Abstracts of State Legislated Hospital

Cost-Containment Programs

by Alfonso Esposito, Michael Hupfer,
Cynthia Mason, and Diane Rogler

This report summarizes State legisiated efforts to controf ris-
ing hospital costs and the status of these efforts in May 1982,
The abstract for each of 17 State programs summarizes key
fegisiative features and operating aspects. The States in-
cluded in this report are: Arizona, California, Connecticit,
Florida, Hliinofs, Maine, Maryland, Massachusetts, Minnesotas,
New Jersey, New York, Oregon, Rhode island, Virginia, Wash-
ington, West Virginia, and Wisconsin. The abstracts focus on
programs requiring the disclosurs, review, or legisiation of
hospital rates and budgets.

Summary

As of May 1982, 17 States had leglslation requiring
the disclosure, review, or regulation of hospital rates
or budgets.’ Those programs which require hospitais
both to participate in and comply with the results of a
budget-review or rate-setting process are considered
mandatory rate-setting programs. There are currantly
nine mandatory State rate-setting programs (Connecti-
cut, lllinois, Maryland, Massachusetts, New Jersey,
New York, Rhode Island, Washington, and Wiscon-
sin). The remaining eight programs solicit voluntary
compliance with the resuits of the review processes
or operate simply as disclosure programs.

There is a substantial amount of diversity in these
programs. Some systems relate to revenues, others to
costs. Some systems involve a review of each hospi-
tat’s prospective year budget; others apply formulas
to prior year costs. Some systems constrain the level
of costs through penalties, others negotiate or deny
costs identified by screens or by the application of
statistical standards. Some systems constrain the
rates of increase in costs through globat budget ap-
proaches, others by guaranteeing inflation increases
but scrutinizing all other requests in detail,

'Since May 1982, major changes have taken place in Cali-
fornia, Minols, Massachusetts, and New York which are not
reflected In this article. Californla passed legisiation which
authorizes the State to contract with a limited number of
hospitais to provide Medicaid gervices. Both Magsachusetis
and New York passed authorizing legislation, and Medicare
and Meadicaid waivers have been granted to permit Statewide
demonstrations of all payer prospective total revenue control
systems. In lliinois, the legislature permitted the lllinois
Health Finance Authority legigiation to lapse as of Qctober
1, 1882, and the agency has been disbanded.
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Most of the programs are revenue-based and are
concerned with the total financial needs of individual
hospitals. The commission programs, in particular, at-
tempt to limit the total revenue collected or received
by a hospital to the individual hospital's total finan-
cial needs. This revenue limit is largely independent
of whether or not payment rates are being set for all
purchases of hospital services. For instance, the Con-
necticut program has direct control of only charges.
However, when Connecticut hospitals set thelir
charges they must consider third-party payer ¢ontrac-
tual allowances and the impact of those discounts on
the tetal amount of revenue expected from Blue
Cross, Medicare, and Medicaid. In contrast, ali payer
rates are directly controlled by the Maryland Commis-
slon under a demonstration program sponsored by
Health Care Financing Administration (HCFA). How-
ever, Maryland hospitals also must consider the dis-
countis on charges granted by the Commission to
Blue Cross, Medicare, and Medicaid when setfing
their charges.

The cost-based systems are primarily used for es-
tablishing a reasonable payment rate for a hospital,
given the cost of dellvering care in the hospital
(where cost is defined according to a payer's princi-
ples) and in other comparable hospitals. The cost-
based systems are mainly Blue Crogs and Medicaid,
these prospective reimbursement programs use very
similar definitions of hospital costs. However, these
programs may apply to a total hospital budget as they
do in Rhode Island. Further, if the payment unit is
based on charges, the cost-based system, in effect,
limits total revenue, because charges must be set
consistently for all payers.
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A major distinction is often drawn between budget-
review systems and formula approaches to rate set-
ting. But while hospital budgets continue to be the
primary focus of most programs, the States have in-
creasingly used formulas and statistical screens in
their review procedures. In many cases, the character-
ization of a program as a budget-review program
means only that a budget submission is required. It
does not imply how or whether the budget may be re-
viewed. Budget screening devices were griginally con-
ceived and used to standardize the review process
and to pinpoint those areas within a hospital’s budget
that needed further detailed review. Washington’s
budget-review program is the most frequently cited
example of this screening process. Other budget-re-
view programs use statistical screens to eliminate the
budget review entirely, provided a hospital passes an
overall test of reasonableness, That is, if a hospital’s
budget request is less than a specified rate of in-
crease, then the budget review would be suspended.

Although these 17 States do not employ the same
organizational structure and procedural criteria for re-
viewing budgets or setting payment levels, there are a
number of basic features generic to each system.
These elements include allowable cost definitions, in-
terhospital comparisons, inflation adjustments, and
volume adjustments.

The basis for determining the reasonablenass of a
budget request or for projecting a prospective rate in
a future year is aimost always the hospital’s expendi-
tures in a prior year, Those expenditures are routinely
reported according to standardized definitions of al-
lowable costs which follow Medicare definitions very
closely. When ditferences occur, they normally are
due to different policles on capital costs or other
revenue considerations such as bad debt and charity.

Most of the programs rely heavily on interhospital
comparisens to identify excess ¢ost in the base year.
The programs do use a broad range of characteristics
and methods for group hospitals considered to be
similar or peers, so that comparisons between hospi-
tal costs in most areas of operation are considered
reasonable, For instance, the general feeling is that
only hospitals of similar size andfor with similar
teaching activities should be compared to each other.
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Once hospital groups are established, indicators of
a hospital’s performance are compared with the per-
formance of other hospitals in the group. These
screens may be at the total hospital level such as
cost per admission or at the departmental level such
as cost per lab test. In order to determine whether
the hospital exhibits inefficient behavior, a standard
of comparison or screening level for the group is con-
structed. Screening values may be set at the average
or mean for the group, at some value higher than the
mean (for example, 110 percent of the mean), or at
the median or higher percentile level (that is, the 75th
percentile). The lower the screening parameters are
set, the higher become the hospital costs that are
identified as excessive. Depending on the type of pro-
gram, the items of costs which are determined by the
screening procedure to be potentially excessive are
aither subtracted from base costs or are questioned
in subsequent hearings on a hospital’s budget re-
quest.

One of the more critical aspects-of a prospective
relmbursement program is the rate of price increase
allowed for the prospective year. These rates are used
to project screened base year costs into prospective
rates or prospective budgets. Thus, the selection of
inflation indices and the projection or construction of
the rate of increased allowance is extremely impor-
tant to any prospective payment system. Hospitals
with actual rates of increase exceeding the allowable
rate will be subject to some or all of the risk associat-
ed with the difference.

In constructing inflation indices, some programs
use national forecasts, some use regional or jocal
forecasts, and others use a combination of both. In
terms of accuracy of the inflation indices, it is be-
coming more and more common to adjust for differ-
ences between the forecasted and actual indices in
order to minimize the risk due to misprojections for
both the hospital and payers,

Most State programs make adjustments to reim-
bursement levels when volume varies. The volume ad-
justments incorporated in the programs determine
the amount of additional revenue the hospital is al-
lowed to keep when volumes increase, or lose when
volumes decrease. The mandatory programs generally
limit revenue increases due to volume increases both
to provide for the marginal cost of the additional vol-
ume and to deter to some extent any unnecessary in-
creases in volume. For instance, New York's volume
adjustment varies depending on whether increased or
decreased days are due to a change in the average
length of stay or number of admissions.
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The payment methods used by rate-setting pro-
grams have long been held 10 be extremsly Important
becauge of the incentives they generate in hospitals.
However, the review programs have substituted reve-
nue control features which in many ways parallel the
incentives which might be created by the payment
methods themselves. In Connecticut, the total reve-
nue budget approved for a hospital is conirofled re-
gardless of the payment unit. In Maryland, average
ravenue per diagnostic case or department specific
average revenue per unit of service is controlled, and
diacounted charges are basically a method of appor-
tioning costs to payers.

There are naw payment methods also being used
by State programs. In New Jersey, payment rates for
diagnosis specitic cases are being set and paid by all
payers. The Office of Research and Demonstrations
in HCFA is sponsoring demonstration programs and
funding developmental activities in several States.
These efforts include demonstrations that are testing
the long-term etfects of all payer systems (Maryland),
arsa-wide budgeting {Rochester, New York), payment
on a diagnosis-specific per-admission basis {(New Jer-
sey), and research to incorporate case-mix adjust-
ments in reimbursement systems (New York).

The major characteristics of each of the 17 legislat-
od programs are summarized In Table 1.
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Arizona

The Arizona system of rate review involves manda-
tory participation and voluntary compliance by all
hospitals. Applications for rate increases are re-
viewed by the State Department of Health Services
and the local Health Systems Agencies.

Responsible Agency
State Departrent of Health Services and Local HSAs

The regulations governing reporting requirements
are issued by the State's Department of Health Ser-
vices (DHS). The local Health Systems Agencies
{HSAs) and DHS both review and comment on pro-
posed rate changes, but only the Director of DHS
makes and issues the final decision,

The HSA's review process involves a citizens’ panel
which is selected by the chairman of the HSA project
raview committee. The DHS review process is per
formed by its Bureau of Health Economic and Plan-
ning Service (BHEPS). If disagreements regarding the
final decision arise, BHEPS may convene an advisory
committes, the Health Economics Committee (HEC),
to conduct its own public hearing and advise the Di-
rector of DHS.

Payers/Facilities Covered

This system includes all charge-based payers (Blue
Cross is charge-based) in all non-Federal hospitals
and nursing care institutions.

Statute and Date

Arizona Revised Statutes: Title 36, Chapter 4, Arti-
cle 3 and Title 36, Chapter 1, Articie 1.1, 1871 and
amendments in subsequent years.

Methodology of Current Program

The State Department of Health Services has imple-
mented uniform accounting and annual reporting sys-
tems for hospitals. Hospitals and nursing care insti-
tutions may file for a change in rates at any time, al-
though most file notices of rate increases which will
be in effect at the beginning of their next fiscal year,
These notices must be filed at least 60 days prior to
the implementation date. The facilities must use DHS
standard form nurnber 301 (hospitals) or 302 (hursing
care institutions) to supply financial and utilization
data for their past, current, and budgeted years.
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Both the local HSAs and BHEPS have the responsi-
bility for rate review. The BHEPS and HSA stafis
jointly determine completeness of the application. Al-
though the requirements for filing are standard, there
are no Statewide guidelines or methodologies for re-
viewing budgets or evaluating a proposed rate
increase,

Some typical elements of the review inctude: 1)
determining if the profit level is reasonable (4 to 7
percent of gross patient revenue), 2) examining 3-year
trends in revenues and expenses, 3) checking the
relationship between revenue and volume incraases,
and 4) analyzing 3-year trends in patient mix, length of
stay, and admissions. Primary factors considered in
the reviews are inflation (salaries, supplies, and utili-
ties), volume changes, and the total financial needs of
the institution, Different hospitals may be compared
for a particular cost center or area,

The HSA staff analyzes the proposed rate increase
and prepares summary information, Within 30 days
after the filing date, the HSA holds a public hearing
with a tive-to-seven person citizens’ panel. Mean-
while, the BHREPS conducts an independent staff
analysis, The BHEPS analysis usually agrees with the
HSA recommendations, although BHEPS uses a
different method for assessing the proposed in-
creases.

The final decision to approve or disapprove rate
changes is vested with the Director of DHS who takes
into consideration both the HSA and BHEPS findings
and recommendaticns, Compliance with the decision
is voluntary by the hospital. However, the hospital
must wait untit after the 60-day review cycle and post
the new rates in a conspicuous place in its main facil-
ity prior to implementing the rate change. There are
no financial risks or retroactive adjustments in the
system,

BHEPS semi-annually publishes an in-depth, com-
parative study of the rates of all institutions.

Contact for Additional Information

Chief

Bureau of Health Economics

Division of Health Resources

Arizona Department of Health Services
1740 West Adams Street

Phoenix, Arizona 85007
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Califomia

The Callfornia disclosure system requires all hospi-
tals to submit uniform cost and utilization data. The
data are used io develop standards for hospital peer
groups. These financial and statistical standards, plus
the individual hospital data, are made public.

Responsible Agency
California Healfth Fagcilities Commission

The California Health Facillties Commission is an
independent State agency charged with the imple-
mentation of the California Health Facilities Dis-
closure Act. The Commission consists of 15 members
appointed by the Governor and confirmed by the Sen-
ate. The Chairperson of the Commission is elected by
the Commission and must be a public member. The
Commisgsion is supported by a 70-member staff
headed by an Executive Director who is appointed by
the Commission.

The Commission has authocrity to require California
health care facilities to publicly disclose financial and
statistical information. In addition, the Commission is
responsible for establishing and maintaining a system
of uniform accounting and reports,

PayersiFacilities Covered

Payers are not involved in this disclosure system
which includes all hospitals and long-term care facili-
ties (skilled and intermediate care).

Statute and Date

Part 1.7 of the California Health and Safety Code,
the California Health Facilities Disclosure Act: 1971.

Methodology of Current Program

This disclosure system has two components; one
for hospitals and one for long-term care facilities. The
hospital component involves three separate actlvities:
annual financial and statistical reporting, quarterly
financial and utilization reporting, and discharge data
reporting.
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Hospital Disclosure Program

HOSPITAL ANNUAL FINANCIAL AND STATISTICAL
REPORTING -

Hospitals are required to file a disclosure report
containing financial and statistical information within
four months of the close of their particular fiscal
years. Each disclosure report contains information
about the operation of the facility such as its owner-
ship, costs, revenues, patient days, number of beds
and services. Copies of this originat report are made
available for public viewing or purchase, The Account.
ing and Reporting Systems Branch then prepares the
reports for entry into the Commission's data base,
Data Systems prepares edit documents which indi-
cate errors or problems with the reports. Corrections
are made by the hospitals and Incorporated into the
data base.

Finally, a computer-generated disclosure report is
prepared which performs major caicutations for the
hospitais such as allocating indirect costs, com-
puting hourly wage rates, and determining costs per
unit of service. This, together with a summary hospi-
tal report and “Hi-Lo Range” report (which indicates
cost centers which are high or low compared to
Statewide averages) s mailed to each hospital. The
public may view or purchase these complete com-
puter-generated reports.

All the information contained In these individual
hospital reports is maintained in the Commission’s
comprehensive data base. From this data base the
Commission produces annual summary reports on
hospitals, including Aggregafe Hospital Data for Cali-
fornia and Individual Hospital Data for California. It
also prepares special studies and research analyses
including the Economic Criteria for Health Planning
Report which presents expenditure estimates and
standards of effectiveness for hospitals. The public
may purchase special analyses of the data base on
request,

MOSPITAL QUARTERLY FINANCIAL AND
UTILIZATICN REPORTING

On January 1, 1981, the Commission initiated the
collection and disclosure of quarterly summary data
from each California hospital. Thirteen data items are
collected, 12 of which are specified by law. The thir-
teenth, physicians’ professional component expense,
is requested by the Commission to facilitate adjust-
ments that assure comparability of the data. Reports
of both aggregate and individual hospital quarterly
data are published each quarter. The purpose of these
reports is to monitor the progress of the Voluntary Ef-
fort in California,
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HOSPITAL DISCHARGE DATA REPORTING

The Commission is implementing a new program to
collect data on the more than three million dis-
charges from California hospitals which occur each
year. The legislation establishing this reporting sys-
tem specifies 12 data items to be reported on each
discharge, namely: date of birth, sex, race, zZip code,
admission date, source of admission, type of admis-
sion, discharge date, principal dlagnosis, principal
procedure, disposition of patient, and expected
source of payment.

It is anticipated that data will be available from this
new system beginning In early 1983, covering the pe-
riod of July 1, 1981 through June 30, 1982,

Long-Term Care Facility Annual Financial Reporting

The Commission annually collects and discloses a
broad range of financial and service information on
each skilled nursing and intermediate care facility in
California. The Commmission, working with the Depart-
ment of Health Services, has integrated the Commis-
gion’'s disclosure report and Medi-Cal’s cost report to
reduce the reporting burden on long-term facilities,
Each long-term care facility is required by law to sub-
mit a comprehensive report of its financial and ser-
vice operations annually within four months of the
end of its fiscal year.

These reports are subjected to the same kind of rig-
orous automated and manual review to assure com-
pleteness and accuracy as are the annual hospital
disclosure reports. These data are available beginning
with the first long-term care facility reporting perlod
{fiscal years ending December 31, 1977 through
December 30, 1978),

All the information contained in the individual long-
term care facility reports is malntained in the Com-
mission’s comprehensive data base. From this data
base, the Commission produces annual summary re-
ports on long-term care facillties, including Aggregate
Long-Term Care Data for California and Individual
Long-Term Care Data for California. It also prepares
special studies and research analyses including the
Economic Criteria for Health Planning Report which
prosents expenditures estimates and standards of ef-
fectiveness for long-term facilities.

Hospitals or long-term care facilities may make ap-
peals to the Appeals Committee of the Commission.

Contact for Additional Information

Executive Director

California Health Facilities Commission
State of California

717 K Street, Room 100

Sacramento, California 95814
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Connecticut

Hospitals are required to annually submit financlal
data to the Commission on Hospitals and Health Care
which establishes prospective revenue budgets for
&ach hospitat as well as rules on certificate-of-need
requests. The purpose of the system is to lower
health care costs throughout the State by encourag-
ing efficiency in hospital management and coordina-
tion of use of facilities and services,

Responsible Agency
Commission on Hospitals and Health Care

The Commission on Hospitals and Health Care con-
sists of three full-time members appointed by the
Governor to reprasent the public, providers, and finan-
cial management respectively. The Commission has
direct authority to review and approve hospital operat-
ing and capital expenditure budgets. in addition, the
Commission may, at its discretion, review the bud-
gets of other nongovernmental health care facilities
and institutions. Further, the Commission grants cer-
tificates-of-need.

PayersiFacilities Covered

Participation and compliance by all hongovernmen-
tal hospitals in budget and rate review are mandatory.
Participation and compliance by all health care facili-
ties and institutions in certificate-of-need review are
also mandatory.

The system includes all charge-based payers di-
rectly and other payers indirectly through revenue
budget controls.

Statute and Date

Public Act 73-117 Connecticut GSA 19-73a through
73t, as amended, July 1973.

Methodology of Current Program

Hoespitals are required to submit detailed cost, reve-
nue, and statistical data for the past, current, and
budget years, by using a uniform reporting system.
The budget year reviewed begins October 1.

If a hospital’s budget year expense per equlvalent
admission is less than its current year authorized ex-
pense per squivalent admission plus inflation plus 2
percent, the hospital is exempt from a detailed bud-
get review. If the hospital fails the initial test, the re-
view process then considers the overall financlal re-
quirements of the hospital to establish an approved
net revenue figure. The process begins by applying
an “overall reasonablenass test” (ORT) screen to the
hospital operating budget. To pass the screen, the
hospital budget must meet five conditions defined by
State regulations. In essence, the net revenue and
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gross expenses for the budget year must not exceed
the current year’'s net ravenue by more than the hos-
pital’s infiation factor plus 2 percent, and the hospi-
tal's forecasted price increase cannot exceed its infla-
tion factor. In addition, the Commission must be sat-
isfled that the hospital meets the statutory criteria
which the Commission must constder in reviewing
budgets.

Hospitals that fail the ORT are subject to more de-
talled review and analysis. The Commission first eval-
uates the reasonableness of the hospital’s projected
expenses by classifying hospitals into peer groups.

Within each peer group a hospital’s base year {cur-
rent year) costs are compared in three aggregations
of cost centers: general services, routine services,
and ancillary services. Units of services used to
measure costs are: adjusted patient days for general
services, patient days for routine services, and ad-
justed discharges for anciliary services. If a hospital's
cluster costs exceed 105 percent of the median for
the group, the individual cost centers within the clus-
ter are also screened. Within each cost center, any
amounts in excess of 105 percent of the median
costs for the group are challenged. Reasonable base-
year costs are then adjusted for inflation, volume, and
non-volume changes to establish reasonabie, pro-
spective, budget-year expenses. The inflation factor Is
a composite index to predict the impact of inflation
on the cost of hospital services. The index is based
on proxies of actual hospital expense categories
which are external, but comparabie to the hospital in-
dustry. Certain types of expenses, such as deprecia-
tion, interest, and physiciansg’ salaries, are individually
evaluated.

Volume adjustments are calculated by distributing
Qross revenue across all revenue producing centers.
For each revenue-producing center, the average reve-
nue per unit of service for the center, that is, relative
value unit {RVU), patient day, etc., are determined.
Hospitals are entitled to 50 percent of the revenue at-
tributed to increased units of service.
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Non-volume changes consist primarily of new or ex-
panded services. The adjusted budget-year expenses
are then compared to the requested budget-year ex-
penseas, The operating expense budget base hecomes
the lower of the two,

In addition to the operating expense budget, the
Commission also considers required working capital,
bad debts, and other financial requirements, along
with nonoperating income excluding philanthropic
funds. Total revenue for working capital and bad
debts may not be greater than 14 percent of the gross
revenue budget.

The Commission then orders a net revenue budget
and a capital expenditures budget for the hospital,
The hospital's net revenue budget and the current
portion of the approved capital expenditures budget
are translated into a schedule of charges.

The facility is at risk for all revenues or expenses in
excess of the approved level (adjusted for volume and
inflation). Any exceas or shortfall in revenue is ap-
plied to the next year's financial requirements.

The only retroactive adjustments are for changes in
budgeted volume and for inflation. The facility may re-
quest an adjustment during the year, however, 1o
mest untoreseen and material change in expenses.

The facility may informally review its requested
budget with the Commission and attempt to work out
a proposed negotiated settlement during its budget
process, If the hospital disagrees with the initial
Commission decision, it may request a public hearing
of record before the Commission.

Contact for Additional information
Chairman
Commission on Hospitals and Health Care

340 Capitol Avenue
Hartford, Connsecticut 06115
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Florida

The Florida cost review and disclosure system in-
volves mandatory pantictpation and voluntary compli-
ance by all hospitals. The Hospital Cost Contalnment
Board uses a screening methodology to identify high-
cost hospitals which must undergo a budget/rate re-
view at a public hearing.

Responsible Agency

Hospital Cost Containment Board (Department of
Insurance)

The 1979 Florida Legislature enacted a law giving
the State Insurance Commissioner the power to re-
view individual hospital budgets and specify a uni-
form system of financial reporting based on a uniform
chart of accounts.

The legisiation located the nine-member Hospital
Cost Containment Board in the Department of Insur-
ance. The Board is composed of three major health
care purchasers {including at least two representa-
tives from the health insurance industry), three health
care providers (including at [east two representatives
from the hospital industry and one member of the
govermning body of a major full-service general hos-
pital), and three consumers (one of whom shall repre-
sent the elderly). The Insurance Commissioner, the
President of the Senate, and the Speaker of the
House of Representatives each rake one appoint-
ment for each of the three categories, with the repre-
sentatives from the sub-categories being selected by
the President or the Speaker.

The Board members serve 4-year staggered terms.
Members may be reappointed to succeeding terms.
The Board meets as frequently as necessary but is re-
quired to meet at least quarterly.

Payers/Facilities Covered

The system does not directly involve payers, bt it
does include all hospitals.

Statute and Date

Florida Statutes, Chapter 395, Part I, Section
395.501-395.514, 1979.

Methodology of Current Program

The system is based on the theory that public dis-
closure of hospital costs encourages economy and

efficiency and enables purchasers of care to make in-

formed decisions. The legislation creating this pro-
gram states that its purpose is 10 create a Hospital
Cost Containment Board to advise the Legisiature re-
garding health care costs, inflationary trends in
health care costs, the impact of health care costs on
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the State budget, the impact of hospital charges and
third-party reimbursement mechanisms on health care
costs, and the education of consumers and providers
of health care servicas, in order to encourage price
competition in the health care market place.

The Hospital Cost Containment Board is em-
powered to require the submission of hospital finan-
cial and accounting data (other than information relat-
ing to the costs of physiclans’ services, which are
billed independently) and has specified a uniform sys-
tem of flnancial reporting. The required data include,
but are not limited to necessary cperating expenses,
appropriate expenses incurred for rendering services
to patients who cannot or do not pay, all property in-
curred interest charges, and reasonable depreciation
expenses based on the expected useful life of the
property and equipment involved. Also required from
each hospital is a current schedule of charges, as
well as any subsequent amendments or modlifications
of the schedule. The legislation specifically prohibits
the Board from adopting a uniform accounting sys-
tem. Training sessions are being conductad to fa-
miliarize the hospitals with the reporting require-
ments.

-In order to allow meaningful comparisons, hos-
pitals are grouped according to characteristics inciud-
ing size, range of services, geographical differences,
speclal services, cost centers, and duration of care.

The Board uses a budget-screening methodology to
Inltiate reviews of hosplials’ budgets, projected an-
nual revenues, and the rates and charges proposed to
generate those revenues. If a hospital’s rates and
charges or other statistical indicators (such as per-
centage increase in rates over the preceding year} are
in the upper 20 percent of such indicators for a
comparative group of hospitals, the Board is author-
ized to review the budgst at a public hearing. In addi-
tion, the Board can review the extent to which a hos-
pital’s revenues exceed its expenses, The findings of
any such hearing are published in the largest general
circulation newspaper in the county in which the hos-
pital is located.

The Board afso is required to publish annually an
in-depth study comparing the rates and charges and
other ralevant information of all hospitals, both State-
wide and by county.

There is no appeal system because compliance Is
voluntary.

Contact for Additional Information

Information Otficer

Hospital Cost Containment Board
Department of Insurance

350 Larson Building

Tallahasses, Florida 32301
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INinois

The lllinois prospective payment system will estab-
lish maximum aggregate revenue limits for each hos-
pital. Emphasis will be upon monitoring the rate of in-
crease in hospital revenues rather than upon examin-
ing past expenditure patterns. The purposes of the
system are to ensure equity among payers and to
contain the rise in hospital costs, while providing
hospltal administrators with maximum latitude in
managing their institutions efficiently and effectively,

Responsible Agency
lllinois Health Finance Authority

in 1978, the illinois Leglsiaiure enacted Public Act
80-1427, establishing the illinois Health Finance Au-
thority (IHFA), with five voting and five nenvoting
members. The five voting members, no more than
three of whom may be from the same political party,
are four public members and one hospital trustee.
The Director of Public Ald serves as an ex-officio,
nonvoting member. The other four nonvoting mem-
bers must be two hospital administrators and two re-
presentatives of third-party payers.

The IHFA has a full-time professlonal staff to de-
velop, implement, and administer the prospective pay-
ment system.

Payers/Facilities Covered

The statute requires mandatory participation and
compliance by all non-Federal hospitals provided all
payers accept the rates. Medicare and Medicaid have
agreed to participate on an experimental basis.

Statute and Date

Public Act 80-1427, 1978 (lllinols Rev. Stat. ¢h. 111
1/2, section 161 ef seq.).

Methodology of Current Program

The IHFA’s program is a dual-track systemn fogus-
ing on aggregate hospital revenue. Each ysar a hos-
pital chooses to either accept a formula-generated
aggregate revenue cap or submit to a detailed review
of its proposed budget by the Authority. In the first
year a hospital is on the program, the formula-
generated revenue cap is derived from base-year
costs. In subsequent years, the revenue cap is de-
rived by applying the Authority’s rules to the previous
year's approved revenues. The budget-review track
subjects the hospitals to a detailed comparison of
costs with peer group hospitals. A hospital seeking a
budget review may receive more or less than the
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formula-generated revenue cap, whereas a hospital
accepting the formula-generated revenue cap is guar-
anteed the amount and, hence, can calculate its reve-
nues In advance.

The formula used to develop the first year revenue
cap works from a hospital’s base-year costs, as
reported on the Authority’s uniform cost report.
These costs are trended forward, taking into account
hospital market-basket inflation, changes in volume,
and the growth of medical technology. Revenue
allowances are then added to the costs, These ac-
count for capital expenditures, working capital, un-
compensated care, and a mark-up to cover differen-
tials and discounts that are approved by the Author-
ity. In subsequent years, the trending starts from pre-
viously approved revenues, but adjusted retroactively
to account for upanticipated inflation or volume. (The
Inflation adjustments are made solely on changes in
exogenous indexes; the volume adjustment works on
marginal costs so as to avoid incentives for unneces-
sary volume increases.)

Pending continuation of the Enabling Legislation
currently scheduled to sunset on October 1, 1982,
hospitals are to be phased into the system over a 36-
month period starting December 1, 1982. The IHFA
has established an effective date for each hospital
corresponding to the hospital's fiscal year. Each hos-
pital must submit its proposal for rate change at least
90 days prior to {ts effective date. The IHFA then has
60 days to issue a rate order unless the submitted
data are insufficiant. In such cases, the 60-day period
is suspended until receipt of sufficient data. Upon re-
ceipt of the rate order, a hospital has 15 days to re-
quest a rate reconsideration. If the IHFA does not act
upon the appeal request within 15 days, the request
is considered denied.

In accordance with the IHFA’s Enabling Legisia-
tion, all hospitals, purchasers, and third-party payers
must recognize and accept the approved rates as pay-
ment In full. Five-year waivers of Medicare and Medi-
caid reimbursement principles have already been ap-
proved by the Health Care Financing Administration.
Each hospital will retain any savings achieved within
the approved rate and bear any deficits incurred in ex-
cess of that rate.

Contact for Additional Information

Executive Director

Hliinois Health Finance Authority
123 W. Madison Street

gth Floor

Chicago, lllinois 60602
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The current program in Maine mandates the sub-
mission and prospective review of all hospital bud-
gets. The purpose of the system is to encourage
voluntary cost contalnment among providers,

Responsible Agencies

Health Facilities Cost Review Board and the Volun-
tary Budget Review Organization

The Health Factlities Cost Review Board, a State
agency, consists of 10 members. Of the 8 members
appointed by the Governor, 5 are consumer repre-
sentatives and 3 are industry or provider representa-
tives, In addition, the Commissioner of Human Ser-
vices or hisfher designee serves as an ex-officio vot-
ing member. The Superintendent of Insurance or
hisfher designee is alsc an ex-officio nonvoting mem-
ber.

The Board, in accordance with the statute, has de-
signed the Voluntary Budget Review Organization
(VBRO} as the corganization approved to carry out the
budget raview provisions of this act. VBRQ i3 a non-
profit organization with 17 directors, the majority of
which are public or payer representatives with the re-
mainder from providers, In turn, the VBRO Directors
appoint a Hospital Budget Review Panel which issues
the flnal ruling on the reasonableness of a hospital’s
proposed budget.

Payers/Facilities Covered

Participation is mandatory and compliance is volun-
tary by all non-Federal hospitals.

Statute and Date

Sectlon 1.22 MRSA, Chapter 105, Health Facilities
Information Disclosure Act, April 1978. The Maine
Legislature recently approved the continuation of the
Act to July 1, 1983, The Act had previously been
scheduled to sunset on July 1, 1982.

Methodology of Current Program

Hospitals are required to annually submit a pro-
spective budget to the VBRO 90 days prior to their
new budget year. The formal budget review process
consists of comparisen of various expense and reve-
nue reference values calculated for each hospital.
Comparisons are performed according to hospital
peer groups determined by service costliness indices,
bed size, cluster analysis, etc.
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The first reference value considered is the percent
change target (PCT). Each calendar quarter, the VBRO
publishes a PCT based on an economic projection of
the market-basket Inflation rate. A hospital’s percent
change (budget vear over current year) in total operat-
ing revenue per adjusted admission is compared to
the predetermined PCT. Budgets that are within 10
percent of the PCT are then subject {o the revenue
screen, which is based upon the lowest quartile value
of the peer group for net patient revenue per adjusted
admission. _

It a budget does not meet the PCT test, or it it fails
the revenue screen, it is subjected to an expense
screen which is based upon the median value of the
peer group for total operating expenses per adjusted
admission. If a hospital's value is greater than the
peer group value, a detailed budget review is under
taken,

If a hospital is not included in a peer group be-
cause of unique characteristics, or if the budget
failed the expense screen, the hospital is subjected
to a detailed analysis to determine the reasonable-
ness of the budgeted operating expenses.

In addition to the comparison of reference values
and/or detailed budget review, each hospital’s bud-
geted operating margin (other financial requirements)
is reviewed for reasonableness. The other financial re-
quirements such as capital, working capital, and bad
debt expense are considered on an individual hospital
basis.

When the analysis of the complete proposed bud-
get is finished, staff findings are prepared in a draft
which is reviewed with the hospital,

A finalized staff report is then sent to the hospital
and to the members of the Hospital Budget Review
Panel approximately 15 days before the panel is to
meet on the hospital’s budget submission. Approxi-
mately 30 days before the beginning of the budget
period, the panel reviews the budget submission for
reasonableness. All panel meetings are closed; how-
ever, hospltal representatives are invited to attend to
answer questions or to provide additional information.

The Hospital Budget Review Panel, after comple-
tion of its review and mesting with the hospital, pre-
pares and igsues a letter setting forth its opinion as
to the reasonablensass of the proposed budget, This
letter is sent to the hospital within 3 days of the
meeting. A copy of the opinion letter and the budget
executive summary is sent to the Health Facilities
Cost Review Board (State Board) within 30 days of the
review meeting.

Contact for Additional Information

President

Voluntary Budget Review Organization of Maine
One Memorial Circle, Box 8

Augusta, Maine 04330
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Maryland

The Maryland rate-setting system uses a quasi-
public utility approach to hospital rate regulation in
which rates are set and then adjusted for such ltems
as inflation, volume changes, and pass-through costs.

Responsible Agency
Health Services Cost Review Commisslon

The Health Services Cost Review Commission is a
seven-member independent commission appointed by
the Governor. A majority of the Commission must not
have any ¢onnection with the management or policy
development of any hospital or related institution.

Prospective rates are developed by a full-time pro-
fessional staff operating under regulations issued by
the Commission. In addition to promulgating reim-
bursement rates, the Commission has the authority to
hoid public hearings, conduct investigations, and
reguire the submission of data relevant 1o the cost of
hospital services.

Payers/Facilities Covered

The system includes all payers in all non-Federal
hospitals, Medicare and Medicaid participate on an
experimental basis.

Statute and Date

Article 43, Section 568H through 568Y, Annotated
Code of Maryland, July 1973, with subsequent amend-
ments.

Methodology of Current Program

Hospital rate-setting in Maryland currently consists
of three systems: rate review, inflation adjustment,
and the Guaranteed inpatient Revenue System.

A rate-review system is used to develop an initial
set of rates per unit of service in the various revenue
producing departments. Under this system, all hos-
pitals are required to submit data annually on base
and budgeted years, using a uniform accounting and
reporting system. The total approved revenues are
based on four component parts: direct and allocated
indirect departmental expanses, other financial con-
siderations {including bad debt, charlty and working
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capital), a payer differential, and a capital facilities al-
lowance for buildings and equipment. The capital fa-
cllities allowance Is used in place of historical cost
depreciation to allow hospitals to be paid for equip-
ment used at a level which allows replacement at cur-
rent market prices. It also provides for a down pay-
ment for buildings at 20 percent of current market
prices for those hospitals which are used effectively,
or it provides payment of the hospital’s mortgage pay-
ment, whichever is higher. The rate-review system is
applied relatively infrequently because most hospitals
now receive rate increases under the Inflation Adjust-
ment System; however, the hospital, at its option, can
request a new schedule of rates under the system.

The inflation Adjustment System was instituted to
allow hospitals reasonable rate increases while avoid-
ing the administrative burden of full rate-review. It
considers inflation adjustments, volume adjustments,
changes in payer and case mixes, and certain pass-
through costs.

Inflation adjustments are made for: 1) salaries and
fringe benefits, and 2) food, supplies, utilities, and
other expenses. The inflation adjustment system has
three components. First, the retroactive provision
compensates the hospital for the past year if actual
Inflation was greater than the projected rate. (Con-
varsaly, If the actual rate is lower than the projected
rate, then & deduction will be made in the budget-year
rate.) Second, if a correction needs to be made, a
price-leveling adjustment brings the rates to the level
where they would have been if the inflation rate had
been projected accurately. Finally, the provision for
future inflation is established at a level equal to the
most recent changes in inflation,

Volume for the prospective year is established at a
level equal to the actual volume for the current year.
Different fixed-variable cost proportions have heen es-
tablished for the routine and ancillary areas as well as
for different magnHudes of volume changes.

Costs are considered pass-through if they fali into
one of two categories. The first category is costs
mandated by the State or Federal government that af-
fect all hospitais. Past examples of this type have in-
cluded Increases in the minimum wage law and
changes in the FICA tax rate. The second category in-
cludes increases in costs greater than the CPI that af-
fect the hospital industry more than other industries.
For example, the Commission would approve an
amount to be included in the hospital’s rates for in-
creases in FICA taxes associated with a change in
Federal regulation on FICA tax on sick pay.
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The Commission instituted the Guaranteed Inpa-
tient Revenue (GIR) System because of concern that
the present system, based on rates per units of ser-
vice, was leading to increased volume and overuse of
hospital services. The GIR system, currently installed
n 21 hospitals, seeks to control the volume of ancil-
laries and lengths of stay. It guarantees payment for
each case treated by the hospital. The GIR system de-
tetmines the average charge for each dilagnosis for
each type of payer. The average charge Is adjusted
for inftation and a 1 percent factor for growth and
technology. The total GIR payment is the product of
discharges (by diagnosis and payer} and adjusted
charges. At year's end, the GIR payment is compared
to the revenue from the Commission-approved rates
charged by the hospital during the year. if the reve-
nue from rates is less than the GIR payment, the hos-
pitals will receive the variable cost portion of the sav-
ings. However, if the revenues exceed the GIR pay-
ment, the Commission will recoup the additional
funds from the hospitals in the following year.

If the facility is not satisfied with its initial rates, it
may request a detailed budget review. If dissatisfied
with the outcome of the budget review, it may re-
quest a hearing before the Commissioners. If still dis-
satisfied with the decision of the Commissioners, its
recourse is to the courts.

Contact for Additional information

Executive Director

Health Services Cost Review Commission
201 West Preston Street

First Floor

Baltimore, Maryland 21201
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Massachusetis

The Massachusetts budgetirate review system uses
different methodologies for Medicaid, Blue Cross,
and charge-based payers. Medicaid uses a formula
method to set a per dlem which is trended forward for
inflation, Blue Cross reimburses on the basis of pro-
spectively determined maximum allowable ¢ost. The
charge-based payers pay approved charges which
cover financlal needs.

Responsible Agency
| Massachusetts Rate Setting Commission

The Massachusetts Rate Setting Commission con-
sists of three Cormmissioners and a full-time profes-
sional staff. The staff is supported by an Advisory
Councii, consisting of representatives from the public
and the health care industry. In addition, a Hospital
Policy Review Board oversees activities related to
hospital charges and budget reviews. The Board’s
authority is limited to review and gomment on pro-
posed rules and regulations.

PayersiFaclilities Covered

The system includes all charge-based payers in all
non-Federal hospitals. Rates also are set separately
for Medicaid, using a prospective methodology. The
Commission approves the Blue Cross contract with
hospitals and conducts Blue Cross and Medicaid
audhits.

Statute and Date

Blue Cross: MLG c. 176A, s. 5. Public Assistance
{including Medicaid): MGL c¢. 8A, ss. 31-48. Charge
Payers: Chapter 409 of the Acts of 1976; Chapter 432
of the Acts of 1981.

Methodology ot Current Program

The Massachusetts Commission is unique in that it
uses different methodotogies to determine the reim-
bursement rates for different payers.

Medicaid

The Medicaid prospective rate system is a formula
gsysiem that sets an inpatient per diem rate. Hospitals
are required annually to submit historical costs by
using uniform reporting. A 2-year base is used in the
prospactive rate system, and the base-year opera.
tional costs cannot exceed the cost of the prior year
by more than an approved inflation index. Allowable
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base-year costs are defined in Rate Setting Commis.
sion regulations which closely relate to Medicare
definitions of allowable cost and are verified with
audited data.

The Medicaid inpatient rate Is established, in
simple terms, by dividing total allowable patient care
costs in a completed “base” year by total acute Inpa-
tient days in that year. The resulting “per diem” rate
is projected forward 2 years to the “rate” year by ap-
plying a composite, Industry-wide inflation factor to
it. The inflation factor is based on inflation rates in -
certain proxy variables {for example, X-ray flims, pur-
chased services, etc.) drawn from the general
economy. The basic aim Is to hold the increase In
hospital costs per day to rates consistent with gen-
eral inflation experience.

Volume adjustments, with the exception of mini-
mum occupancy lavels, are recognized only through
changes in the volume of patient days. Minimum
occupancy levels vary according to type of services
and type of hospltal (teaching and nonteaching). In
addition, routine costs (bed and board) are subjected
to Medicare routine per diem limitations. Administra-
tively necessary days are reimbursed at a rate, de-
termined for each hospital, which more closely re-
flects the levei of care mandated by Federal and State
statutes, with a provigsion for adjustment if adequate
patient placement efforts are documented.

While there are no retroactive adjustments, revi-
sions for cost beyond controi, for audit adjustments,
and for various other administrative reasons are per-
mitted during the year. The facility is at risk for any
overexpenditure, and keeps any profits resulting from
cost savings until these lower costs are refliected in
the base year,

Charge Payers

Under Chapter 408, hospitals are required annually
te submit past, current, and prospective year costs so
the Commission can review individua! budgets. The
hogpital submits these budgets to the Commission 60
days before the beginning of its fiscal year. The Com-
mission has adopted a uniform reporting manual.
Hospitals also report case-mix data on magnetic
tapes according to the Uniform Hospital Discharge
Data Set (UHDDS) format. In general, the approval
process determines reasonable financial require-
ments for a hospital and then approves a set of
charges to cover them. In October 1978, the Com-
mission adopted a definition of “total patient care
cost” which reflects the reasonable financial require-
ments of an individual hospital for providing patient
care, The requirements are comprised of three parts:
1) operating requirements, 2) capital requirements,
and 3) working-capital requirements. To determine the
operating requirement for the budget year, base-year
costs are adjusted for inflation, volume, costs beyond
control, and new services. The Inflation index is com-
prised of 79 cost categories. of trended historical
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data. The cost categories are paired with an econom-
ic change indicator. Prior to the start of each hos-
pital's fiscal year, the Commission projects values for
the rate of increase in each indicator. The Commis-
sion also develops a separate index for each category
for the intermediate and budget years. The infiation
factors for the intermediate year are based on both
actual data and projections, while the budget year
index is forecasted. The base-year costs in each cate-
gory ara indexed forward to the budget year.

The second major adjustment is for changes in
volume. Mospitals receive marginal cost adjustments
calculated as direct costs using a 60:40 fixedivariable
split with a 2-percent downside corridor. The volume
statistics are overhead-adjusted patient days, routine.
patient days, ancillary department's statistics, and
outpatient visits.

The operating requirement for the budget year is
adjusted for two other factors: costs beyond control
and new services. Costs beyond control are cost in-
creases which are “beyond the reasonable control of
the individual hospital” and are not adjusted by infla-
tion and changes in volume. These costs (including
approved certificate-of-need projects) are added to
the intermediate and budget year operating costs,
New services, which are defined as new cost centers,
are approved as part of the budget year operating
costs if they meet planning approval and if the net pa-
tient revenue from the new service is less than or
equal to the reasonable financial requirements of the
new services.

The other reasonable financial requirements are the
capitai and working-capitat requirements which, to-
gether with the hospital’s operating requirement,
yield the total reasonable financial requirements for a
hospitat. The capital requirements consist of 1) bulld-
ing and fixed equipment historical cost depreciation
for the budget year, 2) interest expense for the bud-
get year, and 3) the return on investment for proprie-
tary hospitals. The working-capital requirement is an
allowance sufficient to finance the increase in ac-
counts recelvable due to inflation, taking into account
the expected growth in accounis payable,

In Juiy 1980, interim provisions to the charge con-
trol act were enacted in C.540 which placed an 11.%
percent inflation cap on charge increases for Fiscal
Year 1981. This cap was succeeded in FY 1982 by
C.432 which included a 1-12 percent “productivity”
offset against inflation and used approved FY 1981
revenues as a base for calculating allowable FY 1982
revenues. The 1982 cap incorporates a voluntary re-
view by reglonal hospital councils to comply with the
inflation cap on a regional basis, if the overall cap Is
exceeded at the State level. This voluntary review was
backed up by the authority of the Commission to
adjust hospital charge increases in those instances
where the voluniary rule was not effective.
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The Massachusetts Rate Setting Commission is de-
veloping changes to charge control regulations so as
to replace the use of actual costs as a base for future
budgets with hospitais’ most recently approved maxi-
mum allowable base-year operating cost.

Blue Cross

Until FY 1982, all Blue Cross contracts were based
on methodeologies which were essentially similar to
Medicare cost-based reimbursement, with the addi-
tional elements of price-level depreciation on all
asssts, working capital allotments, and coverage of
bad debt and charity expenses.

Blue Cross and the hospitals entered into a new
prospective reimbursement agreement for FY 1982-FY
1984. This contract uses an inflation system which is
vary similar to the C.409 methodology, with additions
to the base year for items such as vacant nursing
positicns and annualizations for costs not in place
the entire year, and the provision that labor cost infla-
tion projections are adjusted if they prove to be low
but not if they are high. Volume is recognized
through formulas that sirongly encourage reductions
in patient days and ancillary tests, and increases In
outpatient visits. The ancillary volume adjustment
guarantees hospitais a small incremental amount to
cover increased intensity, but penalizes hospitals
which exceed this intensity level. Capital costs are
settled on a reasonable-cost basis outside the *“maxi-
mum allowable cost” (MAC) limitation which governs
most operating cost increases. Certain other costs
{bad debt and free care expenses, etc.) are settled
outside the MAC provisions. Audits are used to deter-
mine the reasonable cost of all items settled outside
the MAC. A number of committees have been estab-
lished to review such issues as utilization appro-
priateness, disputes and propesed experiments with
cost-saving projects, etc.

Under the State’s administrative procedures act,
facliities have the right to appeal non-Blue Cross
decisions made by the Commission to the Divigion of
Hearing Officers. If dissatisfied with the outcome at
that level, they have recourse to the courts, Blue
Cross decisions can be appealed directly to the
courts,

Contact for Additional Information

Chairman

The Commonwealth of Massachusetts
Rate Setting Commission

One Ashburton Place

Boston, Massachusetts 02108
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Minnesota

The Minnesota rate/cost review and disclosure sys-
tem involves mandatory participation and voluntary
compliance. The Minnesota Hospital Association re-
views cost data and rates for peer groups of non-
governmental hospitals, and the State Department of
Health reviews State hospitals.

Responsible Agencies

State Departrnent of Health and Minnesota Hospital
Association

The Commissioner of Health establishes rules and
regulations governing the review of hospital budgets

_ and reviews and comments on the reasonableness of

the hospital rates. In addition, the Commigsioner may
certify a program of budget review and comment
which is operated by a nonprofit corporation having
systems and procedures substantially equivalent to
these adopted by the State. Hospitals may choose to
be reviewed by the State or any of the certified
alternative programs. The Minnesota Hospital
Association (MHA) has been designated to administer
the Minnesota Rate Review Program (MRRP), and ali
but the State hospitals have chosen it as the agency
that reviews their rates.

PayersiFacilities Coverad

The system includes all charge-based payers (Blue
Cross is charge-based) in all non-Federal hospitals.

Statute and Date

Minnesota Statute Sections 144.695 through
144.703.

Methodology of Current Program

Hospitals participating in the MRRP are reviewed
by a rate-review panel at the beginning of each hos-
pital's fiscal year or at any time a rate increase is re-
quested during the year, Hospitals are required to
submit cost and statistical data for past, current, and
prospective budget years before the beginning of
their fiscal year and at least 60 days before any rate
changes go into effect. A hospital may request
exemption from review by the panel, based on the
submitted data. There is no uniform accounting and
reporting system,

The MHA conducts a budgetirate review process to
provide information to the rate-review panels. The re-
view process Includes an Initial desk audit, peer
group screens, and an examination of the prospective
year's overall expense percentage increase over the
current year's projected expenses. The extent to
which the hospital complied with the rate-review
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panel's prior recommendation also Is evaluated. Peer
groupings are established by the State through a
ciuster anaiysis of 100 characteristics such as types
of services, facilities, location, teaching status, and
so forth. Within groups, hospital costs are analyzed
for variance from the average cost per adjusted ad-
mission. The other peer group screens compare the
budget year expenses in 15 functicnal cost categories
o the peer group means. The hospital must explain
any varlances from peer group means.

The MHA convenes the rate-review panels which
consist of two hospltal representatives, one third-
party payer representative, and two consumer repre-
sentatives. These panels are ultimately responsible
for reviewing and commenting on hospltal rate re-
quests. Rates must be sufficient to supply the finan-
clal resources necessary to meet the hospital's finan-
cial requirements, -

The projected inflation factor is obtained from the
State Department of Health, 1t is composed of a
Statewide inflation factor for each of the various cost
categories. The State estimates these infiation fac-
tors using monthly forecasts from Data Resources,
Incorporated.

Depreciation Is indexed forward from historical
cost to reflect the impact of inflation, and the need
for replacement beds is considered. In addition to
analysis of the operating budget, the capital-
expenditure budget and projected working-capital
needs are reviewed to establish the overall reason-
able financial needs of the facility.

There are retroactive adjustmenis based on
changes in volume and actual inflation. A
fixedivariable cost ratio has not been established;
changes in costs are figured to be directly proportion-
al to changes in volume. An attempt is made to con-
sider the difference In fixed and varlable costs in a
subjective manner during rate reviews. A facility also
may request an interim adjustment at any time during
the year.

There are no direct incentives or risks because
there is voluntary compliance. However, the Blue
Cross contract limits reimbursement to approved
rates and performs a compliance review. Revenues in
excess of financial needs must be applied against
next year's needs, unless the hospital can demon-
strate that the revenues were generated through
productivity gains. Justified losses also may be oftset
in the next year's revenus,

The system of hearings and appeals is different for
hospitals reviewed by the MHA and those hospitals
reviewed by the State,
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Minnesota Hoapltal Association

After informal discussions are held between staff
and the facllities, a seven-member review panel (four
consumer members, three provider members) exam-
ines and rules on all issues, If the facitity is dissatis-
fled with the ruling, It may request another hearing
before an appeals panel.

Department of Health

If points of difference cannot be resolved by
informal discussions between staff and the facility, a
public hearing is held which is prasided over by an
Independent hearing examiner. The findings of the
hearing examiner are reviewed by the Commissioner
of Health. The final decision is made by the Commis-
sloner, with the advice and consent of the Attorney
General,

Contact for Additional Information
For State Hospitals:
Director of Rate Review
Minnesota Department of Health
717 Delaware Street, S.E.
Minneapolis, Minnesota 55440
For Nongovernmental Hospitals:
Director, Rate Review
Minnesota Hospital Association

2333 University Avenue, S.E.
Minneapolis, Minnesota 55414
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New Jersey

The New Jersey prospective case-mix-based reim-
bursement system establishes a fixed payment rate
per type of case. Participation and compliance are
mandatory. The purpose of the system is to encour-
age the efficient delivery of health care services of
the highest quality through provision of financial in-
centives and promotion of proper uthization.

Responsible Agency

New Jersey State Department of Health, New Jersey
Hospital Rate Satting Commission

Under regulations promulgated by the Health Care
Adrministration Board, the five-member New .Jersey
Hospital Rate Setting Commission approves or ad-
justs prospective hospltal rates proposed by the Com-
missioner of Health. The Health Care Administration
Board consists of the Commissioners of Health and
insurance (ex-officio) plus 11 additional members ap-
pointed by the Governor and confirmed by the State
Senate—representing both the public and the hos-
pital industry,

The New Jersey Hospital Rate Setting Commission
is an objective, adjudicative organization established
within the State Department of Health. The Commis-
sioners of Health and Insurance serve on the Com-
mission ex-officio. Two consumer representatives and
one representative experienced In hospital adminis-
tration or finance are appeinted by the Governor, with
the advice and consent of the Senate. The Commis-
sion selects its own executive secretary and addi-
tional staff Is provided by the Department of Health.
Decisions of the Commission are effected by a ma-
jority vote of the full membership.

Payers/Facilities Covered

Participation and compliance by all short-term
acute care hospitals are mandatory. All purchasers of
hospital services (including Medicare and Medicaid)
are under a demonstration waiver.

Statute and Date

New Jersey Health Care Facilities Planning Act,
P.L. 1971, Chapter 136 and; 1978 Amendments (Senate
Bill 446), P.L. 1978, Chapter 83, 1971 and 1978.

Methodology of Current Program

Since 1976 the New Jersey State Department of
Health has been engaged in a contract with the
Health Care Financing Administration to develop a
hospital prospective rate-setting experiment based on
patient case-mix. In 1978, the New Jersey Legistature
enacted Senate Bill 446, authorizing the establish-
ment of a new hospital payment system applying to
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all providers and purchasers of hospital and related
health services. The case-mix system was imple-

mented in 1980 with an initial group of 26 hospitals
with all hospitals to be on the system by December

31, 1983,

The system establishes a per case rate of payment
specific to each type of patient. Patient types are de-
fined according to the diagnosis related group {DRG)
patient classification method--a technique for cate-
gorizing hospital inpatients into 467 groups that are
both medically meaningful and similar in consump-
tion of hospital resources. The 467 DRGs, a complete
refinement of the 383 DRGs originally used, were de-
veloped by a national committee in conjunction with
a Health Care Financing Administration grant to Yale
University.

The rates per case are calculated using three data
sets; medical discharge abstracts, patient billing rec-
ords, and uniform hospital financial and statistical
reports, The medical discharge abstract is linked to
the patient billing record for the same patient, Start-
ing in 1981, a uniform biiling report became manda-
tory. Each patlent is assigned to a DRG according to
six variables; principal dlagnosis, secondary diag-
nosis, surgical procedure, age, discharge status, and
sex. Financlal and statistical data for a base-year
come from the Standard Hospital Accounting and
Rate Evaluation forms. Cost centers are clustered
into direct patient care costs, indirect or institutional
costs, and general service costs categories, General
service costs (medical records, distary, housekeeping,
laundry and linen, central and sterile supply, and non-
drug pharmacy costs) are then aliocated to direct pa-
tient care costs and indirect cost centers using stand-
ard step-down procedures,

Direct-patient-care costs include nursing, ancillary
setvices, and other routine services. Nursing costs
are apportioned based on the inpatient days spent by
patients of a DRG in different types of nursing units;
medical/surgical, intensive care, and newborn nur-
sery. However, starting in 1984, a methodology with a
nursing-relative-intensity measure will be used,
Inpatient ancillary costs are apportioned to DRGs on
the basis of the ratio of charges to charges applied to
costs (RCCAC). Outpatient direct costs are prorated
on the basis of charges.

Although direct-patient-care costs had been
assumed to have been totally variable, a costivolume
adjustment methodology will be introduced in 1982 in
recognition of the fact that shifts in volume andfor
case-mix are not realistically accompanied by a
corresponding shift in costs. The costivelume adjust-
ment, calculated on trends in ¢ase-mix revenue and in
volume, will leave compensation costs fixed but all
other direct-patient-care costs variable. In 1983, the
costivolume adjustment will be incorporated into the
prospective rates.
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The direct-patient-care cost per DRG (with ancillary
physicians’ costs deducted and regicnal wage differ-
ences equalized) is averaged separately across all pa-
tients in teaching, in minor teaching, and in non-
teaching hospitals te serve as an *ingentive stand-
ard” for each hospital group. A hospital's base pay-
ment rate for the DRG is a “‘bland” of its own direct-
patient-care costs and its group incentive standard,
according to a coefficlent of variation fermula, (As the
variability of the cost within a DRG increases among
peer hospitals, more of an individual hospital's costs
and less of the incentive standard are included in the
hospital's base rate for the DRG.)

The resuiting figure (with anclllary physicians’
costs added back and wage equalization reversed) is
then adjusted by a hospltal “economic factor” de-
rived from fluctuations in a composite index of eco-
nomic¢ indicators approximating the inflation in hos-
pital costs for the base-year through the rate-year.
This becomes the rate-year's direct-patient-care cost
for the DRG. It i3 multiplied by the hospital-projected,
commission-approved patient volume expected during
the rate-year for the DRG and is summed with the
other similarly calculated DRG costs to yield the total
reasonable patient-care costs for inpatients. (Inpa-
tients with lengths of stay above or below certain
range limits called trim points, patients who leave
against medical advice, patients with unusual clinical
conditions, and deaths, are termed outliers. These pa-
tients have atypical resource consumption and will
pay charges for actual services received instead of
DRG-determined rates.)

Qutpatient costs are categorized into seven groups:
ambulatory surgery, same day psychiatry, home renal
dialysis, referred private patients, emergency room
services, clinlcs, and home health. With the exception
of referred private patients who pay itemized chargss,
each category’s overhead or routine costs are divided
by the number of visits to determine the direct unit
cost as a base-rate. These flgures are inflated by the
hespital econormic factor and multiplied by the pro-
jected outpatient velumes for the rate-year, to yield
the reasonable direct-patient-care costs for outpa-
tients. The ancillary costs for outpatients are treated
similarly to outlier costs.

Indirect or institutional costs include operating
costs for managerial, educational, and facilities main-
tenance services. They are considered fixed and not
subject to variation because of ¢hanges In case-mix
or volume. The Indirect costs of each hospital are di-
vided by its direct-patient-care costs, resulting in an
indirect to direct cost ratio. These ratios for partici-
pating hospitals are ranked separately for teaching,
minor teaching, and nonteaching institutions. The
portion of any hospital’s ratio in excess of 110 per-
cent of the median ratio is excluded from the allow-
able cost base. The indirect costs that pass the
screening process as inflated by the hospital's eco-
nomi¢ factor become the reasonable indirect costs.
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Reasonable direct-patient-care and indirect costs
are combined with other financial elements (uncom-
pensated care, working capltal needs, capHal facili-
ties allowance, and personal heaith allowances) to de-
‘rive the rate-year’s preliminary cost-base (PCB).

To develop a hospltal revenue budget from the
PCB, reasonable direct-patient-care costs are reaggre-
gated into revenue-producing centers. Reasonhable
indirect costs and other financial elements are added,
and volume projections are applied to yield an esti-
mated revenue budget. The hospital uses this budget
to structure s charges and determine the amount
that must be billed tc patients in the different DRGs
so that.the revenue collected at the end of the rate-
year equals the PCB, adjusted for actual patient
volume and case-mix. The charge schedule for any
cost center may not deviate from approved costs by
more than 50 percent for the flrst year the hospital is
on the system and by 25 percent thereafter,

At the end of the rate-year, a final reconcilliation
will be derived from patients’ uniform bills and
audited hospital financial statements to determine
differences between the revenue actually coliected
and the approved revenue budget, adjusted for actual
volume and case-mix. For 1982, a volume variability
adjustment is included for volume changes that are
less than 10 percent between base and rate-years.
Any over or under coliection, plus interest determined
according to the treasury bill rate will be included in
the next year's rates.

After rates are set, a hospital is notified of its
schedule of rates and receives a complete rate pack-
age. Within 30 days, the hospital must: 1) accept the
rates, which allow the hospital the right to appeal cer-
tain specific items; or 2} not accept the rates, With re-
spect to any appealed exception, the hospltal for-
wards an appeal document, and the Department and
the hospital conduct a detailed review. Based on the
review and any additional documentation required,
the State Commissioner of Health submits a report to
the Commission. The hospital may petition the Com-
mission regarding this report. The Commission may
render a decision on the merit of the documents to
approve the rates, to modify the rates, to hold a hear-
ing, or to refer the appeal to a State Administrative
Law Judge.

Contact for Additional Information

Assistant Commissioner

Division of Health Planning and Rescurce Develop-
ment

New Jersey State Department of Health

John Fitch Plaza

CN 380

Trenton, New Jersey 08625
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New York

The prospective reimbursement system in New
York determines maximum allowable revenue per hos-
pital by screening cost and facility utilization pat-
terns. The purpose of the system is to encourage effi-
ciency in hospital management by disallowing high or
unnecessary costa. Compliance with the findings of
the Department of Health is mandatory.

Responsible Agency
Department of Health

The Commissioner of the Department of Health
certifies that proposed rates are reasonably related to
the costs of delivering efficient health care services.
Rates for Medicald are certified to the Directer of the
Budget, rates for Blue Cross are certified to the
Superintendent of Insurance, and rates for Worker's
Compensation are certified to the chairperson of the
Worker's Compensation Board. Rates for Medicaid
are developed by the staff of the Department of
Health under regulations approved by the State Hos-
pital Review and Planning Council. Biue Cross rates
are developed separately by Blue Cross plans by
using procedures approved by the Department of
Health which are *“not inconsistent” with the regula-
tions passed by the Council. The Department of
Health reviews the rates developed by the Blue Cross
plans before certifying them.

PayersiFacilities Covered

Medicaid, Blue Croas, Worker's Compensation, no-
tault insurance, and charge-based payers.

Participation and compliance are mandatory for all
non-Faderal hospitals.

Statute and Date

Public Health Law Sections 2800 through 2807,
1969 and amendments in subsequent years.

Methodology of Current Program

New York State is striving for a uniform system of
reimbursement to include all payers. In New York, the
Btue Cross, Worker's Compensation, and Medicaid
methodologies are now virtually identical. All three
payers use a commoen grouping system, and all have
length-of-stay and minimum-utilization penalties. The
Department of Health administers the Medicaid sys-
tem for all hospitals in the State. Blue Cross rates are
set using the same basic system for the downstate
New York area and the six separate upstate plan
areas. In addition, a charge control law was passed in
1978. This law, effective January 1979, established a
panel of health economists who determine the infla-
tion factor methodology for charges. Charges to
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charge-paying patients can increase only by the lower
of the established inflation factor or the actual in-
crease in costs. Appeals to the charge control limita-
tlon can be made to an Appeals Board for significant
volume changes or a change Iin types of services.,

Under the 1981 reimbursement system, rates were
ostablished on the basis of an average per diem cost
and trended forward to account for inflation for a par-
ticular rate-period. In 1982, the method for allocating
cost was changed to a ratio of cost to charges (RCC).
This approach apportions the costs of hospital ser-
vices on the basis of relative consumption of re-
gources, measured in part by charges, for different
third-party beneficiaries. RCC produces a closer align-
ment between the services actually provided to third-
party beneficiaries and the actual cost of those ser-
vices. Final RCC relationships for 1982 will be based
on payer utilization information for the full year 1982,

To facilitate the transition from an average cost
methodology to an RCC methodology, the rate
changes produced by the RCC for each facility were
limited to a maximum rate increase of 6 percent
above average allowable inpatient cost per day or a
maximum rate decrease of 12 percent below average
allowable inpatient cost per day for Medicaid and
Biue Cross. In addition, hospitals recelved a minimum
rate, such that the combined revenues produced by
the RCC rates for Blue Cross and Medicald were not
less than those that would have been received under
the average allowable inpatient cost reimbursement
methodology for 1982,

For each system, hospitals are required to file a
uniform cost report with the State and respective
Blue Crogs plan within 120 days of the close of the
fiscal year. They must use the Uniform Financial Re-
porting System {UFR, USR), which includes both fi-
nancial and statistical data. In addition, supplemental
data must be filed for both Blue Cross and Medicaid,
accounting for differences in coverage.

Medicaid System

The Medicaid formula establishes a per diem rate
based on actual cost incurred in a base year, Base-
yoar costs are analyzed through inter-hospital group
comparisons. An innovative grouping methodology
referred to as “seed cluster” grouping was intro-
duced upstate beginning in 1980. Under this ap-
proach, a statistical method establishes each hospital
as the center of its own group and gathers around
that hospital all other facilities which are most simi-
lar, as measured by least distances. This method pro-
duces a group for every hospital and has the benefit
of not excluding any hospitals from consideration in
more than one group.

Routine costs are screened agalnst an adjusted
group average per diem with a 5 percent corridor (105
percent of the group average), and ancillary costs are
screened against an adjusted group average per dis-
charge with a 5§ percent corridor {105 percent of the
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group average). In addition, each hospital’s ceiling is
further adjusted by the hospital’s case-mix. This ad-
justment is accomplished using diagnosis related
groups (DRGs). Those costs in excess of the case-mix
adjusted ceiling are disallowed. Next, an excessive
length of stay penaity {equal to routine per diem
times the number of excess days) is applied If appro-
priate. New York State’s length-of-stay (LOS} standard
is hospital-specific, taking into account each hospi-
tal’s unique case-mix. Thig is done with an age/dlag-
nostic classification system, where a separate LOS
standard is developed for each of the resulting 542
different types of patients.

Once the standards are developed, a unique overall
standard is developed for each hospital by relating Its
case-mix to the broader standards {normalization).
New York uses four separate sets of standards—up-
state teaching, upstate nonteaching, downstate
teaching, and downstate nonteaching. The standards
for sach set were determined by taking the hospitals
in each category and averaging the lengths of stay for
each type of patient. It should also be noted that a 1-
day corridor is added to the length-of-stay standard
calculated for a facitity.

The base-year costs, exclusive of capital costs and
historical cost depreclation {(which are pass-through
costs), are indexed forward to the prospective budget
year. The inflation factor in New York, called a trend
factor, comprises labor and nonlabor Inflatlon rates.
Hospitals are grouped according to size, geographic
location, and type. Each hospltal then receives its
group’s specific wage inflation rate. This rate is de-
rived from the weighted average of inflation rates for
hospital and other wages. Under the charge control
legislation of 1978, collective bargaining agreements
must be considered in determining the wage Inflation
rate. The second part of the trend factor, the nonlabor
rate, is computed in a similar manner by using appro-
priate inflation indices welghted by the percentage of
total expenditures represented by each item.

Capital and depreciation costs are added to the in-
fiation-adjusted base costs to establish the total al-
lowable inpatient cost for the prospective year. This
total inpatient cost is divided by patient days (ad-
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justed for minimum cccupancy levels by service) to
determine the per diem rate, If the hospital’s occu-
pancy rate for a service is below the service’s mini-
mum occupancy level, expected patient days at the
minimum cccupancy leveis will lower the hospital’'s
per diem rate. New York currently has a volume ad-
justment which is applied to Blue Cross, Medicaid,
and Worker's Compensation rates of payment accord-
ing to the same rules. Under the rules, operating
costs are adjusted for charges in patient days attrib-
uted to a charge in average length of stay and for
charges in the number of discharges. For increases,
the variable portion of operating costs is increased.
For decreases, the fixed portion of operating costs is
reduced.

The facility is at risk for any overexpenditure and
may keep any profit resulting from underexpenditure.
Each system allows for a retroactive adjustment for
actual variance in the economic factors.

Blue Cross System

Over time, the Blue Cross system has become very
similar to the Medicaid system. The major difference
in the two is that in the calculation of its inpatient per
diem, Blue Cross recognizes an allowance for the net
loss incurred by a voluntary hospital in rendering am-
bulatory and emergency services.

Hospitals have 120 days to file an appeal with the
State, specitying why they believe their rate is inade-
quate. The State then reviews the hospital's submis-
sion and makes a recommendation to the Commis-
sioner of Health, If the facility is dissatisfied, it may
request a formal appeal before a State hearing officer,
if still dissatisfied, recourse is to the courts.

Contact for Additional Information

Director

Office of Health Systems Management
Tower Building

Empire State Plaza

Albany, New York 12237
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Oregon

The Oregon rate review and disclosure system in-
volves mandatory participation and voluntary compli
ance by most hospitals. The State Health Planning
and Development Agency reviews cost and volume
budgets for the total hospital and for individual cost
centers to determine the reasonableness of charge In-
creases. A determination that rates ars unreasonable
may be made public.

Responsible Agency
State Health Planning and Development Agency

The Oregon State Health Planning and Develop-
ment Agency (SHPDA) is responsible for reviewing
and commenting on existing and proposed hospital
rates. The SHPDA has no enforcement powers; but it
reviews the rates, determines their reasonableness,
and publicizes those deemed unreasonable. The Di.
rector of the SHPDA Is appointed by and serves at
the pleasure of the governor.

The QOregon Statewide Health Coordinating Council
{SHCC) serves as an advisory council to the SHPDA
on general policymaking issues; however, it is not In-
volved in rate review. The SHPDA has created a spe-
cial technical advisory committee, the Cost Contain-
ment Advisory Committee, for rate review matters.
The Cost Containment Advisory Commities is com-
posed of representatives of hospitals, physicians,
payers, consumers, and a public agency.

PayersiFacilitles Covered
The system does not involve payers directly, but it
does Include governmental hospitals with the excep-

tion of those operated by heaith maintenance organi-
zations,

Statute and Date

ORS Chapter 442, Sections 400 through 450,
August 1981,
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Msthodology of Current Program

A hospital may give notice of a change in rates at
any time during the year provided the State agency is
notified of the proposed increase 30 days prior 10 the
effective date of the new rates. There is no provision
for retroactive adjustments unless the statutory 30-
day advance notice of rate increases has not been
given. When advance notice of rate increases has not
been given, rates must be rotled back to the last filed
rate. Any charges to patlents in excess of the last
properly filed rates shall, at the discretion of SHPDA,
either be refunded to those persons overcharged or
offset against future rate increases in lieu of refund.
ing.

At teast 30 days prior to the effective date of rate
increases, hospitals are required to submit supporting
budget data to the SHPDA. Additionaliy, prospective
budgets are required at the beginning of each fiscal
year. Financial statements are filed with SHPDA with-
in 120 days after the hospitals’ fiscal year end. Oper-
ating and fiscal data are reported monthly via the
American Hospital Association’s Monitrend system,
There are no standard accounting forms, but the
monthly Monitrend reporting is done on a standard-
ized form for computer processing. Failure to perform
as required by statute and rules may result in imposi-
tion of a civil penalty not to exceed $100 per day of
violation, depending on the severity of the violation.

SHPDA staff reviews interim budget data support-
ing rate increases, annual capital and operating bud-
gets, annual financial statements and Monitrend re-
ports, considering such factors as inflation and
volume changes, to determine the reasonableness of
rates being charged. Any rates which are found to be
unreasonable may be brought to the attention of the
public via the press. A determination as to the unrea-
sonableness of rates may be appealed. Hospitais,
however, are not prohibited from charging unreascn-
able rates. On the other hand, failure to file rates can
result in a civil penalty.

Contact for Additional Information

Financial Analyst

Health Economics and Facilities Review Section
State Health Planning and Development Agency
3886 Beverly Street, N.E., Suite 19

Salem, Oregon 97305
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Rhode Island

The Rhode Island rate-review program prospectively
establishes a Statewide limit on hospital expendi-
tures. This limit, known as the Maxicap, is a negoti-
ated maximum percentage increase in total hospital
expenditures allowed In the State during the coming
year. Blue Cross, the State, and the individual hospi-
tals then negotiate the final operating expense bud-
get upon which the Blue Cross and Medicaid pro-
spective payment rates are based.

Responsible Agencles
Blue Cross, State Budget Office

The staffs of Blue Cross, the State Budget Office,
and the Hospital Association of Rhode island set the
Maxicap. Subsequently, the staffs of Blue Cross and
the State Budget Office (jointly referred to as the third
parties) and the hospitals conduct hospital budget ne-
gotiations. The State has not issued specific regula-
tions defining the rate-review process. Instead, the
hospitals, Blue Cross, and the State Budget Office
establish the process in a contractual agreement.

Payers/Facilities Covored

Blue Cross, Medicaid. Participation and compliance
are mandatory for all non-Federal hospitals.

Statute and Date

Chapter 208, Title 27 of the General Laws, July
1971,

Methodology of Current Program

A Maxicap is set annually by negotiation. Hospitals
subsequently submit cost data on their current and
prospective budget years using a uniform reporting
system. The budget-review process focuses on the in-
cremental changes from current to prospective years,
These changes are reviewed on both a global and
cost-center level, Hospitals are grouped, but inter-
hospital comparisons are limited.
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In assessing the increment from the base-year, thé
Blue Cross and Budget Office stafis consider infla-
tion, volume changes, and the provisions of hew and
expanded services. The inflation adjustment or Maxi-
cap is negotiated using a market-basket approach to
evaluate price increases. Volume changes are pro-
jected based upon historical patterns at the respec-
tive institutions. A Statewide medical program review
and priority process are used to determine the appro-
priateness of new or expanded services. Funding of
such services is based upon both need and afford-
ahility.

After total operating expenses and volume changes
have been negotiated, the hospital establishes a
schedule of charges. Biue Cross and the State Bud-
get Office review this schedule for accuracy of reve-
nue calculations. The schedule of charges is then
used by Blue Cross and Medicaid to establish aggre-
gate cost to charge ratios for inpatient and outpatient
services. These ratios, adjusted for cost and benefit
differences between the two payers, are applied to
charges to determine the actual payment rate.

If the third parties and a hospital cannot reach
agreement, negotiations end and a two-phase review
process begins, First, both sides are brought together
for formal mediation. This process difters from nor-
mal negotiations by involving members of the hospi-
tal’s governing board and officials of third parties. If
mediation does not result in agreement, unresclved
issues go before an independent arbitrator for bind-
ing arbitration. The arbitrator must choose one of the
two positions and is not free te consider any modifi-
cations of positions which might have occurred dur-
ing mediation.

Contact for Additional Information

Director of Reimbursement
Blue Cross of Rhode Istand
444 Westminster Mall
Providence, Rhode Island 02901

Supervisory Budget Analyst
State Budget Office

Room 100

State House

Providence, Rhode Island 02903
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Virginia

The Virginia budgetirate review system involves
mandatory participation and voluntary compliance.
Through an annual review of revenues and expendi-
tures, the Virginia Health Services Cost Review Com-
mission makes determinations regarding the reason-
ableness of aggregate charges in relation to aggre-
gate costs,

Responsible Agency
Virginia Health Services Cost Review Commission

The Virginia Health Services Cost Review Commis-
gion is an 11-member commission, the members of
which are appointed by the Governor and approved by
the General Assembly. The 11 members, who serve
tor a 3-year term, are comprised of 3 hospital adminis-
trators, 1 Blue Cross representative, 1 commercial in-
surance representative, 5 consumer representatives,
and 1 ex officio member, the Commissioner of
Health. The Commission is staffed by a staff director
and a secretary.

The Commission has contracted with the Virginia
Hospital Rate Review Program as a consulting service
for data and analyses. The staff includes a director, 2
assistant directors, a secretary, and 5 budget ana-
lysts.

Payers/Facilities Covered

The system includes all charge-based payers in all
general, psychiatric, and outpatient surgical hospl-
tais.

Statute and Date

Code of Virginia, Title 9, Chapter 26, April 1978.

Methodology of Current Program

The present program, enacted by the General As-
sembly in 1978, mandates that hospltals use the unl-
form financial reporting system established by the
Commission. Each hospital must submit an annual
budget of revenues, expenditures, and volumes no
later than 80 days prior to the beginning of their re-
spective fiscal years. Hospitals also must file, no
iater than 10 days after the beginning of their fiscal
years, a schedule of charges in effect on the first day
of the fiscal year. Any subsequent amendment to the
schedule of charges must be filed at least 60 days
prior to its effective date.

The hospital budgeted rate structure is to be based
on Commission guidelines which define the elements
of the hospital's total financial requirements. The ele-
ments of financial requirements are: 1) current operat-
ing requirements: consisting of patient care costs,
bad debt and charity costs, and educational and re-
search costs; 2) operating margin: consisting of work-

154

ing capital and capital requirements for major renova-
tions, repairs, plant and equipment replacement, and
axpansion and new technology; and 3) taxes and re-
turn on equity (for investor-owned institutions).

A major concept of the rate-review process is the
use of screens as standard values for various ele-
ments of operating cost. Hospital budgeted and his-
torical expenses are compared to the screen values
to determine their reasonableness. The screen values
were developed to highlight exceptional cost but are
not applied as ceilings. Judgment and the step-by-
step comparison of hospital expenses to screen
values are used o assess reasonableness. Total
hogpital operating expenses are compared to a global
screen based on the increase in cost per adjusted ad-
mission. If a hospital’s budgeted or Incumred ex-
penses pass the globat screen, they are presumed to
be reasonable. However, all hospitals still are subject
to scraening on a departmental basis.

The Commission has contracted with the Virginia
Hospital Rate Review Program to review budgets, pro-
posed rates, andlor historical data by performing the
foliowing technical functions: 1) reviewing hospital-
wide and departmental indicators {overall measures of
activity) to gain a general understanding of the hospi-
tal’s operations; 2) reviewing the current operating
needs by screening departmental direct costs and
productivity and hospital-wide costs; 3) reviewing
capital needs by evaluating plant capital needs, work-
ing capital needs, and return on investment needs
and by performing the overall capital needs test
based on percent return on assets; 4) allocating all
hospital-wide expenses, working capital needs and re-
turn on investment requirements into revenue produc-
ing departments using the single step-down appor-
tionment method; 5) aliocating capital needs to all de-
partments; 6) reviewing revenue projections; 7) ana-
lyzing relationship of charges to cost; and 8) prepar-
ing a report to the Commission.

The results are reviewed and decided upon by the
Commission at regular monthly meetings. Hospital
representatives may attend these meetings to ask
questions or appeal decisions. Compliance with Com-
mission decisions 18 voluntary.

Each hospital also submits an annual summary re-
port no later than 120 days after the end of the hospl-
tal’s fiscal year. The report is submitted on a Year
End Summary Financial and Statistical Data Form, to-
gether with a copy of an audited financial state-
mentfaudit report and Schedule B-1 (Statistical Page)
of the Medlcare Cost Report. The Commission uses
these data for future budget-review purposes and for
a historical data program.

Contact for Additional information

Staff Director

Virginia Health Services Cost Review Commission
Room 417

2015 Staples Mill Road

Richmond, Virginia 23230
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Washington

The Washington rate-review system Is a mandatory
budget review system, with payment rates calculated
for all payers except Medicare and Medicaid. The em-
phasis of the budget-review process is on identifying
high-cost operations and disallowing costs exceeding
certain screens.

Responsible Agency
Washington State Hospital Commission

The Washington State Hospital Commission is a
five-member independent commission appointed by
the Governor and confirmed by the Senate. It com-
prises rapresentatives of labor, business, and hospi-
tals, as well as consumers. No more than two mem-
bers may have a fiduciary duty to a health facility or
agency, or a financial Interest in rendering health
services. Rules and regulations for rate-setting are is-
sued under the direct authority of the Commission.
The Commission is assisted in its activities by an 11-
member technical advisory committee also appointed
by the Governor, The advisory committee consults
and makes recommendations to the Commission on
matters of policy, rules, and regulations, as requested
by the Commission.

Payers/Facllities Covered

The system includes charge-based payers directly
(including Blue Cross) and other payers indirectly
through revenue budget-controls in all non-Federal
hospitals.

Statute and Date

RCW Title 70, Chapter 39 (Chapter 5 Laws of 1973,
First Ex. Sess.) March 1973.

Methodology of Current Program

At least 60 days before a new fiscal year, each
hospital Is required 1o submit detailed information on
its costs, statistics, and charges for its past, current,
and budgeted fiscal years by using a uniform ac-
counting and reporting system. These data are used
to develop screens for budget-review. The next month
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is spent reviewing the hospital’s budget, that is, desk
profile analysis, volume analysis, and comparison
with established screens. The initial step is an ax-
amination of the budget to determine any significant
changes, such as new beds or services, which could
affect the budget. Next, a volume analysis is per-
formed to determine if the hospital's volume projec-
tions are reasonable. The Commission uses guide-
lines to adjust for changes in operating expenses re-
lated to changes in volume. Changes in volume are
assigned a fixedivariable relationship which may
range from B0 percent fixed to 20 percent varlable
cost for small institutions, to 60 percent fixed to 40
percent variable for larger institutions.

The hospital's operating budget is then screened
twice. Hospitals are clustered into peer groupings
which are developed after considering: size, teaching
level, case-mix, geographic location, and other varl-
ables, The operating budget is first reviewed on a
global level using primary screens. To pass the pri-
mary screens, a hospital must demonstrate that ad-
justed operating expenses (which exclude deprecia-
tion and interest on long-term debt) per equivalent ad-
mission are at or below the 50th percentile, and that
the percent change from base-year approved and
base-year estimated are at or below the 70th percen-
tile. If it fails any one screen, a second screening pro-
cess is initiated. The secondary screening consists of
a review of each cost center to measure intensity, in-
put prices, and productivity. To pass a secondary
screen, the facility must be at or below the 70th per-
centile for its peer group. If a cost center passes a
screen, no further review Is required. If it fails a
screen, the staff performs a detailed analysis of that
cost center by classifying expenses and considering
inflation, changes in volume, and uncontroilable cost.

Deductions from revenues are allowable costs.
These deductions are 1) cost associated with con-
tractual ailowances from Medicare and Medicaid, and
2) charity and bad debt.

The Planned Capital and Service Component, which
is not subject to peer group review, Is added to the
approved operating budget amount. It consists of the
following: 1) net increases in working capital; 2) prior
debt commitments; and 3) expansion and acquisition
of new equipment. This component is reviewed by
staff for appropriateness and adequacy, while con-
sidering the facility’s overall financial needs and
sources available to meet those needs.
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A revenue-to-expense ratio analysis Is then per-
formed on the proposed rates to satisfy the statutory
requirement that rates be reasonably related to costs.
After consideration of all of the above, the Commis-
sion recommends the amount of total rate-setting
revenue which will allow the fagility to meets its fi-
nancial needs.

Approximately 30 days before the rates go into ef-
fect, the staff issues a report to the hospitals, the
Commission, the Health Systems Agencies, and third-
party payers on the findings and recommendations.
Prior 1o the beginning of the hospital’s fiscal year, a
public hearing is held before the Commission. At this
time, Commission members review recommendations
by the staff and may query the hospital on any area of
hospital operations. Also, at this time, the hospital
may argue for certain areas of operation in which the
staff has recommended a budget cut. Finally, the
Commission votes on the staff recommendations and
the final approved budgeted revenue. A formal Deci-
sion and Order (D&O) detailing the final approved
revenue is then issued by the Commission within 30
days following the hearing.
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The facllity uses the approved rates in establishing
its list of charges. About 4 months after the year
ends, the Commission receives actual audited data
from each hospital. Year-end compliance is then as-
sessed, and this compliance is incorporated into the
following year's allowable revenue, If a hospital is dis-
satisfied with its approved budget, it may request re-
consideration and present additional information in
an informal hearing, request an amendment to its ap-
proved budget during the year, or petition for a formal
hearing. If a hospital is dissatisfied with the decision
of the Commission afier the informal hearing, it may
appeal to the Commission for a formal hearing of rec-
ord, This formal hearing is conducted by either a
member of the Commission or an independent hear-
ing officer, at the Commission’s option. If the facility
is dissatisfied with the results of the formal hearing,

‘it has recourse to the courts,

Contact for Additional Information

Executive Director

Washington State Hospital Commisgsion
206 Evergreen Plaza Building

711 South Capitol Way, FJ-21

Qlympia, Washington 98504
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West Virginia

The current program in West Virginia mandates the
public disclosure of each hospital’s financial position.
The purpose of the program is to initiate reviews to
determine whether hospital charges are economically
justified.

Responsible Agency
Department of Health

In 1979, the Wast Virginla legislature enacted the
Health Care Facilities Financial Disclosure Law which
requires hospitals to file financial reports with the Di-
rector of Health and publish a financial statement in a
local newspaper. The Director of Health may deter-
mine whether the rates charged by a hospital are eco-
nomically justified.

Payers/Facilities Covered

The system does not directly involve payers but
does include all non-Federal hospitals with over 15
beds.

Statute and Date

Chapter 18, Article 5-F of the West Virginia Code,
1979.

Methodology of Current Program

By statute, within 120 days of the end of its fiscal
year each hospital must file financial and statistical
reports with the Director of Health, and publish as a
legal advertisement in a local newspaper an anhual
report prepared by the facility’s auditor or an inde-
pendent publlc accountant. The published report
must contain a complete statement of the facility’s
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assets and liabilities, income and expenses, and
profit or loss, as well as a statement of ownership for
persons owning more than 5 percent of the capital
stock.

Reports filed with the Director of Health include: 1)
a statement of services available and services ren-
dered; 2) a statement of the facility’s total financiai
needs and resources available to meet those needs,
that is, a budget; 3) a schedule of its then current
rates; 4) a copy of the cost reporis filed with the
Health Care Financing Administration and the State
Medicaid Agency, and 5) statements of all charges,
fees, or salarles paid in excess of $55,000, and all
charges, fees, or other sums in excess of $55,000 col-
lected by the covered facility on behalf of any other
person, firm, or partnership. All documents filed must
be made available for public inspaction.

Although there is no formal budget-review process,
the Director of Health may carry out analyses and
studies related to health care costs and the financial
status of any hospital and make determinations as to
whether the rates charged by a hospital are economi-
cally jusiified. To date, the Director has published
three statistical reports outlining hospital expenses,
revenues, and profits during the first year of the pro-
gram. The emphasis of those reports is upon provid-
ing a Statewide perspective as opposed to specific
hospital reviews,

A financial penaity may be imposed upon any
hospital failing to provide the required documents
within the specified period of time. However, compli-
ance with the Director of Health’s findings is volun-
tary. There is no appeal mechanism.

Contact for Additional Information

Director

Office of Health Planning and Evaluation
West Virginia Department of Health
1800 Washington Street East
Charleston, West Virginia 25305
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Wisconsin

The Wisconsin prospective reimbursement system
I8 designed to contain hospital costs in the State by
reviewing all requests for rate increases. The reason-
ableness of the requests is datermined by analyzing
various financial and statistical ratios highlighting
variations from each hospital’s past experience and
from similar institutions. Compliance with the rate-
review findings is mandatory by agreement.

Responsible Agency
Wisconsin Hospital Rate Review Committee

By statute, prospective rates may be established di-
rectly by the Department of Health and Social Ser-
vices or through a mutual agreement with the Wis-.
consin Hospital Assoclation and Blue Cross of Wis-
consin. The State has chosen the latter approach.

Under the three-party agreement, an independent
Rate Review Committee was established. It is com-
posed of 20 members; 6 appointed by the Governor, 6
appointed by the hospital association, 6 appointed by
Blue Cross, and 2 appointed jointly by the State and
the hospital association. Authority to decide on the
reasonableness of rates rests with the Rate Review
Committee. Blue Cross performs the actual budget
analysis and the Department of Health and Social
Services provides technical support for developing
methodclogy.

PayersiFacilities Covered

The system includes all payers except Medicare
and Medicaid. Participation and compiiance by all
non-Federal hospitals is mandatory by agreement,

Statute and Date

Section 49.45, Section 146.60 Wisconsin Statute;
Chapter 39, Wisconsin Laws of 1975, Chapter 224
Wisconsin Laws of 1976; Chapter 323, Wisconsin
Laws of 1981.

Methodqlogy of Current Program

The rate-review process begins when a hospital
submits a request for a rate increase. The request
must be submitted 60 days prior to the proposed im-
ptementation date. Data supporting the need for the
increase must be submitted no later than 45 days
prior to the implementation date. Hospitals are
limited to one rate increase per fiscal year, unless ex-
tenuating circumstances exist. They are encouraged
to time their requests to coincide with the beginning
of their flscal years.

Supporting data include, but are not limited to the
following: budgets (operating and capital, current
andlor prospective), interim financial statements,
audited and certified annuat financial statements,
Title XVIIl and XIX cost reports, and standardized re-
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porting forms. A uniform accounting and reporting
system is not used. Instead, the Blue Cross staff
transfers the hospital data to its own format for inter-
nal analysis,

The data analysis consiats of two comparisons.
First and most important, a hospital's current request
is compared with its prior experience. Second, a
hospital’s current request is compared with the expe-
rience of a group of similar hospitals. The hospital
groups used in the analysis are based on geographic
location, size, and teaching activity. The items that
are analyzed in both comparisons are: percent of oc-
cupangcy, length of stay, employees per patient day,
average salary per employes, days of revenue in ac-
counts receivable, days of cost in inventory revenuse
per diem, financial requirements per diem, total reve-
nue per diem, operating expenses per diem, charge
per admission, and per diem cost of regsearch and
educational programs. Deviations determined during
the comparisons do not necessarily result in an ad-
verse action. The facility has the opportunity to justi-
fy any above average costs.

Based on their analysis, the staff presents the Rate
Review Committee with a recommendation to ap-
prove, disapprove, modify, or defer the requested rate
increase, If a hospital disagrees with the recommen-
dation of the staff, it may present its position before
the Committee. if the Commitiee decides to modify
or disapprove, it must specity which elements in the
hospital’s budget are considered unreasonable. The
amount of reduction in each eiement and how it ap-
plies to each payer must also be specified by the
Committee.

A hospital, the Wisconsin Hospltal Association,
Blue Gross of Wisconsin, or the State of Wisconsin
may appeal a decision of the Rate Review Committee.
Appeals must be brought before a seven-member
board which is selected from the total Appeals Board
membership of 21, within 10 calendar days of the
Committee’s decision. The board considers cases on
aliegad violation of due process and questions of
fact. The appealing party has the right to be present
at the appeal and to be represented by legal counsel,
The board ¢an uphold the Committee’s decision or re-
verse it and require the Committee to redetermine the
hospital's rate. The hoard’s decision Is final.

Contact for Additional Information

Director

Bursau of Planning and Development
Department of Health and Social Services
One West Wilson Street

Room 244

P.O. Box 309

Madison, Wisconsin 53701
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