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to the prospective payment rate for the
DRG plus the fixed loss amount.

Using the graduated per diem
methodology, RAND estimated the
payment-to-cost ratio of transfer cases
that were transferred before reaching the
geometric mean length of stay would be
0.9321. While this is somewhat less
than the payment-to-cost ratio for
nontransfer cases (0.9645), it
represented a significant improvement
over the current ratio for transfer cases
(0.7224). Using more recent data (FY
1993 MedPAR) and payment policies
(FY 1995), we estimated the
improvement in the payment-to-cost
ratio for transfer cases to be from 0.7548
under the current flat per diem policy
to 0.9701 under the graduated per diem
policy.

Section 109 of the Social Security Act
Amendments of 1994 (Public Law 103—
432), which amended section
1886(d)(5)(1) of the Act, authorized the
Secretary to make adjustments to the
prospective payment system
standardized amounts so that
adjustments to the payment policy for
transfer cases do not affect aggregate
payments. In light of this authority, we
believe the benefits of the graduated per
diem methodology now outweigh the
concerns that we expressed in the
September 1, 1994 final rule. Our
methodology for applying this
adjustment was described in section Il
of the Addendum to the proposed rule
and is included in this final rule as well.

Finally, we proposed to revise the
DRG recalibration methodology so that
transfer cases are treated as a proportion
of a full case based on the transfer
payment amount (as discussed above in
section I1.C of this preamble).
Specifically, we proposed to weight
transfer cases as less than a full
discharge based on the proportion of the
total DRG amount the hospital receives
under the graduated per diem transfer
payment methodology. This has the
effect of increasing the relative weights
of the DRGs with a high number of
short-stay transfer cases.

Comment: All of the comments we
received regarding our revision to the
transfer payment methodology were in
support of the proposal. ProPAC wrote
that **(t)his policy will improve payment
equity for hospitals that must transfer a
large number of patients to other
hospitals.”

Response: All of the comments
favored our proposal, and we have
adopted the proposal without change.
We appreciate ProPAC’s valuable
contribution to the analysis of the
transfer payment methodology. We
share its conclusion that this change

will appropriately benefit hospitals that
transfer large numbers of patients.

2. Definition of a Transfer Case

Under current policy, cases that are
transferred from an acute-care hospital
paid under the prospective payment
system to another type of provider or
unit are considered to be discharges (as
opposed to transfers) from the acute-
care hospital. As a discharge, payment
for the case is the full DRG amount.

As noted above, we are concerned
that the current trend of declining
average lengths of stay as hospitals
transfer Medicare patients into
alternative health care settings (other
than acute care) in less time may result
in a misalignment of payments and
costs under our existing payment
systems. In particular, we are concerned
that hospitals paid under the
prospective payment system may be
shifting costs (for which they are
compensated through the DRG
payments) to alternative settings, which
in turn may be paid on a cost basis.

In the September 1, 1994 final rule,
we explained our rationale for
proposing to consider patients
transferred to excluded hospitals or
units as transfers rather than discharges.
Briefly, our proposal was “‘based upon
the premise that an increasing number
of patients are being transferred to
excluded hospitals or units and that
these patients are still in the acute care
phase of treatment when they are
transferred.” (See 59 FR 45364.) We also
explained our reason for continuing to
consider patients going to a skilled
nursing facility (SNF) as discharges. In
that regard, we stated that ““(w)e did not
propose to consider discharges to SNFs
as transfers because we do not consider
SNFs to be hospital settings; thus, there
is generally little overlap with acute
care hospitals in the services provided.”
Based upon further analysis of patient
discharge trends and research on the
type and outcomes of care provided in
SNFs, as well as anecdotal evidence
drawn from the health care industry, we
no longer believe there is a clear
distinction between the type of care
provided in SNFs and the type of care
provided in hospitals or units excluded
from the prospective payment system,
such as rehabilitation and long-term
care facilities.

Therefore, we considered proposing
to expand our definition of transfers to
include not only cases going from one
hospital paid under the prospective
payment system to another but also
cases transferred to excluded hospitals
and units as well as SNFs. However, as
discussed below, our analysis has
identified problems that need to be

addressed. Nevertheless, once we are
convinced these problems can be
effectively handled, we intend to
proceed with implementing policy
changes designed to remedy this issue.

First, our analysis (as well as
anecdotal evidence) indicates that the
settings where acute care is now being
delivered are rapidly expanding and
evolving. To the extent that payment is
affected by where a patient goes after an
acute hospitalization, it is critical to
understand the clinical capabilities of
different types of settings, so that the
incentives created by the payment
system do not unduly influence the
choice of where to send a patient for
postacute care. That is, all like provider
settings should be treated equally in
terms of payment incentives. Currently,
the settings that are considered as
alternatives to acute care are expanding
rapidly, and we want to be sure that we
do not create unforeseen financial
incentives toward one alternative over
another by any redefinition of transfers.

In addition, as discussed in last year’s
final rule, hip replacement cases
(which, as a group, constitute one of the
largest sources of Medicare cases
moving from acute to postacute settings)
would be systematically underpaid
under either the current or the proposed
per diem methodology. This is because
the cost of the surgery including the
prosthetic device, which is incurred in
the first day or two of the stay,
constitutes a large percentage of the
total cost of the stay. A graduated per
diem would have to be skewed greatly
toward the first day to approximate the
daily cost distribution.

We, therefore, solicited public
comment with regard to these issues.
Specifically, we were interested in
suggestions on how best to adapt our
payment methodologies for hospitals
and units (both acute care paid under
the prospective payment system and
those excluded from this system), SNFs,
and home health agencies in response to
the evolving integrated delivery
systems. We were particularly interested
in comments and suggestions on how to
design a comprehensive payment
system that better matches payments
with the costs providers actually incur
in furnishing care (that is, reducing
hospital payments when a significant
phase of a patient’s acute episode is
treated in other than an acute hospital
inpatient setting). A major issue in
developing such an integrated payment
system is to neutralize the incentives
that arise in terms of where patients are
treated. For example, hospitals should
continue to be adequately compensated
for acute inpatient hospitalization
where appropriate, so that there will not



