemented, the relief sought pertainsto
the entire PPS rate.

The federa portion of the PPS rate was derived from Medicare cost reports for reporting periods
ending in calendar year 1981. 48 Fed Reg. 39752, 39763 and 49 Fed Reg. 234, 251. Because
hospitals were required to file cost reports consstent with regulationsin effect at the time, the PPS rates
are based on data derived from 1981 Medicare cost reports that were generdly filed consistent with
regulations gpplicable in 1981.

Once the base year amounts were determined, they were modified to update them for inflation and
other factors, however, the basic building block of the federa rate, the data from the cost reportsin
1981, have never been revised or updated. This 1981 base year data included ma practice costs
caculated pursuant to the A1979 Malpractice Rulel which was in effect a that time. Thisrule was
invaidated by numerous courts, and eventualy HCFA acquiesced to the court rulings. Subsequently,
HCFA adopted a new methodology for ca culating mapractice costs, the A1986 Mal practice Rulel and
attempted to gpply it retroactively. The courts invalidated HCFA:s attempt to retroactively apply the
1986 Md practice Rule and ultimately HCFA was required to return to the Apre-1979 methodology( for
the periods from 1979 through 1986. The correction, however, only pertained to the cost-based
reimbursement portion and thus, only the hospital specific portion of the PPS rate was corrected
retroactively. The ingtant case chdlenges the incorporation of theillegd 1979 Ma practice Rule present
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inthe 1981 base year data that it used to calculate the federa portion of the PPS rate.

The Providersin this group have gppedled their notices of program reimbursement in accordance with
the jurisdictiond requirement of the Provider Reimbursement Review Board (ABoard(l) at 42 C.F.R. "
405.1835-.1841. The Medicare reimbursement in controversy for this case is gpproximeately
$4,644,000.

The Provider was represented by John R. Hellow, Esquire, and Bryone J. Gross, Esquire, of Hooper,
Lundy and Bookman, Inc. The Intermediary was represented by Bernard M. Tabert, Esquire, of the
Blue Cross and Blue Shield Assocition.

PROVIDER-S CONTENTIONS:

The Providers seek an upward adjustment to the federd portion of the payments they received pursuant
to Medicare PPS for inpatient hospital services. This claim for additiona paymentsis based on the
Providers: contention that the standardized payment, the building block of the PPS rate, did not
properly account for costs incurred by hospitals for mapractice insurance premiums. This occurred
because the amount of malpractice cogts in the PPS base year, used as a basis for al succeeding PPS
payments, was caculated pursuant to an illegd regulation. The Providers contend that the failure to
adjust the PPS rate to properly account for malpractice costs would illegally cement into place apolicy
which has unanimoudy been declared unlawful by the courts.

The Providers seek additiond reimbursement for the fiscal years under apped and/or for HCFA to
prospectively adjust the PPS base rate to account for the proper inclusion of malpractice costs for fiscal
years beginning after the date of the Board:s decision.

The Providers contend that the PPS rates incorporated an unlawful policy for the calculation of

mal practice costs, and a correction can easily be made. The Providers reviewed how the PPS rate was
constructed.! The Secretary chose aAbase period,§ pursuant to statutory instruction to calculate the
PPS rates based on data from Athe most recent cost-reporting period for which data are availablef 42
U.S.C. " 139%5ww(d)(2)(A). The Secretary used base year data from Medicare cost reports for
hospital reporting periods ending in caendar year 1981. 48 Fed. Reg. 39,752, 39,772 (September 1,
1983). The standardized amount, the basic building block of the federa rate, remains to this day, based
on cost data from the 1981 cost reports.

Under the methodology in effect prior to 1979, ma practice costs were included as Agenerd and
adminigratived (AG& Af) costs.? Then, in accordance with standard cost-reporting methodology, they

! See Providers Position Paper (APPP)) at 2-4 and Tr. at 49-64.

2 See PPP at 4-11.
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were alocated among cost centers along with other overhead costs, and then apportioned between
Medicare and non-Medicare patients in proportion to thelr utilization of services. By contrast, under the
1979 Mdlpractice Rule, the Secretary reimbursed malpractice costs by directly gpportioning hospitds
malpractice insurance premium costs based on the ratio of malpractice losses paid to Medicare patients
compared to losses paid to dl patients.®> Under the 1979 Malpractice Rule, the cal culation was based
on the lagt five years of a hospital-s malpractice history. If the hospital had no malpractice losses over
the five years, then anationa rate would apply. If the hospita did have losses, but there were only non-
Medicare daims, then the hospital would receive no reimbursement for malpractice costs.” The 1979
Malpractice Rule was eventualy unanimoudy declared illegd by eight United States Circuit Courts of
Appedl.° The Secretary-s attempt to impose another methodology, the 1986 Ma practice Rule, was also
struck down by the courts, and the pre-1979 methodology remains in effect today.

Because, the 1979 and 1986 Malpractice Rules were declared to be void ab initio, they were never
properly or legdly in effect. 5 U.S.C. " 706(2). The only approved and legd rule for determining

mal practice cogts has away's been the pre-1979 methodology, i.e., including malpractice costsin G&A
and dlocating them down to the various cost centers through the step-down allocation cost reporting
process. Because, the PPS rate was based on cost reports from 1981, when the illegal 1979
Malpractice Rule was in effect, it incorporated improper data on mapractice costs. Thisis ggnificant
for hospitals, because the ca culations in accordance with the 1979 malpractice Rule resulted in
malpractice costs which were less than those actudly incurred by hospitals. Thus, some correction must
be made, so that the PPS rate will truly reflect average nationa hospital costs, as Congress originaly
intended.

The Providers indicate that they have presented a methodology that can be used to correct the PPS
rate which has not been challenged by the Intermediary. The Providers have presented a methodology
for correcting the rate, which was developed by Dr. Michad L. Vaida, arenowned expert in Medicare
payment policies and the use of complex hedlth care data bases® The Providers have presented a
detailed report prepared by Dr. Vada, which explains his recdculation of the PPS rates, to remove
mal practice costs as calculated by the illegal 1979 Ma practice Rule and replace those costs with

mal practice costs cal culated pursuant to the legal pre-1979 Rule.’

3 Tr. at 64-68.

4 Tr. at 67-68.

s See PPP at 7-8.

6 Tr. at 41-49 and Providers Exhibit 18.

! See Providers Exhibit 19, PPP at 22-26 and Tr. at 69-118.
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In addition to Dr. Vaidas testimony, the Providers adso presented testimony from Dr. Allen Dobson, a
distinguished health care economist, and former Director of Research at the HCFA from 1982 to 1986,
during the time when PPS was first implemented.? Dr. Dobson thoroughly reviewed Dr. Vaidas
methodology, and testified that the methodology was vaid.® Dr. Dobson aso specificaly noted that the
margin of error in Dr. Vaidas recrestion of the PPS rates was not significant.® Further, Dr. Dobson
testified that it was reasonable for Dr. Vaida to use 1982-83 malpractice premium cost data as a proxy
for 1981 data, since the actual 1981 data are unavailable.™

Severd points about the data were made at the hearing. Firg, it was noted that the adjustments sought
by the Providers are actually very small on a case-by-case basis® However, when this adjustment is
gpplied to dl hospita discharges, it can amount to sgnificant dollars. So, it is not a meaningless remedy
that the Providers are seeking, especidly in cases where Providers may have been operating very close
to profit margins™® Moreover, regardless of the size of the per discharge adjustment which is being
sought, the Providers are legdlly entitled to this remedy aslong as the minimum jurisdictiona
requirements for the group apped have been met, which is undisputed.

It was aso noted that the data used by the Secretary in developing the PPS rates was unaudited data,
because of Congress ingtruction to use the most recent data available. In fact, the Secretary estimated
that the use of unaudited data had about a 1 percent impact on the PPS rates, which was more than
made up for when the Secretary decided to grant a zero market basket increase to the PPS rates for
1986, to account for this and for other reasons the Secretary believed the rates were overstated. 50
Fed. Reg. 35646, 35704 (September 3, 1985). Thus, at least beginning with 1986, the fact that
unaudited base year data had been used no longer had an impact on the PPSrates. Moreover, while
the datamay have been unaudited, the fact isthat alarge proportion of the hospitals reported

mal practice costs in accordance with aregulatory policy that was declared to beillegd.™ Inaccuracies
in the data resulting from the fact that it was unaudited, or possibly for other unavoidable reasons, are

8 Tr. at 141-148 and Providers Exhibit 24.
° Tr. at 160.

10 Tr. at 152-153.

n Tr. at 157-158.

12 Tr.at 171-72.

B Tr.at 172.

14 Tr. at 86.
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quite different from inaccuracies resulting from an illegd policy. The courts have dready noted that it
would be highly improper to dlow an unlawful policy of the Secretary to be cemented into place by
failing to dlow for retroactive corrections. Georgetown University Hospital et d. v. Bowen, 862 F.2d
323, 328 (D.C. Cir. 1988).

The Intermediary presented no testimony or other evidence critica of Dr. Vaidas methodology, nor did
they argue that the methodology was not vaid. Accordingly, if the Board agrees with the Providers that
it has the authority to order correctionsto the PPS rate, then the Board should order that Dr. Vaidas
methodology be used to correct the PPS rates.

A preponderance of the Board:s hearing questions, and the entirety of the Intermediary=s argument at
the hearing for this matter concerned itself with the statutory authority to correct this particular problem.
The Providers arguments address the Board:s statutory jurisdiction to consider corrections to the PPS
rate, the limitations on that jurisdiction, and the Board:s supposed authority to grant prospective rdlief in
light of the decison in Methodist Hospital of Sacramento v. Shdda, 38 F.3d 1225 (D.C. Cir. 1994)
(AMethodist().

The Board-s jurisdiction and authority flow from the only provison of the Medicare Act which even
mentions the Board, 42 U.S.C." 139500. It states that:

[alny provider of services which hasfiled arequired cost report within
the time specified in regulations may obtain a hearing with respect to
such cost report by a Provider Resmbursement Review Board . . . and
(except as provided in subsection (g) (2) of this section) any hospital
which receives payments in amounts computed under subsection (b) or
(d) of * 1395ww of thistitle and which has submitted such report within
such time as the Secretary may require in order to make payment under
such section may obtain a hearing with respect to such Payment by the
Board, if (1) such provider - (A) . . . (ii) isdisstidfied with afind
determination of the Secretary as to the amount of the payment under
subsection (b) or (d) of * 1395ww of thistitle. . . .

42 U.S.C. " 139500(A) (emphasis added).

Subsection (d) of 42 U.S.C. * 1395ww isthe statutory provison authorizing PPS, including subsection
1395ww(d)(2)(A) requiring that in establishing a nationd adjusted DRG prospective payment rate Athe
Secretary shal determine the dlowable operating costs per discharge of inpatient hospital services for
the most recent cost-reporting period for which data are avallablel The exclusons from review are
addressed in subsection 139500(g)(2) and are addressed more fully below, but clearly do not apply to
this case.
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The legidation governing the Board:s jurisdiction could not be clearer on the issue of review of PPS
payment determinations. Section 139500(A) specifically provides that any hospital which receives
payment amounts under PPS may obtain a hearing with respect to such payment by the Board, if such
provider is dissatisfied with afind determination of the Secretary as to the amount of that payment. The
fact that Congress chose to exclude some aspects of PPS from review further supports the conclusion
that Congress was unconcerned about corrections to other aspects of the PPS rate which may be
necessary to otherwise comply with the law. In the ingtant case, such noncompliance with the definition
of Adlowablel cogtsis premised on the gpplication of an unlawful regulation, the 1979 Mdpractice Rule.

This grant of authority to consder the correction of errors in PPS paymentsis also supported by the
PPS legidative history.™ In brief, the Senate committee responsible for PPS expressed its position that
the changes made by PPS would not impact administrative and judicid review, by indicating thet the
same conditions which now apply for review by the Board and the Court would continue to apply
except in the Anarrow(l cases necessary to maintain budget neutrdity and avoid adversely affecting the
establishment of DRGs*® This view of the legidative history was confirmed by Dr. Dobson, present at
the bill drafting, and who noted the exclusons from review were intended to be narrow, the same
constraint contained in the legidative history.

If there was any doubt regarding Congress: intent that the mgority of payment provisons under PPS
would be reviewable and correctable, in 1997, Congress created a PPS for skilled nursing facilities.
See Baanced Budget Act of 1997, P.L. 105-33, " " 4431-4432. For example, in developing a PPS
for skilled nursing facilities, and discussng adminigtrative and judicia review, Congress provided that:

[t]here shall be no adminigtrative or judicid review under section 1869,
1878, or otherwise of -

(A)  theedtablishment of federd per diem rates under
paragraph (4), including computation of the
standardized per diem rates under paragraph (4) (C),
adjustments and corrections for case mix under
paragraphs (4)(F) and (4)(G)(i), and adjustments for
variations in labor-related costs under paragraph
@(©G)(i);

® See PPP at 13.

1 Id.

v Tr. at 192 (thereisatypographica error a p.192, line 7, the word Acouldrrt@ should read
Acould.f)
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(B)  theedtablishment of afadility:s specific rates for January
1, 1999, (except any determination of costs paid under
part A of thistitle; and

(C)  theedtablishment of traditional amounts under
paragraph (7). [42 U.S.C. " 1395yy(e) (8)].

Id.

Thus, when Congress did not want the standardized amount under a PPS to be reviewed, it specificaly
so stated. Congress aso could have used the opportunity under the Balanced Budget Act of 1997, P.L.
105-33, to amend theinpatient hospital service PPS apped rights to correspond with those of the
skilled nursing facility PPS system, but it didret do that either.

Thus, the very language of the Board:s authorizing legidation, 42 U.S.C. * 139500, the legidative
history accompanying the inpatient PPS changes in 1983, and Congress: recent vigtation on PPSin the
context of skilled nurang facilities al points to the inescgpable conclusion that Congress did intend that
the standardized amount under inpatient PPS be reviewable and correctable when aspects of it are
inconsistent with the law. This clear statutory right of providers to procure such review and correction is
not contradicted by any regulation of the Secretary. In fact, the Secretary has posited that corrections
to the standardized amounts can be made. 50 Fed. Reg. 35646, 35704, col. 1 (last paragraph) (Sept.
3, 1985). One possible method is through negative update factors, or through no update factor when
one otherwise would be appropriate. 1d. Even if such regulation did exigt, it would be contrary to the
express terms of the satute.

The Intermediary=s position in this case eludes to a potentia budget neutrality problem to argue for the
lack of remedy inthiscase. That has no support under those PPS items precluded from review by the
Board and the courts. Under 42 U.S.C. " 139500(g)(2):

[d]eterminations and other decisons described in * 1886(d) (7) [42
U.S.C. * 1395ww(d)(7)] shal not be reviewed by the Board or by any
court pursuant to an action brought under subsection (f) or otherwise.

The cross-referenced subsection, 42 U.S.C. "1395ww(d)(7), provides that there shal be no

adminigrative or judicid review of the determination of the requirement, or the proportiona amount of
any adjustment affected pursuant to 42 U.S.C. * 1395ww(e)(1), which concerns the budget neutraity
adjusment. The Providers here are not requesting areview of the determination of the requirement for
abudget neutraity adjustment, nor are they requesting arevison to any portion of the budget neutrdity
adjustment, the only such requests that are foreclosed from review under 42 U.S.C. * 1395ww(d)(7).

Additiondly, the budget neutrdity adjustment, which was designed to insure that aggregate paymentsin
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the firgt two years of PPS equa what would have been paid under the Tax Equity and Fisca
Responsibility Act of 1982, P.L. 97-248 (ATEFRAGQ), is completely unaffected by the kind of
adjustment to the standardized amount that is being requested in this case.™® The budget neutrality
adjustment for the hospital-gpecific portion and the federd portion of the PPS rate are essentidly the
same caculation. In HCFA Ruling 91-1, when the Secretary conceded the need for achangein the
hospita-specific portion of the PPS rate to take into account the use of the invalid 1979 Mdpractice
Rule, she remained unconcerned that the budget neutraity adjustment would need to be modified to
account for that change. Thisis because under TEFRA, the law required reimbursement under the pre-
1979 methodology for reimbursing mapractice costs, which corresponds with the requested change in
the PPS standardized amount. Indeed, such a change in the standardized amount would seem to be
required to bring budget neutrality back into balance.®

The other matters excluded from review under PPS have not been raised as a concern in this case by
the Intermediary or in questioning by the Board.

Only one case of sgnificance has held that an aspect of PPS cannot be retroactively corrected. See
Methodist Hospital of Sacramento v. Shdaa, 38 F. 3d 1225 (D.C. Cir. 1994). The Providers believe
that they adequately distinguished that case from the current Situation.?* That case involved the wage
index portion of the federa rate, wherein the Secretary had adopted aforma policy prohibiting
retroactive corrections of the wage index.

However, severa aspects of Methodigt are relevant. First, Methodist decision denying aretroactive
correction to the wage index is based on afaulty premise, that the Board has the authority to provide
prospective relief under 42 U.S.C. " 139500. However, prospective relief has never been provided by
the Board, nor could it provide such rdlief pursuant to the jurisdiction it maintains over providers under
its operative authorizing legidation. 1n42 U.S.C. * 139500(a), Congress clearly provided that the
Board only has jurisdiction over the cost report for which a hearing is sought in the case of cost
reimbursed providers, and with respect to payment amounts under 42 U.S.C. * 1395ww(d) the Board
has jurisdiction over PPS payments aready made by the Secretary for such reports. Clearly, the
legidation does not authorize the Board or the courts to grant relief for periods not subject to the cost

report or payments under apped.

Moreover, Congress indicated that it was not changing the fundamenta nature of review of available

18 Tr. at 161-164.

1 Tr. at 162-63.

2 Tr. at 162-164 and 189-191.

a See PPP at 18-20.
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relief provided under 42 U.S.C. * 139500, before PPS.%. If the court in Methodist hed redlized thet
the Board lacked the authority to issue prospective relief, it would had have been required to conclude
that the review procedures available for PPS are meaningless unless retroactive rdief, which isthe only
relief which the Board can provide, isavailadle.

Second, the Intermediary argues that retrospective relief isinconsstent with the notion of a PPS. That
issue was addressed in Georgetown at 329-330 wherein the court rgjected smilar arguments. Here,
Dr. Dobson testified he was the HCFA representative assigned to address incentives under the new
PPS system and that this requested correction would not disturb such incentives®

For the foregoing reasons, the Board cannot limit its relief to a prospective remedy and should order a
correction of the sandardized amount for the fiscd yearsinvolved in this disoute.

INTERMEDIARY:S CONTENTIONS:

The Intermediary contends that the federd portion of the DRG payment rate should be not be
reca culated based on the pre-1979 malpractice methodology. The Secretary took the best information
available, from 1981, and purposdly pulled out or extracted,* the following:

C cost related to hospitals or units of hospitals that were not participating in the
new reimbursement system;

capital costs, because the statute specifically set these aside;

graduate medical education costs and other para-medical program costs;
costs over the routine cost limits; and

organ procurement costs.

DO O OO

The ligt above may not be complete, but certainly includes the main items identified by statute and
program policy. Nowhere in the atutes or program policy did the framers specificaly identify the
1979 Mdpractice Rule or other such changes that may or may not have impacted the 1981 data used
to formulate the federd DRG payment portion. Other such changes could include the following:®

C Board appeals;
C Administrative resolutions; and

2 Id. at 13.
z Tr. at 164-168.
2 Tr. at 1.

® Tr. at 33.
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C Audited home office or related organization audit adjustments.

The 1981 data selected by the Secretary was meant to be the best data and information available by
which to cdculate the federa portion for payments under the PPSDRG methodology. Although there
was confusion at the hearing as to whether the 1981 data was audited or as submitted, the Intermediary
points out that even if the data was audited, not every provider incurs an audit every year and thus the
datamay include costs that would otherwise have been excluded.

The Intermediary concedes that the 1979 Ma practice Rule was found incorrect, invaid, or at least
unsupported, and that it was changed by HCFA Ruling 89-1 which reingtated the pre-1979 mapractice
methodologies for reimbursing these cogts. Prior to the HCFA ruling, there had been no mechanism to
put mal practice costs back into the pool on an aggregate basis?® The Intermediary contends that these
cogs are no different from other audit determinations which occur in the thousands which have been
contested before. The Intermediary=s position is that these issues should be resisted and that these costs
should not be put back into the 1981 data base.

The Intermediary dso indicated that concerns with whether the Board had the jurisdictiond authority to
congder changes to the PPS methodology, raised in the concurrent case concerning another provider,?’
should be addressed and perhaps the Board should grant the case an expedited judicia review.

The Intermediary indicates that the Board should reject the case for lack of jurisdiction or find that
HCFA properly created the PPS rates using 1981 data and that the PPS rates should not be disturbed
because of subsequent information.

CITATION OF LAW, REGULATIONS AND PROGRAM INSTRUCTIONS:

1. Law -42U.SC.:

" 139500 €t sea. - Board

" 1395ww(d) et sea. - PPS Trangtion Period; DRG Classfication
System; Exceptions and Adjustments to PPS

" 1395ww(e) et seg. - Adjustments to Payments under PPS;
Prospective Payment Assessment Commission

% Tr. at 35.

7 Columbia/HCA 1984-1986 PPS Federd Rate/Mad practice Group, PRRB Case Nos. 88-
1949G, 88-1495G and 88-1496G.
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" 1395yy et seg. - Payment to SNIFs for Routine Service Costs
2. Regulations - 42 C.F.R.:
" 405.1804 - Matters Not Subject to Adminigtrative and

Judicid Review Under Prospective Payment

" 405.1835-.1841 - Board Jurisdiction

" 412.62 ¢t seq - Federal Rates for Inpatient Operating Costs for
Fisca Year 1984

" 412.63 et seq. - Federd Ratesfor Inpatient Operating Costs for

Fisca Years After Federal Fisca Y ear 1984
3. Cases:

Georgetown Universty Hospitd et d. v. Bowen, 862 F.2d 323 (D.C. Cir. 1988)

Methodist Hospital of Sacramento v. Shdaa, 38 F.3d 1225 (D.C. Cir. 1994)

4, Other:
Adminigtrative Procedure Act - 5 U.S.C. * 706(2)
Baanced Budget Act of 1997, P.L. 105-33, " * 4431-4432
Tax Equity and Fisca Responsbility Act of 1982, P.L. 97-248
48 Fed. Reg. 39752 (September 1, 1983)
49 Fed. Reg. 234 (January 3, 1984)
50 Fed. Reg. 35646 (September 3, 1985)
HCFA Ruling 89-1

HCFA Ruling 91-1
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FINDINGS OF FACT, CONCLUSIONS OF LAW, AND DISCUSSION:

The Board, after consideration of the facts, parties: contentions, and evidence presented finds and
concludes asfollows:

The Board finds that the limitation on review of PPS cases do not apply to this case. The Board
recognizes that the 1981 data used to devel op the PPS rates contained mal practice costs gpportioned
under the 1979 Mad practice Rule which was later overturned. Although the Provider requests that the
PPS rate be retroactively revised, the Board finds that there is no authority to make aretroactive
correction. In addition, the Board notes that the decision in Methodist, supra, supports the
Intermediary=s position that there should not be retroactive adjustments.

The Board notes that the PPS statute placed limitations on the Board:s jurisdiction to review disputes
concerning PPS. 42 U.S.C. * 1395ww(d)(7). These exceptions prohibit the review of Abudget
neutralityd requirements contained in 42 U.S.C. * 1395ww(e)(1) and disputes concerning the
Aestablishment of diagnostic-related groups, of the methodology for classification of discharges within
such groups, and of the appropriate weighting factors thereof . . .0 42 U.S.C. * 1395ww(d)(7). These
exceptions are cross referenced in the statute on Board jurisdiction. 42 U.S.C. * 139500. It states that
Board review procedures are available to hospitals receiving PPS payments, except as provided in
subsection (g)(2) which pertains to the above noted exceptions from the PPS gatute at 42 U.S.C. *
1395ww(d)(7). The Board finds that the issue in this case, whether the federa portion of the PPSrates
should be adjusted because it was based on 1981 hospital cost report data which incorporated an
invaid 1979 Mdpractice Rule, does not fal into either limitations on Board jurisdiction. The Board
finds that it can determine whether the exigting statute and regulations concerning the establishment of
the federd portion of the PPS rate require or permit retroactive adjustments.

The Board notes that both parties indicate that the 1981 cost reports used to develop the federa
portion of the PPS rates were filed by providers using the 1979 Mdpractice Rule. The Board notes
that the 1979 Ma practice Rule was subsequently found to be improper and with HCFA Ruling 89-1,
cost reports were revised to revert the alocation of malpractice costs to the pre-1979 rule. The Board
notes that HCFA adjusted the HSP which was till subject to the old reimbursement rules but that the
federa portion of the PPS rate was not adjusted.

The Board notes that when Congress mandated the creation of PPS for each hospitd discharge that is
unrelated to an individua hospital-s costs. 42 U.S.C. " 1395ww(d)(1). The Statute ingtructsthe
Secretary to adopt a methodology for determining the PPS rates based on a system for classifying dl
patient cases upon discharge from the hospitd into DRGs. 42 U.S.C. * 1395ww(d)(2). The statute
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a0 requires that the PPS rates be calculated based on data from Athe most recent cost reporting period
from which dataare avallablefd 42 U.S.C. * 1395ww(d)(2)(A). The Secretary established the PPS
rates by appropriate rulemaking. 48 Fed. Reg 39752 (September 1, 1983) and 49 Fed. Reg. 234
(January 3, 1984). As previoudy noted, the Secretary used aggregate hospita data derived from
Medicare cost reports for reporting periods ending in caendar year 1981. 1d. at 39763 and 251.

Since hospitals were required to file cost reports in accordance with the regulations a that time, the PPS
rates are based on data that contained the 1979 Malpractice Rule costs. Once the base year rates
were determined, they were modified for inflation, sandardized to remove the effects of certain
variations and adjustments according to certain groupings and to take into account certain other factors,
such as outlier payments and budget neutrdity requirements. 42 U.S.C. * 1395ww(d)(2)(B); 48 Fed.
Reg. 39752, 39763 (September 1, 1983); 49 Fed. Reg. 234, 251 (January 3, 1984) and See also 42
C.F.R. "" 412,62 and 412.63. The Board notes, however, that the basic building block of the federal
rate - the 1981 data - was never revised or updated.

The Board notes that the Secretary was given broad discretion to establish a methodology for
establishing the PPS. The Board notes that the Secretary promulgated complex regulations to carry out
thistask. The Board has reviewed the regulations in which the Secretary proposed to use 1981 data
and the numerous adjustments that would be made to the data to achieve the most accurate as possible
result. Aspointed out by the Intermediary, the datawas largely unaudited and as aresult, it contained
costs that could later be determined to be unalowable through actions such as audit adjustments and
gppeds of audit adjustments. The Board has reviewed the statute and regulations and finds that they do
not specificaly provide for any retroactive adjustment of the federa portion of the PPS. Since the
Secretary was afforded the latitude to develop the methodology, it was permissible not to provide for
retroactive adjustment.

The Board dso believes that the decison in Methodist, supra, isrelevant to theissuein thiscase. The
underlying facts are smilar, an error resulted in alower PPSrate - in Methodigt, it was an incorrect
wage rate, and in the instant case, ma practice costs were improperly alocated. 1n both cases, the
providers seek to have the PPS rates retroactively adjusted. In Methodist, the court found that
Congress did not directly spesk on the issue of retroactive adjustments and gave deference to the
Secretary-s permissible interpretation of the statute. In the ingtant case, the Board does not find any
requirement or provison alowing for retroactive adjustments to the PPSrate. In addition, the court in
Methodigt found that alowing for retroactive correction of errors would undercut the objective of the
PPS statute which was to provide predictable Medicare rembursements. The Board finds that the
same finding appliesto the ingtant case. In addition, the Board reasons that many retroactive
adjustments to the PPS rate could be made to correct errors and that these corrections might either
raise or lower the PPSrates. Findly, the Board finds that the methodology used by the Secretary to
develop the PPS rates as a whole was reasonable and that it should not be disturbed because the data
was not perfect and because retroactive adjustments are inconsistent with the underlying prospective
nature of the PPS statute.
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The Board notesthat it is not inconsistent for the Secretary to permit a retroactive adjustment to the
HSP portion of the PPS and not alow it for the federd portion. 1n Georgetown, supra, the court found
aclear congressiond intention to provide retroactive adjustments to Aallowable costsi because the HSP
provisions retained and incorporated the previous reasonable cost regime into the PPS rate during the
trangtiona period. Id. 862 F.2d at 326-7 and n.9. The court in Methodit did not find comparable
intent to permit retroactive adjustment for the federa portion of PPS.

Findly, the Board agrees with the Intermediary:s assertion that the retroactive adjustment proposed by
the Provider would increase the federa portion of the PPS rates and therefore require some adjustment
to be made to maintain budget neutrdity. 42 U.S.C. " 1395ww(e) and 42 C.F.R. " 412.63(j).
Because the Board has determined that the adjustments are not required, how those adjustments would
be made is moot, and in any event would not be subject to review by the Board. 42 C.F.R. *
405.1804(a).

In summary, the Board finds that the Statute and regulations pertaining to the federd portion of the PPS
does not require or provide for retroactive adjussments. The Board finds that the Secretary-s
methodol ogy was reasonable and should not be changed because the cost data was not perfect and
because retroactive adjustments are inconsistent with the underlying prospective nature of the PPS
Satute.

DECISION AND ORDER:

The Board finds that the statute and regulations pertaining to the federd portion of the PPS does not
require or provide for retroactive adjussments. The Board finds that the Secretary-s methodology was
reasonable and that permitting retroactive adjustments isincons stent with the underlying prospective
nature of the PPS statute.
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