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The Department of Planning and Budget (DPB) has andyzed the economic impact of this
proposed regulation in accordance with Section 9-6.14:7.1.G of the Administrative Process Act and
Executive Order Number 25 (98). Section 9-6.14:7.1.G requires that such economic impact analyses
include, but need not be limited to, the projected number of businesses or other entities to whom the
regulation would apply, the identity of any locdities and types of businesses or other entities particularly
affected, the projected number of persons and employment positions to be affected, the projected costs
to affected businesses or entities to implement or comply with the regulation, and the impact on the use
and value of private property. The analyss presented below represents DPB’ s best estimate of these

economic impeacts.

Summary of the Proposed Regulation

The proposed regulations amend the existing inpatient hospita payment methodology regulations
to remove trangition period rules and fully implement the new Diagnosis Rdated Grouping (DRG)
methodology. These amendments fulfill adirective by the 1996 Generd Assembly to implement aDRG
methodology (Chapter 912, Item 322.J.), and the settlement terms of a case brought under the federa
Boren Amendment which required DMAS and the then Virginia Hospitd Association to jointly develop
a replacement reimbursement method.
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Background
Higoricaly, the Department of Medicd Assistance Services (DMAYS) paid hospitals on a per

diem basisfor inpatient hospital services provided to Medicaid patients. On July 1, 1996, (directed by
the Generd Assembly and the terms of alawsuit settlement) DMAS implemented a new prospective
payment methodology for hospital services based largely on Diagnosis Related Groups (DRGS).

Theinitid DRG regulations cdled for atwo-year trandtion period, dlowing time for hospitals to
adjust to the new methodology. During this time, Medicaid payments transitioned by thirds each year
from per diem ratesto DRG rates. Theinitid regulations aso provided that the DRG rates be rebased
every two years, however, they did not describe the methodology to be used for the first rebasing,
which wasto be effective July 1, 1998. Consequently, DMAS sought and obtained legidative
authorization to adopt emergency regulations effective July 1, 1998, which provided the methodology
for rebasing DRG rates. Authorization was obtained to continue the emergency regulations for one

more year. These emergency regulations will expire on June 30, 2000.

Proposed Changes

The proposad regulation isintended to fully implement the DRG payment system by adopting as
afind regulation the rules that have been in place since July 1, 1998, under the authority of an
emergency regulation. According to DMAS, the language of the proposed regulation is nearly identica
to the emergency regulation thet is currently in effect and contains no substantive changes from the
emergency regulation. However, asrequired by the APA, thisregulatory package is presented as an
amendment to the existing permanent regulation, which was in effect during 1997 and 1998 to govern
the trangition period. The primary amendments cortained in the proposed regulation are as follows:

A definition section is added;
Language regarding the phase in of the DRG reimbursement method is deleted;

Certain technicd provisons, such asthe version of the Diagnosis Related Grouper to be used in the
DRG payment system and the base year used in calculating operating costs, are updated;

Payments for direct and indirect medica education costs will be made to hospitasin quarterly lump
sum amounts rather than as part of the genera payment;
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Provisons regarding prior authorization are amended to delete requirements regarding length of stay
assgnment, admissions prior to surgica date, and weekend admissions for non-psychiatric
admissions, as these requirements are obviated under the DRG system utilization review process,

and

The methodology for rebasing the DRG ratesis st forth.

Estimated Economic Impact

Many of the proposed amendments are technica in nature and unlikely to have economic
consequences. The following proposed changes may have economic effects, however: 1) the
completed phase-in of a DRG prospective payment system; 2) the payment of medica education costs
on aquarterly basis, 3) the use of prior authorization for utilization review; and 4) the rebasing of DRG

rates.

Completed Phase-in of DRG Prospective Payment System

DRG prospective payment systems are not new. Following the federd Tax Equity and Fiscal
Responsibility Act of 1982, Medicare changed its method for reimbursing hospitals to a prospective
payment system. Under this system, hospitals receive a fixed-fee prospective payment for each patient
based on the patient’ s diagnostic category. Incentives are created to minimize the length of the hospital
stay and to use lower-cost services whenever possible; this has led to concern that the quality of care
may be compromised following implementation of a progpective payment syslem. Evidence so far
indicates that efficiency in the provison of inpatient hospital services has increased as expected.
Although there is no information available to evauate the effect of the DRG system on qudlity of care
gpecificaly for Medicaid patientsin Virginia, extensve research has been conducted nationdly thet
indicates prospective payment systems do not reduce quality of care. By finalizing the conversonto a
DRG payment system, the proposed regulation may encourage continued economic benefits.

Enhanced Efficiency

One of the primary benefits of a DRG payment system isthat it promotes efficiency. Under the
previous per diem payment system used by DMAS to reimburse hospitals for Medicaid patients,
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hospitds faced a disincentive regarding efficiency-related reductions in medical costs. Efficiency-
generated reductions in the average length of patient stays more typicaly diminate “low cost” patient
daysthan “high co” patient days. Because hospitas were reimbursed according to aflat per diem,
such efficiency enhancements tended to reduce Medicaid reimbursements more than Medicaid related
costs. Asaresult, hospitals were often actudly pendized for efficiency enhancements. Moreover,
hospitds faced a perverse incentive to increase Medicaid patient lengths of stay if doing so increased the
number of “low cost” days associated with the stay.

In a DRG system, hospitals whose existing costs fdl below the systemwide average for specific
DRGs are rewarded (i.e., they are reimbursed at the system-wide average even though their current
costs are below that average). On the other hand, hospitals whose existing costs exceed the system-
wide average for specific DRGs have a continuing economic incentive to lower codts (i.e., they are
reimbursed at the system-wide average even though their costs are above that average). Thisincentive
provides a strong inducement for hospitals with high costs of treatment for certain DRGs, relative to
their peers, to substantidly reduce those cogts or, if that option is not achievable, specidize away from
the trestment of that particular diagnosis (i.e. quit providing those services). The desirable effect of such
specidization isthat it reduces overal medica costs by encouraging hospitals to produce only those
sarvicesthat they are able to provide efficiently.

The empirica evidence to date largdy substantiates the efficiency enhancing quaities of DRG
payment systems. Hospitals subject to DRG systems have been shown to exhibit greater decreasesin
average length of patient stay than hospitals subject to other payment systems.* In fact, this effect has
aready begun to be observed in Virginia Between 1993 and 1997, DMAS reports that the average
length of stay per case declined 12.6 percent.

Distributional Equity

Another economic benefit of shifting from a per diem to aDRG payment method isthat it is
intended to enhance didributiond equity in hospital reimbursements for Medicaid patients. DMAS's

'See Judy Feder, Jack Hadley, and Stephen Zuckerman, “How Did Medicare’ s Prospective Payment System
Affect Hospitals?,” New England Journal of Medicine, vol. 317 (October 1 1987) pp. 867-73; or Stuart Guterman and
Allen Dobson, “Impact of the Medicare Prospective Payment System for Hospitals,” Health Care Financing Review,
vol. 7 (Spring 1987) pp. 97-114; for examples of empirical studies that demonstrate this point.
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current per diem cellings were calculated in 1981 and were subsequently adjusted only for inflationary
increases. Thisimpliesthat under a per diem payment system, hospital's experiencing significant changes
in case mix, and consequently significant changesin average cogts, were compensated at rates that no
longer reflected their actua costs. Depending on the circumstances, some hospitals benefited by this
error while others did not. Because DRG payment systems specificaly recognize that not dl cases cost
the same to treat, and because they control for the case mix of individua hospitals by disaggregating
reimbursements according to case category, they more accurately compensate hospitals for the true
cods of their Medicaid patient loads. Thus, a DRG payment system will serve to eiminate distributiona
inequities that may have been present in a per diem payment system

I ncentive to Undertreat

A widdy cited criticiam of DRG prospective payment systemsisthat shorter lengths of stay
result from incentives for hospitas to undertrest patients and rel ease them “ quicker and Scker” insteed
of resulting from more efficiently-delivered care. Given the strong incentives for cost reduction in DRG
gystems, thisisavalid concern. Some empirica studies have demongtrated, however, that even though
DRG systems are generally associated with reduced lengths of stay, they are aso associated with
increased levels of hospital and doctor serviceintensity.? Oneimplication of this finding is that observed
reduced lengths of tay in hospitals subject to DRG payment systems are, potentidly, reflective of
increased levels of service intengity rather than undertreatment. In addition, competitive pressures and
ligbility concerns should also serve to mitigate incentives to reduce codts at the expense of patient well
being.

While specific evidence on Virginia s Medicaid program is not avallable, research on quality of
care has been conducted nationaly and those results can be extended to other prospective payment
systems with a high degree of confidence. A study sponsored by the Hedlth Care Financing
Adminigtration (HCFA) examined the effects of Medicare' s prospective payment system (PPS) on the
qudity of hospital care and found that, overdl, PPS had no negative effect on patient outcomes and did
not dter an dready existing trend toward improved process of care. The only negative post-PPS

“See Richard J. Willke, William S. Custler, James S. Moser, and Robert A. Musacchio, Collaborative Production and
Resour ce Allocation: The Consequences of Prospective Payment for Hospital Care, Quarterly Review of Economics
and Business, vol. 31, no. 1 (Spring 1991) pp. 28-47.
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change was an increase in the number of patients discharged in ungtable condition. However, the
impact on mortdity of discharge in ungtable condition did not outweigh other quaity improvements,
because overdl mortdity fell.®

Dumping

Another common disadvantage of prospective payment systemsisthat they create an incentive
for hogpitasto “dump” --- ether refuse to treat or transfer --- patients with rdatively high codts of care.
Because hospitas are reimbursed according to the average cost for each diagnosis related group, they
have an incentive to avoid treating patients whose cost of care sgnificantly exceeds the average. There
are two reasons to believe that the proposed regulation is unlikely to produce such adverse effects.
Firg, it is very unlikely that a hospita would be able to accurately identify patients in advance who
would have ahigh cost of trestment relative to their DRG category, even if the hospital had a policy that
encouraged such identification. The second reason that the proposed regulation is unlikely to generate
dumping isthat it provides a mechanism that dlows hospitas to recelve additiona compensation in the
case of “outliers” Allowing hospitas to recoup the additiona costs impaosed by outliers weakens the
incentive for hospitals to dump these patients.

Research conducted on Medicare' s prospective payment system examined whether the change
infinancid incentives resulted in fewer sck patients being admitted to the hospital. The study found thet
hospitaized patients were moreill on average than they used to be, leading the authors to hypothesize
that better paramedica services may keep moreill people dive to be hospitdized, and financid
incentives to increase admission of patientswho are not asill may be less important than are activities of
professond review organizations, increased externa review of gppropriateness of hospitdizations, or

shifts from inpatient to outpatient settings for trestment.*

Direct and Indirect Medical Education Costs

® The complete results of this study are documented in a series of articles by Katherine L. Kahn, LisaV. Rubenstein,
David Draper, Jacqueline K osecoff, William H. Rogers, Emmett B. Keeler, and Robert H. Brook in the October 17,
1990, issue of JAMA, Val. 264, No. 15, pp. 1956-1994.

* See Emmett. B. Kedler, Katherine L. Kahn, Marjorie J. Sherwood, LisaV. Rubenstein, Ellen J. Reinisch, Jacqueline
Kosecoff, and Robert H. Brook, “Changesin Sickness at Admission Following the Introduction of the Prospective
Payment System,” The Journal of the American Medical Association, vol. 264 (October 17, 1990) pp. 1962-69.
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Another provison of the proposed regulation thet is likely to have an economic consequence is
the payment of direct and indirect medical education costs on a quarterly basis. Under the prior system,
payments for medica education costs were combined with norma per diem payments. Aggregating
these payments and disbursing them on a quarterly basswill dightly reduce hospita revenue (put smply,
adallar today is worth more than adollar three months from now because a dollar today can earn
interest over those three months). A representative of the Virginia Hospita and Healthcare Association
(VHHA), contacted by DPB to obtain input from the regulated community, agreed that the quarterly
payment of medica education costs would dightly reduce hospital revenue. Overal, however, he felt
that due to the enhanced efficiency and digtributiond equity provided by a DRG system, the net financid
effect of the proposed regulation would likely be positive®

Prior Authorization

Provisions regarding prior authorization are amended to delete requirements regarding length of
stay assignment, admissions prior to surgica date, and weekend admissions for nonpsychiatric
admissions. These requirements are unnecessary under the DRG system utilization review process,
which requires prior authorization of al admissons. Under the per diem payment system, hospitals
were required to obtain authorization only after seven days. However, if an admission was determined

to be medically unnecessary, the hospita received no reimbursement.

Requiring authorization prior to admission reduces some of the risk faced by hospitals but also
may affect access to inpatient hospita care. Given that the same criterion was used to determined the
medica appropriateness of hospitdization under both payment systems (per diem and DRG), the
changein utilization review will only have a negative impact on patientsif hospitals were routingy
admitting individuas whose hospitaization was later determined to be medically unnecessary. DMAS
reports that, of the 51,879 admissions for medical/surgical reasons between October 1998 and
September 1999, only 4.9 percent were denied. Since these cases become charity care, the proposed
regulation may actualy even increase access to inpatient care, asthere islessrisk associated with

admissions for hospitas.

® Thisinformation was provided by Chris Bailey, VHHA Executive Vice President, in atelephone interview with DPB
staff.
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Rebasing of DRG Rates

When DMAS initiated the DRG payment methodology for hospita services effective uly 1,
1996, the rates were ca culated to be cost neutral with respect to the per diem payment system. The
new DRG methodology was implemented in stages. In FY 97, hospitals were paid 2/3 per diem, 1/3
DRG. InFY98, the reimbursement shifted to 1/3 per diem and 2/3 DRG. During the phase-in period,
DMAS continued to process clams exclusively according to the per diem methodology and conducted
end of the year cost settlements where the DRG rates were retroactively applied.

During the transition period (FY 97- FY 98) payments exceeded what would have been made
solely under the per diem system. According to DMAS, the additional expenditure appears to be the
result of two things. Firgt declining length of stay caused payments under the per diem interim rates to
fdl, while declining lengths of stay do not reduce DRG payments. The 12.6 percent reduction in
average LOS per case between 1993 to 1997 may have been due to a combination of previous policies
initiated by the Generd Assambly (e.g., case management measures) and efficiency improvements
resulting from implementation of the DRG system.

Secondly, the DRG “case-mix” index increased after the implementation of DRGs. The case
mix index measures the average complexity of cases under given DRG case codes. Theinitid DRG
rates were set using 1993 data. Data indicates that between 1993 and 1997, the case mix index rose
by 8.3 percent. According to DMAS, this increase does not necessarily mean that petients are actualy
sgcker. When a DRG system isfirst implemented, it is expected that measured case-mix (as opposed to
real case-mix) will increase as hospitals report diagnosis and procedure codes more consigtently and
thoroughly.

The proposed regulation sets the methodology for the DRG rates to be periodicaly “ rebased”
(updating the base year on which the DRG rates are calculated on) to reflect current costs. It is
expected that this rebasing will neutrdize the effects of changesin the length of stay and case-mix index.
In the short term, the move to a DRG payment system may increase inpatient hospital expenditures.

However, in the long term, if experience with the federd Medicare program holds for Virginia, we
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would expect to find that the trangtion to a prospective payment system would have a moderating
influence on Medicaid hospital expenditures®

Businesses and Entities Affected
The proposed regulation will affect any of the 99 hospitalsin Virginiathat provide inpatient care
to Medicaid patients.

Localities Particularly Affected
No locdlities are particularly affected by the proposed regulation.

Projected Impact on Employment
The proposed regulation is not anticipated to have a sgnificant effect on employment.

Effects on the Use and Value of Private Property
The proposed regulation is not anticipated to have a sgnificant effect on the use and vaue of

private property.

Summary
The proposed regulation amends existing regulations governing the method used by DMASto

reimburse hospitals for Medicaid patients to complete the trangition to a Diagnosis Related Grouping
(DRG) methodology. DPB anticipates that the primary economic impact of completing the trangtion to
aDRG payment method will be to enhance economic efficiency in the provison of inpatient hospita
sarvices and enhance digtributiona equity among hospitals with respect to payment for Medicaid patient
sarvices. In the short term, the move to a DRG payment system may increase inpatient hospital
expenditures. However, inthelong term, if experience with the federd Medicare program holds for
Virginia, empirical evidence suggests that the trangtion to a prospective payment system would have a
moderating influence on Medicaid hospitad expenditures without causing any significant reduction in the
qudity of care provided.

® See Gail R. Wilensky, “Medicare at 25: Better Value and Better Care,” The Journal of the American Medical
Association, vol. 264 (October 17, 1990) pp. 1996-7.
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