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The agenda for the meeting will be as 
follows:
I. Approval of the Minutes of June 1,1984
II. Director’s Report
III. Legislative Update—1985 Appropriations
IV. Other Business
V. Discussion of Conservation Program

Applicants
VI. Discussion of Special Projects Applicants
VII. Reauthorization 

Dated: June 27,1984.
Susan E. Phillips,
Director.
(FR Doc. 84-17661 Filed 6-28-84; 4:11 pm]
BILLING CODE 7036-01-M

6
NATIONAL TRANSPORTATION SAFETY 
BOARD

[NM-84-24]

time a n d  d a t e : 9 a.m., Tuesday, July 10, 
1984.
place: Conference Room 8 ABC, 8th 
Floor, 800 Independence Ave., SW., 
Washington, D.C. 20594.
status: Open.
MATTERS TO BE CONSIDERED:

1. Aircraft Accident Report—Air Canada 
Flight 797, McDonnell Douglas DC-9-32, C- 
FTLU, Greater Cincinnati Airport, June 2,
1983.

CONTACT PERSON FOR MORE 
INFORMATION: Sharon Flemming, (202) 
382-6525.
H. Ray Smith, Jr.,
Federal Register Liaison Officer.
June 29,1984.
(FR Doc. 84-17730 Filed 8-29-84; 11:11 am]

BILLING CODE 4910-58-M

7

NATIONAL TRANSPORTATION SAFETY 
BOARD

[NM -84-23]

t im e  a n d  DATE: 10 a.m., Tuesday, July 3, 
1984.
p l a c e : NTSB Board Room, 8th Floor, 800 
Independence Ave., SW., Washington, 
D.C. 20594.
STATUS: Open.
MATTERS TO BE CONSIDERED: A majority 
of the Board determined by recorded 
vote that the business of the Board 
required holding this meeting at this 
time and that no earlier announcement 
was possible.

1. Briefing by the Federal Aviation 
Administration on Program Activities Related 
to the Terminal Area Windshear Hazard.

CONTACT PERSON FOR MORE 
INFORMATION: Sharon Flemming, (202) 
382-6525.
H. Ray Smith, Jr.,
Federal Register Liaison Officer.
June 28,1984.
(FR Doc. 84-17731 F iled 6-29-84; 11:11 am]

BILUNG CODE 4910-58-M

8
POSTAL RATE COMMISSION 
t im e  a n d  d a t e : Periodic meetings 
scheduled on short notice during the 
business day in the period July 2-13, 
1984.
PLACE: Conference. Room, Room 500, 
2000 L Street, NW., Washington, D.C. 
s t a t u s : Closed.
MATTERS TO BE CONSIDERED: The 
introductory matters in Docket No. R84- 
1, Postal Rate and Fee Changes. 
CONTACT PERSON FOR MORE 
INFORMATION: Charles L. Clapp, 
Secretary, Postal Rate Commission, 
Room 500, 2000 L Street, NW., 
Washington, D.C. 20268, Telephone: 
(202) 254-3880.
Charles L. Clapp,
Secretary.
[FR Doc. 84-17738 F iled 8-29-84; 12:37 pm]
BILLING CODE 7715-01-M
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DEPARTMENT OF ENERGY

Economic Regulatory Administration

January 1981 and Entitlements 
Adjustments Notices
AGENCY: Economic Regulatory 
Administration, Department of Energy. 
ACTION: Notice of final decision; notice 
of public proceeding and public hearing.

SUMMARY: The Department of Energy 
(DOE) is announcing its final decision 
not to issue the January 1981 and Final 
Entitlements Adjustments lists (“lists”), 
thereby ending the Entitlements 
Program. In addition, DOE announces its 
intent to receive additional comments 
on the most appropriate manner to 
handle outstanding exception orders. 
DOE’s tentative decision is not to give 
effect to the entitlements exception 
orders, but to consider potential 
mechanisms which would effectuate 
those orders under which firms would 
have received money. 
d a t e s : Written comments must be 
received by August 31,1984.

Public Hearing: September 11,1984, in 
Washington, D.C. The hearing will start 
at 9:30 a.m.

Requests to Speak: By 4:30 p.m.,
August 31,1984.
a d d r e s s e s : All comments and requests 
to speak at the public hearing should be 
identified by docket ERA-R-83-01(A) 
and submitted to the Economic 
Regulatory Administration, Office of 
Management Services, Attn: Juanita 
Walls, Room GA-093, U.S. Department 
of Energy, 1000 Independence Avenue, 
SW., Washington, D.C. 20585.

Hearing Location: U.S. Department of 
Energy, Forrestal Building, DOE 
Auditorium, Room G E-086,1000 
Independence Avenue, SW.,
Washington, D.C. 20585.
FOR FURTHER INFORMATION CONTACT:

Ben McRae, Office of General Counsel, 
U.S. Department of Energy, 1000 
Independence Avenue, SW., Rm. 6E- 
042, (202) 252-6667 

Juanita Walls (Hearing Procedures), 
Office of Management Services, 
Economic Regulatory Administration, 
U.S. Department of Energy, Room GA- 
093, 1000 Independence Avenue, SW., 
Washington, D.C. 20585, (202) 252- 
4215

SUPPLEMENTARY INFORMATION:

I. The History of the Entitlements Program.
A. Origins of the Entitlements Program.
B. Operation of the Entitlements Program.
C. Modifications to the Entitlements 

Program.
1. The Small Refiner Bias.
2. Residual Fuel Oil Imports.

3. Naphtha Imported into Puerto Rico.
4. Crude Oil for the Strategic Petroleum 

Reserve.
5. California Heavy Crude.
6. Alaska North Slope Crude Oil.
7. Petroleum Substitute Entitlements 

Program.
D. Exception Relief.
II. The Decontrol Order and Subsequent 

Events Affecting the Issuance of Any Further 
Entitlements Lists.

A. The Decontrol Order.
B. Issuance of the Lists Was Delayed by 

' Litigation.
III. Decision.
A. In Executive Order 12287, the President 

Exercised His EPAA Authority to Make the 
Price and Allocation Regulations 
Noneffective.

B. Executive Order 12287 Grants DOE 
Discretion to Issue Entitlements Lists Only if 
Necessary to Implement Immediate and 
Orderly Decontrol.

C. Issuance of the Final Entitlements Lists 
is Not Necessary to Implement Immediate 
and Orderly Decontrol.

1. Transition to a Decontrolled Market Has 
Been Completed.

2 . Issuance of the Final Entitlements Lists 
Would Disrupt the Current Market.

D. Issuance of the Lists Is Not Necessary to 
Achieve the Objectives of the EPAA.

IV. Analysis of Public Comments.
A. Claims of Reliance Raised by the 

Comments Where Not Sufficient to Require 
Issuance of Further Lists.

B. Impact on Small and Independent 
Refiners Does Not Require Issuance of 
Further Entitlements Lists.

C. Other Issues Raised in the November 
^Notice Do Not Require Issuance of the Lists.

V. Treatment of Outstanding Exception 
Orders—Tentative Decision.

VI. Comments Requested.
VII. Public Comment Procedures.
A. Written Comments.
B. Public Hearing.
1. Procedure for Requests to Make Oral 

Presentation.
2 . Conduct of the Hearing.
VIII. Procedural Matters.
A. Executive Order 12291.
B. Section 7 of the FEA Act.
C. NEPA Review.
D. Section 404 of the DOE Act.
E. Regulatory Flexibility Act.

I. History of the Entitlements Program.
The decision announced today ends a 

complex regulatory program that has an 
elaborate history. The origin and 
development of this program must be 
explored in order to understand the 
context in which DOE’s decision is 
made. The Entitlements Program began 
in response to the 1973 Arab oil embargo 
and had the relatively simple purpose of 
evenly distributing among refiners the 
benefits of access to price-controlled oil. 
Over the course of its operation, 
however, the Program was repeatedly 
modified and adjusted to serve other 
regulatory objectives.

The obligations and benefits 
bestowed by the January 1981 and Final

Adjustments lists and the exception 
orders arose through operation of this 
modified Entitlements Program. Rather 
than reflecting simply an exchange of 
money between refiners based on their 
access to price-controlled oil, these lists 
and orders were part of a 
comprehensive regulatory effort 
designed to achieve a variety of goals.

As discussed more fully later in this 
Notice, the President issued Executive 
Order (E.O.) 12287 on January 28,1981, 
for the puprose of ending immediately 
all regulation of petroleum prices and 
allocation. In issuing the E.O., the 
President determined that the purposes 
of the Emergency Petroleum Allocation 
Act of 1973 (EPAA), Pub. L. No. 93-159, 
15 U.S.C. 751 et seq., were best 
accomplished by the operation of the 
free market and required the removal of 
all price and allocation controls. The
E.O. instructed DOE to take only those 
additional actions necessary to 
implement decontrol.1 At this point, over 
three years after decontrol, DOE is 
faced with the question of whether 
issuance of the lists and effectuation of 
the exception orders is necessary to 
implement decontrol. DOE has decided 
that such action, reviving one vestige of 
a complex and pervasive regulatory 
program, cannot now be construed as 
necessary or compatible with the task of 
implementing decontrol.

A  Origins o f  the Entitlements Program
In response to the Arab oil embargo of 

1973, Congress passed the EPAA. 
Section 4(a) of the EPAA required the 
President to promulgate regulations 
providing for the allocation and pricing 
of crude oil, residual fuel oil, and refined 
petroleum products produced in or 
imported into the United States. Those 
regulations were to implement, “to the 
maximum extent practicable,” the 
objectives set forth in section 4(b)(1) of 
the Act.2

1 Nothing in this notice should be construed to 
indicate that DOE does not possess continuing 
authority under the EPAA to undertake and 
complete enforcement actions arising from the 
regulations adopted under the EPAA. As discussed 
in more detail in the November Notice, 48 FR 50824 
(November 3,1983), Section 18 of the EPAA 
preserved DOE’s authority concerning enforcement 
actions.

* The objectives listed in section 4(b)(1) cover a 
broad and diverse spectrum of interests, including 
the protection of public health, safety and welfare, 
and national defense, the maintenance of public 
services and agricultural operations the 
preservation of an economically sound and 
competitive petroleum industry (including 
independent and small refiners), equitable 
distribution of crude oil and petroleum products at 
equitable prices, economic efficiency, and the 
minimization of economic distortion, inflexibility 
and unnecessary interference with market 
mechanisms.
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Under the Cost of Living Council 
(CLC), a two-tier pricing system for 
crude oil had been established in August 
1973, as part of Phase IV of the 
Economic Stabilization Program. 6 CFR 
Part 150, Subpart L, 38 FR 2238 (August, 
22,1973). This system was continued 
under the EPAA. Generally stated, the 
first sale of crude oil produced from a 
given property at or below the level of 
production from the same property in 
1972 ("old” or after February 1976,
"lower tier” oil) was subject to a 
wellhead ceiling price. The first sales of 
crude oil produced in excess of 1972 
production levels and crude oil 
produced from properties not in 
production during 1972 (“new” or after 
February 1976, “upper tier” oil), 
imported crude oil, and crude oil 
produced from “stripper” wells were not 
subject to a ceiling price.3

By mid-1974, the price of imported and 
uncontrolled domestic crude oil had 
increased dramatically in comparison 
with that of price-controlled old oil. The 
substantial price disparity that existed 
between price-controlled and 
uncontrolled crude oils, which was a 
direct result of the two-tier pricing 
system, did not have an equal impact 
upon all refiners, marketers, and 
consumers. This was due to refiners 
having uneven access to price-controlled 
old oil. '

Refiners that were forced to rely more 
heavily on uncontrolled domestic or 
imported crude oil incurred higher 
composite costs for crude oil than those 
refiners having relatively greater access 
to price-controlled old oil. The 
differences in crude oil acquisition costs 
translated into significant differentials 
in the prices that refiners could 
significant differentials in the prices that 
refiners could charge for their refined 
petroleum products under applicable 
price regulations. The end result of these 
price controls was that marketers and 
consumers were paying widely varying 
prices for the same refined product.
Price controls remained in effect after 
the end of the Arab oil embargo and 
reemergence of adequate supplies. Many 
of those refiners with higher crude oil 
acquisition costs because of their lack of 
access to price-controlled old oil, as well 
as the marketers to whom they sold, * 
experienced a severe cost-price squeeze 
in order to remain competitive.

In response to the inequities and 
distortions in the marketplace resulting

After February 1976, the Energy Policy and 
Conservation Act (EPCA), Pub. L. 94-163, amended 
t *° reclu're ceiling prices for new oil, albeit

at a higher level than for old oil. After April 1979, 
new categories of decontrolled oil were created
pursuant to the President’s discretionary authority 
under the EPAA.

from the two-tier systerm of price 
controls, the Federal Energy 
Administration (FEA), CLC’s successor, 
proposed to allocate price-controlled 
crude oil to refiners through an 
Entitlements Program. In the Notice of 
Proposed Rulemaking, the FEA stated, 
"[t]he objective of the entitlements 
program proposed is to achieve the 
equitable distribution of the low priced 
old oil among all sectors of the 
petroleum industry, including 
independent and small refiners, and 
therefore to assure that domestically 
refined petroleum products are sold at 
equitable prices by all distributors of 
petroleum products, including branded 
and non-branded independent 
marketers, including all regions of the 
United States.” 39 FR 31650 (August 30, 
1974). The final rule establishing the 
Entitlements Program was adopted 
November 29,1974. 39 FR 42246 
(December 4,1974).
B. Operation o f the Entitlements 
Program

Instead of requiring the transfer 
among refiners of the actual physical 
barrels of price-controlled crude oil, the 
Entitlements Program established a 
mechanism for money transfers among 
refiners based on their proportionate 
access to price-controlled crude oil in 
comparison to the national average. In 
general, entitlements were issued to a 
refiner on the basis of an individual 
refiner’s runs-to-stills for a given month 
multiplied by the National Domestic 
Crude Oil Supply Ratio (DOSR)4 for that 
month. If the number of entitlements 
issued to a refiner in a month was less 
than its adjusted receipts of deemed old 
oil (as defined in 10 CFR 211.62), the 
refiner was required to purchase 
entitlements in order that it share the 
benefits associated with its greater- 
than-average access to price-controlled 
oil. Conversely, it the number of 
entitlements issued was greater than a 
refiner’s adjusted deemed old oil 
receipts, the refiner was able to sell 
entitlements to compensate for its less- 
than-average access to price-controlled 
oil. 10 CFR 211.67(b)(1) and 211.67(c).

The data used to calculate firms’ 
entitlements obligations under the 
regulations were based upon refiners’ 
monthly reports of their crude oil 
receipts and runs-to-stills.5 Refiners'

4 The DOSR was defined in 10 CFR 211.62 and 
basically is the ratio of controlled domestic crude 
oil to all refiners’ crude oil runs-to-stills and thus 
represented the national average of all refiners’ 
access to price controlled crude oil. In general, a 
refiner’s runs-to-stills is the volume of crude oil 
processed by a refiner, as adjusted pursuant to
§ 211.67(d).

5 The reported data were also used to calculate 
the price of an entitlement, defined as the difference

reports were required to be filed by the 
fifth day of the second month after the 
month of measurement. Refiners’ reports 
were then processed by DOE, resulting 
in the issuance, some 10-20 days later of 
the monthly Entitlements Notice, 
specifying refiner’s entitlements 
obligations for the report month. Once . 
the Notice was published, the actual 
monetary transactions took place 
between the firms without any DOE 
involvement. The Entitlements Program 
was a zero-sum operation with the 
number of entitlements for sale 
equalling the number to be bought.

C. M odifications to the Entitlements 
Program

From the beginning of its actual 
operation, the Entitlements Program 
involved more than the relatively simple 
equalization of refiners’ crude oil costs.
It was continually altered and expanded 
as various subsidies were factored into 
the notices.

1. The Small Refiner Bias
The 1974 filial rule establishing the. 

Entitlements Program provided for the 
issuance of a greater number of 
entitlements to small refiners under 10 
CFR 211.67(E) than otherwise would 
have been issuable to those firms under 
the general rule of 10 CFR 211.67(a).

2. Residual Fuel Oil Imports
When the Entitlements Program was 

first implemented, FEA included 
provisions for the issuance of 
entitlements with respect to residual 
fuel imports. S ee 39 FR 42246 (December 
4,1974). Under these provisions, an 
entitlements benefit was accorded 
importers of residual fuel into the East 
Coast market provided the importer was 
not a domestic refiner. This subsidy was 
implemented by giving the importers a 
30 percent runs credit for purposes of 
the Entitlements Program.6By the time 
of decontrol this level had been 
increased to a 50 percent runs credit and 
the eligible “East Coast” market had 
been expanded to include Michigan.

3. Nqphtha Imported into Puerto Rico
In 1976 FEA adopted the Puerto Rican 

naphtha entitlements provisions to - 
address another problem caused by the 
price and allocation regulations. FEA 
sought to alleviate a competitive 
disadvantage suffered by Puerto Rican

between refiners’ reported weighted average cost 
per barrel for all uncontrolled domestic and 
imported oils, and their weighted average cost per 
barrel of old (lower tier) oil.

®The “runs credit” for a month is that fraction of 
an entitlement derived by multiplying the price of 
an entitlement for that month by that month s 
DOSR.
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petrochemical producers in relation to 
petrochemical producers located on the 
United States mainland. S ee 41 FR 30321 
(July 23,1976). Under the regulations in 
effect at the time of decontrol, Puerto 
Rican firms were eligible to receive an 
entitlement benefit for each barrel of 
naphtha imported for use as a 
petrochemical feedstock.
4. Crude Oil for the Strategic Petroleum 
Reserve •

The Entitlements Program contained 
special provisions with respect to crude 
oil purchased for the Strategic Petroleum 
Reserve (SPR) from April 1977 until 
decontrol on January 28,1981. The 
regulations provided for the issuance of 
entitlements to the United States 
Government for upper tier and 
uncontrolled domestic oil and imported 
crude oil acquired for the SPR. In effect, 
the Government was thus able to pay 
lower tier prices for such oil.

5. California Heavy Crude
Beginning in December 1977, the 

regulations included provisions to 
increase the production and 
marketability of heavy California crude 
oil. 42 FR 62897 (December 14,1977). The 
regulations provided that the 
entitlements obligations of refiners 
purchasing price-fcontrolled crude oil 
produced in California would be 
reduced by a specified amount that 
decreased for each degree that the 
weighted average gravity of the crude 
oil exceeded 18 degrees.

6. Alaska North Slope Crude Oil.
At the time of decontrol, the 

regulations provided for the treatment of 
price-controlled Alaska North Slope 
(ANS) crude oil as a separate category 
for purposes of the Entitlement 
Program.7 Under 10 CFR 211.67(b)(2)(iii), 
each barrel of ANS upper tier crude oil 
was treated as a fractional barrel of 
deemed old oil. As a result, price- 
controlled ANS crude oil bore less of an 
entitlements obligation than other price- 
controlled tiers to take into account the 
high costs of transporting that oil from 
the North Slope to domestic refiners.
7. Petroleum Substitute Entitlements 
Program

In order to eliminate any economic 
disincentive to the production and use of 
petroleum substitute fuels resulting from 
the operation of price controls on

7 On July 3,1980, DOE adopted a final rule 
imposing entitlement obligations on price-controlled 
ANS crude oil. 45 FR 46752 (July 10,1980). Prior to 
this rule, price-controlled ANS crude oil had been 
treated as imported crude oil for purposes of the 
Entitlements Program and thus incurred no 
entitlements obligation.

competing petroleum fuels, DOE 
adopted a series of amendments to the 
Entitlements Program. The amendments 
were designed to allocate a portion of 
the economic advantage of access to 
price-controlled domestic crude oil, in 
the form of entitlements, to users and 
producers of certain petroleum 
substitute fuels.

At the time of decontrol, the 
petroleum substitute entitlements 
provisions (10 CFR 211.67(a)(5)) 
provided for the automatic inclusion in 
the Entitlements Program of any shale 
oil used by refiners and nomrefiners; 
ethyl alcohol derived from biomass for 
use in gasohol; solid municipal waste 
and solid derivatives thereof used as 
fuel; and methane gas derived from 
municipal sewage or landfills.

Inclusion in the Entitlements Program 
was also available on a case-by-case 
basis to liquid fuels derived from 
domestic sources of coal, biomass, and 
tar sands, solid fuels derived from non- 
municipal solid waste and gaseous fuels 
derived from any domestic solid waste 
sources.

D. Exception R elief
Pursuant to section 504(a) of the 

Department of Energy Organization Act 
(DOEOA), DOE was required to provide 
for the making of adjustments to rules 
issued under the EPAA, “as may be 
necessary to prevent special hardship, 
inequity or unfair distribution of 
burdens * * 42 U.S.C. 7194. S ee also
10 CFR 205.50(a)(1). With respect to the 
Entitlements Program, DOE fulfilled this 
statutory mandate by excepting certain 
firms from obligations incurred through 
the Program. This exception relief was 
implemented each month on the lists 
published by DOE setting forth the 
number of entitlements to be brought or 
sold by participants in the program.

Exceptions were granted to address a 
variety of problems experienced by 
regulated firms. Some orders relieved 
firms of their entitlements purchase 
obligation while others required firms to 
return excess exception relief by 
purchasing additional entitlements.8

“These types of orders generally arose from relief 
received under the standards set forth in Delta 
Refining Co., 2 FEA ? 83,275 (1975) and Beacon Oil 
Co., 3 FEA 83,209 (1976). D elta/Beacon exception 
relief was granted by means of a two-step process. 
Initially, relief was granted prospectively in six 
month increments and implemented on entitlements 
notices for the period involved on the basis of firms’ 
projected financial data. At the close of each fiscal 
year, a "year-end review" was conducted based on 
firms' actual financial data, and adjustments to the 
level of relief granted were made by the Office of 
Hearings and Appeals (OHA) in a subsequent order.

Other orders resulted in the issuance of 
entitlements to firms to compensate for 
unsold entitlements due to the default of 
certain Entitlements Program 
participants in satisfying their 
entitlements purchase obligations. Some 
orders granted firms additional 
entitlements to sell on a future notice to 
correct their past reporting errors or 
mistakes in previous notices. In 
addition, some firms were granted 
entitlements to sell for reasons that . 
were not directly connected to the 
Entitlements Program. Both before and 
after decontrol certain of these orders 
were affirmed or modified by the 
Federal Energy Regulatory Commission 
(FERC) or a court. All of these 
obligations or benefits originally were 
based upon the expectation of an 
ongoing Entitlements Program. At the 
time of decontrol a number of exception 
orders were outstanding. After 
decontrol, OHA, FERC, and the courts 
continued to grant conditional exception 
relief.
II. The Decontrol Order and Subsequent 
Events Affecting the Issuance of Any 
Further Entitlements Lists.

A. The D econtrol Order
In 1975 Congress enacted the EPCA 

which amended the EPAA to provide for 
the termination of price and allocation 
regulations no later than September 30, 
1981. Congress recognized, however, 
that an earlier termination of these 
regulations might be in the public 
interest and provided that after April 30, 
1979, “the President’s authority to 
promulgate, make effective, and amend" 
the regulations under the EPAA became 
“discretionary, rather than mandatory."

-  15 U.S.C. 760(g). Accordingly, at any 
time after April 30,1979, the President 
was empowered to rescind the price and 
allocation regulations or terminate their 
effectiveness.

On January 28,1981, the President 
exercised his discretionary authority 
and issued Executive Order 12287 (E.O. 
12287) in which he ordered, effective 
immediately, the elimination of 
remaining federal controls on crude oil 
and refined petroleum products. 
Focusing on the Entitlements Program, 
the President stated that “elimination of 
price controls will end the entitlements 
system, which has been in reality a 
subsidy for the importation of foreign 
oil.”9

Executive Order 12287 made the price 
and allocation controls non-effective. In 
order to provide for the immediate and 
orderly termination of controls,

“Statement of the President on E .0 .12287. 
Weekly Comp. Pres. Doc. 53 (Jan. 28,1981).
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however, the President delegated to the 
Secretary discretionary authority to take 
certain actions, including the issuance of 
entitlements notices and adjustments for 
periods prior to decontrol. However, the 
President limited use of this authority to 
those actions necessary to implement 
decontrol in an immediate and orderly 
fashion.
B. Issuance o f the Lists Was D elayed by  
Litigation

A considerable amount of litigation 
followed the issuance of the docontrol 
order. Although DOE issued the 
December 1980 Entitlements Notice,10 
the Department was prevented from 
making a decision concerning 
publication of the January 1981 
Entitlements Notice promptly after 
decontrol because various courts issued 
a number of temporary restraining 
orders and preliminary injunctions in 
favor of firms that anticipated 
entilements purchase obligations as a 
result of the Notice.11 All of these 
temporary restraining orders and 
preliminary injunctions forbidding 
publication of the January 1981 Notice 
ultimately were vacated.

However, during the period those 
temporary restraining orders and 
injunctions were in effect, the Mobil Oil 
Corporation obtained a preliminary 
injunction barring the issuance of any 
further entitlement notices on June 3, 
1981. M odil Oil Corporation v. 
Department o f Energy, 520 F. Supp. 420 
(N.D.N.Y. 1981). This preliminary 
injunction was vacated by the 
Temporary Emergency Court of Appeals 
(TECA) on August 7,1981. 659 F. 2d. 150 
(1981). Mobil petitioned the Supreme 
Court for certiorari, however, and 
Justice Brennan stayed TECA’a 
judgment pending Supreme Court 
consideration of Mobil’s petition. The 
Supreme Court denied certiorari and 
lifted the stay on December 7,1981. 
Currently Mobil’s lawsuit on the merits 
is pending before the district court.12

1046 F R 14151 (February 26,1981). Since it was issued soon after decontrol, it did not burden the orderly transition to a decontrolled environment"These injunctions did not prevent DOE from adopting a final rule to provide a mechanism for effectuating adjustments to crude oil receipts in the last four nonths of the Entitlements Program, and for effectuating court, FERC, and OHA decisions regarding entitlements obligations. 46 FR 36092 (July 
13,1981). The Entitlements Adjustment Rule provided for a final entitlements adjustments list to be published after the January 1981 Notice and after all entitlements participants had reported their adjustments and amendments relating to the October 1980 through January 1981 period. The rule would not be operative unless the January 1981 notice was published.

12 At the present time there are a number of 
outstanding lawsuits challenging on various grounds 
DOE s authority to issue the January 1981 and

While Mobil’s preliminary injuction 
was in effect, on September 30,1981, the 
District Court of the Central District of 
California held DOE’s Ruling 1981-1 to 
be partially invalid. DOE issued Ruling 
1981-1 to respond to questions raised by
E. O 12287. The portion invalidated by 
the Court was DOE’s interpretation that 
expenses incurred or paid after January 
27,1981, with respect to the Tertiary 
Incentive Program (10 CFR 212.78) could 
be used as a basis for recertifying price- 
controlled crude oil sold prior to January 
28,1981 to uncontrolled status. Union 
O il Co. v. DOE, 530 F. Supp. 717 (C.D. 
Cal. 1981).13 On February 10,1982, the 
District Court for the District of Nevada 
upheld the validity of Ruling 1981-1, but 
held that the so-called “in-house” 
expenses amendment to the Tertiary 
Incentive Program regulations was 
promulgated invalidly. Tosco v. DOE, 
532 F. Supp. 686 (D Nev. 1982).

% Because the resolution of the legal 
issues presented in these cases clearly 
would affect firms’ obligations on the 
final entitlements lists, DOE announced 
that it would not issue the final 
entitlements lists at that time and would 
provide at least 30 days notice before 
issuing any further entitlements lists.
S ee 46 FR 60231 (December 9,1981); 47 
FR 11549 (March 17,1982). As the delays 
necessitated by the various lawsuits 
distanced issuance of the lists from 
other steps that implemented decontrol, 
DOE announced on July 13,1982 that it 
would conduct a public proceeding to 
obtain the views of interested persons 
concerning “any changes in 
circumstances that may have occurred 
or other matters that might affect the 
publication of further entitlements lists." 
47 FR 30279. DOE stated that only after 
consideration of such views would it 
make a final decision as to whether to 
issue further entitlements lists.

The Union and Tosco cases were 
considered together on appeal, and on 
September 1,1982, TECA ruled in favor 
of DOE both with respect to Ruling 
1981-1 and the “in-house” expenses 
amendment Union O il Co. v. DOE, 688
F. 2d 797 (Temp. Emer. Ct. App. 1982). 
Union petitioned for certiorari to the 
Supreme Court and on February 22,

Entitlements Adjustments Notices. Among these 
cases are A shland O il Co. v. DOE, C.A. 81-0187- 
L(A) (W.D. Ky.); M arathon O il Co. v. DOE, C.A. 81- 
834 (N.D. Ohio); M obil O il Corp v. DOE, C.A. 81-/ 
CV-340 (N.D.N.Y.)' and S hell O il Co. v. DOE. C.A. 
81-339 (D. Del.).

*s Earlier, a Delaware District Court had denied a 
preliminary injunction aganist the continuation of 
the Teritiary Incentive Program after January 28, 
1981, on the grounds that plaintiffs has failed to 
show irreparable injury or that they wer likely to 
succed on the mertis. Diamond Sham rock Inc. v. 
Edwards, 510 F. Supp. 1378 (D. Del. 1981).

1983, that petition was denied. 103 S.Ct. 
1986.

Following the denial of certiorari,
DOE began efforts to determine whether 
any further actions in connection with 
the Entitlements Program should be 
taken. On November 3,1983, DOE 
announced its tentative decision not to 
issue the January 1981 and Entitlements 
Adjustments Notices. 48 FR 50824 
(November 3,1983). In order to insure a 
comprehensive review of the 
Entitlements Program, DOE’s November 
Notice discussed its position in detail 
and solicited comments concerning all 
the issues in connection with its 
tentative decision.

On December 6 and 7,1983, DOE held 
a public hearing on its tentative decision 
not to issue the final entitlements lists. 
Over 25 persons presented their views 
at this public hearing. In addition, over 
100 interested parties submitted written 
comments.

III. Decision.

In response to the November Notice, 
DOE received information on many 
aspects of the Entitlements Program. 
After reviewing the comments and 
further analyzing DOE’s responsibilities 
in this matter, DOE has decided not to 
issue any additional entitlements lists. 
DOE’s review and further legal analysis 
convinced it that its focus must be on: 
(A) The President’s exercise of his 
EPAA authority in E.O. 12287 to make 
price and allocation regulations 
noneffective; (B) the limitation placed on 
DOE discretion by E.O. 12287 enabling 
DOE to take only those actions 
necessary to implement immediate and 
orderly decontrol; (C) whether issuance 
of the final lists is necessary to 
implement immediate and orderly 
decontrol; and (D) whether any 
comments persuasively indicate other 
factors compelling a different approach. 
The following sections set forth DOE’s 
analysis of the relationship between- 
these factors and the issuance of any 
further lists.
A. In Executive Order 12287, the 
President E xercised His EPAA 
Authority to M ake the Price and 
A llocation Regulations N oneffective

Congress gave the President authority 
under the EPAA to decide whether to 
continue price and allocation „ 
regulations after April 30,1979. The 
President was empowered to determine 
generally what form, if any, price and 
allocation controls should take. In other 
words, between May 1,1979 and the 
expiration of the EPAA on September 
31,1981, the President was vested with 
the authority to remove all controls.
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The President exercised this authority 
on January 28,1981, when he issued E.O. 
12287. Essentially, the President 
determined that the most expeditious 
way to achieve the purposes of the 
EPAA was to return immediately and in 
an orderly fashion to a decontrolled 
market. In issuing the E.O. the President 
stated:

Restrictive price controls [had] held U.S. oil 
production below its potential, artificially 
boosted energy consumption, aggravated our 
balance of payments problems and stifled 
technological breakthroughs. Price controls 
[had] also made us more energy-dependent' 
on the OPEC nations—a development that 
[had] jeopardized our economic security and 
undermined price stability at home.14

Any further actions by the Secretary of 
Energy under EPAA authority delegated 
to him by the President must be 
evaluated in the context of the 
President’s decision to terminate price 
controls and return to a decontrolled 
market.
B. Executive Order 12287 Grants DOE 
D iscretion to Issue Entitlements Lists 
Only I f  N ecessary to Implement 
Im m ediate and Orderly D econtrol

The Secretary can take actions in 
connection with the Entitlements 
Program only pursuant to EPAA 
authority delegated by the President.
The Original delegations of authority to 
the Secretary occurred in E.O. 11790, as 
amended by E.O. 12038. When the 
President issued E .0 .12287, he did not 
revoke the original delegation orders. He 
did, however, significantly modify the 
nature of the delegated authority and 
imposed limitations on its exercise.

Executive Order 12287 provided a 
specific framework for decontrol.
Section 1 of the E.O. exempted 

„immediately crude oil and refined 
petroleum products from the price and 
allocation regulations. Section 2 
continued certain regulatory programs 
until March 31,1981, notwithstanding 
section 1. Section 3 granted the 
Secretary limited authority to take . 
actions under the EPAA, including the 
issuance of additional entitlements 
lists.15

14 Statement of the President on E.O. 12287, 
Weekly Comp. Pres. Doc. 53 (Jan. 28,1981).

,sIn Union O il v. D O E, 688 F. 2d 797, 808 (Temp. 
Emer. Ct. App. 1983) the Temporary' Emergency 
Court of Appeals concluded that DOE’s 
interpretation of E.O. 12287 was a reasonable one 
and consequently should be accepted. DOE’s 
interpretation in the Union case was that the E.O. 
made the price and allocation control non-effective 
after January 27,1981. Because the Order was 
effective "immediately,” not retroactively, it did not 
affect the regulations governing prices charged in 
crude oil sales prior to decontrol. On the other hand, 
with respect to reporting and recordkeeping 
requirements (Section 2(a)), three programs

Section 3 states:
The Secretary of Energy m ay pursuant to 

Executive Order No. 11790, as amended by 
Executive Order No. 12038, adopt such 
regulations and take such actions as he 
deems necessary to implement this order, 
including the promulgation of entitlements 
notices for periods prior to this order and the 
establishment of a mechanism for 
entitlements adjustments for periods prior to 
this Order. E .0 .12287 (emphasis added].

Section 3 makes clear that any further 
exercise of the Secretary’s delegated 
authority is discretionary. Section 3 
provides that the Secretary “may” take 
actions under the EPAA, including 
issuance of entitlements notices. Usage 
of this term is significant, since courts 
have typically held that, ”[m]ay is a 
permissive word * * * and will be 
construed to vest discretionary power 
unless the context of its use clearly 
indicates a purpose to use it in a 
mandatory sense.” 16 Unlike section 2 
which provides that the Secretary 
“shall” continue some specific 
regulatory activities, section 3 did not 
mandate the continuation of any 
regulatory programs made non-effective 
by the President in section 1. Section 3 
gave the Secretary the discretion to act, 
but did not obligate him to take any 
action, including the issuance of any 
further entitlements notices.

Any exercise of Secretarial discretion 
was, however, specifically limited. 
Section 3 provides that the Secretary 
may take only those actions necessary 
to implement E.O. 12287. The stated 
purpose of the E.O. was “to provide for 
an immediate and orderly decontrol of 
crude oil and refined petroleum 
products.” Consequently, the Secretary 
can exercise his delegated authority to 
issue the remaining lists only if he 
determines that such action is necessary 
for immediate and orderly decontrol.
C. Issuance o f Final Entitlements Lists 
Is Not N ecessary to Implement 
Im m ediate and Orderly D econtrol
1. Transition to a Decontrolled Market 
Has Been Completed

Issuance of the final entitlement lists 
is not necessary to implement 
immediate and orderly decontrol 
because the transition to a decontrolled 
market has been completed. The

governing the allocation of middle distillates arid 
Canadian crude oil (Section 2(b), 2(c), and 2(e)), 
allocation orders previously issued under the "Buy- 
Sell” Program (Section 2(d)) and the Entitlements 
Program (Section 3), these programs imposed price 
and allocation controls on crude oil and petroleum 
products after the date of decontrol. Accordingly, it 
was necessary specifically to remove these 
programs from the effect of the order.

w Koch Refining Co. v. D O E, 658 F. 2d 799, 803 
(Temp. Emer. Ct. App. 1981).
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President issued E .0 .12287 over three 
years ago and, as a result of the E.O., 
petroleum markets have changed 
dramatically.

Since decontrol, average prices borne 
by American consumers for crude oil 
and refined petroleum products have 
decreased markedly. With the removal 
of controls, the average domestic 
wellhead price initially increased from 
$28.85/bbl in January 1981 to $34.14/bbl 
in February 1981. By December 1981, 
however, the price had decreased to 
$30.72/bbl. The downward trend has 
continued with the price being $28.12/ 
bbl in December 1982 and $26.09/bbl in 
November 1983. Since the removal of 
controls, the average price of imported 
oil has also decreased. The price has 
fallen from $38.85/bbl in January 1981 to 
$35.95/bbl in December 1981, to $32.85/ 
bbl in December 1982, to $29.09/bbl in 
November 1983. The average retail price 
for motor gasoline increased from 
$1.269/gal. in January 1981 to $1.353/gal. 
in February 1981, and leveled at 
approximately the same price 
throughout 1981. During 1982 the price 
began to decrease, and by December 
1982 the price was $1.244/gal. This trend 
has continued, and in December 1983 
the price was $1.215/gal. In addition, 
crude oil import volumes have 
decreased from an average of 4,396,000 
b/d in 1981 to 3,488,000 b/d in 1982, and 
to 3,303,000 b/d in 1983. At the same 
time, domestic production has increased 
from an average of 8,572,000 b/d in 1981 
to 8,649,000 b/d in 1982, and to 8,656,000 
b/d in 1983. 17

The refining industry also has 
adjusted to a decontrolled environment. 
During 1981, 450,940 b/d of refining 
capacity was shut down. This was 
followed in 1982 by the shutdown of 
1,208,690 b/d in refining capacity. During 
1982, however, the amount of refining 
capcaity shut down decreased from 
584,600 in the second quarter to 273,710 
in the third quarter to 60,600 in the 
fourth quarter. In 1983, the amount was 
669,034 for the entire year. A review of 
the number of refinery closings in the 
same period confirms this pattern of 
change. Twenty-three refineries closed 
in 1981, 63 in 1982 and only 18 in 1983.18

The price and allocation regulations, 
especially the Entitlements Program, 
subsidized many inefficient refinery 
operations. When these subsidies were 
terminated, those refining operations

17 The data in thjis paragraph are derived from the 
January 1984 Monthly Energy Review published by 
the Energy Information Administratrion (EIA).

18 The data in this paragraph are derived from the 
1982 Petroleum Supply Annual and the December 
1983[2] Petroleum Supply Monthly published by 
EIA.
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which could not remain profitable in a 
decontrolled market discontinued their 
refining operations. Although the 
refining industry today is not static, 
changes occuring at the point are not a 
direct response to the act of decontrol. 
Rather, they are the changes which 
result in an industry free to respond to 
market conditions.

2. Issuance of the Final Entitlements List 
Would Disrupt the Current Market

Further operation of the"Entitlements 
Program would be contrary to the 
objectives of E .0 .12287 because it 
would disrupt the competitive status 
among refiners functioning in a  
competitive, unregulated market. In the 
current market, prices and supplies of 
crude oil and refined petroleum products 
are set by market conditions and not by 
government regulations. Any further 
transfers of money under the 
Entitlements Program would benefit 
some firms and place burdens on others, 
without regard to a firms’s efficiency or 
current onditions and in derogation of 
current market operations. Money 
would be transferred on the basis of 
transactions that were part of a complex 
regulatory process halted over three 
years ago. These one-time transfers are 
now wholly removed from the feedstock 
costs associated with current product 
sales and thus could not promote market 
efficiency. Instead, entitlements-sellers 
would obtain a windfall that could 
provide and advantage over competitors 
who would be entitlements-buyers.

For example, sellers would have the 
option of using funds acquired from 
competitors to subsidize costs of making 
refined products in order to expand 
market share. In a competitive market 
buyers of entitlements would likely be 
hard-pressed to counter such action. 
Entitlements sellers could increase their 
market shares at the expense of 
entitlements buyers not because of more 
efficient operations, but rather because 
of the one-time transfer of money 
through renewed operation of a defunct 
regulatory system. While some 
consumers might pay lower prices for 
gasoline temporarily, the interests of all 
consumers would be disserved in the 
long run since those refiners which 
increased their market share because of 
governmental interference could face 
less competition in the future.

The magnitude of this regulatory 
interference in today’s market can be 
illustrated by viewing the possible 
effects issuance of the lists could have 
on the gasoline prices of refiners. DOE 
has calculated the amount various 
refiners would have to raise of lower

their gasoline prices in each PADD, 19 
other factors being equal, to account for 
their entitlements benefits or burdens.20 
In PADD V, for example, one 
entitlement-seller could lower its per 
gallon price by 6.5 cents without 
affecting net revenues. On the other 
hand, one entitlement-buyer would have 
to raise its price by 5.1 cents to maintain 
net revenues.

D. Issuance o f  the Lists Is Not 
N ecessary to A chieve the O bjectives o f  
the EPAA

In deciding whether to issue the lists, 
DOE began its analysis by looking to the 
EPAA for decision-making criteria as it 
had done in regulatory actions prior to 
the issuance of E .0 .12287. E .0 .11790, as 
amended by E .0 .12038, delegated to the 
Secretary the President’s authority 
under the EPAA on an unrestricted 
basis. The EPAA provides that the price 
and allocation regulations should 
achieve certain objectives to the 
maximum extent practicable. The 
November Notice focused on the 
consistency of issuing the lists with the 
objectives of the EPAA, especially 
equitable distribution of controlled oil, 
competitive viability of small and 
independent refiners, equitable pricing 
and minimizing economic distortion. The 
tentative conclusion expressed in the 
November Notice was that issuance of 
the lists would not be consistent with 
the objectives of the EPAA.

The Department received over one 
hundred comments in writing 
subsequent to the public hearing. Not 
surprisingly, the analysis contained in 
the comments directly reflected the 
financial stake the commenter had in the 
outcome of this proceeding. DOE has 
now fully assessed these comments and 
concludes that the facts and analysis 
presented in the comments do not 
provide any compelling reasons for 
publication of further lists as the course 
that would best implement either the 
objectives of the EPAA or immediate 
and orderly decontrol.

DOE will address here significant 
arguments in the comments in favor of 
issuing further Entitlements lists.21

‘'T h e  relevant market for gasoline sales is 
smaller than a PADD and may, in fact, be smaller 
than a state. If a refiner sought to increase its 
market share in a particular market, it could 
concentrate its entitlements benefits in that market. 
The effects on market shares in a particular market 
thus could be much more significant than DOE's 
analysis.

“ DOE analyzed the ten largest gasoline 
marketers in each PADD by dividing a marketer's 
1983 sales volume in a PADD into its entitlements 
benefit or burden.

21 Comments concerning the agency’s legal 
authority not to issue further lists and the impact 
such lists would have on the current market have

IV. Analysis of Public Comments.
A. Claims o f R eliance R aised  by  the 
Comments W ere Not Sufficient to 
Require Issuance o f Further Lists

In the November Notice, the 
Department tentatively determined that 
reliance by refiners on issuance of 
further lists was not a major factor 
militating for publication. 46 FR at 
50832-50833. This conclusion was based 
on DOE’s determination that firms could 
not have reasonably relied on issuance 
because the industry recognized by 
January 1981 that immediate decontrol 
was likely, and no post-decontrol 
entitlements mechanism had been 
established at that time. Also, the 
Department noted that as firms could 
not be sure of their exact position on 
prospective entitlements notices, 
reliance by refiners on having a 
particular entitlements position was 
impossible as a factual matter. Id. The 
latter point was viewed as especially 
compelling in light of the announced 
possibility of a negative DOSR for 
January. Id.

A number of refiners disputed the 
Department’s tentative conclusions on 
reliance, claiming that refiners did rely 
on issuance of the last lists, and that 
such reliance requires that the lists be 
issued. E.g., American Petrofina at 16- 
18, Arco at 45-57, Tosco at 50-58. As 
Tosco frames this contention (at 50):

Tosco and other refiners legitimately relied 
on the regulations requiring issuance of the 
January Notice and DOE’s assurances that 
the remaining notices would be issued in 
making their crude oil purchase decisions 
prior to decontrol, pauing tertiary 
recertifications after decontrol, and otherwise 
conducting their business. This reliance 
confirms that DOE would be acting contrary 
to law if it were not to issue the remaining 
notices.

Concerning the contention that 
refiners could not have relied on 
issuance of the January list because of~ 
imminent decontrol, a number of 
commenters asserted, on the contrary, 
that they did so rely. E.g., Chevron at 
34-37; Arco at 45-46. As Chevron puts it 
(at 35; footnote omitted):

The fact that Cheviron and other refiners 
made their crude oil supply decisions . 
applicable to the first 27 days of January 1981 
on the same basis as they had throughout the 
Entitlements Program demonstrates their 
reliance on the issuance of the entitlements 
notice for January 1981.

Chevron concludes that if it had 
known that it could have acquired price- 
controllfed oil for the first 27 days of

been addressed in the discussions of these issues. 
infra.
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January 1981 that would not have been 
subject to an entitlements obligation, it 
would have been to Chevron’s 
advantage to have done so.

On the other hand, as a factual matter, 
a number of the comments disparaged 
claims of reliance by refiners. E.g., 
Amerada Hess Corporation at 27-31; 
Beacon Oil Company at 10-13; Exxon at 
20 and 23. These commenters confirm 
DOE’s assertion that reliance on 
issuance of the January 1981 list would 
have been an "imprudent” business 
decision on the part of a refiner, in view 
of the likely imminence of decontrol and 
the independent possibility of a negative 
DOSR. Amerada Hess at 28. Moreover, 
they dispute that business decisions 
were made in reliance on further lists. 
First, as many commenters pointed out, 
even with advance notice of non­
issuance, refiners would not have been 
able to change their positions in view of 
the fact that “[mjost crude purchasing 
arrangements are continuing in nature 
and therefore not generally susceptible 
to month-by-month change.” Exxon, 
Attachment 2, at 5. This was particularly 
true in January 1981, when the supplier- 
purchaser rule was still in effect and 
supplies of price-controlled oil were 
extremely low, limiting a purchasers 
discretion. Id. “ Moreover, "crude oil 
would not [have been] selected solely 
on the basis of its tier category, * * * 
[but] had to be compatible with a 
refinery’s configuration and its desired 
product slate.” Beacon Oil Company at 
10.

Thus, DOE’s review of the comments 
clearly indicates that any claims of 
reliance are not predicated on the 
realistic possibility that refiners would 
or could have changed positions even 
had they been certain in January 1981 
that no more lists would be issued.

Some commenters seeking to establish 
claims based on reliance pointed to the 
agency’s pronouncements and 
regulatory actions in a number of 
contexts during 1981 as "assurance” or 
"reason to believe” that the last lists 
would be issued. E.g., American 
Petrofina at 17-18. First as the comments 
indicate, crude oil purchases for January 
1981 would have been made prior to 
those post-decontrol events. Thus, no 
reliance or change in position on the 
part of any firm could have been based 
on these post-decontrol pronouncements 
by the agency. More importantly, as to 
such claims, it must be emphasized that 
whatever the pronouncements of the 
Department might have indicated in 
1981, such statements were based on 
circumstances then prevailing. The final

** Chevron seems to acknowledge this view. 
Chevron at 36.

decision with respect to the termination 
of the Entitlements Program is being 
made in 1984 when the circumstances 
are different. In light of the previously 
discussed limitations on the exercise of 
Secretarial discretion, it is the situation 
at the present time that is significant. 
Commenters making this "assurance” 
argument ignore the fact that whatever 
the agency’s statements may have 
indicated in 1981, it was clear on July 13, 
1982 when the intent to hold this public 
proceeding was announced, that there 
was at least a possibility that further 
lists would not be issued.

In view of the foregoing, the 
Department concludes that its tentative 
determination in the November Notice 
that reliance by refiners was not a factor 
militating in favor of issuance of further 
fists is essentially confirmed by the 
comments received. In view of the facts 
and analysis submitted, we conclude 
that those refiners which claim to have 
relied upon the issuance of further fists 
have not demonstrated that they could 
or did take any detrimental action in 
reliance on a belief that further lists 
would be published.

Moreover, as several commenters 
pointed out, even if such a showing had 
been made, such reliance could not have 
any effect as a matter of law. E.g., 
Ashland at 109. The real basis of the 
refiners’ claims of reliance is in the 
nature of an expectation, rather than a 
legally operative "justifiable reliance.” . 
Our review of the applicable authority 
concerning this issue indicates that a 
private party’s expectation that it will 
continue to receive benefits conferred 
by means of a governmental program 
does not create a right to receipt of 
continued benefits. "Mere expectation of 
government benefits in the future does 
not bar the government from eliminating 
those benefits.”23

The President’s ability to order that, 
regardless of industry expectation, no 
further fists would be published as of 
the date of decontrol, was not 
challenged by any commenter. There is 
no reason why the President’s 
delegation of the discretion to determine 
whether further fists would issue should 
transform the legal significance of these 
expectations. As a matter of law, then, 
refiners could not have relied on any 
expectation they might have had 
concerning the issuance of the last 
entitlements notices.

In the November Notice, DOE asked 
several questions concerning the 
relationship between the Tertiary 
Program and the Entitlements Program. 
In general, the Tertiary Program allowed 
a producer to sell otherwise price-

23 Richardson v. Belcher, 404 U.S. 78, 80 (1971).

controlled crude oil at the market price 
in order to offset expenses incurred by 
the producer in connection with a 
tertiary project. Several commenters 
asserted that the Tertiary Program 
operated to create a reliance-type 
interest in the issuance of further lists.

Intergrated refiners argued they 
incurred expenses, as well as increased 
Windfall Profit Tax liabilities, on the 
assumption they would receive money 
through the operation of the 
Entitlements Program. This argument is 
premised on the fact that producing 
entities in integrated refiners sold much 
of their production to the refining 
entities in the same firms The result of 
these intracorporate sales was that 
integrated refiners did not receive 
money from outside sources until they 
sold entitlements based on certifications 
of oil as tertiary oil. DOE does not find 
this argument persuasive. The Tertiary 
Program was intended to promote 
tertiary projects by permitting producers 
to charge market prices for their 
production. The entitlements Program 
was connected with the Tertiary 
Program only indirectly, in the same 
way as other regulations which 
permitted sales of crude oil at market 
prices. The decision by producing 
entities in integrated refiners to charge 
market prices to affiliated refining 
entities does riot create any right to the 
issuance of further fists.

Non-integrated refiners argued the 
Tertiary Program required them to pay 
twice for the same barrel of crude oil. 
This argument is premised on the fact 
that crude oil could be recertified to the 
refiner as tertiary oil after the refiner 
had reported the oil to the Entitlements 
Program as price-controlled oil. Many 
refiners entered into private contracts 
requiring them to pay the recertified 
price. The comments do not establish 
the extent to which such recertifications 
took place. In any event, DOE believes 
that these recertifications, like 
recertifications for reasons other than 
the Tertiary Program, create no rights to 
the issuance of further fists.
B. Im pact on Sm all and Independent 
R efiners D oes Not Require Issuance of 
Further Entitlements Lists

In November Notice, DOE suggested 
that “the combined impact” of the final 
entitlements notices “would impose 
substantial financial burdens on small 
and independent refiners,” in that as a 
class, for the first time in the Program s 
history, they would be paying the major 
refiners as a class. 48 FR 50830-50831.

A number of commenters urging 
publication disputed this conclusion.
E.g., Arco at 30-35, Tenneco at 4-9.
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Tenneco, which advances one of the 
most detailed criticisms of the 
November Notice in this regard, 
contends that the Department's analysis 
is based on artifical speculation,.the 
effect of which is to elevate the status of 
small refiner purchasers at the expense 
of the other participants in the Program. 
Thus, for example, Tenneco argues that 
the November Notice analysis fails to 
consider the impact of not publishing the 
lists on individual small refiner sellers.
It also contends that nonissuance will 
relieve six large independents of their 
obligations without any showing of 
injury on their part, while resulting in 
lost benefits for one large independent 
and a number of small refiners.

In addition, DOE’s analysis has been 
criticized by some commenters, Tosco at 
75-85, for including the effect of 
exception orders in the final 
entitlements lists because they believed 
DOE’s tentative determination was to 
effectuate exception orders regardless of 
whether any further entitlements lists 
were published. DOE, however, is 
announcing in this Notice its tentative 
decision not to effectuate exception 
orders to the extent they require 
transfers of money among refiners. In 
any event, DOE did recalculate its 
analysis to take out the effects of 
exception orders. This recalculation 
showed that small and independent 
refiners as a class would pay over $57 
million if the final lists were issued, 
while the major refiners as a class 
would receive over $61 million.

A fair assessment of the comments 
critical of the agency’s views in this 
regard is that various conclusions can 
be drawn concerning the impact of 
issuance or nonissuance of the lists on 
different groups of refiners and on 
individual refiners. However, the 
comments do not convince us that the 
basis of our original assessment is 
incorrect. The statute and the 
regulations define the protected class of 
small and independent refiners. Simple 
aggregation of the obligation by class as 
determined by the lists published with 
the November Notice leads to the 
conclusion that small and independent 
refiners as a class would make transfer 
payments to the major integrated 
refiners as a class, were the lists given 
effect. While it is true that individual 
firms within each class may be 
benefited by a decision that is 
unfavorable to the interest of the class 
us a whole, the nature of rulemaking 
itself is to deal with classes generally,
® t h e r e  may be anomalies within 
the class and that is the case here as 
well. The consequences of issuance or 
nonissuance on small and independent

refiners, as a statutorily-based 
regulatory class, are of more 
significance than the effect on individual 
refiners. The comments do not alter our 
conclusion that issuance would have a 
disportionately adverse impact on that 
class.

More importantly, none of the 
comments critical of the agency’s 
approach indicate an adequate basis to 
compel issuance of the last lists. Thus, 
while the agency continues to believe 
that the harm to small and independent 
refiners if final lists were issued 
outweighs the harm to potential sellers 
if no notices are issued, this factor 
cannot outweigh the conclusion that the 
objectives of decontrol are best met by 
no further publication of entitlements 
lists. In other words, whatever course 
the agency takes, some refiners will 
benefit, others will lose. However, the 
potential impact on any refiner is not 
such that it would compel issuance of 
further lists when the Department has 
decided that such issuance would 
conflict with the Department’s 
fundamental regulatory duty.24

C. Other Issues R aised  in the N ovem ber 
N otice Do Not Require Issuance o f the 
Lists

Several areas for comment raised by 
the November Notice concerned the 
Department’s assessment that issuance 
of the final lists would have been 
irrational because defects that had 
developed in the last months of the 
operation of the Program had become 
substantially aggravated immediately 
prior to decontrol. For example, the 
November Notice noted that the last 
regular list would allocate only 5.3 
million barrels of deemed old oil, less 
than 1.4% of the oil actually received by 
refiners during January, resulting in a 
transfer of $150 million, representing 
less than 1.2% of the industry's crude oil 
costs for this period. 48 FR 50829-30. As 
a result, the department tentatively 
concluded that the amount of price- 
controlled oil to be allocated by 
issuance of the January notice “would 
be so small that it would have no impact 
on the competitive viability of the 
industry or any segment thereof.” 48 FR 
50830 (footnote omitted).

Concerning the small amount of crude 
to be allocated, the comments were, 
taken as a whole, inconclusive. 
Commenters taking issue with DOE on 
this point argued that the amount of 
crude oil to be allocated was an

14 In this regard, we note that no comments 
indicated that any refiner would go out of business 
as a result of issuance or non-issuance o f further 
entitlements lists. S ee e.g., Testimony of William E. 
Huff. Rock Island Refining Corp., (December 7, 
1983), Tr. at 38.

irrelevant consideration in determining 
the future of the Program. E.g., Chevron 
at 13; Tenneco at 3. Additionally, 
Chevron asserts that DOE’s assessment 
was faulty, and that the volume of price- 
controlled oil for allocation on the last 
notices was not significantly smaller 
than for the five preceding notices, and 
would require a cash transfer larger 
than that which occurred as a 
consequence of the first entitlements 
notice in November, 1974. However, 
even accepting these assertions as 
correct for the sake of argument, at best 
they indicate that, were issuance of the 
final lists not in conflict with the basic 
goal of decontrol, there would be a 
sufficient volume of crude oil to be 
allocated. Moreover, Chevron’s 
arguments are not convincing. At some 
point, the amount of old oil available to 
be allocated becomes so small as to 
eliminate the premise on which the 
Entitlements Program was based and 
the needs that it addressed. The agency 
believes that this point was reached in 
January 1981 when the amount of old oil 
available for allocation fell to 1.4% of 
the total crude received by refiners in 
that month, especially in light of the fact 
that decontrol was announced.25 
Necessarily, making such a 
determination involves the drawing of a 
line, but it is a determination the agency 
must make in the course of responsibly 
administering its programs, employing 
its institutional expertise and exercising 
its reasoned judgment.

As to the issue of the reliability of the 
data, the comments offered no basis to 
conclude the data was less reliable than 
the data on which prior lists had been 
published. Some commenters asserted 
the data on which the clean-up list 
would be based contained inaccuracies, 
though there was disagreement as to the 
causes and the magnitude of the 
problem. However, no specific example 
of inaccuracy was offered and no 
evidence of wrongdoing was presented. 
Even if it could be shown that the data 
were significantly inaccurate and could 
be made more accurate, this would be 
irrelevant to the agency's decision today 
not to publish further lists since this 
decision is premised on conditions in 
today’s market and not on the data used 
to compile the lists.

15 Even if one accepts Chevron’s contention that 
the value of controlled oil to be allocated by 
January 1981 is almost $1 billidn, this is 
considerably less than the value of controlled oil in 
November 1974 when that amount is adjusted to 
reflect inflation between November 1974 and 
January 1981. The $872 million amount which 
Chevron asserts to be the value of controlled oil in 
November 1974 is over $1.4 billion in January 1981 
dollars.
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In making its decision concerning the 
issuance of the Notices, DOE has been 
sensitive to the “fairness” of its action. 
Some refiners have alleged that the only 
fair action by DOE would be the 
issuance of the lists. Other refiners have 
alleged that the only fair action would 
be the non-issuance of the lists. Upon 
examination, refiners in each group 
appear to have equated “fairness” with 
their own economic self-interest. 
Unfortunately, there is no action DOE 
could take which wbuld not have a 
detrimental effect on a significant 
number of refiners. The lists arose 
through a system of interrelated benefits 
and burdens. In such a context, fairness 
cannot be judged now by looking at 
individual refiners. Rather, it can be 
judged only by looking at the industry as 
a whole. DOE has concluded that the 
industry has made the transition to a 
decontrolled environment. DOE believes 
it would be most fair to refrain from 
disrupting that environment by 
governmental action based on 
circumstances that have no relationship 
to current market conditions.

V. Treatment of Outstanding Exception 
Orders—Tentative Decision.

The November Notice raised several 
issues concerning exception orders, 
including the possiblity that such orders 
would not be implemented. The raising 
of these issues reflected DOE’s 
sensitivity to the nature of the orders. 
These orders, while largely unique to 
each party, nevertheless had in common 
the fact that each order arose through an 
adjudicatory process that issued the 
orders only after examination of each 
firm’s claims and obligations. While 
DOE indicated that its tentative decision 
in the November Notice would not moot 
the orders, it nevertheless recognized 
that such a decision, if finalized, would 
make satisfaction of outstanding 
exception orders more difficult. 
Accordingly, comments was solicited as 
to how such orders might be effectuated 
in the absence of the January 1981 and 
Final Adjustments lists. A number of 
comment were received and reviewed.

As DOE analyzed these comments 
and finalized its decision on the January 
and Final Adjustments lists, it became 
clear that effectuating the orders by 
requiring those firms ordered to return 
exception relief to pay those firms 
granted additional exception relief 
would have the same or substantially 
similar adverse impacts as publishing 
the lists. As with the lists, in today’s 
decontrolled market, some firms would 
receive an infusion of cash taken 
directly from competitors which would 
strengthen the receipients while 
detrimentally impacting the paying firms

without regard to present market 
conditions. This type of transfer would 
not be a mere resumption of the 
Entitlements Program on a smaller scale; 
rather, it would be a unique one-time 
transfer requiring a totally new 
procedure. It was instructive to note that 
in commenting on the November Notice, 
several firms with conditional orders for 
additional exception relief indicated 
that in obtaining satisfaction of their 
orders, they would prefer not to rely on 
payment by firms with excess exception 
relief orders. E.g., Comments of Ergon 
Refining, Inc., Plateau, Inc., and Navajo 
Refining Company. DOE therefore 
reached the tentative conclusion that 
exception orders should not be 
effectuated in this or any other fashion 
that would have such a disruptive 
impact on the participants in today’s 
decontrolled market.

DOE believes however that insofar as 
certain firms, during the course of 
adjudication, were specifically held to 
have suffered special hardship because 
of the Entitlements Program, equity may 
best be served by finding some 
mechanism to implement the conditional 
relief. In making such an effort, DOE 
believes that these equitable claims 
must be balanced against the harmfid 
effects of further governmental 
interference with the market; 
Consequently, DOE has tentatively 
decided that it will satisfy orders which 
provide for the receipt of money by 
firms if an appropriate mechanism can 
be devised which does not unduly 
disrupt the market. DOE has also 
tentatively decided to take no further 
action to effectuate those orders dealing 
with excess exception relief since there 
is no ongoing Entitlements Program 
through which the money could be 
allocated and any similar collection and 
distribution mechanism would be 
harmful to participants in the market 
and not in keeping with today’s final 
decision.

In searching for a potential source and 
mechanism to satisfy the firms with 
orders for additional exception relief, it 
should be remembered that during 
controls certain refiners received 
entitlements exception relief, and other 
refiners paid the regulatory costs of this 
relief, at least in the first instance. These 
allocations of regulatory burdens were 
based on assessments of hardship and 
on a balancing of equities. It would be 
consistent with the traditional operation 
of exception relief from the Entitlements 
Program to implement conditional grants 
of entitlements exception relief by 
having other refiners continue to pay the 
costs of funding relief to individual 
refiners.

One possible way to have refiners pay 
for outstanding grants of entitlements 
exception relief would be to use a fund 
of money identified as belonging to 
refiners as a class. Thus, were DOE or 
the courts to determine that refiners as a 
class bore some of the economic burden 
of crude oil overcharges,26 one source 
might be the money collected from 
violators of the petroleum pricing 
regulations for crude oil overcharges. 
This would be based on the assumption 
that any injury to refiners from crude oil 
overcharges was distributed under the 
Entitlements Program to that class in the 
same manner as the costs of funding 
exception relief were borne by the class. 
Accordingly, use of any overcharge 
sums to fund exception relief would 
involve a two-step process; first, 
restitution to refiners as a class; and 
second, using this refiner class “pool" or 
fund in order to pay the condition 
exception claims. In this manner refiners 
as a class would continue to pay the 
costs of funding exception relief in the 
same proportion as they did when the 
Entitlements Program was operating 
before decontrol.

DOE’s restitutionary authority is set 
forth in section 209 of the Economic 
Stabilization Act of 1970,12 U.S.C. 
1904n., incorporated by reference in 
section 5(a) of the EPAA, 15 U.S.C. 
754(a). Pursuant to this provision, the 
DOE may effect “restitution of moneys 
received in violation of any such order 
or regulation.” Id. In order to effect 
restitution to refiners as a class, OHA 
would have to make the factual 
determinations as to whether refiners as 
a class were injured by crude oil 
overcharges and if so, in what amount.

The second step in the process of 
implementing exception relief through 
use of the overcharge sums does not 
involve restitution. Instead it would be 
premised on the assumption that 
restitution had already taken place—to 
refiners as a class. Then it would take 
those restored sums and use them to 
implement entitlements exception relief. 
In this way the regulatory relief would 
flow in the same direction under 
decontrol as it did when controls were 
in effect—from refiners as a class to 
those individual firms singled out for 
exception relief as is necessary to

“ In one pending proceeding, OHA has suggested 
a methodology of imputing or approximating as 
from 2.64% to 10.79% the amount of harm refiners, as 
participants in the Entitlements Program, m a y  have 
suffered by virtue of crude oil overcharges. Stripper 
Well Exemption Litigation Case No. HFH-0026. 
While this OHA proposal is tentative and is to be 
the subject of further proceedings, it does suggest a 
possibility that some relatively small proportion of 
crude oil overcharges may be available to refiners 
as a class.
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prevent special hardship, inequity, or 
unfair distrubtion of burdens.
VI. Comments Requested.

DOE requests comments on all of the 
issues raised in this tentative decision. 
DOE also seeks comments on any other 
issue that any interested person deems 
of consequence for the purposes of this 
proceeding. DOE urges commenters to 
file data, supporting documentation, and 
any other relevant materials to support 
the statements and claims made in their 
written comments, so that a final 
decision can be made on the basis of the 
record of this proceeding.

Commenters are also invited to direct 
their attention to the following specific 
questions:

1. Whether DOE should attempt to 
effectuate exception orders.

2. Whether overcharge funds should 
be used to satisfy claims by those 
entities with orders for additional 
execption relief.

3. Whether any other method might be 
used to satisfy orders for additional 
exception relief.

4. What should be done about claims 
for exception relief not yet finally 
adjudicated.

5. What should be done about claims 
for exception relief for which an 
application has not yet been filed with 
OHA. ’

6. Whether entitlements sales benefits 
awarded to firms prior to the 
establishement of the Office of Hearings 
and Appeals or which were later 
superseded by amendments to the 
regulations should be treated as 
exception relief.

VII. Public Gomment Procedures.
The public is invited to comment on 

this tentative decision.
A Written Comments

The public is invited to participate in 
this proceeding by submitting data, 
views or arguments with respect to the 
tentative decision concerning exception 
orders. All comments should be 
submitted by 4:30 p.m., e.d.t., on August
31,1984 to the appropriate address 
indicated in the “ADDRESSES" section 
of the preamble and should be identified 
on the outside envelope and on 
documents submitted with the 
designation “Exception Orders,” Docket 
No. ERA-R-83-01(A). Ten copies should 
he submitted. All comments received by 
the ERA will be available for public 
inspection in the DOE Freedom of 
Information Office, Room IE-190, 
orrestal Building, 1000 Independence 

Avenue, SW., Washington, D.C. 
between the hours of 8:00 a.m. and 4:00 
P-m- Monday through Friday.

Any information or data submitted 
which you consider to be confidential 
must be so indentified and submitted in 
writing, one copy only. We reserve the 
right to determine the confidential status 
of the information or data and to treat it 
according to our determination.
B. Public Hearing

1. Procedure fo r  requests to m ake oral 
presentation: The time and place for the 
hearing is indicated in the “ d a t e s ” and 
“a d d r e s s e s ” sections of the preamble. 
If necessary, the hearing will resume at 
9:30 a.m. on the next business day 
following the first day of the hearing.

Written requests may be submitted for 
an opportunity to make an oral 
presentation. The requests should 
contain a telephone number where'the 
presenter may be contacted during the 
day prior to the hearing. Those selected 
to be heard at the hearing will be 
notified before 4:30 p.m., September 5, 
1984 and will be required to submit 50 
copies of their statement to the Office of 
Management Services of ERA at the 
address indicated in the “a d d r e s s e s ” 
section of the preamble by 4:30 p.m., 
September 10,1984.

A list of speakers will be available by 
4:00 p.m., September 10,1984.

2. Conduct o f the hearing: We reserve 
the right to select the persons to be 
heard at the hearing (in the event there 
are more requests to be heard than time 
allows), to schedule their respective 
presentations, and to establish the 
procedures governing the conduct of the 
hearing. The length of each presentation 
may be limited, based upon the number 
of persons requesting presentation time.

An ERA official will be designated to 
preside at the hearing, which will not be 
a judicial-type hearing. Questions may 
be asked only by those conducting the 
hearing. At the conclusion of all initial 
oral statements, each person who has 
made an oral statement will be given the 
opportunity, if he or she desires, to make 
a rebuttal statement. The rebuttal 
statements will be given in the order in 
which the initial statements were made 
and will be subject to time limitations.

Questions may be asked of speakers 
at the hearing by submitting the 
questions, in writing, to the presiding 
officer. Tlje presiding officer will 
determine whether the question is 
relevant, and whether time limitations 
permit it to be presented for answer.

Any further procedural rules needed 
for the proper conduct of the hearing 
will be announced by the presiding 
officer.

Transcripts of the heaing will be 
made. The entire record of the hearing, 
including the transcripts, will be 
retained by the ERA and made available

for inspection in the DOE Freedom of 
Information Office, Room IE-190, 
Forrestal Building, 1000 Independence 
Avenue, SW., Washington, D.C., 
between the hours of 8:00 a.m. and 4:00 
p.m., Monday through Friday. Copies of 
the transcripts may be purchased from 
the reporter.

VIII. Procedural Matters
To the extent that this Notice would 

be subject to informal rulemaking 
requirements, DOE has complied with 
the procedural rulemaking requirements 
set forth below. For purposes of these 
procedural requirements, DOE’s 
decision not to issue additional 
entitlements lists will be referred to as a 
“final rule” and DOE’s tentative 
decision regarding outstanding 
exception orders as a “proposal”.

A. Executive Order 12291

Under section 8(b) of Executive Order 
12291, 46 FR 13193 (February 19,1981), 
the Director of the Office of 
Management and Budget (“Director”) is 
authorized to exempt any class or 
category of regulations from any or all 
requirements of the Executive Order.

An exemption was requested of the 
Director for those actions taken to 
implement Executive Order No. 12287.
The request was granted.

B. Section 7 o f  the FEA Act
As required by section 7(a) of the 

Federal Energy Administration Act of 
1974 (15 U.S.C. 787 etseq ., Pub. L. No. 
93-275, as amended) a copy of this 
Notice was submitted to the 
Administrator of the Environmental 
Protection Agency (EPA) for comment 
concerning the impact of the “proposal” 
on the quality of the environment. The 
EPA does not foresee these actions as 
having an unfavorable impact on the 
quality of the environment as related to 
the duties and responsibilities of the _ 
EPA.

C. NEPA R eview

DOE has determined that this action 
does not constitute a major federal 4 
action significantly affecting the quality 
of the human environment within the 
meaning of section 102(2)(C) of the 
National Environmental Policy Act. In 
this notice DOE is exercising its 
discretion under E .0 .12287 not to issue 
additional entitlements lists and is 
“proposing” action regarding 
outstanding entitlements exception 
decisions. Therefore, the preparation of 
an Environmental Impact Statement for 
these actions is not required under 10 
CFR Part 208.



27420 Federal Register / Vol. 49, No. 129 / Tuesday, July 3, 1984 / Notices

D. Section 404 o f the DOE Act
Pursuant to the requirements of 

section 404(a) of the Department of 
Energy Organization Act (42 U.S.C. 7101 
et seq., Pub. L  95-91), we have referred 
this Notice, which contains a “proposal" 
regarding outstanding exception 
decisions, concurrently with the 
issuance hereof, to the Federal Energy 
Regulatory Commission for a 
determination as to whether the 
“proposal” would significantly affect 
any matter within the Commission’s 
jurisdiction. The Commission will have 
until the close of the public comment 
period to make this determination.

E. Regulatory F lexibility Act
The Regulatory Flexibility Act (5 

U.S.C. 601 et seq.) requires the 
preparation and publication of an initial 
and final regulatory flexibility analysis 
at the time of publication of die notice of 
proposed rule making and final rule, 
respectively, if the proposal and final 
rule are likely to have a significant 
impact on a substantial number of small 
entities.

This action, if considered a “final 
rule” and “proposal,” removes 
regulatory requirements and economic

distortions caused by the Entitlements 
Program and related exception 
decisions. For those Entitlements 
Program participants that could be 
classified as "small entities” by reason 
of being “small governmental 
jurisdictions” (e.g., governmental 
entities that were included pursuant to 
the petroleum substitutes provisions) or 
“smalls refiners”, the “final rule” and 
the “proposal” regarding outstanding 
exception orders generally remove a 
financial burden from them as a class.

DOE’s decision not to issue the 
entitlements notices will adversely 
affect small entities that would have 
been net entitlements sellers on the 
combined lists. Conversely, it will 
benefit small entities that would have 
been net entitlements purchasers or 
subject to exception decisions requiring 
pay-back3 or others restitution. Thus, a 
number of small entities may be 
affected, and at least for some, the 
impact may be significant. The 
preceding discussion in this Notice, 
which analyzes the impacts of the “final 
rule” and the “proposal” and describes 
the reasons therefor, satisfies the 
statutory requirements and constitues 
the initial regulatory flexibility analysis

required by section 603(b) of the Act for 
the “proposal” regarding outstanding 
exception decisions and the final 
regulatory flexibility analysis required 
by section 604 of the Act for DOE’s 
decision not to issue additional 
entitlements lists.
(Emergency Petroleum Allocation of 1973,15 
U.S.C. 751 et seq., Pub. L. 93-159, as amended, 
Pub. L. 93-511, Pub. L. 94-99, Pub. L. 94-133, 
Pub. L. 94-163, and Pub. L. 94-385; Federal 
Energy Administration Act of 1974,15 U.S.C. 
787 et seq., Pub. L. 93-275, as amended, Pub. 
L. 94-332, Pub. L. 94-385, Pub. L. 95-70, and 
Pub. L  95-91; Energy Policy and 
Conservation Act, 42 U.S.C. 6201 et seq., Pub. 
L. 94-163, amended, Pub. L. 94-385, Pub. L 
95-70, Pub. L. 95-819, and Pub. L  96-30; 
Department of Energy Organization Act, 42 
U.S.C. 7101 et seq., Pub. L. 95-91, Pub. L. 95- 
509, Pub. L. 95-619, Pub. L. 95-620, and Pub. L. 
95-621; E .0 .11790, 39 FR 23185; E .0 .12009,42 
FR 46267; E .0 .12287, 46 FR 9909)

In consideration of the foregoing, this 
final decision and tentative decision are 
issued in Washington, D.C. on June 28, 
1984.
Rayburn Hanzlik,
Adm inistrator, Econom ic Regulatory 
Adm inistration.[FR Doc. 84-17613 Filed 7-2-84; 8:45 ami 
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DEPARTMENT OF HEALTH AND  
HUMAN SERVICES

Health Care Financing Administration

42 CFR Part 405

[B E R C -27 9 -P ]

Medicare Program; Changes to the  
Inpatient Hospital Prospective 
Payment System; and Proposed Fiscal 
Year 1985 Rates

AGENCY: Health Care Financing 
Administration (HCFA), HHS.
a c t io n : Proposed rule.

s u m m a r y : We are proposing to amend 
the Medicare regulations published as 
interim final rules on September 1,1983 
(48 FR 39752) and final rules on January
3,1984 (49 FR 234). Those regulations 
implement section 1886 of the Social 
Security Act, which changes the method 
of payment for inpatient hospital 
services from a cost-based, 
retrospective reimbursement system to a 
prospective payment system based on 
diagnosis. Generally, our proposed 
changes would be effective with 
discharges occurring on or after October
1.1984, or with hospital cost reporting 
periods beginning on or after October 1, 
1984.

In addition, in the addendum to this 
proposed rule, we are proposing changes 
in the methods, amounts, and factors 
necessary to determine prospective 
payment rates for medicare inpatient 
hospital services applicable to 
discharges occurring on or after October
1.1984, in the case of the Federal portion 
of the payment and effective with 
hospital cost reporting periods beginning 
on or after October 1,1984, in the case 
of the hospital-specific portion. These 
changes would be applicable in the 
second year of the three-year transition 
period for the prospective payment 
system.

Congress has passed a bill (H.R. 4170, 
known as the “Deficit Reduction Act of 
1984”) which, if approved by the 
President, will affect the proposed rates 
and rules included in this notice. We 
will make adjustments as necessary in 
the final rule to accommodate changes 
required by this legislation.
DATE: To assure consideration, 
comments must be received by August 2, 
1984.
ADDRESS: Address comments in writing 
to: Health Care Financing 
Administration, Department of Health 
and Human Services, Attention: BERC- 
279-P, P.O. Box 26676, Baltimore, 
Maryland 21207.

If you prefer, you may deliver your 
comments to Room 309-G Hubert H. 
Humphrey Building, 200 Independence 
Ave., SW., Washington, D.C., or to 
Room 132, East High Rise Building, 6325 
Security Boulevard, Baltimore,
Maryland.

In commenting, please refer to file 
code BERC-279-P. Comments will be 
available for public inspection as they 
are received, beginning approximately 
three weeks after today, in Room 309-G 
of the Department’s offices at 200 
Independence Ave., SW., Washington,
D.C., on Monday through Friday of each 
week from 8:30 a.m. to 5:00 p.m., (202- 
245-7890).
FOR FURTHER INFORMATION CONTACT: 
Marilyn Koch, (301) 594-9344— 

Transfers; Urban/Rural Areas;
Referral Centers; Prospective Payment 
Rates

Sheridan Gladhill, (301) 594-9440— 
Rehabilitation Units 

Thomas Hoyer, (301) 594-9446— 
Physician Attestation 

George Cray, (301) 597-3874—Base Year 
Appeals

SUPPLEMENTARY INFORMATION:

I. Background
Under section 1886(d) of the Social 

Security Act (the Act), enacted by the 
Social Security Amendments of 1983 
(Pub. L. 98-21) on April 20,1983, a 
prospective payment system for 
Medicare payment of inpatient hospital 
services was established effective with 
hospital cost reporting periods beginning 
on or after October 1,1983. Under this 
system, Medicare payment is made at a 
predetermined, specific rate for each 
discharge. All discharges are classified 
according to a list of diagnosis-related 
groups (DRGs). This list contains 470 
specific categories.

Section 1886(d)(1)(A) of the Act 
provides for a three-year transition 
period during which a declining portion 
of the total prospective payment rate is 
based on a hospital’s historical cost in a 
given base year, and a gradually 
increasing portion is based on a regional 
Federal rate per discharge in the first 
year and a blend of the regional and 
national Federal rate per discharge in 
the second and third years. Beginning 
with the fourth year, and continuing 
thereafter (that is, for hospital cost 
reporting periods beginning on or after 
October 1,1986), Medicare payment for 
inpatient hospital services will be 
determined fully under a national DRG 
payment methodology.

We published an interim rule in the 
Federal Register (48 FR 39752) on 
September 1,1983 to implement the 
prospective payment system effective

with hospital cost reporting periods 
beginning on or after October 1,1983. In 
that rule we established criteria for 
determining—
—Which hospitals are included in and 

excluded from the prospective 
payment system;

—The basis of payment under the 
prospective payment system;

—The prospective payment rate 
methodology;

—Additional payment amounts; 
—Special treatment of certain hospitals; 

and
—Other conforming changes.
In particular, we identified the 
prospective payment rates to be used for 
the first year of the transition period. 
We issued a final rule (49 FR 234) on 
January 3,1984 to make changes 
resulting from our consideration of 
public comments that were received in 
response to the interim final rule.

In this proposed rule, as a result of our 
experience with the prospective 
payment system to date, we are 
proposing to amend 42 CFR 405 to make 
further changes in the prospective 
payment regulations. In addition, in the 
addendum to this document, we are 
proposing changes in the methods, 
amounts, and factors necessary to 
implement the second year of the 
transition payment period, applicable to 
discharges occurring on or after October
I ,  1984, in the case of the Federal portion 
of the payment and effective with 
hospital cost reporting periods beginning 
on or after October 1,1984, in the case 
of the hospital-specific portion.

II. Current Provisions and Proposed 
Changes
A. Transfers (§ 405.470)

The term “transfer” is defined, for 
purposes of the prospective payment 
system, in § 405.470(c)(2) of the 
regulations. Generally, for hospital 
inpatients, we do not count a patient as 
discharged when the patient is 
transferred from—

• One inpatient area or unit of the 
hospital to another area or unit of the 
hospital;

• The care of a hospital paid under 
the prospective payment system to the 
care of another hospital paid under the 
prospective payment system;

• The care of a hospital paid under 
the prospective payment system to the 
care of another hospital that—
—Is excluded from the prospective 

payment system only because of its 
participation in an approved 
statewide reimbursement control 
program or demonstration, or
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—Would be paid under the prospective 
payment system except that its first 
cost reporting period under the 
prospective payment system has not 
yet begun; or
• The care of a hospital paid under 

the prospective payment system to the 
care of another hospital or hospital unit 
not determined to be excluded from the 
prospective paymen^system.

Payment for a transferring hospital, as 
determined under § 405.470(c)(4), Is 
based on the per diem rate for each day 
of the patient’s stay in that hospital, not 
to exceed the full DRG payment. The per 
diem rate is determined by dividing the 
prospective payment amount for the 
applicable DRG by the average length of 
stay for that DRG. As an exception to 
the per diem computation, for discharges 
classified into DRG No. 385 (Neonates, 
died or transferred) or DRG No. 456 
(Bums, transferred to another acute care 
facility), the transferring hospital is paid 
the full prospective payment amount for 
the applicable DRG regardless of the 
length of stay.

As we stated in both the interim final 
rule (48 FR 39759) and the final rule (49 
FR 246), the transfer policy as described 
in § 405.470(c) is meant as an interim 
policy, until we are able to restructure 
the payment method so that we can 
make one payment to the final 
discharging hospital for the entire course 
of treatment.

Under currrent regulations 
(§ 405.470(c)(4)), the transferring 
hospital’s payment may not exceed the 
full DRG payment. Consequently, no 
additional payments for exceptional 
cases (outlier payments) are payable to 
transferring hospitals. Only those 
hospitals in which the patient is 
considered “discharged” (that is, 
situations in which a patient is formally 
released from the hospital, dies in the 
hospital, or is transferred to another 
hospital or unit excluded from the 
prospective payment system) may be 
entitled to outlier payments.

We have continued to analyze 
transfer policy data based on our 
experience thus far with the prospective 
payment system to determine if any 
further refinements are necessary. In 
practice, the per diem rate provides 
payment commensurate with the 
transferring hospital’s services rendered 
® the majority of cases. However, in 
caes in which a patient is transferred to 
another hospital for specialized care 
after extensive treatment, it is possible 
or a transferring hospital to incur costs 
that would have qualified for cost 
outlier payment.

In order to recognize these 
exceptional cases and to provide

additional compensation to transferring 
hospitals for extraordinarily high-cost 
cases, we are proposing to amend 
§ 405.470(c)(4) to allow a transferring 
hospital to receive additional payments 
for discharges occurring on or after 
October 1,1984 that meet the cost 
outlier criteria in § 405.475(d).

We still do not believe that it is 
appropriate to make day outlier 
payments to a transferring hospital 
because—

• We would not expect a patient to be 
present in the transferring hospital long 
enough to qualify as a day outlier case; 
and

• If a patient needed to be 
transferred, but was kept in the first 
hospital long enough to qualify as a day 
outlier case, it would be questionable 
whether the patient was receiving the 
most appropriate care.

We will continue to develop a 
payment method that would make it 
possible to pay the final discharging 
hospital one payment, less deductibles 
and coinsurance, for inpatient services 
associated with a particular episode of 
hospitalization.

B. Direction o f R ehabilitation Units 
(§405.471)

Section 1886(d)(1)(B) of the Act 
excludes rehabilitation hospitals and 
rehabilitation units that are distinct 
parts of hospitals from the prospective 
payment system. The regulations 
implementing this exclusion are set forth 
in §§ 405.471(c)(2), (c)(4)(i), and 
(c)(4)(iii).

In particular, the regulations at 
§§ 405.471(c)(2)(v) and (c)(4)(iii)(F) 
provide that rehabilitation hospitals and 
units that wish to be excluded from the 
prospective payment system must have 
a director of rehabilitation who—

• Provides services to the hospital/ 
unit or its inpatients on a full-time basis;

• Is a doctor of medicine or 
osteopathy;

• Is licensed under State law to 
practice medicine or surgery; and

• Has had, after completing a one- 
year hospital internship, at least two 
years of training or experience in the 
medical management of inpatients 
requiring rehabilitation services.

These criteria were added to thè 
regulations because we believed that an 
intensive rehabilitation program 
requires the full-tiihe direction of a 
physician with special expertise in the 
medical management of patients who 
require rehabilitation services. We also 
took the view that meeting this 
requirement is an important indicator of 
the extent to which the unit is primarily 
engaged in rehabilitation, and thus

deserving of exclusion from the 
prospective payment system.

Since publication of these regulations 
as a final rule on January 3,1984 (49 FR 
316), many hospitals and some national 
organizations have expressed 
dissatisfaction with our application of 
the full-time director policy, especially 
with respect to “small” rehabilitations 
units. Generally, those opposed to this 
policy have made the following 
arguments:

• In a small unit, full-time direction is 
not needed for medical reasons and is 
not consistent with actual practice. 
Adequate direction can be provided by 
a physician who performs the director’s 
duties on a part-time basis.

• Many units that would otherwise 
qualify for this exclusion cannot find a 
physician willing to serve as a full-time 
medical director, or are unable to afford 
full-time physician direction. The 
inability of these units to qualify for an 
exclusion is a financial burden to the 
hospital and restricts the access of the 
hospital’s patients to rehabilitation 
services.

After consideration of these 
arguments, we have decided that we 
.should relax our full-time director 
requirement to some degree. We are 
proposing to amend 
§405.471(c)(4)(iii)(F)(7) to remove the 
requirement for Tull-time service by 
directors of excluded rehabilitation 
units, and to specify instead that the 
director of the unit must provide 
services to the unit and its inpatients for 
at least 20 hours per week. We believe 
that this proposal would avoid the 
potential problems cited by those who 
oppose application of the current full­
time direction requirement to units, 
while still allowing us to identify units 
that are primarily engaged in 
rehabilitation.

In addition, we are proposing a 
clarification to §§405.471(c)(2)(v)(A) and 
(c)(4)(iii)(F(7) that would specify that 
time spent by the director of a 
rehabilitation hospital or unit in 
providing services to the hospital or unit 
and to its inpatients is to be counted in 
meeting the direction requirement. We 
believe that the revision would help 
make it clear that directors are not 
required to perform only administrative 
functions, and that the time they spend 
in furnishing care to inpatients of the 
hospital or unit may be included with 
their administrative service in 
determining whether the direction 
requirement is met.
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C. Expansion o f Excluded 
R ehabilitation Units (§405.471)

Section 405.471(c)(4)(iii)(A) states that 
in order to be excluded, a rehabilitation 
unit must have treated, during its most 
recent 12-month cost reporting period, 
an inpatient population of which at least 
75 percent required intensive 
rehabilitative services for the treatment 
of one or more of the ten conditions 
listed in that paragraph.

Since implementation of these 
regulations, many hospitals with 
rehabilitation units that are excluded 
from the prospective payment system 
have expressed interest in increasing 
the size of those units. With regard to 
these expansions, our current policy is 
the following:

• If a hospital expands its 
rehabilitation unit by adding beds or 
rooms, the added beds or rooms will be 
considered part of the unit for purposes 
of exclusion only at the start of a cost 
reporting period. We believe that this 
policy, which we have also applied to 
excluded psychiatric and alcohol/drug 
units, is consistent with our general 
policy that changes in status from 
excluded to not excluded, or from not 
excluded to excluded, will be made only 
for entire cost reporting periods.

• The “75 percent rule” will be 
applied to expanded units consistent 
with the following:

—-If the beds or rooms the hospital 
wishes to add have previously been 
used for any type of inpatient care (for 
example, general acute care or skilled 
nursing facility care), we consider the 75 
percent requirement to be met if, during 
the most recent 12-month cost reporting 
period, at least 75 percent of all 
admissions to (or discharges from) the 
beds or rooms the hospital wished to 
exclude, including both the previously 
excluded space and the added space, 
were for the intensive rehabilitation of 
patients with one or more of the medical 
conditions listed in § 405.471(c)(4)(ii)(A). 
Thus, not all beds or rooms previously 
used for inpatient care would have to 
have been used solely for rehabilitation 
for a full cost reporting period to qualify 
them for exclusion.

—If the beds or rooms the hospital 
wishes to add have not previously been 
used for inpatient care (for example, 
newly constructed space or space 
previously used for training rooms), the 
added beds or rooms must be used for 
inpatient care for a full cost reporting 
period before sufficient information is 
available to determine if they will be 
eligible for exclusion. The policy is 
consistent with the position we have 
taken with regard to new rehabilitation 
hospitals and units.

Our current policy on the application 
of the 75 percent rule to rehabilitation 
units that hospitals wish to expand has 
been criticized as too restrictive, 
especially with regard to “new beds” 
(that is, space not previously used for 
inpatient care).

In some cases, a more flexible policy 
might be desirable. For example, if a 30- 
bed unit with a high occupancy level 
wishes to add two new beds, it could be 
considered unreasonable to require that 
those added beds be included under the 
prospective payment system for a full 
cost reporting period. However, the need 
for more flexibility in certain cases must 
be weighed against the potential for 
abuse. For example, if we were to permit 
a very small unit (for example; one with 
only ten beds) to double or triple its size 
and have all the new beds excluded 
from their first day of operation, this 
could be used as a way to circumvent 
our policy on new units. Also, under a 
very flexible policy, a hospital may be 
motivated to move all (or as much as 
possible) of its idle capacity to the cost- 
reimbursed excluded unit.

In an effort to permit some added 
flexibility, while not removing all 
controls on expansion of rehabilitation 
units, we are proposing a change in our 
policy concerning the application of the 
75 percent rule to those already 
excluded rehabilitation units that intend 
to expand. We would permit units with 
an occupancy level of at least 90 percent 
to increase their number of beds or 
square footage by up to ten percent at 
the start of a cost reporting period 
without applying the 75 percent rule to 
the added beds or space. This expansion 
would be permitted without regard to 
the previous uses of the added space. Of 
course, the previously excluded unit 
would have to have met the 75 percent 
rule for all admissions to or discharges 
from excluded beds or rooms during the 
preceding cost reporting period.

Any increases in unit size beyond 
those that would be specifically 
permitted under this rule would be 
evaluated under the policy on new units 
set forth in the preamble to the January
3,1984 final rule (49 FR 241). Thus, the 
additional beds or rooms would not be 
eligible for exclusion until they had been 
used to provide inpatient care for a full 
12-month cost reporting period, and all 
space the hospital wishes to exclude 
must qualify for exclusion under the 75 
percent rule.

We believe this proposed change in 
policy would permit some expansion 
and be relatively easy to implement and 
administer, yet would not allow 
expansions to become a means of 
circumventing inclusion in the 
prospective payment system. The

following examples illustrate how our 
proposals would be applied.

Example: A hospital has a 2,000 square foot 
rehabilitation unit that includes 20 beds. The 
unit is excluded from the prospective 
payment system for the cost reporting period 
beginning on October 1,1983 and has an 
occupancy rate of 90 percent for that period. 
On July 1,1984, the hospital begins to furnish 
inpatient rehabilitation services in a 200 
square foot treatment room that it intends to 
add to the unit. Under our proposal, the 
added space could be considered part of the 
excluded rehabilitation unit for the cost 
reporting period starting on October 1,1984, : 
even though it had not been used by the unit 
for inpatient care for a 12-month cost 
reporting period.

Example: A hospital has a 2,000 square foot 
rehabilitation unit that includes 20 beds. The 
unit is excluded from the prospective 
payment system for the cost reporting period 
beginning on October 1,1983, and has an 
occupancy rate of 90 percent for that period. 
On July 4,1984, the hospital moves two 
aditional beds into the unit and begins to 
furnish inpatient rehabilitation services to the 
patients who occupy them. Under our 
proposal, the two additional beds could be 
considered part of the excluded rehabilitation 
unit for the cost reporting period starting on 
October 1,1984, even though they had not 
been used by the unit for inpatient care for a 
12-month cost reporting period.

Example: A hospital has a 2,000 square foot 
rehabilitation unit that includes 20 beds. The 
unit is excluded from the prospective 
payment system for the cost reporting period 
beginning on October 1,1983, and has an 
occupancy rate of 90 percent for that period. 
On July 1,1984, the hospital begins to furnish 
inpatient rehabilitation services in a newly 
constructed addition that occupies 1,000 
square feet and contains 10 beds. Under our 
proposal, only an additional 200 square feet, 
containing no more than two beds, could be 
considered part of the excluded unit for the 
cost reporting period starting on October 1, 
1984. The other 800 square feet of space and 
eight beds in the new addition could not be 
considered part of the excluded rehabilitation 
unit until the addition had been used to 
provide inpatient care for a full 12-month cost 
reporting period and the expanded unit, 
comprising 3,000 square feet and 30 beds, had 
qualified under the 75 percent rule. Thus, the 
fully expanded 3,000 square foot unit could 
not be excluded from the prospective 
payment system before the cost reporting 
period beginning on October 1,1985.

We are also proposing to include in 
the regulations the policy described 
above under which changes in the 
square footage or number of beds of any 
excluded unit would be recognized only 
at the start of a cost reporting period. 
Although this provision would not 
reflect any change from our current 
policy, we believe codifying the policy 
would help avoid any potential 
misunderstanding of it.
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D. Physician Attestation (§ 405.472)
Currently, § 405.472(d)(2)(i) requires 

that, as a part of DRG validation, the 
attending physician must, shortly before, 
at, or shortly after discharge (but before 
a claim is submitted), attest in writing to 
the principal diagnosis, secondary 
diagnoses, and names of procedures 
performed. These regulations require 
that the following statement 
immediately precede the physician’s 
signature:

I certify that the identification of the 
principal and secondary diagnoses and the 
procedures performed is accurate and 
complete to the best of my knowledge.
(Notice: Intentional misrepresentation, 
concealment, or falsification of this 
information may, in the case of a Medicare 
beneficiary, be punishable by imprisonment, 
fine, or civil penalty.)

Since publication of this requirement, 
many physicians and hospitals have 
questioned the need for such a 
requirement and other physicians have 
found its language to be offensive. The 
physician certification and penalty 
statement requirement is primarily 
intended to facilitate the prosecution of 
those who choose to participate in 
schemes to defraud the program and to 
discourage others who are tempted to do 
so. The statements were not intended to 
impugn the integrity of physicians in 
general.

On April 19,1984, the Inspector 
General of HHS received the following 
letter from Stephen S. Trott, Assistant 
Attorney General, Criminal Division,
U.S. Department of Justice:

Our position on penalty statements has 
been clear for many years. Such warning 
statements should be required on all forms 
containing essential information pertaining to 
monetary transactions with the Federal 
Government or other matters material to the 
operation of a Federal program. The 
existence of certification and penalty^ 
statements can be important in our-decision 
whether to prosecute a case and in its 
successful prosecution. As you know, 
individuals and corporations are prosecuted 
for making or assisting in the making of 
specific false claims, and the forms 
themselves are a key item of evidence in the 
government’s case. It has proved extremely 
useful in the context of a criminal jury trial to 
point to the certification and penalty 
statements on the forms in issue. Such 
statements clearly put the individual on 
notice of his responsibility to provide truthful, 
accurate, and complete information, and the 
consequences of not doing so.

The certification and penalty 
statements were not required of 
physicians during the first 19 years of 
the Medicare Part A program because, 
during that time, Medicare 
reimbursement was based on hospital 
cost reports. Under this former system,

patient diagnoses and procedures were 
unimportant for reimbursement 
purposes. However, with the shift to a 
prospective payment system, the basis 
of payment now turns primarily on 
specification of a DRG for each patient. 
The patient’s record is essential to the 
process of DRG validation, under which 
the diagnostic and procedural codes 
used by the hospital to describe the 
diagnoses and treatments in connection 
with its claim for payment are compared 
with the statements of the attending 
physician. Because diagnostic and 
procedural information is now crucial to 
proper payment, those few physicians 
who may be tempted to misrepresent 
this information should be made aware 
of the obligation to report this 
information accurately and truthfully.

Penalty statements are virtually 
universal on forms used in Federal 
programs that involve the obligation of 
Federal funds. In addition, these 
statements have always appeared on 
cost reports and claim forms used by 
physicians and other providers in other 
parts of the Medicare and Medicaid 
programs. Again, the penalty language is 
not intended to impugn the integrity of 
the medical profession: rather, it is a 
standard cautionary measure routinely 
used to single out isolated wrongdoers.

Some physicians have complained 
about the manner in which hospitals 
have been implementing the physician 
attestation requirement and have been 
under the wrong impression that 
hospitals are required under the 
regulations to use particular methods for 
its implementation. The current 
regulations only require that the 
certification and penalty statements, as 
well as the physician’s signature, appear 
somewhere in the permanent record of 
the patient (for example, on the face 
sheet, discharge summary, discharge 
abstract, or on a completely separate 
form). The statements may be placed on 
the appropriate documents by rubber 
stamp, may appear on a preprinted form, 
or may be placed on the appropriate 
document by any other legible means.

Many of the concerns expressed by 
physicians reflected misunderstandings 
about the certification and penalty 
requirement and a need for clarification 
of the requirement. Therefore, we are 
proposing several modifications to both 
the language and the positioning of the 
statements. It is intended that the 
following proposed changes would help 
to clarify the scope of the statements 
and that they would provide additional 
guidance to the hospitals in their 
implementation of the attestation 
requirement.

• Physicians have complained that 
the word “identification” in the

certification statement suggests that 
they are responsible for certifying to the 
accuracy of the coding performed by 
hospital personnel. We do not intend to 
require physicians to take responsibility 
for the coding process. In order to clarify 
that the physician is attesting only to the 
diagnoses and procedures performed, 
we are proposing to replace the word 
“identification” with the phrase 
“narrative descriptions."

• Some physicians have expressed 
concern about their having to attest to 
“procedures performed” since many 
minor procedures are performed without 
the physician's personal knowledge. We 
believe that the current language 
limiting the physician’s attestation to 
information which is “to the best of [the 
physician’s) knowledge” makes clear 
that the physician need not attest to 
procedures of which he or she is 
unaware. However, we are also 
proposing that the word “major” 
immediately precede the word 
“procedures".

• We are proposing that the 
certification statement appear on the 
discharge summary sheet, rather than on 
another type of hospital forih. This 
change would help to make clear that 
the physician is attesting only to the 
diagnoses and procedures performed 
and not to codings that the hospital staff 
might include in the face sheet or other 
documents. -

• We are proposing to separate the 
certification statement from the penalty 
statement. The certification would 
continue to appear on each patient’s 
discharge summary sheet, but the 
penalty statement would be provided 
only annually to the physician in a 
notice for which the physician would 
acknowledge receipt in writing. The 
annual notice would state the following:
Notice to Physicians

Medicare payment to hospitals is based in 
part on each patient's principal and 
secondary diagnoses and the major 
procedures performed on the patient, as 
attested to by the patient’s attending 
physician by virtue of his or her signature on 
the discharge summary sheet. Anyone who 
misrepresents, falsifies, or conceals this 
information may be subject to fine, 
imprisonment, or civil penalty under 
applicable Federal laws.

Acknowledgement of receipt of this 
notice would be kept on file at the 
hospital and made available to HGFA 
upon request. In submitting each claim, 
the hospital would certify that it had on 
file an acknowledgement from the 
attending physician involved.

• We are further proposing that, for a 
reasonable time, hospitals would be 
permitted to continue to use the
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language and positioning of the 
certification and penalty statements 
prescribed in the January 3,1984 final 
rule. This is to avoid any inconvenience 
that may be associated with making the 
above modifications.
E. H ospitals in A reas R edesignated as 
Rural (§§ 405.473 and 405.476)

Section 1886(d)(2)(D) of the Act 
requires that average standardized 
amounts per discharge be determined 
for hospitals located in urban areas and 
rural areas of the nine census divisions 
and the nation. Under the prospective 
payment system, a hospital’s payment 
rate is dependent, to some degree, on 
whether the county in which a hospital 
is located is designated as an urban 
area or as a rural area. The term “urban 
area” is defined in section 1886(d)(2)(D) 
of the Act, in accordance with the 
Executive Office of Management and 
Budget’s (EOMB’s) designations, as a 
Metropolitan Statistical Area (MSA), a 
New England County Metropolitan 
(NECMA), or certain New England 
counties deemed to be urban areas 
under section 601(g) of Pub. L. 98-21 (42 
U.S.C. 1395ww (note)). The term "rural 
area” means any area outside an urban 
area.

In administering a national payment 
system, we must have a national 
classification system built on clear, 
objective standards. Otherwise, the 
program becomes increasingly difficult 
to administer because the distinction 
between rural and urban hospitals is 
blurred. We believe that the MSA 
system is the only one that currently 
meets the requirements for use as a 
classification system in a national 
payment program. The MSA 
classification is a statistical standard 
developed for use by Federal agencies in 
the production, analysis, and publication 
of data on metropolitan areas. The 
standards have been developed with the 
aim of producing definitions that will be 
as consistent as possible for all MSAs 
nationwide.

Periodically, EOMB revises the list of 
MSA/NECMA designations based on a 
continuing analysis of factors such as 
changes in population and commuting 
patterns. Depending on those changes, a 
hospital may be reclassified as urban 
and thus receive the higher urban 
payment rate, or it may lose its urban 
area status and receive the lower, rural 
Federal rate. We will recognize these 
reclassifications, for the purpose of 
determining payment, beginning with 
the next Federal fiscal year following 
EOMB’s announcement of the change.

For a hospital that loses its urban area 
status, the resulting reduction in its 
Federal payment rate may cause a

serious financial burden for the hospital 
if it suddenly must operate at the lower 
rate without time for adaptation.

Section 1886(d)(5)(C)(iii) of the Act 
authorizes adjustments to the payment 
amounts as the Secretary deems 
appropriate. Therefore, we are 
proposing to revise § 405.476 to provide 
that a hospital that loses its urban status 
as a result of an EOMB redesignation 
occurring after April 20,1983, may 
qualify for special consideration by 
having its rural Federal rate phased in 
over a two year period and thus receive, 
in addition to its rural Federal rate, in 
the first year, two-thirds of the 
difference between its present rural 
Federal rate and the urban Federal rate 
that would have been paid had it 
retained its urban status, and, in the 
second year, one-third of the difference. 
We note that this adjustment would be 
granted to a hospital that lost its urban 
status only if its hospital-specific portion 
exceeds its Federal rural rate after the 
Federal rate has been adjusted by the 
hospital’s rural area Wage level index 
and by the doubled indirect teaching 
adjustment factor (of 11.59 percent for 
fiscal year (FY) 1985). The proposed 
adjustment would be applied 
prospectively for the two successive 
Federal fiscal years beginning with the 
Federal fiscal year in which we 
recognize the reclassification.

A hospital would be required to meet 
the qualifying conditions only once to 
receive the additional payment for both 
years for which this adjustment is being 
granted. However, if the hospital was 
subsequently reclassified during this 
special transition period as urban as a 
result of a new redesignation by EOMB, 
the special adjustments would cease to 
apply.

As a result of EOMB’s June 30,1983 
revision of the MSA/NECMA 
designations, 49 counties that were 
previously classified as urban lost their 
urban status. This resulted in the 
reclassification of 51 hospitals from 
urban to rural status and the subsequent 
payment to the hospitals of the lower 
rural rates for the census divisions in 
which they are located. Each of these 
hospitals would also be eligible to 
receive the two year adjustment 
effective with discharges beginning in 
FY 85 provided that the hospital-specific 
rate exceeded its Federal rural rate for 
discharges occurring in its first cost 
reporting period under the prospective 
payment^system.

The following summary and example 
of the qualifying and adjustment 
computations assume that a hospital 
would receive the adjustments 
beginning in FY 85.

Summary of computation to determine 
qualifying hospitals.

1. Hospital lost urban area status as a 
result of an EOMB reclassification 
occurring after April 20,1983.

2. Hospital-specific portion (for the 
hospital’s first cost reporting period 
under the prospective payment system)

Average cost 
per case

case-mix index

Budget
X neutralized 
updating factor

Exceeds the: Federal rural rate (for the 
hospital’s first cost reporting period 
under the prospective payment system). 
The Federal rural rate =' applicable 
labor-related standardized amount x 
rural area wage index (+  the nonlabor 
standardized amount) x  doubled 
teaching adjustment factor (48 FR 39778) 
where appropriate.

A hospital that meets the two 
conditions above would receive the 
following adjustment to its rural Federal 
payment rate effective with the Federal 
fiscal year in which we recognize the 
reclassification:

• For discharges occurring in FY 85, 
the hospital would have added to its 
Federal rural rate an amount equal to 
two-thirds of the difference between the 
applicable Federal rural rate the 
hospital receives and the Federal urban 
rate the hospital would have received 
had it retained its urban status.

• For discharges occurring in FY 86, 
the hospital would have added to its 
Federal rural rate an amount equal to 
one-third of the difference between the 
applicable Federal rural rate the 
hospital receives and the Federal urban 
rate the hospital would have received 
had it retained its urban status.
Summary of Adjustment Computation

• Adjust the labor-related portions of 
the Federal urban and rural 
standardized amounts by the rural area 
wage index;

• Determine the difference between 
the adjusted urban and rural 
standardized amounts;

• Multiply that difference by the 
applicable percentage (two-thirds in the 
first Federal fiscal year for which an 
adjustment is appropriate and one-third 
in the second Federal fiscal year);

• Add the amount to the adjusted 
rural standardized amount, and

• Adjust for indirect teaching costs.
The following is an example of how to

determine whether a hospital qualifies 
for a rural area reclassification
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adjustment and how much it would be 
paid.

Assume a 225 bed hospital, with three 
full-time employed residents, located in 
an Indiana county that was designated 
an urban area as of April 20,1983 but 
was redesignated as a rural area on June
30,1983.

1. The hospital-specific portion 
standardized for case-mix and adjusted 
for inflation and budget neutrality is 
2349.79.

2. The Federal rural standardized 
amount for the East North Central 
census division has a labor-related 
portion of 2060.28 and a nonlabor- 
related portion of 480.63.

3. Adjust the labor-related portion by 
the rural area wage index for Indiana: 
2060.28X .8617=1775.34

4. Combine the labor-related and 
nonlabor-related portions and adjust by 
the doubled indirect teaching 
adjustment factor:
3+225=.013333+.l=13333 
.13333 X.1159=.01545
1775.34+480.63 =  2255.97 
2255.97 X (1 +  .01545) =2290.82

Result—The hospital-specific portion 
(2349.79) is greater than the comparable 
Federal amount (2290.82) and, therefore, 
the hospital would qualify for the 
special adjustment.

To compute the adjustment amount:

Labor-
related

Nonta­
bor-

related

Urban rate____ ___ , 2461.45
2060.28

715.43
Rural rate.....................

1. Adjust both the urban and rural 
labor-related portions by the rural area 
wage index.
2401.45 X .8617=2121.03 
2060.28 X .8617=1775.34

2. Combine the labor-related and 
nonlabor-related portions for the urban 
and rural amounts.
2121.03+715.43 =  2836.46 
1775.34+480.63=2255.97

3. Add the rural amount to two-thirds 
of the difference between the rural and 
urban amounts. n
2255.97+(.67 times

(2836.46 -  2255.97))=2644.90

, 4* Adjust the amount in step 3 by the 
f act * *  *nc**rect teachin8 adjustment

2644.90 x  1.01545 =  2685.76 .

, ®*J?0r discharges occurring in FY 86, 
e hospital would not have to requalify. 

Note that the adjustment would be 
etermined based on our adding one-

third of the difference between the 
urban area and the rural area rates.
F. Census Division Boundaries

Section 1886(d)(2)(D) of the Act 
requires that separate average 
standardized amounts per discharge be 
determined for hospitals located in 
urban areas and rural areas in each of 
the nine census divisions and the nation. 
This yields 18 basic regional rates and 
two national rates. The definition of 
urban area is generally based on the 
MSA and NECMA designations issued 
by EOMB.

Despite the application of a single 
urban wage index to determine the rate 
for all hospitals within a given MSA or 
NECMA, different standardized rates 
apply to hospitals located in certain 
MSAs or NECMAs that cross over 
census divisions. Currently, there are 14 
MSAs that overlap census division 
boundaries resulting in two or more 
Federal payment rates applying to the 
same urban area.

Although our current regulations at 
§ 405.473(b (̂6) link the payment rate for 
a hospital to the location within a 
census division as defined by section 
1886(d)(2)(D) of the Act, we believe this 
policy violates the concept of an MSA. 
The essential characteristics that define 
an urban area, and which are embodied 
in EOMB’s definition of an MSA, are a 
certain population density and economic 
and social integration of the surrounding 
counties with the central metropolitan 
area.

The application of two or more 
payment rates for hospitals located 
within the same urban area contradicts 
this concept of an MSA as being an 
economically integrated area with 
relatively uniform prices applicable 
throughout the area. This inconsistency 
is most striking when contrasted with 
the application of a single area wage 
level index that, according to our 
hospital market basket, accounts for 
nearly 80 percent of a hospital’s total 
costs.

Section 1886(d)(5)(C)(iii) of the Act 
authorizes adjustments to the payment 
amounts as the Secretary deems 
appropriate. In the Conference 
Committee Report accompanying Pub. L. 
98-21, it states, in part, that the 
Secretary is permitted ” . . .  to provide 
for such exceptions and adjustments as 
may be appropriate with respect to 
hospitals experiencing special problems 
because of their location within a 
particular census division”. (H.R. Rep.
No. 98-47, 98th Congress, 1st Session 22 
(1983)). We are, therefore, proposing to 
amend § 405.473(c) by revising (he 
definition of urban area for the purpose 
of computing the Federal standardized

payment rates by deeming an MSA or 
NECMA that crosses two or more 
census divisions, as belonging to the 
census division in which most of the 
MSA’s or NECMA’s hospitals are 
located. This revised definition will be 
effective for discharges occurring on or 
after October 1,1984.

This change would result in all 
hospitals within the MSA receiving an 
identical urban rate based on the census 
division in which the largest proportion 
of the hospitals (paid under the 
prospective payment system) within the 
MSA are located. Most affected 
hospitals would receive a relatively 
higher payment as a result of the 
change, although a few hospitals would 
be in a relatively less advantageous 
position because the majority of 
hospitals in their respective MSA are in 
a census division with a lower average 
standardized amount.

To lessen the impact of the reduction 
on these hospitals’ prospective payment 
rates, we are proposing to adjust the 
average standardization amounts these 
hospitals will receive. We propose to 
pay them an additional amount equal to 
50 percent of the difference between the 
Federal rate applicable in the census 
division to which they were previously 
assigned and the Federal rate applicable 
in the census division in which they will 
now be assigned for purposes of the 
prospective payment system. This 
adjustment will be in effect only  for -  
discharges occurring during Federal FY 
85. (Note: The difference would be 
determined based on the Federal rates 
as recalculated to reflect the census 
division reassignment.)

Example: Assume a hospital is located in 
Clark County, Indiana, which is in the 
Louisville, Kentucky MSA. The hospital was 
reassigned from the East North Central 
census division, with a proposed Federal rate 
of 3,176.88, to the East South Central census 
division, with a proposed Federal rate of 
2,640.49. The wage index for the MSA is 
1.0854. The hospital’s new Federal rate would 
be adjusted by subtracting the labor adjusted 
East South Central urban Federal rate from 
the labor adjusted East North Central urban 
Federal rate, and adding 50 percent of the 
difference to the East South Central urban 
rate. This amount would be further adjusted 
by the hospital's applicable adjustment 
factors, including the indirect teaching 
adjustment factor.

Labor Nonlabor

Old Census Division rate (Table 1)...... 2,461.45 715.43
New Census Division rate (Table i).... 2.093.46 547.03

1. Multiply the Old Labor rate times the 
area wage index (plus the old nonlabor rate).
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2. Multiply the New Labor rate times the 
area wage index (plus the new nonlabor 
rate).

3. Subtract the amount in Step 2 from the 
amount in Step % and multiply by 50 percent.

4. Add the amount in Step 2 to the amount 
in Step 3.
For all hospitals, we would recalculate the 
census division urban means (Table 1 in the 
addendum to this proposed rule) to reflect the 
revised definition.

In addition, we are proposing to revise 
the definition of urban area to account 
for those situations in which the number 
of hospitals in an MSA or NECMA that 
crosses census division boundaries is 
equally split among the census divisions 
(for example, an MSA with four 
hospitals that crosses over census 
divisions one and two, and two 
hospitals are located in each census 
division). We are proposing to deem all 
the hospitals in the MSA or NECMA to 
be located in the census division with 
the higher Federal rate.

G. B ase Year A ppeals (§ 405.474)
Section 405.474(b) states that the 

intermediary’s estimate of a hospital’s 
base-year cost and subsequent 
modifications, made for purposes of 
determining the hospital-specific rate 
under the prospective payment system, 
are final and may not be changed except 
as prescribed in the regulations. Under 
this exception (§ 405.474(b)(3)), a change 
is allowed to take into account a 
successful appeal of the hospital’s base 
period notice of amount of program 
reimbursement, as described in 
§§ 405.1801 through 405.1883. In our 
discussion of the regulatory exception in 
the January 3,1984 final rule (49 FR 259), 
we noted that, although it would be 
generally improper to allow subsequent 
recalculations, we believe that where 
information is developed for reasons 
independent of the prospective payment 
system (such as the appeal of 
disallowed base year costs), it is 
acceptable to consider that information 
on a prospective basis. We indicated 
that we revised § 405.474(b) to reflect 
this policy.

Several parties have pointed out that 
the regulations state that a recalculation 
of base year costs would be permitted 
only upon the issuance of a final appeal 
decision. We agree that § 405.474(b) 
restricts the recalculation to a final 
appeal decision. However, we believe 
that the prospective recalculation of 
base year costs should be allowed as of 
the date of other subsequent actions that 
recognize additional costs as allowable 
costs for a hospital’s base year. These 
actions that would revise a hospital’s 
base year notice of amount of program 
reimbursement are—

• The results of a reopening and 
revision under § § 405.1885 through 
405.1889; or

• A prehearing order of or finding 
under § 405.1821 or § 405.1853.

We are proposing to clarify 
§ 405.474(b)(3) to specifically include the 
above administrative actions, in 
addition to a final administrative or 
judicial review decision (already in 
§ 405.474(b)(3)), as a basis upon which a 
recalculation of a hospital’s base year 
costs may be made on a prospective 
basis.
H. R eferral Centers (§ 405.476)

Section 1886(d) (5) (C) (i) of the Act 
directs the Secretary to provide 
exceptions or adjustments to the 
prospective payment system that 
consider the special needs of regional 
and national referral centers 
(specifically including those hospitals of 
500 or more beds located in rural areas).

In part, this provision was included 
because of congressional concern for the 
large rural hospitals that offer a variety 
of specialized services, employ many 
specially-trained personnel, and 
therefore, have costs comparable to 
urban acute care facilities.

In the interim final rule (48 FR 39783), 
we identified certain criteria that we 
believed would establish a hospital as a 
referral center as contemplated in the 
law. Since the statute specifies “regional 
and national” referral centers, we 
concluded that Congress intended that 
these referral centers would be serving a 
substantial number of patients from a 
very broad geographic area. Under those 
interim final regulations (§ 405.476(g)), in 
order to be considered a referral center, 
a hospital had to be an acute care 
hospital with a provider agreement 
under 42 CFR Part 489 to participate in 
the Medicare program; and the hospital 
had to—

• Be located in a rural area (that is, 
outside of any MSA or NECMA) and 
have 500 or more beds available for use; 
or

•. Have an inpatient population such 
that at least 60 percent of all Medicare 
patients resided out-of-State or more 
than 100 miles from the hospital 
(whichever was further), and at least 60 
percent of all the services that the 
hospital furnished to Medicare 
beneficiaries had to be furnished to 
beneficiaries who resided out-of-State or 
100 or more miles from the hospital 
(whichever was further).

For rural hospitals with 500 or more 
beds, we determine prospective 
payment rates on the basis of the urban, 
rather than the rural, adjusted 
standardized amounts as adjusted by 
the applicable DRG weighting facto»1 and

the hospital’s area wage index 
(§ 405.476(g)(2)).

For rural referral centers with less 
than 500 beds, and for referral centers 
located in urban areas, there is no 
adjustment for the first year of the 
transition period.

The criteria contained in those interim 
final regulations were constructed based 
on our best understanding from limited 
source materials as to what was 
intended by this statutory provision. The 
numerical values were chosen as being 
reasonable in view of what we then 
perceived as the characteristics of a 
referral center. While we believe that 
the criteria we adopted were 
appropriate, we specifically requested 
comment on these criteria in the interim 
final rule, given the scarcity of any 
material on identification of referral 
centers, we particularly wanted to 
obtain public comment and suggestions 
as to ways in which the criteria could be 
modified.

The comments we received in 
response to that interim final rule were 
uniformly critical of the criteria used to 
distinguish rural referral centers from 
other hospitals and emphasized that the 
policy in the regulations was so 
restrictive as to assure that hospitals 
could not qualify. Many commenters 
were particularly concerned about fairly 
large rural hospitals (100 to 400 beds) 
that were sources for specialized care 
and that therefore should qualify as 
referral centers. A majority of the 
comments focused on the inadequacy of 
a mileage or distance measure as a test 
for determining whether a hospital was 
treating referrals.

As a result of the comments received, 
we revised the criteria for referral 
centers in the final rule. In that rule (49 
FR 174), we outlined several changes to 
the referral center regulations. As 
requested by several commenters, we 
adopted criteria that gave weight to the 
actual fact of referral. We also 
eliminated the out-of-State criteria and 
reduced the mileage limit from 100 to 25 
miles. Therefore, as published in the 
final rule, § 405.467(g)(1) states that a 
referral center is a hospital, which is an 
acute care hospital with a Medicare 
provider agreement, that—

• Is located in a rural area and has 
500 or more beds; or

• Has an inpatient population such 
that at least 50 percent of its Medicare 
patients are referred from other 
hospitals or from physicians not on the 
staff of the hospital. In addition, at least 
60 percent of the hospital’s Medicare 
patients must live more than 25 miles 
from the hospital, and at least 60 percent 
of all the services that the hospital
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furnishes to Medicare beneficiaries must 
be furnished to beneficiaries who live 
more than 25 miles from the hospital.

The payment adjusted provisions 
were not revised or expanded in the 
final rule.

While we believe that the criteria 
published in the final regulations are 
reasonable for the purpose of defining a 
referral center, upon further analysis of 
the special circumstances applicable to 
rural referral centers of less than 500 
beds and based on information we have 
received, we believe it is necessary to 
provide a separate set of criteria that 
would meet these unique circumstances. 
In keeping with our understanding of 
congressional intent, and at the same 
time, seeking a set of qualifying criteria 
for rural referral centers that 
characterize the essential features of 
these facilities, we are proposing to add 
the following set of criteria (two 
mandatory and a choice of one out of 
three other criteria) that could be used 
to determine whether any hospital 
located outside of any MSA or NECMA 
is a referral center:

• The hospital would have to have a 
1981 case-mix index of at least 1.03 as 
published in the September 1,1983 
Federal Register (48 FR 39847).

We selected this criterion as one of 
the mandatory criteria because, in the 
case of rural hospitals, the complexity of 
cases treated in the facility is, in our 
opinion, one of the principal 
characteristics that would distinguish 
between the rural referral centers 
(hospitals that offer a variety of 
specialized services and are comparable 
to urban acute care facilities) and 
typical rural hospitals. We believe that 
this level of complexity is the chief 
characteristic that prompted Congress to 
include the referral center provision in 
the prospective payment legislation.

We are proposing to allow hospitals 
that do not meet the 1.03 case-mix index 
benchmark an alternative criterion. A 
hospital whose published case-mix 
index is below 1.03 could meet this 
requirement if its case-mix index for the 
first cost reporting period subject to 
prospective payment (that is, the first 
reporting period beginning on or after 
October 1,1983) is at least 1.0903. We 
obtained the 1.0903 figure by multiplying 
the 1.3 case-mix figure by a factor of
1.0585. This factor represents the 
estimated increase in a hospital’s case- 
mix index reflecting the increased 
accuracy and completeness of billing 
m ormation that would result from 
making payments to hospitals 
contingent on this information as occurs 
an er the prospective payment system, 
mce the hospital case-mix indexes 

Published in the September 1,1983

Federal Register rely on data from a 
period in which hospital payments were 
not dependent on complete and accurate 
billing data, it is estimated that the 
indexes were, on average, understated 
by 5.85 percent.

• The hospital’s number of discharges 
(excluding discharges from subprovider 
units (as that term is defined in section 
2336 of the Provider Reimbursement 
Manual, HCFA Pub. 15-1)) must have 
been at least 6,000 for the most recent 
cost reporting period completed by the 
hospital before it applies for referral 
center status.

We would include this criterion as 
one of the mandatory criteria because 
we believe that Congress intended that 
the referral center provision apply to 
hospitals of above average size and 
utilization. A suitable measure of the 
size of a hospital’s operation is the 
number of patients discharged during a 
given year. We believe that 6,000 
discharges is representative of a rural 
hospital of above average size.

In addition to meeting the two criteria 
mentioned above (case mix and number 
of discharges), a hospital would have to 
meet one of the following three criteria:

• More than 50 percent of the 
hospital’s medical staff are specialists; 
that is, they have completed minimal 
training requirements as recognized by 
the American Board of Medical 
Specialties or the Advisory Board for 
Osteopathic Specialists. We would 
include this criterion because, 
frequently, a hospital serves as a 
referral center for certain specialized 
areas of treatment.

Also, we would expect that a hospital 
that provides a secondary or tertiary 
level of hospital care would have a high 
percentage of specialists on the staff.

• The hospital’s inpatient population 
is such that 60 percent of all its 
discharges are for inpatients who reside 
more than 25 miles from the hospital.
This criterion would be included to 
assure that the hospital’s patients are 
drawn from a wide geographic area. 
However, because of the lack of specific 
information on referral patterns, we are 
specifically requesting comments on 
whether it would be more equitable to 
apply this criterion or an alternative that 
would require a lower percentage (for 
instance, 50 percent) but would be 
measured in terms of the percentage of a 
hospital’s discharges attributable to 
Medicare beneficiaries who reside more 
than 25 miles from the facility.

• At least 40 percent of all inpatients 
treated at the hospital have been> 
referred to the hospital either from 
physicians not on the hospital’s staff or 
from other hospitals. As mentioned 
above, we are particularly interested&n

receiving comments on whether this 
criterion should be based on all 
inpatients or only the Medicare 
inpatients of the hospital.

These criteria (proposed in 
§ 405.476(g)(l)(iii)) would be used in 
determining whether a hospital qualifies, 
for an adjustment as a referral center 
that would be effective for discharges 
occurring on or after October 1,1984.
We are proposing that these referral 
centers would be paid prospective 
payment rates on the basis of the urban, 
rather than the rural, adjusted 
standardized amounts as adjusted by 
the applicable DRG weighting factor and 
the hospital’s area wage index. 
Therefore, these hospitals would be paid 
on the same basis as those hospitals 
that meet the criteria in § 405.476(g)(l)(i) 
(that is, rural hospitals with 500 or more 
beds). In addition, we are proposing in 
this document that rural hospitals that 
meet the criteria in § 405.476(g)(l)(ii) 
would also be paid, for discharges 
occurring on or after October 1,1984, 
prospective payment rates on the basis 
of the urban, rather than the rural, 
adjusted standardized amounts. This 
change would allow a consistent 
payment policy for rural hospitals that 
are eligible for referral center status.

We are not including in this proposal 
any payment adjustment for urban 
hospitals that meet the referral center 
criteria in § 405.476(g)(l)(ii). As we 
indicated in the January 3,1984 final rule 
(49 FR 276), it will not be possible to 
determine what the appropriate 
payment adjustments should be until we 
know how urban hospitals that qualify 
for referral center status under 
§ 405.476(g)(l)(ii) are atypical when 
compared to other urban hospitals. We 
can make this determination only after 
we have an opportunity fo examine and 
analyze in detail the data pertaining to 
these hospitals. Since we have received 
only one application, which is still under 
review, from an urban hospital under 
§ 405.476(g)(l)(ii), we have been unable 
to collect the necessary data. Therefore, 
we are unable to make any proposals in 
this document concerning payment 
adjustments for urban hospitals that 
qualify under § 405.476(g)(l)(ii).

We are considering instituting a 
periodic review of hospitals that have 
qualified for a payment adjustment as 
referral centers. This review would 
allow us to determine if these hospitals 
continue to meet the criteria for referral 
center status. We are specifically 
requesting comments from the public 
concerning this procedure.
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I. Inpatient R enal Dialysis
In the January 3,1984 final rule (49 FR 

247), we agreed to review the issue of 
payment for inpatient dialysis. We 
pointed out that for a patient on dialysis 
who is admitted to a hospital for an 
unrelated reason, the DRG payment 
does not recognize the additional cost of 
furnishing dialysis. This is of particular 
concern to end-stage renal disease 
(ESRD) beneficiaries who will require 
dialysis whenever they are hospitalized.

We note that the DRG weighting 
factors were constructed to reflect the 
relative resource consumption 
associated with cases falling within the 
DRG. Therefore, these cases, in which 
dialysis is required, are included in the 
relative weight of the DRGs. Since the 
relative weight reflects the average cost 
incurred in treating cases, payment for 
any given discharge may be more or less 
than the cost incurred in treating a 
particular case.

A distinction should be made between 
the dialysis services furnished to non- 
ESRD beneficiaries and the services 
furnished to ESRD beneficiaries. Non- 
ESRD beneficiaries can be expected to 
require dialysis relatively infrequently, 
and those cases requiring dialysis will 
be widely dispersed throughout the 
inpatient population. ESRD 
beneficiaries, on the other hand, require 
routine dialysis and may be 
concentrated in particular hospitals. 
When ESRD beneficiaries represent a 
large share of a hospital’s patient 
population, a disparity may exist 
between the average cost of dialysis 
represented within the DRG amount and 
the expense to the hospital.

To assess the impact of providing 
inpatient dialysis, we identified the 
discharges of ESRD patients in the 1981 
MEDPAR data file. ESRD patient 
discharges represent 1.05 percent of the 
appropriately two million discharges for 
all hospitals in the MEDPAR data file. 
These ESRD discharges include those 
DRGs in which dialysis would be 
expected to occur as well as those in 
which dialysis would not be expected to 
occur except when ESRD beneficiaries 
are involved. We measured the impact 
of cases in which inpatient dialysis is 
not expected to occur by excluding 
those DRGs in which it would be 
reasonably assumed that dialysis would 
occur. While there may be others, for 
simplicity, we excluded only DRGs 302 
(Kidney Transplant), 316 (Renal Failure), 
and 317 (Admit for Renal Dialysis).
After excluding these cases, the 
remaining ESRD discharges represent 
less than one percent of total discharges. 
As we expected, the impact was not 
spread evenly among all hospitals.

However, even among renal-certified 
hospitals, the ESRD patient discharges 
represent only 2.28 percent of total 
discharges. This is not a significant 
impact even among hospitals that would 
be expected to treat the greater number 
of ESRD patients. We do not believe 
that the data support special treatment 
for inpatient dialysis. To the extent thats 
such cases occur in the data base, they 
are reflected in the DRG rates.

It is not the purpose of the prospective 
payment system that a hospital will be 
able to recover its actual cost of 
treatment for every case. It was 
assumed that most hospitals will receive 
less than their cost in some cases and 
more than their cost in other cases. 
Therefore, we are not making any 
changes in the payment for inpatient 
renal dialysis at this time.
III. Summary of Regulations Changes

For the convenience of the reader, we 
are summarizing the changes we are 
proposing to the regulations. The reader 
is referred to the detailed discussions 
above for an explanation of the 
rationale for these changes.

A. Transfers
We are proposing to make the 

following change in § 405.470(c)(4) for a 
hospital transferring an inpatient to 
another hospital.

• A transferring hospital may be paid 
an additional payment for 
extraordinarily high-cost cases that 
meet the cost outlier criteria in 
§ 405.475(d).
B. Direction o f R ehabilitation Units

We are proposing to revise § 405.471 
to provide that the director of an 
excluded rehabilitation unit must serve 
the unit and its inpatients for at least 20 
hours per week, rather than on a full­
time basis.
C. Expansion o f Excluded 
R ehabilitation Units

We are proposing to add a new 
§ 405.471(d) to provide that changes in 
the capacity (that is, number of beds or 
square footage) of excluded units will be 
recognized only at the start of a cost 
reporting period, and that excluded 
rehabilitation units with an occupancy 
rate of at least 90 percent in a cost 
reporting period may increase their 
capacity by 10 percent per year without 
applying the 75 percent rule to the added 
space or considering the previous uses 
of the added space.
D. Physician Attestation

We are proposing to revise 
§ 405.472(d) (2) (i) to clarify the scope of 
the physician's certification statement

and the accompanying penalty 
statement and to revise the method for 
implementation of the attestation 
requirements.

E. H ospitals in A reas Redesignated as 
Rural

We are proposing to add new 
§§ 405.473(c)(2) and 405.476(i) to provide 
a special adjustment of the rural average 
standardized amounts to hospitals that 
are located in counties in MSAs or 
NECMAs that are redesignated by 
EOMB to be no longer a part of an MSA 
or NECMA.

• In § 405.473(c)(2), we define the 
phrase “hospital reclassified as rural” as 
a hospital located in a county that is in 
an MSA or NECMA that is redesignated 
by EOMB after April 20,1983 to no 
longer be in an MSA or NECMA.

• In § 405.476(i), we indicate that we 
will provide for a two-year phase-in of 
the rural Federal payment amounts to a 
hospital, located in an area redesignated 
as rural, whose hospital-specific portion 
exceeds its rural rate. For the first year, 
the additional amount would be an 
amount equal to two-thirds of the 
difference between the urban and rural 
area standardized amounts adjusted for 
area wage differences for the 
appropriate region in which the hospital 
is located. For the second year, the 
additional amount would be an amount 
equal to one-third of the difference 
between the urban and rural area 
standardized amounts adjusted for area 
wage differences for the appropriate 
region in which the hospital is located.

F. Census Division Boundaries
Also, in the proposed new 

§ 405.473(c)(2), we would clarify which 
census division a hospital belongs to 
when an MSA/NECMA crosses s census 
division boundary.

• In § 405.473(c)(2), we define urban 
area, for the purpose of MSAs or 
NECMAs that overlap census divisions, 
by deeming the entire MSA or NECMA 
as belonging to the census division in 
which most of the hospitals in that MSA 
or NECMA are located. We would make 
a special adjustment for those hospitals 
that, as a result of the reassigning of 
hospitals, are in a census division with a 
lower Federal rate than they would have 
received. In addition, if there are an 
equal number of hospitals located in 
each part of an MSA or NECMA that 
crosses one or more census divisions, 
we would deem all the hospitals to 
belong to the census divisions with the 
highest Federal rate^
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G. Base Year A ppeals
We are proposing to revise 

§ 405.474(b)(3)(i)(C) to include, as a 
basis upon which a prospective 
recalculation of a hospital’s base year 
cost may be rpade, administrative 
actions such as a reopening and a 
revision, or a prehearing order or 
finding, in addition to a final 
administrative or judicial review 
decision.

H. Referral Centers
We are proposing to add a set of 

criteria to § 405.476(g) that would 
expand the definition of referral centers 
to encompass more rural hospitals. We 
would pay hospitals that meet these 
criteria the urban (rather than the rural) 
adjusted standardized amounts. We are 
also proposing that rural hospitals that 
meet the criteria set forth in 
§ 405.476(g)(l)(ii) would also be paid the 
urban (rather than the rural) adjusted 
standardized amounts for discharges 
occurring on or after October 1,1984.
V. Regulatory Impact Analysis
A. Introduction

Executive Order 12291 (E .0 .12291) 
requires that a regulatory impact 
analysis be performed and made 
available on any major rule. A “major 
rule” is defined as one that would result 
in an annual effect on the national 
economy of $100 million or more, a 
major increase in costs or prices, or 
significant adverse effects on 
competition, employment, investment, 
productivity or innovation.

The Regulatory Flexibility Act (RFA)
(5 U.S.C. 601-612) requires that an initial 
regulatory flexibility analysis be 
performed and made available for each 
proposed rule unless the Secretary 
certifies that the rule would not have a 
significant economic impact on a 
substantial number of small entities.

Under the RFA, small entities include 
small businesses, nonprofit 
organizations, and governmental 
jurisdictions of less than 50,000 
population. We treat all hospitals as 
small entities. Thus, a regulatory 
flexibility analysis is required if a 
substantial number of hospitals would 
be significantly affected by a regulatory 
document.

If we considered the net effects only, 
we would not expect the policy changes 
proposed in this rule to meet the criteria 
°J a major rule. Due to the distributive 
e acts °f the prospective payment rate 
methodology, such as adjustments for 
budget neutrality, a change that would 
result in substantially increased 
Payments for one group of hospitals 
under the prospective payment system

would be offset by compensating 
decreases in payment rates for all other 
hospitals under the system. (Note that 
the aggregate effect of an increase is 
offset by a corresponding aggregate 
decrease. Thus, a large increase for a 
small group is balanced by a small 
decrease for a large group.) Further, 
many of the proposed changes that 
would increase payment for some 
hospitals, such as the provision affecting 
the hospitals located in areas 
redesignated rural by EOMB in june 
1983, would not have a substantial effect 
on total payments, and would have 
negligible effects on the budget 
neutrality adjustment factors.

However, some of the provisions 
proposed in this rule would result in 
increases in payments to certain groups 
of hospitals large enough so that the 
budget neutrality mechanism would 
result in a redistribution of aggregate 
payments, due to the offsetting decrease 
of payments to other hospitals, 
amounting to over $100 million, even 
though the net effect on aggregate 
payments to all hospitals might not be 
significant, due to increases and 
decreases offsetting each other, we 
believe that a redistribution of this 
magnitude constitutes an economic 
impact meeting the threshold criteria of 
a major rule.

Further, it is clear that these proposed 
changes would affect a substantial 
number of hospitals, and that the effects 
for certain groups of those hospitals, 
such as those reclassified as rural by the 
MSA system, or hospitals that would 
meet the proposed new referral center 
criteria, would certainly be significant. 
Therefore, a regulatory flexibility 
analysis is required.

In the discussion below, we discuss 
the expected impacts of these proposed 
changes and then summarize our 
expectations of their net effect. This 
discussion, in combination with the rest 
of this preamble, constitutes a combined 
regulatory impact analysis and 
regulatory flexibility analysis meeting 
the requirements of E .0 .12291 and the 
RFA.

B. O bjectives
The changes we are proposing do not 

represent any change in the objectives 
or basic incentives of the prospective 
payment system. Rather, we are merely 
resolving the first and most pressing 
problems of implementation, in order to 
ensure that those objectives are 
achieved and that the incentives created 
push toward the intended effects. As 
noted in the final rule published January
3,1984, we fully expected the 
prospective payment system to:

• Restructure hospitals’ economic 
incentives, establishing market-likev 
forces;

• Link payment to diagnosis, basing 
payment on a system that more 
accurately identifies the product being 
purchased on behalf of Medicare 
beneficiaries;

• Establish the Federal government as 
a prudent buyer of services, adopting an 
active role in determining payments for 
inpatient services on behalf of Medicare 
beneficiaries; and

• Restrain the rate of hospital cost 
increases, and, therefore, moderate the 
outflow from the Medicare trust funds.

We expect these proposed changes to 
further those objectives while avoiding 
or minimizing unintended adverse 
consequences and ensuring that 
outcomes in general are reasonable and 
equitable. Thus, the intent of these 
proposals is essentially to fine tune the 
prospective payment system without 
undercutting our original objectives.
This means giving more to some 
hospitals, where appropriate, and 
therefore, if necessary, taking a little 
from others, to maintain balance.
C. Transfers

Our proposal to pay cost outlier 
payments to transferring hospitals 
would benefit those hospitals incurring 
such costs and would be more equitable 
than our current payment policy. 
Although it may appear that this change 
would result in larger aggregate 
payments for outlier services, we do not 
expect the aggregate amount of such 
payments to be substantial. Generally, 
transfers occur in less than 1.5 percent 
of cases. Of this number, a small portion 
result in high costs to the transferring 
hospital. Since this is a small portion of 
a group of cases already known to be 
relatively small, we believe the 
increased payments for these cases 
would be negligible, in view of total 
payments for inpatient hospital services. 
We do not believe it is necessary or 
desirable to reflect this change in either 
our budget neutrality methodology or in 
the determination of cost outlier trim 
points. As a result, we do not expect any 
hospitals would be disadvantaged by 
this proposal.

D. R ehabilitation Units
The revision of the “full-time director" 

requirement for rehabilitation units 
would result in the approval of a larger 
number of those units for exclusion from 
the prospective payment system.
Similarly, proposed changes concerning 
expansion of rehabilitation units would 
affect the total amount of inpatient 
hospital costs subject to the prospective
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payment system. The greater the cost- 
based payments made to hospitals and 
units excluded from the prospective 
payment system, the smaller the total of 
payments under that system becomes.

Before October 1,1983, rehabilitation 
hospitals and units were not given 
special recognition by Medicare 
payment methods, and we did not 
collect data on them. Since they were 
excluded by statute from the prospective 
payment system, we have established 
criteria and procedures to identify and 
pay them, and have begun to develop 
data on them.

As of April 30,1984, we have 
recognized 39 rehabilitation hospitals 
and 181 rehabilitation units for purposes 
of excluding them from the prospective 
payment system. By October 1,1984, we 
expect to have excluded around 80 
hospitals and around 440 units under the 
current regulations. (Since we do not 
have historical program data, these are 
only rough estimates, but they are not 
inconsistent with the applications for 
exclusion to date.)

Of the 53 hospitals that had been 
denied exclusion of a potential 
rehabilitation unit by April 30,1984,19 
applicants were denied because they 
lacked a director who could be 
considered “full-time” under the current 
regulations. We expect that some, but 
not all, of these would be approved 
under the requirements contained in this 
proposed rule. Any unit so approved 
would be excluded from the prospective 
payment system beginning with its next 
cost reporting period.

The proposed changes concerning unit 
expansion would result in an increased 
rate of growth of the total number of 
rehabilitation beds (and associated 
costs) excluded from the prospective 
payment system as part of existing 
units. Unfortunately, presently we have 
only fragmentary data on the numbers 
of beds in approved units, and no 
historical experience in the occupancy 
rates of units. As a result, we cannot 
estimate accurately the future effect of 
these proposed changes. However, 
based on discussions and review of 
what data are available, primarily from 
the hospital industry, we believe that 
the combination of a 90 percent 
occupancy threshold and a 10 percent 
growth cap will tend to permit a 
reasonable rate of expansion where 
justified, without allowing over- 
permissive exclusion of beds and costs 
from the prospective payment system.

It has been suggested that the use of a 
threshold occupancy for allowing 
limited expansion mught create 
incentives for units to keep their beds 
filled even if all the patients do not 
require the services of the unit. We

agree that this type of provider 
behavior, if it did result, would be 
undesirable. However, for several 
reasons, we do not believe this to be a 
substantial threat to the integrity and 
utility of our proposal. ,

First, under the rate of increase limits 
required by section 1886(b) of the Act 
and implemented by regulations at 
§ 405.463» excluded units already have 
strong incentives to maximize 
utilization. We do not believe these 
incentives would be increased 
significantly by this proposal. Second, 
and more important, since these 
incentives and behaviors are very 
familiar to us, there are already 
mechanisms in place that do restrain 
them. For example, both pre-admission 
screening and later medical reviews 
create counter-incentives in the form of 
potential denial of payment.

E. Physician Attestation
The proposed change concerning 

physician attestation is insignificant in 
terms of its economic impact. In 
essence, it is a revision of language and 
method of implementation of the 
attestation requirements that is intended 
to address criticisms aimed at phrasing 
and potential misunderstandings. We 
would still require a signed certification 
statement for each discharge; however, 
the penalty statement would be 
provided to the physician for his 
acknowledgement on only an annual 
basis. We do not expect this change to 
have any effect on payments or costs.

F. MSA Redesignations
As discussed above, we are proposing 

to make additional payments to 
hospitals located in counties that lost 
their urban status as a result of an 
EOMB MSA/NECMA redesignation 
after April 20,1983. There would be 
additional payments per case for cost 
reporting periods beginning during the ¡¿f 
second year of the prospective payment 
transition period. These payments 
would be made only to those hospitals 
that have hospital-specific rates higher 
than their Federal rural rates.

We estimate that 32 of 51 hospitals 
affected by the June 1983 EOMB 
redesignation would receive additional 
payments under this proposal. These 
hospitals, located for the most part in 
the East North Central and West South 
Central regions, would receive an 
estimated $4 million for discharges 
occurring in FY 85. The remaining 19 
hospitals would continue to receive their 
blended Federal rural rate. There may 
be future redesignations, but we have no 
way to predict them or estimate their 
impact.

Increasing payments for a group of 
hospitals would normally reduce 
payment to other hospitals through the 
budget neutrality mechanism. However, 
these additional payments would affect 
too few hospitals and be too small in the 
aggregate to have a substantial effect on 
the budget neutrality adjustment factors. 
We estimate that the average payment 
per case to other hospitals would be 
reduced by less than 50 cents.

G. Census Division Boundaries
As explained above, we are proposing 

to deem a hospital that is located in an 
MSA or NECMA that crosses census 
division boundaries to belong to the 
census division in which most of the 
hospitals within the MSA or NECMA 
are located. Assuming that all of the 
hospitals in the affected MSAs continue 
to participate in the Medicare program, 
and that no new hospitals emerge in 
those areas, we estimate that this 
change would have major impacts on 
only 23 of the 146 hospitals in the 14 
MSAs affected:

• 11 hospitals would be paid at a 
higher Federal regional rate; and

• 12 hospitals would be paid at a 
lower adjusted Federal regional rate 
(receiving, for one year, 50 percent of the 
difference between the Federal rates of 
its old and new regions).

One hundred and twenty of the 146 
hospitals in affected MSAs would not be 
reclassified. The remaining three 
hosptials are located in States that have 
waivers and are thus excluded from the 
prospective payment system.

We project that the 11 hospitals 
reclassified into regions that have higher 
regional rates would receive about $140 
more per case than they cduld receive if 
we did not implement this proposal. The 
12 hospitals adversely affected would 
receive about $45 less per case, taking 
into consideration the payment of half 
the differential between old and new 
regions.

Nearly all of the affected hospitals are 
located in only three regions: South 
Atlantic, East North Central, and East 
South Central. The larger proportion of 
the decrease in payments would be 
experienced by hospitals in the East 
North Central region. Hospitals located 
in the East South Central region would 
benefit the most from this proposal.

We estimate that the total payment 
increase for benefited hospitals would 
amount to about $4 million in the 
aggregate, and the corresponding 
decrease to adversely affected hospitals 
would amount to about $1 million. The 
net increase of about $3 million, 
considering payments to all 23 directly 
affected hospitals, would have the result
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of reducing payments to other hospitals 
through the budget neutrality 
mechanism, but only by a small amount. 
The magnitude of this offset would be 
comparable to that of the additional 
payments to those hospitals classified 
rural under the MSA redesignations, 
reducing the average per case payment 
by less than 50 cents.

H. Base Year A ppeals
We do not expect a significant 

economic impact to result from the 
proposed clarification of the provision 
governing the appeal of base year costs 
on which transition period prospective 
payment rates are partially based. We 
do not view this clarification as a 
change of policy, since we had not 
intended to implement the regulation, as 
published on January 3,1984, as rigidly 
as some parties seem to believe. Further, 
the impact of theJbase year costs 
involved diminishes throughout the 
transition period. Once full national 
DRG-related payment rates are 
implemented, revisions or new findings 
concerning base-year costs would have 
no effect on prospective payment rates.

We do not have adequate data to 
estimate how many hospitals will have 
their base period cos.ts recalculated 
under this provision. However, we 
believe the aggregate amounts of 
additional payments resulting from 
recalculations would not be substantial 
enough to affect our overall 
expectations of program expenditures. 
This proposal has no effect on the 
budget neutrality adjustment 
calculations.
/. Referral Centers

The proposed additional criteria 
permitting rural hospitals to qualify as 
referral centers and be paid at urban 
rates would result in a significant 
number of new referral centers being 
recognized. We do not have adequate 
data to project how many hospitals 
could meet each of the criteria proposed. 
However, we can determine how many 
hospitals had enough discharges and 
met the case-mix criteria based on the 
MEDPAR data.

Based on just this data, we project 
that as many as 113 hospitals may 
qualify as referral centers under the new 
criteria. Considering the difference 
between urban and rural rates, the 
increased aggregate payments to these 
hospitals would be substantial. We 
project that these hospitals could be 
Paid, in the aggregate, about $80 million 
more than they would be paid without 
this proposal.

Note.— It appears that some rural hospital 
with less than 500 beds may qualify as 
referral centers under the existing criteria at

§ 405.476(g)(1)(h). Under this proposed rule, 
we would pay those hospitals at the urban 
rate, too. W e  cannot be sure how many 
hospitals may so qualify, just as we cannot 
be certain how many hospitals may be 
denied referral center status under the 
proposed criteria. Considering both these 
problems, we do not believe the total number 
of potential rural referral centers with less 
than 500 beds is likely to exceed the 
projection of 113 based on discharge and case 
mix.

Based on case mix and volume of 
discharge, we have identified some 
potential referral centers in every 
region, but there are significant regional 
differences in their distribution. More 
than half of the potential referral centers 
identified are in only three regions East 
North Central, East South Central, and 
South Atlantic. The New England,
Middle Atlantic, and West South 
Central regions each have less than 
seven potential referral centers.

Due to the budget neutrality 
mechanism, the increased payments to 
new referral centers would result in 
reduced payments to all other hospitals. 
We estimate that the average per case 
payment to other hospitals would be 
reduced by about $8 as a result of this 
proposal.

/. U pdated Payment R ates
One of the primary functions of this 

document is to propose updated 
prospective payment rates in 
accordance with statutory and 
regulatory requirements (section 1886(d) 
of the Act and § 405.470(e) of the 
regulations). Accordingly, the 
Addendum to this document, which is 
printed after the text of the proposed 
regulations, sets forth tables of proposed 
new Federal national and regional rates, 
new DRG relative weights and outlier 
thresholds, and new factors for 
calculating hospital-specific rates. In 
accordance with section 1886(d)(1)(D) of 
the Act, the Federal rate for FY 85 will 
be a blend set at 75 percent of the 
Federal regional rate plus 25 percent of 
the Federal national rate. This blend 
will take effect for all Federal rates for 
all discharges occurring on or after 
October 1,1984. Further, as each 
hospital begins its second year under 
prospective payment, with its cost 
reporting period beginning on or after 
October 1,1984, the relative proportions 
of hospital-specific and Federal portions 
will change from 75 and 25 percent, 
respectively, to 50 percent hospital- 
specific and 50 percent Federal.

FY 85, section 1886(e)(1) of the Act 
requires that Federal and hospital- 
specific payment rates continue to be 
adjusted for budget neutrality. (See the 
technical explanation of the budget

neutrality adjustment methodology in 
section V. of the Addendum.) As a 
result, aggregate FY 85 prospective 
payments for inpatient hospital services 
are projected to be the same as they 
would have been for those services in 
FY 85 had the Medicare payment system 
in effect at the time of enactment of the 
prospective payment legislation 
continued in effect. It should be 
emphasized that we have no discretion 
in this matter—the FY 85 payment rates 
must be made budget neutral to what 
would have been paid under prior law.

In the absence of the budget neutrality 
requirement, the FY 85 payment rates 
would increase over the FY 1984 rates, 
in accordance with section 1886(d)(3) of 
the Act, by the percentage increase in 
the hospital market basket index (an 
input price index) plus one percentage 
point. For FY 85, we estimate that 
increase would be about 7.4 percent. 
However, as a result of the budget 
neutrality and other adjustments, the 
proposed payment rates as published 
would increase by 5.6 percent.

The main factors that contribute to the 
reduction of the rate of increase below 
7.4 percent are:

• Incorporation into the estimate of 
payments under prior law, on which the 
budget neutrality adjustment is based, 
of:
—The statutory reduction of the case- 

mix adjusted limits (from 115 percent 
of the mean for each group of 
hospitals) that would have applied 
under section 1886(a) of the Act; and 

—The ending of payment for 25 percent 
of costs in excess of a hospital’s rate 
of increase limit (target amount) under 
section 1886(b) of the Act;
• The disparity resulting from the 

difference between the months when 
lower and higher cost hospitals tend to 
enter the prospective payment system 
during FY 84. More of the hospitals that 
have higher costs, due to higher wage, 
index values and higher indirect 
teaching adjustments, have cost 
reporting periods beginning late in the 
Federal fiscal year. As a result, these 
hospitals had little effect on the 
estimated FY 84 average payment levels 
used in the budget neutrality adjustment 
methodology. However, all of these 
hospitals will be paid based on the new 
Federal rates for all fiscal months of FY 
85. Reflection of this situation in the 
budget neutrality calculations for FY 85, 
which eliminates the disparity, results 
in some reduction of the published FY 
85 rates;

• Finally, the proposed increases in 
payments to certain hospitals as 
discussed elsewhere in this analysis,
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which must be offset by decreases in the 
Federal payment rates.

However, in addition to the factors 
that would decrease the rates, other 
factors (other than increasing the rates 
by the market basket plus one 
percentage point) result in rate 
increases. Specifically, the change in 
outlier policy and the adjustment to 
reflect the most recent data on the level 
of transfer payments under the 
prospective payment system both 
produce increases in the adjusted 
Federal rates. (See the addendum for 
discussion of both of these subjects.)

The following example serves to 
illustrate in dollar terms the impact of 
these factors on the increase in the 
Federal rates published in the 
Addendum to this rule. The New 
England region’s urban rate is $2,967 in 
FY 84 (adding labor and non-labor 
components). This rate, increased by 7.4 
percent, would be $3,187 for FY 85, 
before adjustment for budget neutrality. 
However, the proposed FY 85 urban 
Federal regional rate for the New 
England is $3,134, or $53 less than the 
rate would have been if we had simply 
increased the FY 84 rate by 7.4 percent. 
The example below indicate how the 
requirement for budget neutrality 
accounts for the $53 dollar difference. 
(See Section V of the Addendum, 
Technical Explanation of Budget 
Neutrality Adjustment Methodology, for 
more details.)
Example:

FY 84 Rate: New England urban_________a-------------  $2,967
— Increase by 7 .4% __________________________ + 2 2 0
— Additional year of rate of increase limits 

and elimination of 25%  allowance for costs
in excess of limits--------- ...-------------- .-------------- * —54

— Reduce case-mix limits from 115%  to
110%  of m ean _____ ________________ _— ... —12

— Phase-in disparity  ........................................ ■— 13
— Effect of regulatory changes________....______ —22
— Adjust for transfers under prospective pay­

ment_____ __ _____________________________  + 1 6
— Adjust for change in  outlier policy--------------  + 3 2

FY 85 Rate: New England urban--------- -------------------- 3,134

We expect that the actual average 
paym ent per case during FY 85 will 
increase by more than the published 
Federal payment rates as a result of the 
following.

• Hospitals with higher wage index 
values entered the prospective payment 
system later, on average, than hospitals 
with lower wage index values. Thus, 
average payments to hospitals in FY 85 
will be higher than in FY 84 because a 
higher proportion of admissions in FY 85 
will be associated with hospitals with a 
higher wage index.

• Hospitals with higher payments for 
the indirect costs of medical education 
entered the prospective payment system 
later, an average, than hospitals with

lower payments for those costs.
Therefore, average payments to 
hospitals in FY 85 will be higher than in 
FY 84 because a higher proportion of 
admission in FY 85 will be associated 
with hospitals with higher payments 
related to indirect medical education 
cost

• Hospitals with reporting periods 
Starting later in FY 84 would be 
expected to have higher base year costs 
and hospital-specific rates because of 
the continuing increases in costs. This 
would further increase FY 85 average 
prospective payments over FY 84 
average prospective payments.

• Several provisions allowing for 
increased payments would be added for 
FY 85. These provisions include new 
criteria for rural referral centers, extra 
payments to certain hospitals that are in 
counties redesignated from urban to 
rural by EOMB, and relief for hospitals 
in MSAs that overlap more than one 
region.
K. Summary

E .0 .12291 requires us to assess the 
benefits, costs, and net benefits of all 
rules, major or otherwise, and to discuss 
those costs and benefits in impact 
analyses for major rules to show that 
the potential benefits outweigh the cost 
to society.

In the aggregate, the net effect these 
proposals would have on the overall 
level of total payments would be 
negligible. To the extent that any 
aggregate change resulted at all, it 
would be the result of our inability to 
reflect all these proposals explicity and 
accurately in the budget neutrality 
adjustment methodology. Five of the 
major provisions of this rule (outlier 
payments to transferring hospitals, 
director of rehabilitation units 
expansion of rehabilitation units, 
physician attestation, and base year 
appeals) are not reflected in that 
methodology. However, as discussed 
above in relation to each provision, 
although we expect the economic 
impacts of these provisions to be 
negligible in the aggregate, each of them 
has significant benefits.

For the most part, the costs and 
disadvantages that could result from 
these proposals would take the form of 
reductions of payment rates through 
budget neutrality adjustment. However, 
as discussed above, the decrease in the 
budget neutrality factors largely results 
from considerations outside the scope of 
these proposals, and, under budget 
neutrality quantifiable benefits in the 
form of payment increases for some 
must be offset by payment decreases for 
others.

The primary benefit resulting from 
this proposed rule is the maintenance 
and effective management of the 
prospective payment system itself. The 
incentives of this system are expected to 
produce substantial benefits in the form 
of economy and efficiency of operation 
of participating hospitals, and as 
improvements in trends of the health 
care marketplace as a whole. As noted 
earlier, the objective of these proposals 
is to fine tune the prospective payment 
system. Compared to the magnitude and 
impact of the system as a whole, the 
effects of these changes would be trivial. 
For FY 85, Medicare expenditures for 
inpatient hospital services (including 
inpatient operating costs, capital costs, 
medical education, and excluded 
hospitals and units) are projected to be 
about $48 billion. This proposed rule 
would affect the distribution of less than 
0.2 percent of those expenditures.

We believe that, from this perspective, 
the higher payment rates afforded to a 
little more than 150 hospitals (32 
reclassified rural, 11 deemed to be in 
regions receiving higher payment rates, 
and perhaps as many as 113 rural 
referral centers), as well as the 
nonquantifiable benefits afforded to 
rehabilitation units and hosptials with 
affected transfer outlier cases and base 
year appeals, more than offset the 
resulting costs. For the above reasons, 
we believe that this proposal would 
meet the objectives of E .0 .12291 and 
the Regulatory Flexibility Act.

V. Other Required Information

A. R esponses to Public Comments
Because of the large number of 

comments we receive, we cannot 
acknowledge or respond to them 
individually. However, in preparing the 
final rule, which will be published 
shortly, we will consider all comments 
that we receive by the close of the 
comment period and will respond to 
them in the final rule.
B. Paperwork Reduction Act

These proposed changes do not 
impose information collection 
requirements. Consequently, they need 
not be reviewed by the Executive Office 
of Managment and Budget under the 
authority of the Paperwork Reduction 
Act o f1980 (44 U.S.C. 3501 et seq ).

List of Subjects in 42 CFR Part 405
Administrative practice and 

procedure, Certification of compliance, 
Clinics, Cost-based reimbursement, 
Contracts (Agreements), End-Stage 
Renal Disease (ESRD), Health care, 
Health facilities, Health maintenance 
organizations (HMOs), Health
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professions, Health suppliers, Home 
health agencies, Hospitals, Inpatients, 
Kidney diseases, Laboratories,
Medicare, Nursing homes, Onsite 
surveys, Outpatient providers, 
Reasonable charges, Reporting 
requirements, Rural areas, Prospective 
Payment System, X-rays.

PART 405—FEDERAL HEALTH 
INSURANCE FOR THE AGED AND 
DISABLED

42 CFR Part 405, Subpart D would be 
amended as set forth below:

Subpart D—Principles of 
Reimbursement for Providers, 
Outpatient Maintenance Dialysis, and 
Services by Hospital-Based Physicians

1. The authority citation for Subpart D 
reads as follows:

Authority: Secs. 1102,1814(b), 1815,1833(a), 
1861(v), 1871,1881,1886, and 1887 of the 
Social Security Act as amended (42 U.S.C. 
1302,1395f(b), 1395g, 13951(a), 1395x(v),
1395hh, 1395rr, 1395ww, and 1395xx).

2. The table of contents for Subpart D 
is amended by revising the title of
§ 405.476 to read as follows:
Subpart D—Principles of Reimbursement 
for Providers, Outpatient Maintenance 
Dialysis, and Services by Hospital-Based 
Physicians
Sec. - '* * * ' * *
405.476 Special treatment for certain

facilities under the prospective payment 
system.

* * * * *
3. Section 405.470 is amended hy 

reprinting the introductory language of 
paragraph (b)(5) unchanged, revising 
paragraph (b)(5)(iv); redesignating 
paragraph (c)(4) as (c)(4)(i), and adding 
a new paragraph (c)(4)(ii) to read as 
follows:

42 CFR Part 405, Subpart D would be 
amended as set forth below:

PART 405—FEDERAL HEALTH 
INSURANCE FOR THE AGED AND 
DISABLED

Subpart D—Principles of 
Reimbursement for Providers, 
Outpatient Maintenance Dialysis, and 
Services by Hospital-Based Physicians

1. The authority citation for Subpart D 
reads as follows:

Authority: Secs. 1102,1814(b), 1815,1833(a), 
1861(v), 1871,1881,1886, and 1887 of the 
Social Security Act as amended (42 U.S.C. 
]L °\l395f(b), 1395g, 13951(a), 1395x(v),
1395hh, 1395rr, 1395ww, and 1395xx).

2. The table of contents for Subpart D 
18 amended by revising the title of 
8 405.476 to read as follows:

Subpart D—Principles of Reimbursement 
for Providers, Outpatient Maintenance 
Dialysis, and Services by Hospital-Based 
Physicians
Sec.
*  *  *  *

405.476 Special treatment for certain
facilities under the prospective payment 
system.

*  *  *  *  *

3. Section 405.470 is amended by 
reprinting the introductory language of 
paragraph (b)(5) unchanged, revising 
paragraph (b)(5)(iv); redesignating 
paragraph (c)(4) as (c)(4)(i), and adding 
a new paragraph (c)(4)(h) to read as 
follows:

§ 405,470 Prospective payment: General 
provisions.
* * * * *

(b) Basis o f payment.
(1 ) *  * *
(5) Additional payments to hospitals. 

In addition to payments based on the 
prospective payment rates, hospitals 
will receive payments for:

(i) * * *
(iv) Bad debts of Medicare 

beneficaries (see § 405.420 and 405.477 
(d)(1).

(c) Discharges and transfers.
* * * * *

(4) Payments to a hospital 
transferring an inpatient to another 
hospital.

(1) * * *
(ii) Effective with discharges occurring 

on or after October 1,1984, a 
transferring hospital may qualify for an 
additional payment for extraordinarily 
high-cost cases that meet the criteria for 
cost outliers as described in 
§ 405.475(d).
* * * * *

4. Section 405.471 is amended by 
reprinting the introductory language 
unchanged in paragraphs (c)(2) and 
(c)(2)(v) and revising paragraph 
(c)(2)(v)(A); by reprinting the 
introductory language unchanged in 
paragraphs (c)(4)(iii) and (c)(4)(iii)(F) 
and revising paragraph (c)(4)(iii)(F)(7); 
and by adding a new paragraph (d) to 
read as follows:

§ 405.471 Hospitals and hospital services 
subject to and excluded from-the 
prospective payment system. 
* * * * *

(c) Excluded hospitals and hospital 
units: classifications. * * *

(2) Rehabilitation hospitals. A 
rehabilitation hospital must—* * *

(v) Have a director of rehabilitation 
who—

(A) Provides services to the hospital 
and its inpatients on a full-time basis; 
* * * * *

(4) Psychiatric, rehabilitation, and
alcohol/drug units (distincts parts).* * *

(hi) A rehabilitation unit (distinct 
part) must—* * *

(F) Have a director of rehabilitation 
who—

(1) Provides services to the unit and to 
its inpatients for at least 20 hours per 
week;
* * * * *

(d) Changes in the size o f  excluded  
units.—(1) A ll excluded units. For 
purposes of exclusion from the 
prospective payment system under this 
section, the number of beds and square 
footage of each excluded unit will 
remain the same throughout each cost 
reporting period, and any change in the 
number of beds or square footage 
considered to be part of an excluded 
unit may be made only at the start of a 
cost reporting period.

(2) R ehabilitation units, (i) A hospital 
that has an excluded rehabilitation unit 
may increase the number of beds and 
the square footage of thè unit by as 
much as ten percent for a cost reporting 
period if during the immediately 
preceding cost reporting period the 
number of patient days of care furnished 
by the unit was at least 90 percent of the 
total available patient days. However, 
neither the number of beds nor the 
square footage of the unit may increase 
by more than ten percent for any cost 
reporting period.

(ii) Except as specified in paragraph 
(d)(2)(i) of this section, the number of 
beds or the square footage of an 
excluded rehabilitation unit may be 
increased only if—

(A) The added beds or rooms were 
used to provide hospital inpatient care 
during all of the hospital’s most recent 
12-month cost reporting period; and

(B) The entire unit the hospital wishes 
to have excluded, including both 
previously excluded beds or rooms and 
added beds or rooms, meets the 
requirement in paragraph (c)(4)(iii)(A) of 
this section.

5. In § 405.472, paragraph (d)(2)(i) is 
revised to read as follows:

§ 405.472 Conditions for payment under 
the prospective payment system. 
* * * * *

(d) M edical review  activities fo r  
hospitals p a id  under the prospective 
paym ent system.
*  *  *  *

(2) DRG validation, (i) The attending 
physician must, shortly before, at, or 
shortly after discharge (but before a 
claim is submitted), attest to in writing 
on the discharge summary the principal
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diagnosis, secondary diagnoses, and 
names of procedures performed. Below 
the diagnostic and procedural 
information, and on the same page, the 
following statement must immediately 
precede the physician’s signature:

I certify that the narrative descriptions of 
the principal and secondary diagnoses and 
the major procedures performed are accurate 
and complete to the best of my knowledge.”
In addition, when the claim is submitted, the 
hospital must certify that it has on file a 
signed acknowledgement from the attending 
physician that the physician has received the 
following notice:

Notice To Physicians
Medicare payment to hospitals is based in 

part on each patient's principal and 
secondary diagnoses and the major 
procedures performed on the patient, as 
attested to by the patient’s attending 
physician by virtue of his or her signature on 
the discharge summary sheet. Anyone who 
misrepresents, falsifies, or conceals essential 
information required for payment of Federal 
funds may be subject to tine, imprisonment, 
or civil penalty under applicable Federal 
laws.
* * * * *  /

6. Section 405.473 is amended by 
revising paragraph (c)(1), revising and 
redesignating paragraphs (c)(2) through
(c)(6) as (c)(3) through (c)(7) 
respectively, and adding a new 
paragraph (c)(2) to read as follows:

§ 405.473 Basic methodology for 
determining Federal prospective payment 
rates.
* * * ** *

(c) Federal rates fo r  fisca l years after 
Federal fisca l y ear 1984—(1) G eneral 
rule. HCFA will determine a national 
adjusted prospective payment rate, for 
each inpatient hospital discharge in a 
Federal fiscal year after fiscal year 1984 
involving inpatient hospital services of a 
hospital in the United States subject to 
the prospective payment system under 
§405.471, and will determine a regional 
adjusted prospective payment rate for 
-such discharges in each region, for 
which payment may be made under 
Medicare Part A. Each such rate will be 
determined for hospitals located in 
urban or rual areas within the United 
States and within each such region 
respectively, as described in paragraphs
(c)(2) through (c)(7) of this section.

(2) Geographic classifications, (i) For 
purposes of this paragraph, the 
following definitions apply:

(A) The term “region” means one of 
the nine census divisions, comprising 
the fifty States and the District of 
Columbia, established by the Bureau of 
the Census for statistical and reporting 
purposes.

(B) The term “urban area" means—

(1) A Metropolitan Statistical Area 
(MSA) or New England County 
Metropolitan Area (NECMA), as defined 
by the Executive Office of Management 
and Budget; or

(2) The following New England 
counties, which are deemed to be urban 
areas under section 601(g) of the Social 
Security Amendments of 1983 (Pub. L. 
98-21, 42 U.S.C. 1395ww (note)): 
Litchfield County, Connecticut; York 
County, Maine; Sagadahoc County, 
Maine; Merrimack County, New 
Hampshire; and Newport County, Rhode 
Island.

(C) The term “rural area” means any 
area outside an urban area.

(D) The phrase “hospital reclassified 
as rural” means a hospital located in a 
county that was part of an MSA or 
NECMA, as defined by the Executive 
Office of Management and Budget, but 
is not part of an MSA or NECMA as a 
result of an executive Office of 
Management and Budget redesignation 
occurring after April 20,1983.

(ii) For hospitals within an MSA or 
NECMA that crosses census division 
boundaries, the following provisions 
apply:

(A) The MSA or NECMA is deemed to 
belong to the census division in which 
most of the hospitals within the MSA or 
NECMA are located. For discharges 
occurring during fiscal year 1985 only, if 
a hospital receives a lower Federal rate 
because the census division in which 
most of the hospitals are located has a 
lower Federal rate than the other census 
division in which the other part of the 
MSA is located, we will pay an 
additional amount to the hospital equal 
to 50 percent of the difference between 
the fiscal year 1985 Federal rate 
applicable prior to the reassignment and 
the fiscal year 1985 Federal rate 
applicable in the division to which the 
hospital has been assigned. .

(B) The higher Federal rate is payable 
to all hospitals in the MSA or NECMA if 
an equal number of hospitals within the 
MSA or NECMA are located in each 
census division.

(3) Updating previous standardized  
amounts—(i) For fisca l y ear 1985. HCFA 
will compute an average standardized 
amount for each group of hospitals 
described in paragraph (b)(5) of this 
section (urban areas and rural areas 
within the United States, and urban 
areas and rural areas within each 
region), equal to the respective adjusted 
average standardized amount computed 
for fiscal year 1984 under paragraph
(b)(7) of this section—

(A) Increased for fiscal year 1985 by 
the applicable percentage increase 
under § 405.463(c);

(B) Adjusted by the estimated amount 
of medicare payment for nonphysician 
services furnished to hospital inpatients 
that would have been paid under Part B 
were it not for the fact that such 
services must be furnished either 
directly by hospitals or under 
arrangements;

(C) Reduced by a proportion equal to 
the proportion (estimated by HCFA) of 
the total amount of prospective 
payments which are additional payment 
amounts attributable to outlier cases 
under § 405.475; and

(D) Adjusted for budget neutrality 
under paragraph (c)(5) of this section.

(ii) For fiscal year 1986 and thereafter, 
HCFA will compute an average 
standardized amount for each group of 
hospitals described in paragraph (b)(5) 
of this section, equal to the respective 
adjusted average standardized amounts 
computed for the previous fiscal year—

(A) Increased by the applicable 
percentage increase determined under 
paragraph (c)(4) of this section; and

(B) Adjusted by the estimated amount 
of Medicare payment for nonphysician 
services furnished to hospital inpatients 
that would have been paid under Part B 
were it not for the fact that such 
services must be furnished either 
directly by hospitals or under 
arrangements;

(C) Reduced by a proportion equal to 
the proportion (estimated by HCFA) of 
the amount of payments based on the 
total amount of prospective payments 
which are additional payment amounts 
attributable to outlier cases under
§ 405.475.

(4) Determining applicable percentage 
changes fo r  fisca l y ear 1986 and 
follow ing. The Secretary will determine 
for each fiscal year (beginning with 
fiscal year 1986) the applicable 
percentage change which will apply for 
purposes of paragraph (c)(3)(ii) this 
section as the applicable percentage 
increase for discharges in that fiscal 
year, and which will take into account 
amounts the Secretary believes 
necessary for the efficient and effective 
delivery of medically appropriate and 
necessary care of high quality. In 
making this determination, the Secretary 
will consider the recommendations of 
the Prospective Payment A ssessm ent 
Commission.

(5) Maintaining budget neutrality for 
fisca l y ear 1985. For fiscal year 1985, 
HCFA will adjust each of the reduced 
standardized amounts determined under 
paragraph (c)(3) of this section as 
required for fiscal year 1985 to ensure 
that the estimated amount of aggregate 
payments made, excluding the hospital- 
specific portion (that is, the total of the
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Federal portion of transition payments, 
plus any adjustments and special 
treatment of certain classes of hospitals 
for fiscal year 1985) is not greater or less 
than 50 percent of the payment amounts 
that would have been payable for the 
inpatient operating costs for those same 
hospitals for fiscal year 1985 under the 
law as in effect on April 19,1983. The 
aggregate payments considered under 
this paragraph exclude payments for per 
case review by a utilization and quality 
control peer review organization, as 
allowed under section 1866(a)(1)(F) of 
the Act.

(6) Computing F ederal rates fo r  urban 
and rural hospitals. For each discharge 
classified within a Diagnosis-Related 
Group, HCFA will establish for the 
fiscal year a national prospective 
payment rate and will establish a 
regional prospective payment rate, for 
each region, each of which is equal—

(i) For hospitals located in an urban 
area in the United States or that region 
respectively, to the product of—

(A) The adjusted average 
standardized amount (computed under 
paragraph (c)(3) of this section) for the 
fiscal year for hospitals located in an 
urban area in the United States or that 
region; and

(B) The weighting factor (determined 
under paragraph (a)(2) of this section) 
for that diagnosis-related group; and

(ii) For hospitals located in a rural 
area in the United States or that region 
(respectively), to the product of—

(A) The adjusted average 
standardized amount (computed under 
paragraph (c)(3) of this section) for the 
fiscal year for hospitals located in a 
rural area in the United States or that 
region; and

(B) The weighting factor (determined 
under paragraph (a)(2) of this section) 
for that diagnosis-related group. .

(7) Adjusting fo r  different area wage 
levels. HCFA will adjust the proportion 
(as estimated by HCFA from time to 
time) of Federal rates computed under 
paragraph (c)(6) of this section which 
are attributable to wages and labor- 
related costs, for area differences in 
hospital wage levels by a factor 
(established by HCFA) reflecting the 
relative hospital wage level in the 
geographic area of the hospital 
compared to the national average 
hospital wage level.

7. In § 405,474, the introductory 
language of paragraph (b)(3)(i) is 
repiidt'edl unchanged, and paragraph 
1 J(3)(i)(C) is revised to read as follows:

§ 405.474 Determination of transition 
Period payment rates.
* *  *  *  *

(b) Determining the hospital-specific 
rate.
*  „ *  *  *  *

(3) Lim itations on modifying 
calculations, (i) The intermediary will 
use the best data available at the time in 
estimating each hosptial’s base year 
costs and the modifications to those 
costs authorized by paragraph (b)(2) of 
this section. The intermediary’s estimate 
of base year costs and modifications 
thereto is final and may not be changed 
after the first day of the first cost 
reporting period beginning on or after 
October 1,1983, except as 
follows: * * *

(C) (J) To take into account additional 
costs recognized as allowable costs for 
the hospital’s base year as the result 
of—

(/) A reopening and revision of the 
hospital’s base year notice of amount of 
program reimbursement under 
§ § 405.1885 through 405.1889;

(//) A prehearing order t»r finding 
issued during the provider payment 
appeals process by the appropriate 
reviewing authority under §§ 405.1821 or 
405.1853 that resolved a matter at issue 
in the hospital’s base year notice of 
amount of program reimbursement; or 

[ifi] A final administrative or judicial 
review decision under § § 405.1831, 
405.1871, or 405.1877 that resolved a 
matter at issue in the hospital’s base 
year notice of amount of program 
reimbursement.

(2) The intermediary will recalculate 
the hospital’s base year costs, 
incorporating the additional costs 
recognized as allowable for the 
hospital’s base year. Adjustments to 
base year costs to take into account 
these additional costs will be effective 
with the first day of the hospital’s first 
cost reporting period beginning on or 
after the date of the revision, order or 
finding, or review decision. The 
hospital’s revised base year costs will 
not be used to recalculate the hospital- 
specific portion as determined for fiscal 
years beginning before the date of the 
revision, order or finding, or review 
decision.
* * * * *

8. Section 405.476 is amended by: 
Revising the title; amending paragraph
(a) by adding a new paragraph (a)(6); 
revising paragraph (g); and adding a 
new paragraph (i) to read as follows: *

§ 405.476 Special treatment of certain 
facilities under the prospective payment 
system.

(а) G eneral rules. * * *
(б) H ospitals that are located  in urban 

areas and that are reclassified  as rural. 
HCFA will adjust the rural Federal 
payment amounts for hospitals

reclassified as rural, as defined in 
§ 405.473(c)(2)(i)(D). The criteria for this 
adjustment are set forth in paragraph (i) 
of this section.
* * * * *

(g) R eferral centers.—(1) Criteria. 
HCFA will consider a hospital’s request 
for a referral center adjustment to the 
hospital’s prospective payment rates 
only if the hospital is an acute care 
hospital that has a provider agreement 
under Part 489 of this chapter to 
participate in Medicare as a hospital; 
and the hospital meets the criteria 
specified in either paragraph (g)(l)(ij,
(g)(l)(ii)» or (g)(l)(iii) of this section.

(i) The hospital is located in a rural 
area (as defined in § 405.473(c)(2)(i)) and 
has 500 or more beds available for use.

(ii) The hospital has an inpatient 
population such that at least 50 percent 
of its Medicare patients are referred 
from other hospitals or from physicians 
not on the staff of the hospital. In 
addition, at least 60 percent of the 
hospital’s Medicare patients must live 
more than 25 miles from the hospital, 
and at least 60 percent of all the services 
that the hospital furnishes to Medicare 
beneficiaries are furnished to 
beneficiaries who live more than 25 
miles from the hospital.

(iii) For discharges occurring on or 
after October 1,1984, the hospital is 
located in a rural area (as defined in
§ 405.473(c)(2)(i)) and the hospital meets 
the criteria specified in paragraphs 
(g)(l)(iii)(A) and (g)(l)(iii)(B) of this 
section and at least one of the three 
criteria specified in paragraphs 
(g)(l)(iii)(C) through (g)(l)(iii)(E) of this 
section.

(A) ; The hospital’s 1981 case-mix index 
is at least 1.03, or, as an alternative, the 
hospital’s case-mix index is at least 
1.0903 for its first cost reporting period 
subject to the prospective payment 
system.

(B) The hospital’s number of 
discharges (excluding discharges from _ 
subprovider units) is at least 6,000 for 
the hospital’s most recently completed 
cost reporting period.

(C) More than 50 percent of the 
hospital’s medical staff are specialists; 
that is, they have completed minimal 
training requirements as recognized by 
the American Board of Medical 
Specialties or the Advisory Board for 
Osteopathic Specialists.

(D) The hospital’s inpatient population 
is such that at least 60 percent of all its 
discharges are for inpatients who reside 
more than 25 miles from the hospital.

(E) At least 40 percent of all inpatients 
treated at the hospital are referred from 
other hospitals or from physicians not 
on the hospital’s staff.
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(2) Payment to referral centers.—(i) 
Payment to rural referral centers with 
500 or more beds. A hospital that meets 
the criteria of paragraph (g)(l)(i) of this 
section will be paid prospective 
payments per discharge based on the 
applicable urban payment rates as 
determined in accordance with 
§ 405.473(b)(10) or (c)(6), as adjusted by 
the hospital’s area wage index.

(ii) Payment to a ll other rural referral 
centers. Beginning with discharges 
occurring on or afte^October 1,1984 a 
hospital that is located in a rural area 
(as defined in § 405.473(c)(2)(i)) and 
meets the criteria of paragraph (g)(l)(ii) 
or (g)(i)(iii) of this section will be paid 
prospective payments per discharge 
based on the applicable urban payment 
rates as determined in accordance with 
§ 405.473 (b)(10) or (c)(6), as adjusted by 
the hospital’s area wage index.
It h  h  it h

(i) H ospitals reclassified  as rural. 
Effective with discharges occurring on 
or after October 1,1984, a hospital 
reclassified as rural, as defined in 
§ 405.473(c)(2)(i)(D), may receive an 
adjustment to its rural Federal payment 
amount for two successive Federal fiscal 
years provided that its hospital-specific 
portion for discharges occurring in the 
hospital’s first cost reporting period 
under the prospective payment system 
exceeds the Federal rural rate for that 
same period that is adjusted for the rural 
area wage index and the indirect 
teaching adjustment factor.

(1) First year adjustment. A hospital 
that is reclassified as rural, as defined in 
§ 405.473(c)(2)(i)(D), and whose hospital- 
specific portion exceeds the Federal 
rural rate, will have its rural average 
standardized amounts adjusted based 
on an amount, in addition to its rural 
average standardized amount, that 
equals two-thirds of the difference 
between the urban and rural 
standardized amounts reflecting the 
appropriate regional/national blend 
otherwise applicable to the fiscal year 
for which an adjustment is made.

(2) Second year adjustment. A 
hospital that continues to meet the 
definition in § 405.473(c)(2)(i)(D), will 
have its rural average standardized 
amounts adjusted based on an amount, 
in addition to its rural average 
standardized amount, that equals one- 
third of the difference between the 
urban and rural amounts reflecting the 
appropriate regional/national blend 
otherwise applicable to the fiscal year 
for which an adjustment is made.
(Catalog of Federal Domestic Assistance 
Programs No. 13.773, Medicare-Hospital 
Insurance; No. 13.774, Medicare- 
Supplementary Medical Insurance)

Dated; June 21,1984.
Carolyne K. Davis,
Adm inistrator, Health Care Financing 
A dministration.

Approved: June 28,1984.
Margaret M. Heckler,
Secretary.

Editorial Note.—The following addendum 
will not appear in the Code of Federal 
Regulations.

ADDENDUM—PROPOSED SCHEDULE 
OF STANDARIZED AMOUNTS 
EFFECTIVE WITH DISCHARGES ON 
OR AFTER OCTOBER 1,1984, AND 
UPDATE FACTORS EFFECTIVE WITH 
COST REPORTING PERIODS 
BEGINNING ON OR AFTER OCTOBER
1,1984

I. Summary and Background

In this addendum, under 
§ 405.470(e)(2)(ii), we are proposing 
changes in the methods, amounts, and 
factors for determining^irospective 
payment rates for Medicare inpatient 
hospital services during the second year 
of the transition period. For hospital cost 
reporting periods beginning October 1, 
1984 through September 30,1985, each 
hospital’s payment per discharge will be 
comprised of 50 percent of the Federal 
rate and 50 percent of the hospital- 
specific rate (section 1886(d)(1)(C) of the 
Act). We note that, while the changes to 
the hospital-specific portion of the 
prospective payment rate are 
determined on the basis of cost 
reporting periods, the changes to the 
Federal portion are determined on the 
basis of the Federal fiscal year (FY).

During Federal FY 85, the Federal 
rates will, for the first time, be 
comprised of a blend of the national rate 
(25 percent) and the regional rate (75 
percent) as required by section 
1886(d)(1)(D) of the Act. During the first 
year of the transition period (that is, 
Federal FY 1984), the Federal rates are 
comprised solely of the regional rate.

As discussed in further detail in 
section II below, we are proposing 
changes in the determination of the 
prospective payment rates that were 
published in the interim final rule on 
September 1,1983 (48 FR 39752) and 
modified in the final rule published on 
January 3,1984 (49 FR 234), The changes, 
to be made prospectively, would affect 
the calculation of adjusted standardized 
amounts and the transition period 
prospective payment rates. As part of 
these changes, we would incorporate 
adjustments for the new market basket 
index and budget neutrality.

II. Proposed Changes to Prospectivo 
Payment Rates and DRG Weighting 
Factors for FY 85

Section 1886(d)(3)(A) of the Act 
specifies that the FY 84 Federal 
prospective payment rates be updated 
for FY 85. In accordance with section 
1886(b)(3) of the Act, the FY 84 urban 
and rural average standardized amounts 
are to be increased by the applicable 
market basket index plus one percent.

The basic methodology for 
determining a hospital’s prospective 
payment rates is set forth in § § 405.473 
and 405.474 of the regulations. For a 
more detailed discussion of that 
methodology, we refer the reader to the 
interim final rule (48 FR 39752) and the 
final rule (49 FR 234).

Below, we discuss the manner in 
which we are proposing to change somé 
of the factors or methodology used for 
determining the prospective payment 
rates. Note that these proposed changes 
are supported by new studies and data, 
and that we may wish to consider 
further studies and even more recent 
data, which may change the proposed 
rates, when publishing the final 
methodology and rates. These changes 
would be effective with discharges 
occurring on or after October 1,1984, or 
with hospital cost reporting periods 
beginning on or after October 1,1984.
A. Calculation o f Adjusted Standardized 
Amounts
1. Development of a New Hospital Wage 
Index

Section 1886(d)(2)(C)(ii) of the Act 
requires that, in computing Federal 
prospective payment rates for the first 
year of the prospective payment rates 
for the first year of the prospective 
payment system (FY 84), we standardize 
the average cost per 6ase of each 
hospital used in the data base for 
differences in area wage levels. Section 
1886(d)(2)(H) of the Act requires that the 
standardized urban and rural amounts 
for the nine census regions and national, 
rates (Table 1 of this addendum) be 
adjusted for a hospital’s area wage level 
as part of the methodology for 
determining the prospective payment to 
a hospital. To fulfill both requirements, 
we constructed a wage index to 
eliminate variations in the average cost 
per case.

We used hospital wage and 
employment data obtained from the 
Bureau of Labor Statistics’ (BLS’) ES 202 
reporting system to construct the wage 
index, applied under both of the above 
provisions of the Act, for computing 
prospective payments to hospitals 
during FY 84. The BLS ES 202 system
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compiles information on employment 
and total wages Tor workers covered by 
unemployment insurance.

We have used this BLS data since 
1979 when we began incorporating an 
area wage index into the methodology 
for computing the hospital routine 
services cost limits (the section “223” 
cost limits} authorized under section 
1861(v] of the Act, and for determining 
the total inpatient operating cost limits 
enacted under the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA)
(Pub. L. 97-248). We were awar6, from 
the outset, of certain limitations in the 
data, especially in regard to the lack of 
information on hours of employment or 
full-time equivalents (FTEs). The BLS 
data only provide information on the 
number of workers employed at a 
hospital. As a result, area wage indexes 
produced from these data do not 
distinguish between part-time and full­
time employees.

Although we recognize these 
shortcomings at the time, the 
disadvantages were outweighed by the 
advantage of being able to utilize the 
best data available. In addition, since 
the wage indexes were used only for 
computing cost limits rather than the 
actual payment amounts, we believed 
the technical deficiencies of the data 
had less of an inpact on hospitals.

In response to the interim final rule 
published in the Federal Register on 
September 1,1983, we received many 
comments concerning the nature and 
potential impact of deficiencies in the 
BLS data used to construct the hospital 
wage index on the propriety of the 
prospective payment rates. Rural 
hospitals in particular expressed their 
concern regarding the inability of the 
BLS data to account for regional 
differences in part-time employment.

Numerous hospitals maintained that 
they traditionally employed a greater 
proportion of part-time employees. To 
the extent that this is true, these 
providers pointed out that the wage 
indexes would be understated, which 
would result in lower prospective 
payments than would otherwise be 
warranted.

We concluded from these comments 
hat we needed to critically examine 

those deficiencies in the wage index thai 
seemed of greatest concern, especially 
the part-time employment issue, in order 
to ensure the accuracy of the payment 
rates, and thereby to maintain 
confidence in the equity of the 
Prospective payment system. For this 
reason, we established a joint 
workgroup with representatives of the 
Hospital industry from across the 
country to evaluate alternatives to the 
current wage index. The workgroup’s

participants included representatives 
from HCFA, the American Hospital 
Association, and State hospital 
associations from Connecticut, Ohio, 
Louisiana, Nebraska* and California;

The workgroup concluded that 
addressing all of the deficiencies of the 
present BLS wage index could only be a 
long range process due to the need to 
identify or create a data base 
specifically designed to overcome all of 
the techical limitations of the BLS data 
that may distort the wage index values. 
These limitations include not only the 
inability of the data to recognize 
regional variations in part-time 
employment, but also the apparent 
insensitivity of the data to other factors 
as well, including area differences in 
hospital occupational mix, overtime 
utilization, and length of work week.

However, the workgroup’s consensus 
was that we should focus the immediate 
effort on what was agreed to be the 
most serious deficiency, the inability of 
the BLS data to control for area 
differences in the utilization of part-time 
employees, by obtaining more accurate 
data from hospitals subject to the 
prospective payment system. It was 
recognized that obtaining the essential 
data and performing the necessary 
analysis would have to be accomplished 
under severe time constraints in order to 
permit some assessment of the 
alternative data before the FY 85 update 
of the prospective payment system. 
Because of these constraints, the 
workgroup concluded that the Medicare 
cost report should be used as the 
primary source for our obtaining the 
required salary data. Because of the 
need to supplement cost report records 
with additional information on hours of 
work that would address the part-time 
employment problem, the workgroup 
also concluded that the Medicare fiscal 
intermediaries would be in the best 
position to collect the additional data 
from hospitals.

The workgroup reviewed and 
approved a survey form and instructions 
for collecting hospital financial data that 
would permit the analysis of options for 
the construction of an improved; wage 
index. The survey instrument provided 
for the extraction of specific hospital 
salary and fringe benefit data from the 
Medicare cost report for hospital fiscal 
years ending in calendar year 1982. This 
period was selected because calendar 
year 1982 is the most recent period for 
which intermediaries could be expected r 
to have a complete set of hospital cost 
reports. Because the number of reported 
hospital employees in the BLS data 
currently used to construct the wage 
indexes does not distinguish between 
full-time and part-time employment, the

survey was designed to permit the 
construction of wage indexes based on 
the average hourly hospital wage in 
each urban/rural area under the 
prospective payment system. In 
addition, in order to make the indexes 
as comparable as possible for all locales 
despite variation in hospital 
employment practices, the survey also 
provided for the exclusion of 
compensation paid to contracted 
personnel, interns and residents, 
personnel employed in non-hospital cost 
centers, and hospital-based physicians.

Copies of the survey form are 
available from HCFA on request.

After obtaining the required approval 
for use of the form from EOMB on 
March 8,1984, we initiated the survey 
through the Medicare fiscal 
intermediaries on March 16,1984. As of 
May 8,1984, survey forms from 5,538 
U.S. non-Federal short term acute care 
hospitals had been completed and 
returned to our central office.

Explanation o f Survey. For each 
hospital for which a survey form was 
submitted, we computed its adjusted 
gross hospital salaries. The salaries 
were calculated to exclude wages for 
contracted labor, interns and residents, 
personnel employed in nonhospital cost 
centers, and hospital-based physicians.
In order to reduce the effects of 
differences in hospital accounting 
periods, each hospital’s adjusted gross 
salaries were inflated through the end of 
calendar year 1982 using the annual rate 
of increase in the wages and salaries 
portion of the hospital market basket.
The annual rate used was 11.0 percent. 
The resulting inflated gross hospital 
salaries were divided by the 
corresponding total number of paid 
hours worked to yield an average hourly 
wage for each hospital.

Initial analysis of the survey forms 
revealed that of the 5538 hospitals for 
which we received data, approximately 
3300 contained questionable entries. The 
data were questionable for a variety of 
re'asons. For example, the figures on 
total paid hours worked that were 
reported for one particular State did not 
conform to the survey instructions but 
represented “productive hours”, an 
alternative definition of worker output, 
therby distorting the results for this 
State; Numerous survey forms from 
hospitals in other locales failed to 
properly exclude salaries for hospital- 
based physicians. In many instances 
where this type of error occurred, the 
total remuneration for these physicians 
was inappropriately excluded, resulting 
in an average hourly hospital wage that 
we believe grossly understates actual 
compensation levels in certain locales
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compared to other areas. Initially, we 
also received a significant number of 
survey records that failed to exclude 
paid hours for the excluded categories of 
hospital employees.

We attempted to obtain corrected 
data for all hospitals in which we 
detected errors in the survey reports.
We contacted each fiscal intermediary 
serving hospitals for which questionable 
data had been submitted. In many 
instances, repeated contacts were made. 
Despite these efforts, of the 5538 
hospitals in the survey data base, we 
were unable to obtain either an adjusted 
gross hospital salary figure or the 
corresponding total paid hours worked 
for 444 hospitals, thereby making it 
impossible to compute an average 
hourly wage for these hospitals. In 
addition, usable data were not 
submitted for 10 locales for which wage 
indexes are required. Also, the data for 
an additional 237 hospitals yielded an 
average hourly wage either less than 
$3.35, the minimum wage in 1982, or 
greater than $19.58. The latter figure is 
2Vz times the estimated national average 
hourly wage of $7.83 for nonsupervisory 
hospital workers in December 1982 as 
reported in the February 1984 edition of 
BLS’s Employment and Earnings. We 
believe the survey data from hospitals 
with an average hourly wage less than 
the 1982 minimum wage or greater than 
$19.58 are questionable. Thus, after 
extensive attempts to correct the survey 
reports were made, data from 681 
hospitals, representing approximately 12 
percent of the providers in the survey 
data base, were, on their face, suspect 
as to their accuracy. This figure does not 
reflect survey reports from areas in 
which the quality of the data are 
questionable for other reasons, some of 
which are discussed above.

Although we attempted to obtain 
corrected data for all hospitals in which 
we discovered errors in the survey 
reports, we believe the quality of the 
survey data, even after including 
corrected records, is suspect in enough 
areas so that a reliable index cannot be 
constructed at this point, even assuming 
that values for some areas could be 
estimated by reference to the 
relationship between the HCFA and BLS 
data sets. Preliminary analysis reveals 
that implementation of survey-based 
wage indexes that conform 
computationally as closely as possible 
to the 1981 BLS indexes curfently used 
in the prospective payment system 
would adversely impact a significant 
number of hospitals without any 
assurance that the result represented a 
true measure of area wage levels. While 
other hospitals, of course, would benefit,

we do not believe it would be equitable 
to implement a new wage index 
developed from a survey in which a high 
proportion of records are either 
incorrect or otherwise suspect.

Therefore, the prospective payment 
rates proposed in this rule were 
developed from the same 1981 BLS wage 
indexes previously published on 
September 1,1983 (see 48 FR 39871). We 
are publishing in this rule only those 
revised 1981 BLS wage indexes that 
reflect all corrections implemented 
subsequent to their initial publication on 
September 1,1983. (See section II.B.l. of 
this addendum.)

Although we could have calculated 
new indexes based on 1982 BLS ES 202 
data, we have elected not to do this as 
we would only be updating and not 
correcting the existing technical 
deficiencies in the BLS data base.

During the next several weeks, we 
will be working to overcome the 
deficiencies in the survey data and 
evaluating alternatives for correcting the 
part-time employment distortion that 
exists in the 1981 indexes. It is our 
intention to analyze alternatives using 
data from accurately completed survey 
forms obtained from the fiscal 
intermediaries serving hospitals in each 
urban/rural locale based on the latest 
available MSA/NECMA definitions 
announced by EOMB. We shall continue 
to correct errors in the data reported on 
the survey forms as we detect them in 
order to obtain a data base of 
sufficiently high quality to permit 
revision of the wage indexes. However, 
our ability to attain this objective 
depends in large measure on factors 
whose timing is difficult to predict or 
control, such as our ability to thoroughly 
identify remaining errors in the data 
base and obtain accurate data from 
hospitals where the present records are 
questionable. We wish to note in this 
regard that the area wage index is a 
relative measure so that correction of 
distortions has the effect of both raising 
the value for some areas and lowering 
values for other areas. This is a fact 
inherent in any scale of relativity. 
Implicit in the notion of relative 
differences in the premise that where, 
because of imprecision in the measure, 
some values are understated, other 
values must necessarily be overstated.

Therefore, we believe it is important 
to point out that even if the final survey 
data are sufficiently accurate to 
construct more refined wage indexes, 
there will be, in all likelihood, 
substantial differences for many areas 
between any new indexes and the 1981 
BLS indexes. We are specifically 
soliciting comments on resolving all

aspects of the part-time employment 
issue through the use of a new wage 
index.

It should also be noted that the final 
wage indexes ultimately adopted for FY 
85 may affect the amount of the 
education adjustment factor (presently 
5.795 percent) used in determining the 
indirect medical education costs in 
accordance with section 1886(d)(2)(C)(i) 
of the Act. To the extent wage indexes 
published in the final rule are revised, 
we will adjust the education adjustment 
factor, as appropriate.

2. Grouping of Urban/Rural Averages 
Within Geographic areas

Under section 1886(d)(2)(D) of the Act, 
the average standardized amounts per 
discharge must be determined for 
hospitals located in urban and rural 
areas of the nine census divisions and 
the nation.

For FY 85 the Federal rates will be 
comprised of the national rate (25 
percent) and the regional rate (75 
percent) (section 1886(d)(1)(D) of the 
Act). Therefore, we are proposing to 
revise Table 1 in this addendum to add a 
category for national averages so that 
Table 1 would contain 20 standardized 
amounts (ten urban amounts and ten 
rural amounts further divided into labor- 
related and nonlabor-related portions). 
The methodology for computing the 
national average standardized amounts 
js  identical to the methodology for 
determining the regional amounts, 
except that the national urban and rural 
groups include hospitals from all urban 
or rural geographic areas, respectively. 
However, certain national adjustment 
factors, such as those for outliers and 
budget neutrality, differ slightly from the 
regional adjustment factors.

EOMB may announce revised listings 
of MSA/NECMA designations that are 
used in calculating the standardized 
amounts. If EOMB makes the 
announcement before we issue the final 
rule, we will list the revised MSA/ 
NECMA designations in the addendum 
to the final rule. As stated in the January
3,1984 final rule (49 FR 253), these 
changes in designation will not be 
recognized in the prospective payment 
rates until the beginning of each new 
fiscal year following the announced 
changes.
3. Updating the Average Standardized 
Amounts

In accordance with section 
1886(d)(3)(A) of the Act, we are 
proposing to update the urban and rural 
average standardized amounts using the 
applicable target rate percentage 
specified in section 1886(b)(3)(B) of the
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Act. The target rate to be applied is 
defined under this section of the law as 
the estimated increase in the hospital 
market basket of goods and services 
plus one percent. The market basket 
identifies the most commonly used 
categories of hospital inpatient 
operating expenses and weights each 
category to reflect the estimated 
proportion of total hospital operating 
expenses attributable to that category.

Market Basket Plus 1 Percent

Calendar year (Per­
centage)

1984...........____________ ¡.______
1985.........- 1 - , ..............; '  i  - -
1986...................................  . . . .

Because we are required to update the 
standardized amounts and the hospital- 
specific portion of the FY 85 prospective 
payment rates using the market basket 
rate of increase plus one percent, we are 
also prosposing to apply these rates in 
determining the target amounts for those 
hospitals that are excluded from the 
prospective payment system but subject 
to the target rate of increase limits 
specified in § 405.463. These target rate 
percentages would be applied in 
computing hospital target amounts for 
cost reporting periods beginning on or 
after October 1,1984.

4. Adjustments to Average Standardized 
Amounts

a. Part B Costs. Section 1862(a)(14) of 
the Act prohibits payments for 
nonphysician services furnished to 
hospital inpatients unless the services 
are furnished either directly by the 
hospital or by an entity under 
arrangements made by the hospital. In 
order to adjust urban and rural regional 
and national standardized amounts per 
discharge so that they represent costs 
previously billed under Part B, we are 
proposing for FY 85 that the amounts be 
increased by .13 percent. (We note that 
this figure (.13 percent) represents the 
same percentage increase that is used in 
FY 84.)

This is an estimate made by HCFA’s 
Office of Financial and Actuarial 
Analysis of the costs of inpatient 
hospital services previously billed to 
HCFA.
.^ ' FICA Taxes. Section 1886(b)(6) of 
the Act requires that adjustments be 
made in the rate of increase base period 
costs in recognition that certain 
hospitals were required to enter the 
oocial Security system and being paying 
rILA taxes as of January 1,1984. We 
estimate the amount of the adjustment 
or FY 85 to the urban and rural regional 

and national standardized amounts

necessary to account for additional 
costs of payroll taxes for hospitals 
entering the Social Security system to be 
.18 percent, which is the same 
percentage increase as in FY 84. 
Therefore, we are proposing to increase 
the standardized amounts by this 
percentage.

c. Outliers. Section 1886(d)(5)(A) of 
the Act requires that in addition to the 
basic prospective payment rates, 
payments must be made for discharges 
involving day outliers and may be made 
for cost outliers. Section 1886(d)(2)(E) of 
the Act correspondingly requires that 
the standardized amounts be reduced by 
a proportion that is estimated to reflect 
outlier payments. Furthermore, section 
1886(d) (5)(A) (iv) of the Act further 
directs that outlier payments may not be 
less than five percent or more than six 
percent of total payments projected to 
be made based on the prospective 
payment rates in any year.

In the interim final rule (48 FR 39767), 
we estimated that outlier payments for 
FY 84 would be 6.0 percent of total 
payments (including both standard 
prospective payment system rates and 
outlier payments). We made the 
maximum estimate permitted under the 
law in order to ensure that we would 
provide an adequate margin for outlier 
payments. To achieve this result, we 
multiplied both the standardized 
amounts and the hospital-specific 
portion by .943 (a 5.7 percent reduction 
factor). For the final rule (49 FR 262), in 
light of comments received that stated 
that the uniform 5.7 percent reduction 
factor benefits facilities with a greater 
incidence of outliers and penalizes those 
hospitals with relatively few outliers, we 
correspondingly requires that the 
standardized amounts be reduced by a 
proportion that is estimated to reflect 
outlier payments. Furthermore, section 
1886(d)(5)(A)(iv) of the Act further 
directs that outlier payments may not be 
less than five percent or more than six 
percent of total payments projected to 
be made based on the prospective 
payment rates in any year.

In the interim final rule (48 FR 39767), 
we estimated that outlier payments for 
FY 84 would be 6.0 percent of total 
payments (including both standard 
prospective payments system rates and 
outlier payments). We made the 
maximum estimate permitted under the 
law in order to ensure that we would 
provide an adequate margin for outlier 
payments. To achieve this result, we 
multiplied both the standardized 
amounts and the hospital-specific 
portion by .943 (a 5.7 percent reduction 
factor). For the final rule (49 FR 262), in 
light of comments received that stated 
that the uniform 5.7 percent reduction

factor benefits facilities with a greater 
incidence of outliers and penalizes those 
hospitals with relatively few outliers, we 
restricted the 5.7 percent reduction only 
to the Federal standardized amounts.

We think it is desirable to reduce the 
size of the reserve for outliers from 6.0 
percent of total payments, which we had 
established for FY 84, to 5.0 percent of 
total payments while providing 
proportionately greater payment for 
typical cases and avoiding any great 
risk of general disadvantages to 
hospitals. While we could continue to 
set the prospective payment rates as if 
outliers would approximate 6.0 percent 
of total payments, we are mindful that 
this results in less payment to all 
hospitals for typical cases. We believe 
that it is in the greater interest of 
hospitals and the program to eliminate 

• some of the reserve for outliers and 
include the corresponding amount in the 
standardized amounts thereby providing 
hospitals with somewhat larger Federal 
rates for typical cases. We note that this 
has the effect of increasing the 
predictability of total payments for 
hospitals in that less of the total is 
attributable to those cases that meet 
particular qualifications. As we 
indicated in the final rule (49 FR 265), 
we will pay for any outlier that meets 
the criteria in § 405.475, even if the 
aggregate outlier payments result in 
more than five percent (as proposed) of 
total payments. For those hospitals that 
experience a higher incidence of 
outliers, we believe that, in the 
aggregate, other adjustments (such as 
the medical education adjustment) are 
in place to assist these hospitals.

In accordance with these 
requirements, we have calculated the 
factors necessary to adjust the national 
and regional standardized amounts for 
FY 85 to take into account outlier 
payments of five percent of total 
payments on the blended Federal rates. 
The proposed outlier adjustment factors 
are as follows:
Regional—.950 
National—.950

We are proposing, as well, to revise 
the day outlier and cost outlier threshold 
to ensure that total estimated outlier 
payments for FY 85 would be 5.0 percent 
of total payments. We are proposing 
that a discharge in FY 85 will be 
considered an outlier if the number of 
days in the stay exceeds the mean 
length of stay for discharges within the 
DRG by the lesser of 22 days or 1.94 
standard deviations. We refer the reader 
to Table 5 in this addendum for the 
proposed DRG outlier thresholds.
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For FY 85, we are also proposing that 
a discharge that does not qualify as a 
day outlier will be considered a high 
cost outlier'if the cost of covered 
services exceeds the greater of 2:0 times 
the Federal rate for the DRG or $13,000.

The methodology for calculating these 
factors is explained in detail in section 
V. of this addendum. It should be noted 
that the regional outlier reduction value 
(.950) represents an adjustment to the 
standardized amounts for,FY 85 but 
without regard to reductions for outlier 
payments in FY 84.

A. Budget Neutrality. In accordance 
with section 1886(e)(1) of the Act, the 
prospective payment should result in 
aggregate program reimbursement equal 
to “what would have been payable” 
under the reasonable cost provisions of 
prior law; that is, for FYs 84 and 85, the 
prospective payment system must be 
“budget neutral”.

The prospective payment rates are a 
blend of a hospital-specific portion and 
a Federal portion. Further, effective 
October 1,1984, the Federal portion will 
be a blend of national and regional 
rates. As a result, we must determine 
three budget neutrality adjustments— 
one eadh for both the national and 
regional rates, and one for the hospital- 
specific portions. The methodology we 
propose to use to make these 
adjustments is explained in detail in 
section V. of this addendum.

To summarize, each of these factors is 
computed based on a comparison of 
estimated average payment per case 
(before adjustment for budget neutrality) 
to estimated average reimbursement 
under the law in effect before the 
enactment of section 1886(d) of the Act. 
We have estimated average payments 
for both regional and national rates 
based on early data on payments under 
the prospective payment system.
Further, our estimates take into account 
the various regulations dhanges and 
other matters proposed in this 
document. We intend to continue to 
analyze the data emerging from the 
prospective payment system. Based on 
the data and analysis available ¡at the 
time we publish the final rule and rates, 
we may make further changes that affect 
the magnitude of the budget neutrality 
adjustment factors. Such changes would, 
in turn, affect the regional and national 
standardized amounts and the hospital- 
specific rates.

Based on the data available to date, 
we have computed the following Federal 
rate budget neutrality adjustment 
factors:
Regional—¿947 
National—-.950

As with the regional outlier 
adjustment factor, the regional budget 
neutrality factor represents estimated 
payments under the prospective 
payment system for FY 85 as compared 
to estimated reimbursement under the 
law in effect prior to Pub. L. 98-21, for 
the same period (FY 85), without regard 
to the reduction for either outlier 
payments in FY 84 or budget neutrality 
in FY 84.

B. Adjustments fo r  A rea W age Levels 
and Gost-of-Living in A laska and 
H aw aii . ¥ ■

This section contains an explanation 
of the application of two types of 
adjustments to the adjusted 
standardized amounts that will be made 
by the,intermediaries in determining the 
prospective payment rates as described 
in section C, below. For discussion 
purposes, it is necessary to present the 
adjusted standardized amounts divided 
into labor and nonlabor portions. Teible 
1, as revised in this addendum, contains 
the actual labor-related and nonlabor- 
related shares that will be used to 
Calculate the prospective payment rates.

1. Adjustment for Area Wage Levels

Section 1886(4)(2)(H) of the Act 
requires that an adjustment be made to 
the labor-related portion of the national 
and regional prospective payment rates 
to ¡account for area differences in 
hospital wage levels. This adjustment is 
made by the intermediaries by 
multiplying the labor-related portion of 
the adjusted standardized amount by 
the appropriate wage index for the area 
in which the hospital is located. The 
wage index values that intermediaries 
would apply in computing the hospital 
Federal payment rates are those 
published in Tables 4a and 4b in the 
interim final rule (48 FR 39871 ff) with 
the addition of the following revised 
wage indexes that became effective for 
the indicated areas after October 1, 
1983.

Revised Wage Index for Certain Urban 
Areas

Urban area Wage
index

Effective
date

(Constituent Counties or County! 
Equivalents):

Fort Worth-ArWngton, TX; j 0.9847: Feb. 9.
Johnson, TX; Parker, TX;; 1984.
Tarrant, TX.

Lincoln, NE; Lancaster,. N E ..... .8709 Do.
Davenport-Rock Island- : .9840 Mar. 23,

Moline, IA-IL; Scott, IA ;. 1984.
Henry, IL; Rock Island, IL !

Grand Forks, :ND........................ .9893 Do.

Revised Wage Index for Certain Urban 
Areas—Continued

Urban area Wage
index

E ffective
date

Richmond-Petersburg, VA;; .9299; ' Bo.
Charles City Co., VA;, 
Chesterfield, VA; Colonial 

, Heights City, VA; Dinwid-! 
die, VA; Goochland, VA;, 
Hanover, VA; Henrico, VA; 
Hopewell City, VA; N ew : 
K ent VA; t Petersburg City, j 
VA; Powhatan, VA; Prince 
George, VA; Richmond, 
City, VA.

Sacramento, CA; Eldorado, 1.1454 Do.
CA; Placer, CA; Sacra­
mento, CA; Yolo, CA.

West Palm Beach-Boca 1.0010 Do.
Raton-Delray Beach, FL; 
Palm Beach, F L

Rural area: Kentucky......................... .8162 Do.

2. Adjustment for Cost-of-Living in 
Alaska and Hawaii

Section 1886(d)(5)(C)(iv) of the Act 
authorizes an adjustment to take into 
account the unique circumstances of 
hospitals in Alaska and Hawaii. Higher 
labor-related costs for these two States 
were included in the adjustment for area 
wages above. ForFY 85, the adjustment 
necessary for nonlabor-related costs for 
hospitals in Alaska and Hawaii would 
be made by the intermediaries by 
multiplying the nonlabor portion of the 
standardized amounts by the 
appropriate adjustment factor contained 
in the table below.

Table—Cost-of-Living Adjustment 
Factors, Alaska and Hawaii Hospitals

Alaska— All areas 1.25
Hawaii:

O ahu....
Kauai....
Maui......
Molokai.
Lanai....
Hawaii...

1.225
.1,15
1.20
1.20
1.20
1.125

(The above factors are based on data obtained from the 
U.S. Office of Personnel Management, published in their 
FPM-591 « letter senes.)

C. DRG W eighting Factors
In both the interim final rule (48 FR 

39889) and the final rule (49 FR 332), we 
explained that, as a part of applying 
budget neutrality, we were adjusting the 
Federal standardized amounts 
downward to reflect a 3.38 percent 
expected improvement in hospitals 
reporting of patient diagnoses and 
procedures performed on the Medicare
hospital bill. This improvement in the
accuracy and completeness of reported 
patient information was anticipated 
because the prospective payment 
system makes payments to hospitals 
based on a patient’s diagnosis and 
procedures performed. Thus, the
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prospective payment system offers 
hospitals an incentive to report complete 
arid accurate medical information on the 
billing records sent to the fiscal 
intermediaries, whereas the previous 
system, based as it was on the 
reimbursement of incurred costs, 
without regard to a patient’s condition, 
provided no such incentive.

Increasing the accuracy and 
completeness of medical data reported 
on the bills has the effect of raising 
hospital case-mix index values which in 
tern results in higher payments to 
hospitals. The emerging experience 
under the prospective payment system 
indicates that the average case mix 
submitted on the inpatient bills has 
increased more than the 3.38 percent 
anticipated for FY 84. To correct for the 
distortion caused by this higher than 
expected case mix, we must revise the 
payment system for FY 85.

The amount of the anticipated 
increase in hospital payments 
attributable to the improvement in 
reporting was based on a study of 
hospital bills that were coded for the 
1981MEDPAR file and bills coded after 
medical review. The carefully and 
completely coded bills were provided 
from the PSRO Uniform Hospital 
Discharge Data Set (UHDDS) data base. 
The study found that reimbursement 
under the prospective payment system 
using the PSRO data would be 3.38 
percent higher than reimbursement 
using the MEDPAR data. Since the 
prospective rates are set using the 
MEDPAR data, actual payments under 
the prospective payment system would 
have been higher than predicted from 
the MEDPAR data.

The adjustment to the prospective 
payment rates could have been 
accomplished in a number of different 
ways, but because the data used to 
compute the estimated impact on 
hospital payments did not reflect actual 
experience under the prospective 
payment system, it was considered 
highly likely that the case mixes of 
hospitals under prospective payment 
would vary from the initial estimates 
based on the PSRO data. Comparing the 
MEDPAR coding of discharges with the 
PSRO coding of discharge data could 
only reveal some measure of the degree 
to which improvement in the overall 
reporting of patient data could be 
expected. This analysis could not reflect 
changes in case mixes due to other 
reasons, such as a hospital’s decision to 
specialize in certain DRGs with 
relatively high relative weights. 
Therefore, for the first year of the 
prospective payment system, it was 
decided to adjust the Federal

standardized amounts through the 
budget neutrality mechanism since the 
methodology would be reviewed in the 
second year and could be easily 
updated based on more current data.

As part of HCFA’s prospective 
payment monitoring system, we have 
been generating monthly case-mix index 
values for each hospital under the 
prospective payment system. Based on 
hospital bills received through March 
1984, which include 896,000 discharges 
billed under the prospective payment 
system, we have observed that hospital 
case-mix index values have increased 
an average of 5.85 percent over the 
values published in the interim final 
rule. This increase reflects the difference 
between the mix of cases in the 1981 
MEDPAR file and the mix of cases 
actually reported under the prospective 
payment system.

To determine the degree of difference, 
we computed a separate case-mix index 
for each hospital for each month in 
which we received bills under the 
system by multiplying the number of 
discharges for each DRG by the relative 
weight for that DRG, summing the 
products, and then dividing that sum by 
the number of total discharges for that 
month and hospital. The discharge 
weighted average prospective payment 
case-mix index for all hospitals and 
months in the file was 1.10299.

We then computed a comparable 
average case mix for the 1981 MEDPAR 
fiie. This was done by computing a case- 
mix index for each hospital on the 
MEDPAR for each month in 1981 and 
determining a weighted average of the 
MEDPAR case-mix indices using the FY 
84 prospective payment system 
discharges already reported to us 
through March 1984 as weights.

This automatically excludes data for 
hospital months with no prospective 
payment bills. This also compensates for 
any biases that could have been due to 
seasonal variations, hospital cost 
reporting period distributions, and the 
timeliness of submitting bills. The 
average MEDPAR case-mix index for all 
hospitals reporting bills under the 
prospective payment system was 
1.04207.

We then computed the ratio of the 
average MEDPAR case-mix index to the 
average prospective payment case-mix 
index. This ratio is 1.0585.

The following example illustrates the 
methodology for computing the case-mix 
improvement ratio.

January 1984 PPS Discharges Already 
Reported to us by March 1984 by DRG

Hospital
A

Hospital8 Hospital

DRG X (weight .800 )........ 4 0 - 0
DRG Y (weight 1 .000)...... 20 20 0
DRG Z (weight 1 .200)...... 41 15 0

Total.............................. 65 35 0
January 1981 MEDPAR

case mix........................... 1.060 1.010 .957
January 1981 MEDPAR

discharges........................ 900 750 850

The case mix for January 1984 is the 
DRG relative weights multiplied by the 
number of discharges, summed, and 
then divided by the total number of 
discharges. For example,
(.800 X 4) +  (1.000 X 20)
+  (1.200 X 41) +  (1.000 X 20)
+  (1.200 X 15)=110.4 
110.4-100+1.104

The comparable MEDPAR case mix 
for January is the January 1981 MEDPAR 
case mix multiplied by January 1984 
discharges, summed, and then divided 
by the total number of January 1984 
discharges.

For example, (1.060 x 65) + (1.010 X 35) 
+ (.957 X  0) = 104.25 
104.25-j-100+1.0425

Since hospital C did not contribute to 
the January 1984 case mix, it does not 
contribute to the comparable MEDPAR 
case mix. It may be that either we had 
not yet received January 1984 
prospective payment system bills by 
March 1984 from hospital C, or that 
hospital C was not.being reimbursed 
under the prospective payment system 
in January 1984.

. The increase in case mix is computed 
by dividing 1.104 by 1.0425 which yields 
1.059 for this example.

Since this computed increase in the 
prospective payment case-mix index 
values is derived from prospective 
payment discharge data, we are more 
confident that it reflects changes not, 
only in improved medical record 
keeping and reporting of patient 
diagnoses, but also other changes in 
hospital behavior. For example, the 
higher observed case-index values 
maybe the result of conscious 
management decisions on the part of 
hospital staffs to treat some of the less 
complicated cases without resorting to 
inpatient services or to specialize more 
strongly in certain DRGs having 
relatively high relative weights, and 
thereby increase the proportion of total 
admissions currently assigned to high 
weighted DRGs.

Because the calculated increase in 
hospital case mix is based on a more 
comprehensive analysis of changes in
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hospital case mix, we expedt the 
difference ¡between a hospital’s case-mix 
index value under the prospective 
payment system and its published index 
value to be a fair measure of the 
increment in coding which is the natural 
outgrowth of the early stages of 
adaption to the mew system. We would 
expect that Ihe effect of this process 
would stabilize over time.

Thus, for discharges occurring on or 
after October 1,1984, we are proposing 
to reduce each DRG relative weight by 
an amount equal to the observed 
increase in hospital case-mix value over 
the increase projected for;FY 84. That is, 
we are proposing to reduce \the :DRG 
relative weights. 2.4 percent by dividing 
each of the relative weights published in 
table 5 of the interim final rule (48 FR 
39876) by 1.024.'(We note that the 
relative weight for DRG 302 was 
corrected in a Federal Register notice 
(48FR 48469),)

The decision to reduce the DRG 
relative weights to eliminate the 
distortions resulting from changes in 
coding practices rather than 
incorporating the case-mix change into 
the budget neturality adjustment factors 
is based on a number of,considerations.

As explained in section V, section 
1886(e) of the Act requires us not only to 
maintain hudget.neutrality of total 
prospective paymerft compared to 
payment under the previous law, but 
also that the Federal and hospital- 
specific payments must >be equal to the 
appropriate blend prescribed for each 
fiscal year. However, the hospital- 
specific rate changes only at the 
beginning of a hospital’s cost reporting 
period. In addition, the hospital-specific 
blend is reduced from 75 percent to 50 • 
percent at the beginning of a hospital’s 
second year on prospective payment. As 
a result, to assure compliance with the 
budget neutrality provisions of the law, 
the budget neutrality methodology must 
compensate both for the phase-in of 
hospitals, and for the difference in the 
hospital-specific portions.

If we were to propose adjusting the 
prospective payment amounts for the 
increase of case mix through the budget 
neutrality adjustment factors, the 
resulting impact on the hospital-specific 
rates would result in an actual decrease 
in the hospital-specific rates beginning 
in FY 85 over those rates that went into 
effect in FY 84. By reducing the weights 
by 2.4 percent instead of the rates, 
hospital-specific rates will not be 
reduced as much as they otherwise 
would be. This, we believe, will benefit 
hospitals by maintaining a more even 
cash flow.

Another benefit ,df recognizing the 
observed increase in case mix through

an adjustment to the DRG weights 
rather than the rates is that reducing 
payment in this manner is more 
equitable to those hospitals with cost 
reporting periods beginning early in the 
Federal fiscal year. This ¡is because the 
adjustment to compensate for average 
growth in case mix would take effect on 
October 1,1984 rather than being 
phased in through the budget neutrality 
adjustment ofthe hospital-specific 
portion. By reducing the DRG weights 
and the resulting payment amounts at 
the beginning of the Federal fiscal year, 
rather than with each hospital cost 
reporting year, hospitals with cost 
reporting periods beginning earlier in the 
Federal fiscal year would not have to 
subsidize those hospitals with cost 
reporting periods beginning later in the 
Federal fiscal year. The following 
example can be used to ¡illustrate this 
point.

Consider two hospitals, A and B. 
Hospital A starts its cost reporting 
period son January 1 and Hospital B 
starts its ?cost reporting period on July 1. 
Both hospitals have hospital-specific 
rates of $2,500 and 1200 discharges each 
for FY 85. Suppose that the budget 
neutrality goal for FY 85 averages $2542, 
and that the market (basket plus 1 
percent increase for each hospital is 7.4 
percent.

Both'hospitals have a reported case- 
mix 2.4 percent hjgher than expected. In 
the absence of an adjustment, each 
hospital would average, in FY 85, 
$2,500X1;024 =  $2,560 hospital-specific 
portion payment per discharge before 
the start of a new cost reporting period, 
and $ 2 ,56 0 X li0 7 4  =  $2,749.44 hospital- 
specific portion reimbursement per 
discharge after the start of the new-cost 
reporting iperiod.

One option would be to adjust the 
hospital-specific portion of the rate for 
new cost reporting periods to 
compensate for the increment in coding. 
This can be computed by:
Admissions before new cost reporting 

period/ (Hospital A) $2,560 X  300 X  .75 
blend +  admissions in new cost 
reporting period/
$2,749.44 X  900 X  BN X  .5 blend 

plus (Hospital B) $2,560 X  900X .75 blend 
+  $2,749.44 X  300 X  BN X  .5 blend 
equals Budget Neutality Goal:
$2542 X  2400X .625 average blend 

Solving: $2560 X 1200 X  .75 -f 
$2749.44 X 1200 X .5 X  BN =
$2542 X  2400 X-625  

Budget Neutrality =  .915 
This implies that we can only pay 

$2749.44X .915 =  $2516, a 1.7 percent 
decrease from the payment for 
discharges occurrring in FY 85 prior to

the start of the hospitals’ new cost 
reporting periods.

Another option is to reduce the 
relative DRG weights by.2.4 percent so 
that -the payment in FY 1985, before a 
new cost reporting period would be 
$2,560 divided by 1.024 =;$2,500 and after 
a new cost reporting period would be 
$2,749,44 divided by 1.024—$2,685 bdfore 
budget neutrality. To compute budget 
neutrality;
Admissions before new cost reporting 

period/ (Hospital A) $2,500X 300 X *75 
blend +  admissions in new cost 
reporting period/$2,685 X  900 X  BN X 15 
blend
plus (Hospital B) $2,500 X 900  X  .75 
blend +  $2,685 X  300X  BN X  .5 blend 
equals Budget Neutrality Goal:
$2542X 2400 X  .625 average blend 

Solving: $2500X 1200X .75 +
$2685 X 1200 XBN X.
5=$2542 X  2400 X .625 

Budget Neutrality=.970 
which implies we can pay 
$2,685 X .970=$2604 for discharges in the 
new cost reporting period, a 4.2 percent 
increase over payment for discharges 
occurring in FY 85 prior'to-the start of 
theihospital’s new cost reporting 
periods.

The difference ibetween the $2,516 
average hospital-specific portion rate 
using budget neutrality to adjust for the 
expected increase in hospital case-mix 
indexes and the $2,604 hospital-specific 
portion rate using a reduction in the 
DRG relative weights results in a 3.5 
percent increase in the average hospital- 
specific payment rate. It should be noted 
that even though the difference in the 
hospital-specific rates between the two 
options for the new cost reporting years 
differed by 3.5 percent, the difference in 
the hospital-specific portion average 
payments between the two options ¡for 
the old cost reporting periods differed 
by 2.4 percent. This example illustrates 
that cash flow patterns are more 
managable if the DRG relative weights 
are adjusted, enabling the adjustment to 
be spread evenly throughout the fiscal 
year. Further, if the first option was 
adopted, questions of equity would arise 
because hospital A would be subsidizing 
hospital B due to the fact that hospital A 
would suffer a reduced hospital-specific 
rate Jor nine months in FY 85 so that 
hospital B could enjoy a higher hospital- 
specific rate for nine months in FY 85. 
Therefore, we believe that the adoption 
of the option to reduce the relative 
weights is more equitable and 
manageable.

All inpatient hospital discharges are 
categorized according to one of 470
DRGs, as discussed in the interim final
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rule (48 FR 39760). We believe that the 
titles of five DRGs, as issued in Table 5 
of the interim final rule, are inaccurate 
or misleading. For example, the title of 
DRG 316 should have been “Renal 
Failure” instead of “Renal Failure 
Without Dialysis”. Accordingly, revised 
titles for DRGs 57, 58,129, 316 and 317 
are included in Table 5 of this 
addendum.

D. Calculation o f Prospective Payment 
Rates for FY 85

FY 85 represents the second year of 
the three-year transition period.

General Formula fo r  Calculation o f  
Prospective Payment R ates fo r  Cost 
Reporting Periods Beginning on or A fter 
October 1,1984 and B efore O ctober 1, 
1985
Prospective Payment Rate= Hospital 

Specific Portion+ Federal Portion
1. Hospital-Specific Portion

The hospital-specific portion of the 
prospective payment rate is based on a 
hospital’s historical cost experience and 
is derived from the following formula:
(Base-year Costs) X  Updating Factor X  50 

percent X  DRG Weight (Case-mix 
Index)
For a more detailed discussion of the 

hospital-specific portion, we refer the 
reader to the interim final rule (48 FR 
39772). <

a. Budget Neutrality. The hospital- 
specific portion of the payment rates 
will be adjusted for cost reporting 
periods that begin between October 1, 
1983 and October 1,1985, to maintain 
budget neutrality in accordance with 
section 1886(e)(1)(A) of the Act. The 
hospital-specific portion of the rate is 
set at 50 percent in the hospital’s second 
transition period.

An adjustment will be made to the 
otherwise applicable target rate 
percentage to maintain budget neutrality 
of the hospital-specific portion of the 
payment. To determine the necessary 
adjustment, we estimated what the
average payment per case would have 
been under the reasonable cost 
methodology under the law in effect 
before enactment of Pub. L. 98-21. This 
estimate is compared to a projection of 
average payment per case based on the 
hospital-specific portion of the 
prospective payment amount. The 
methodology we used in making these 
estimates and comparisons is explained 
^ r th e r  detail in section V. of this 
addendum. We are proposing that the 
applicable factor for adjusting the 
hospital-specific portion to maintain 
budget neutrality in FY 85 is .987.

This factor has been included in the 
updating factor discussed in section b. 
below.

b. Updating Factor. For cost reporting 
periods ending on or after September 30, 
1984 and before August 31,1986, we are 
proposing to apply an update factor to a 
hospital’s previous hospital-specific rate 
that is equal to the compounded 
applicable target rate percentage (as 
applied under the rate of increase limits 
in § 405.463) as adjusted by a budget 
neutrality factor of .987. The table below 
sets forth the updating factors 
applicable to discharges in FY 85.

If cost reporting period 
ends re

And second cost 
porting period under 

PPS ends
Updating

factor

blend of 75 percent of the appropriate 
Federal regional rate and 25 percent of 
the Federal national rate for discharges 
occurring on or after October 1,1984 and 
before October 1,1985.

2. Federal Portion

For cost reporting periods beginning 
on or after October 1,1984 and before 
October 1,1985, the Federal portion of 
the hospital’s total prospective payment 
will be 50 percent of the hospital’s 
payment amount. Beginning with 
discharges occurring on or after October
1,1984, the Federal portion is comprised 
of a blend of the Federal regional rate 
(75 percent) and the Federal national 
rate, (25 percent).

Sept. 30, 1984. 
O c t 31, 1984.. 
Nov. 30, 1984.. 
Dec. 31, 1984.. 
Jan. 31, 1985.. 
Ftf}. 28, 1985.. 
Mar. 31, 1985.. 
Apr. 30, 1985... 
May 31, 1985.. 
June 30, 1985. 
July 31, 1985... 
Aug. 31, 1985..

Sept. 30. 1985. 
Oct. 31, 1985.. 
Nov. 30, 1985.. 
Dec. 31, 1985.. 
Jan. 31, 1986.. 
Feb. 28, 1986.. 
Mar. 31, 1986.. 
Apr. 30, 1986... 
May 31, 1986.. 
June 30, 1986. 
July 31, 1986... 
Aug. 31, 1986..

1.05979
1.06020
1.06061
1.06103
1.06152
1.06201
1.06250
1.06300
1.06349
1.06398
1.06448
1.06497

If a hospital’s cost reporting period 
ends on a day other than those listed 
above, 4he update factor for the month 
nearest to (that is, either before or after) 
the actual ending date is used. However, 
for those cases in which a hospital’s cost 
reporting year ending date for the first 
year under the prospective payment 
system (column 1 in the table shown 
above) does not match the ending date 
of the second cost reporting year under 
the prospective payment system 
(column 2 in the table shown above), the 
fiscal intermediary contacts HCFA for 
the appropriate adjustment factor.

c. Calculation o f Hospital-Specific 
Portion. The hospital-specific portion of 
a hospital’s payment rate for a given 
discharge is calculated by:
Step 1—Multiplying the hospital-specific 

rate [Base-year costs) X  (Updating 
factor) (Case-mix index) by 50 
percent, and

Step 2—Multiplying the amount 
resulting from Step 1 by the specific 
DRG weighting factor applicable to 
the discharge*
The result is the hospital-specific 

portion.
d. New Providers. Hospitals that have 

not completed a 12-month cost reporting 
periodnmder Medicare (either under 
current or previous ownership) prior to 
September 30,1983 are considered new 
providers for purposes of the 
prospective payment system. Their 
prospective payment rates are computed 
without regard to the hospital-specific 
portion. Thus, new providers are paid a

III. Summary of Prospective Payment 
Rate Changes

We are proposing to make the 
following changes in determining of 
prospective payment rates for FY 85:

A . Calculation o f Adjusted Standardized 
Amounts

• Update the market basket index.
• List the wage indexes revised 

subsequent to September 1,1983.
• Update the cost-of-living adjustment 

factors for hospitals in Alaska and 
Hawaii.

• Revise the adjusted standardized 
amounts to contain 20 standardized 
amounts, that is, nine regional figures 
and a national figure for labor-related 
and nonlabor-related amounts (Table 1).

• Adjust the average standardized 
amounts upward to reflect the estimated 
costs under Part B and for FICA taxes.

• Adjust the average standardized 
amounts downward to remove the 
estimated costs for outliers.

• Adjust the average standardized 
amounts to reflect budget neutrality.

B. Calculation o f Prospective Payment 
Rates

• Determine a new target rate 
percentage factor for computing the 
hospital-specific portion that 
incorporates an adjustment for budget 
neutrality.

• Determine total prospective 
payment based on 50 percent Federal 
portion and 50 percent hospital-specific 
portion.

• Determine Federal portion based on 
75 percent of the Federal regional rate 
and 25 percent of the Federal national 
rate.

• Reduce the DRG relative weights 
for increases in case mix based on bills 
submitted under the prospective 
payment system.
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IV. Tables
This section contains the tables 

referred to throughout the preamble to 
the proposed rule and in this addendum.

Table 1 .—Adjusted Standardized 
Amounts, Labor/N onlabor

Urban Rural

Region Labor
related

Nonlabor
related

Labor
related

Noniabor
related

1. New  
England 
(CT, ME, 
MA. NH, 
Rl, V T )....... 2,463.34 . 671.14 2,106.13 509.17

2. Middle 
Atlantic 
(PA, NJ, 
N Y )............. 2,214.44 663.25 2,096.26 516.39

3. South 
Atlantic 
(DE. DC, 
EL, GA, 
MD, NC, 
SC, VA, 
W V )............. 2,305.84 614.61 1,896.74 429 08

4. East 
North 
Central 
(IL, IN.
Ml, OH,
W l).............. 2.461.45 715.43 2,060.28 480.63

5. East 
South 
Central 
(AL, KY, 
MS, TN )..... . 2.093.46 547.03 1,913.31 401.48

6. West 
North 
Central 
(IA, KS, 
MN, MO. 
NB, ND. 
SD)............. 2,401.03 636 44 1,922.71 412.49

7. West 
South 
Central 
(AR, LA, 
OK, TX).„. 2,256.85 601.98 1,852.74 400.01

8. Mountain 
(AZ, CO, 
ID, MT, 
NV, NM, 
UT, WY) ... 2,217.46 638.98 1,920.58 448.9'

9. Pacific 
(AK, CA, 
HI, OR,
WA) ...... 2,334.09 748.21 2,007.20 523.5<

10. National 2,327.14 666.31 1,948.67 439.4
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V. Technical Explanation of the Budget 
Neutrality Adjustment Methodology
A. Overview

Section 1886(e)(1) of the Act requires 
that, for FYs 84 and 85, prospective 
payments be adjusted so that aggregate 
payments for the operating costs of 
inpatient hospital services are neither 
more nor less than we estimate would 
have been paid under prior legislation 
for the costs of the same services. To 
implement this provision, we are making 
actuarially determined adjustments to 
the average standardized amounts used 
to determine Federal national and 
regional payment rates and to the 
updating factors used to determine the 
hospital-specific per case amounts 
incorporated in the blended transition 
payment rates for FYs 84 and 85. Section 
1886(d)(6) of the Act requires that the 
annual published notice of the 
methodology, data and rates include an 
explanation of any budget neutrality 
adjustments. This section is intended to 
fulfill that requirement.

In determining the amount of the 
budget neutrality adjustment factors, we 
have considered all hospital costs, 
including pass-through costs such as 
capital-related and direct medical 
education costs.

However, it should be noted that the 
aggregate paym ents that will be 
adjusted to be budget neutral do not 
include payment for capital-related 
costs or direct medical education costs, 
payments for hospital and distinct part 
unit services excluded from the 
prospective payment system, payment 
of a return on equity capital, or 
payments on a reasonable cost basis to 
hospitals under the prospective payment 
system for outpatient services.

For payments in FY 85, we must take 
into consideration two situations that 
did not affect the determination of 
budget neutrality adjustments for 
payments in FY 84. First, effective 
October 1,1984, the Federal rate will be 
a blend of national and regional rates. 
As a result, we must compute separate 
estimated per discharge payments for 
Federal national and regional rates, 
separate outlier adjustments for those 
rates, and a budget neutrality 
adjustment factor for each Federal rate. 
In addition, during FY 85 each hospital 
will experience a change in the blending 
ratio of its transition payment rates as it 
enters the cost reporting period 
beginning on or after October 1,1984. 
For cost reporting periods beginning on 
or after October 1,1983 and before 
October 1,1984, the transition payment 
rate is a blend of 75 percent hospital- 
specific rates and 25 percent Federal 
rates.

For cost reporting periods beginning 
on or after October 1,1984 and before 
October 1,1985, the blend is 50 percent 
hospital-specific rates and 50 percent 
Federal rates. These facts must be 
reflected at several different points in 
the methodology, as discussed below.

The budget neutrality adjustments 
required by the statute are determined 
by comparing an estimate of FY. 85 
reimbursement per discharge, as it 
would have been under the law in effect 
prior to enactment of Pub. L. 98-21, with 
estimates of DRG-related payments per 
discharge under both regional and 
national Federal rates (including outlier 
payments, and payments for the indirect 
costs of medical education, before 
budget neutrality adjustment) and with 
an estimate of the hospital-specific 
payments per discharge (before budget 
neutrality adjustment). Therefore, 
payment under each of the four systems 
(reasonable cost reimbursement, Federal 
regional rates, Federal national rates, 
and hospital-specific rates) must be 
estimated separately.

Based on the estimates of projected 
payments undtc all four systems, we 
must derive three budget neutrality 
adjustment factors for FY 85. The first 
such factor will be applied in computing 
Federal regional rates for FY 85. The 
second budget neutrality adjustment 
factor will be applied in computing 
Federal national rates for FY 85. The 
third budget neutrality adjustment factor 
will be applied in computing the 
updating factors used to determine the 
hospital-specific portion of transition 
payment rates for cost reporting periods 
beginning during FY 85.

Although, for methodological reasons, 
the budget neutrality adjustment is 
calculated on a per discharge basis, it 
should be emphasized that the ultimate 
comparison is between the aggregate 
payments to be made under the 
prospective payment system and the 
aggregate payments that would have 
been incurred had the prior legislation 
remained in effect. Therefore, changes in 
hospital behavior from that which would 
have occurred in the absence of the 
prospective payment system are 
required to be taken into account in 
determining the budget neutrality 
adjustment if they affect aggregate 
payment. For example, if admissions 
were to increase under prospective 
payment beyond the level that would 
have occurred under prior law, that 
would have to be considered in the 
adjustment. However, since we have 
observed no increase in admissions 
beyond the level that would have 
occurred under prior law, we are making 
no adjustment for admission levels.

B. Assumption and Data
The Tax Equity and Fiscal 

Responsibility Act of 1982 (TEFRA) 
established a DRG-adjusted limit on the 
allowable amount of inpatient operating 
costs per case and a per case limit on 
the rate of increase of operating costs of 
inpatient hospital services. If TEFRA 
had remained in effect, the DRG- 
adjusted limit on per case costs would 
have been set at 115 percent of the mean 
for cost reporting periods beginning in 
FY 84, and at 110 percent of the mean 
for cost reporting periods beginning in 
FY 85. Further, although a hospital that 
had allowable costs in excess of its rate 
of increase target amount could expect 
to be paid for 25 percent of those costs 
for a cost reporting period beginning in 
FY 83 of 84, it would be paid no more 
than its target amount per case for its • 
cost reporting period beginning in FY 85.

Due to the TEFRA per case limits, the 
incentives that influence hospital 
admission patterns are similar under 
TEFRA and prospective payment. In 
developing the budget neutrality 
adjustment factors for the first year 
under prospective payment, we assumed 
that the number of admissions under 
both prior law and the gfospective 
payment system will be the same. As a 
result, the budget neutrality factors can 
be calculated by comparing 
reimbursement per discharge for each of 
the four systems, and there is no need to 
estimate an actual number of hospital 
admissions.

Most hospitals have cost reporting 
periods beginning and ending on dates 
that do not coincide with the beginning 
and ending of Federal fiscal years. 
Further, at the beginning of a hospital’s 
second cost reporting peiod under the 
prospective payment system, the blend 
between the hospital-specific and 
Federal portions of the hospital’s 
transition payment rate changes, and 
the hospital’s hospital-specific rate is 
updated using the most recent updating 
factor (see section II. D.l.b. in this 
Addendum). As a result, during FY 85, 
most hospitals will have two separate 
hospital-specific rates and two separate 
blends of Federal and hospital-specific 
rates. (The Federal rate blend of 
regional and national portions changes 
at the beginning of FY 85, not at the 
beginning of hospital cost-reporting 
periods, and is therefore constant 
throughout FY 85.)

To properly allocate the various 
payment rates, we developed a 
distribution of discharges that accounts 
for:

• The proportion of discharges that 
occur on or after the beginning of FY 8
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(October 1,1984) and on or before the 
end date of the hospital’s cost reporting 
period; and

• The complementary proportion of 
discharges that occur on or after the 
beginning date of the hospital’s new cost 
reporting period and on or before the 
end of the Federal fiscal year 

! (September 30,1985).
This distribution, which was 

developed from the March 1983 update 
of the 1982 discharge notice file, was 
applied to the number of discharges in 
the hospital’s 1981 data. This procedure 
properly weights the relative sizes of 
hospitals and cost reporting period 
distributions for computing payments 
per discharge.

Since the prospective payment system 
is to be budget neutral for included 
hospitals, and since the prospective 
payment system will not change 
payments to hospitals that are excluded 
from that system, excluded hospitals 
were removed from the estimates (for 
example, long term care, psychiatric, 
and children’s hospitals). Further, four 
States (Maryland, Massachusetts, New 
Jersey, and New York) currently operate 
alternative reimbursement systems 
under Medicare waivers. Since payment 
amounts in these States will not change 

. because of the prospective payment 
system, hospitals in these States were 
removed from the estimation of payment 
per discharge under each of the systems 
for purposes of determining budget 
neutrality.

We also assumed that the means of 
affording exceptions or special 
treatment for sole community hospitals 
under different systems would provide 
comparable relief to those relatively few 
hospitals that qualify for such 
exceptions and treatment. Since the 
amounts of special payments to these 
hospitals are assumed to be the same 
under all four systems, the budget 
neutrality determination is not affected 
by these payments. Therefore, we.did 
not make explicit allowance for 
additional payments to these hospitals 
in our estimates and comparisons.

Section 1886(e)(1) of the Act requires 
that total payments under the Federal 
systems and under the hospital-specific 
rate system be the same as total 
payments that would have been payable 
under provisions of the prior law (that is 
tie limits that would have been 
implemented under provisions of TEFRA 
or FY 85). To achieve this we have 
n?Up Zê  amounts payable under 

e Federal rates (both regional and 
national) and hospital-specific rate 
systems with those that would have
t u it d  on a Peri°dic basis under

RA, not with the total end-of-year 
uash amounts. As a result, changes of

cash flow, timing of payments, and 
retroactive payments will not affect the 
budget neutrality determination.

Operating costs are defined 
differently under the different systems. 
We excluded malpractice costs and 
kidney acquisition costs from operating 
costs under the TEFRA limits. However, 
both Federal rate systems and the 
hospital-specific rate system exclude the 
same kidney acquisition costs but 
include malpractice costs under 
operating costs. We must use a method 
of comparing costs that takes into 
account “the payment amounts which 
would have been payable for such 
services for those same hospitals”, as 
required under section 1886(e)(l)(A)(ii) 
of the Act. The actual amounts paid are 
comparable only if we include both 
operating and nonoperating costs. 
Therefore, if we were to compare only 
the operating costs of the different 
payment systems we would not fulfill 
the statutory requirement. Hence, 
nonoperating costs (excluding payments 
to proprietary hospitals for a return on 
equity capital) must also be included in 
the calculation of the budget neutrality 
adjustment factors.

By using total costs, including 
nonoperating costs, in the comparisons 
necessary to determine budget 
neutrality adjustments, we will ensure 
that the amounts considered under both 
Federal rate systems and the hospital- 
specific rate system are comparable to 
amounts payable under prior law.

These comparisons will yield 
adjustments reflecting differences 
between the systems in a way that 
prevents distortions by differing 
definitions of operating costs. The 
nonoperating costs per discharge were 
computed using data from the same cost 
reports and the same increase 
assumptions as for operating costs, 
hence, any inaccuracies in nonoperating 
cost assumptions would also affect the 
operating cost estimates in the same 
manner, so that the effect on the budget 
neutral factors would be negligible. 
Further, only the difference betw een  
prospective paym ent nonoperating costs . 
and TEFRA nonoperating costs affects 
the budget neutrality factor. Since the 
difference is extrem ely sm all, the 
im pact o f any inaccuracies is minimal.

The equations below illustrate that 
comparing total costs in determining 
budget neutrality adjustments produces 
results identical to those that would 
have been produced using only 
operating costs under the Federal 
national rate system and comparable 
costs under the TEFRA system.

Cost Components under F ederal rate 
and TEFRA system s
Federal national rate X  budget neutral 

factor= TEFRA operating 
costs+ Malpractice costs 

Federal national rate X  budget neutral 
factor +  (kidney acquisition costs 
capital costs +  direct medical 
education costs)= TEFRA operating 
costs +  (Malpractice costs-I-capital 
costs-)-kidney acquisition 
costs +  direct medical education costs) 

Federal national rate X  budget neutral 
factor-(-Federal system nonoperating 
costs= TEFRA operating 
costs-(-TEFRA nonoperating costs
The analysis is identical for the 

Federal regional rate system and the 
hospital-specific rate system. Note that 
payments for a return on equity (which 
are not classified as operating costs) are 
excluded from the equations. Since the 
amounts for return on equity differ 
among the systems, adding in return on 
equity would unbalance the equations; 
(Under prior law, which must be 
reflected in the TEFRA estimates, the 
rate of return was set at 1.5 times the 
Hospital Insurance Trust Fund interest 
rates, whereas under Pub. L. 98-21 the 
rate of return applicable to the costs 
related to inpatient hospital services 
was reduced to 1.0 times that rate.)

C. Estim ated Payment Per D ischarge 
Under Prior Law  (TEFRA Limits)

To estimate payment per discharge 
under prior law, the TEFRA limits that 
would have been published must first be 
determined. These limits are calculated 
in the same manner as the FY 83 limits, 
except that more recently available data 
(that is, 1981 cost report and billing 
data) are used, and the FY 84 and 85 
limits are set at 115 and 110 percent of 
the mean, respectively, instead of 120 
percent of the mean, in accordance with 
section 1886(a)(l)(A)(ii) of the Act. In 
addition, for cost reporting periods 
beginning in FY 85, we would have 
discontinued payment of 25 percent of 
the excess costs over a hospital’s target 
amount. The FY 84 limits are Computed 
using the same cost per discharge 
assumptions and market basket increase 
published on January 3,1984. Since the 
FY 84 limits would have been 
promulgated by October 1,1983 under 
the prior law, they must be computed 
using data and assumptions comparable 
to what would have been available at 
the time of issuance, rather than data or 
assumptions developed subsequently.

Both FY 1984 and 1985 limits were 
increased by 0.1326 percent to account 
for the shift to Part A of the cost of 
certain services furnished by physicians
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to providers as a result of the regulation 
on payment for those physicians’ 
services published March 2,1983. (These 
rules implement section 1887 of the Act, 
established by section 108 of TEFRA. (48 
FR 8902; 42 CFR 405.480 through 405.482, 
and 405.550 through 405.556;))

To estimate payment per discharge 
under the TEFRA limits, cost per 
discharge must be estimated for each 
hospital and compared to the costs 
allowable under the TEFRA limits, that 
is, DRG-adjusted cost per case limits on 
inpatient operating costs and the 
separate limit on the rate of increase of 
those costs. Since the rate of increase 
target rate percentage is less than the 
average rate of increase in hospital 
costs, comparison of the rate of increase 
target rate percentage to the average 
rate of increase in hospital costs would 
lead to the conclusion that all hospitals 
would be penalized by the rate of 
increase limit and that no hospital 
would receive a bonus. To overcome 
this erroneous conclusion, the rate of 
increase target must be compared to 
cost increases that vary by hospital.

Under section 1886(b)(1) of the Act, a 
hospital that has per case costs less 
than its target amount would be paid a 
bonus of 50 percent of the amount by 
which the target amount exceeds its 
cost, or five percent of its target amount, 
whichever is less. Alternatively, a 
hospital that has costs in excess of its 
target amount for any cost reporting 
periods beginning in F Y 1983 or 1984 
would be paid only 25 percent of its 
costs in excess of the target amount. 
However, such a hospital would be paid 
no more than its target amount per 
discharge for any cost reporting period 
beginning on or after October 1,1984.

Hospital cost per discharge data for 
cost report years 1978,1979,1980, and 
1981 were analyzed for patterns in rates 
of increase in costs per discharge. Since 
the second year of TEFRA uses a two- 
year rate of increase target over the 
hospital’s base year, and the third year 
uses a three-year rate of increase target, 
we analyzed both two-year and three- 
year rates of increases.

We developed two empirical 
distributions covering two-year periods 
of hospitals’ percentage rates of cost 
increase from the available data for 1978 
to 1981, inclusive. The means of the two 
distributions differed, but, for both 
distributions, the best-fit normal 
distribution had a standard deviation of 
12 percent. In addition, for both cases 
the standard error of the fit was less 
than 0.2 percent. Hence, both empirical 
distributions showed a close fit to 
normal distribution. In addition, their 
standard deviations were equal, even 
though the means were different.

Similarly, we found that a normal 
distribution with a standard deviatiop of 
17 percent closely approximated the 
three-year rate of increase distribution.

To compute a hospital’s cost per 
discharge for comparison to the 
hospital’s TEFRA rate-of-increase target 
amount, the hospital’s base year costs 
were increased by a randomly . 
determined factor. For cost reporting 
periods beginning in FY 84 this factor 
was computed by adding the estimated 
two-year average rate of increase in cost 
per case to a random number. This 
random number is generated from a 
statistical distribution that is normal 
with a mean of zero, and has a standard 
deviation of 12 percent. For cost 
reporting periods beginning in FY 85, the 
factor was computed by adding the 
estimnated three-year average rate of 
increase to a random number generated 
from the normal distribution with a 
mean of zero and a standard deviation 
of 17 percent. In all cases, the random 
numbers were restricted so that none 
were further than three standard 
deviations from the mean. This 
randomly determined cost per 
admission for a hospital was compared 
to the rate of increase limit target 
amount for determining the 
reimbursement per discharge under 
TEFRA. Because of the randomizing 
process, not all hospitals are shown to 
be penalized by the target. Hospitals 
with cost per case over the target 
amount for reporting periods beginning 
in FY 84 are shown as receiving one 
quarter of their excess costs over that 
limit. Hospitals with costs over the 
target amount for periods beginning in 
FY 85 are shown as receiving no more 
than the limits. For purposes of this 
estimate, payments to those hospitals 
assigned rates of increase that would 
result in bonus payments are affected by 
cost reporting period beginning dates 
only m relation to the applicable target 
rate percentage, since the method for 
determining the amount of bonus 
payments does not change. To measure 
the overall stability, the model was 
tested with ten different sets of random 
numbers and found to be stable.

The cost per discharge that is 
compared to the TEFRA limits was 
adjusted by 0.1326 percent before 
comparison to the TEFRA limits to 
account for the shift of certain types of 
costs to Part A of Medicare because of 
the regulations on payment for 
physician’s services to patients and 
providers, published March 2,1983 and 
referred to above. Since this adjustment 
increases the costs of hospitals below 
the limits, it will have the effect of 
raising slightly the estimate of TEFRA 
payment per discharge.

D. Estim ated Payment on a Federal Rate 
(DRG) Basis

The estimated payments per discharge 
based on DRG-related payments (that is, 
Federal rates plus outlier payments) 
were computed separately for national 
and regional Federal rates and were 
estimated by directly using the 
appropriate national or regional 
adjusted average standardized amounts, 
adjusted by the applicable wage index, 
cost of living adjustment (for hospitals 
in Alaska and Hawaii), and case mix for 
each hospital. Additional outlier 
payments were computd using each 
hospital’s historical experience in the 
MEDPAR files. The payment amounts 
were further adjusted to include the 
indirect costs of medical education.

Before the ratios of estimated DRG- 
related payments to the estimated 
payments under prior law are computed, 
we made adjustments to reflect the 
provisions of these proposed regulations 
and certain changes of circumstances. 
These adjustments take into account:

• The difference in case mix between 
cases actually reported under the 
prospective payment system and the 
1981 MEDPAR file;

• Payment for transfer cases at less 
than the full DRG-related payment rate;

• The proposal to pay hospitals 
located in MSAs that cross census 
division (regional) boundaries based on 
the regional rate of the region in which 
most of the hospitals are located;

• The proposal for payment of 
hospitals reclassified from urban to 
rural by the EOMB MSA redesignation; 
and

• The projected increased number of 
rural referral centers expected to meet 
the new criteria.

To adjust for the latest case-mix data, 
we increased the estimated regional and 
national payment rates by 5.85 percent. 
This increase reflects the difference 
between the mix of cases in the 1981 
MEDPAR file and the mix of cases 
actually reported under the prospective 
payment system. The derivation of this 
factor is discussed earlier in the 
addendum. Since the relative weight for 
each DRG was reduced by 2.4 percent, 
as described earlier in the addendum, 
this 5.85 percent adjustment is actually 
split between the 2.4 percent adjustment 
in the DRG relative weights, and the 3.38 
percent case mix increase factor we 
developed for the FY 84 Federal rates.

In order to take the level of payment 
for transfer cases into account, we 
computed the transfer savings by month 
for each hospital using the prospective , 
payment billing data described above. 
For each transfer case, we subtracted
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the actual payment from the standard 
payment for the DRG assigned to that 
case, then we summed the savings for 
all transfers in each month to determine 
the total transfer savings by month. We 
then divided each hospital’s transfer 
savings by month by the total of what 
the standard payments would have been 
for that month if all discharges, 
including transfers, had been paid at the 
full DRG-adjusted rate. We then 
weighted the savings ratios for each 
hospital by month by the 1981 MEDPAR 
discharge data for the corresponding 
months. By this means, we determined 
that the average payment per case was 
0.5 percent lower than if all transfer 
cases had been paid at the full rate for 
the applicable DRG.

To reflect the proposed changes 
affecting hospitals in MSAs that cross 
census division (regional} boundaries, 
we took into account the one-year 
increase in payments to hospitals whose 
regional rates declined as a result of 
reclassification. For discharges 
occurring in FY 85, we propose to pay 
these hospitals 50 percent of the 
difference between their new Federal 
rate and the rate for the region in which 
they had previously been classified. The 
estimated national payment rates are 
not affected by this provision.

Similarly, we recomputed the 
estimated national and regional 
payment rates using the payment rates 
that would apply for FY 85 for hospitals 
that were reclassified from urban to 
rural as a result of the June 1983 EOMB 
redesignation of MSAs. For those 
hospitals so affected that have 
estimated hospital-specific rates higher 
than their Federal rural rate, we would 
pay two-thirds of the difference between 
the applicable Federal urban and rural 
rates. Hospitals with hospital-specific 
rates lower than their Federal rural rate 
would receive the rural rate.

We also recomputed the estimated 
national and regional payment rates to 
reflect appropriate payments to existing 
referral centers with more than 500 beds 
and to new rural referral centers with 
Jess than 500 beds. We identified rural 
hospitals in the 1981 cost report files and 
MEDPAR files with total annual 
admissions greater than 6000 and case- 
mix indices greater than 1.03. For these 
hospitals, we substituted urban for rural 
adjusted average standardized amounts.
1 Eor reasons given in the January 3,
1984 final regulations, we did not 
increase the estimated national or 
regional payments to reflect the costs of 
ospital-based physicians’ services 

shitted from Part B to Part A as a result
iQAQ'rk^3^0118 Published March 2,
983. The law does not authorize us to 

just the standardized amounts for the

effect of those regulations» However, we 
increased the estimated average per 
case payments for both hospital-specific 
rates and payments under prior law to 
reflect the March 2,1983 regulations.
Our reasons for making this adjustment 
in only the latter two cases are quite 
specific. First, the hospital-based 
physician regulations were primarily 
intended to implement section 108 of 
TEFRA. As such, they arfe clearly related 
to the Social Security Act as it stood on 
April 19,1983, and should be included, 
with the case-mix limits and rate of 
increase limit, among provisions 
affecting payment levels under previous 
law. Second, the methodology used by 
intermediaries to determine each 
hospital’s hospital-specific rate permits 
hospitals to submit data on this shift 
from Part B to Part A for purposes of 
adjusting base-year costs. Thus, the 
hospital-specific estimates would be 
inaccurate if we failed to take into 
account the hospital-based physicians 
regulations.

By increasing the estimated average 
per case payments under prior law, we 
increase the amount against which 
estimated prospective payments are 
compared to determine the budget 
neutrality adjustment. 11118 increases the 
budget neutrality adjustment factor, 
which in turn results in higher payments 
under the prospective payment system. 
Hence, the adjustment for the hospital- 
based physicians regulations is reflected 
in both the Federal rate systems and the 
hospital-specific rate system, even 
though the standardized amounts from 
which the Federal rates are determined 
are not explicitly adjusted. Further, if 
the Federal rates did reflect explicit 
adjustment for the hospital-based 
physicians regulations, the resulting 
Federal rate budget neutrality 
adjustment factor would have been 
lower than it actually is. The net result 
would be virtually identical.

2?. Estim ated H ospital-Specific (HSP) 
Payment Per D ischarge

To properly estimate the payments 
per discharge based on the hospital- 
specific rates to be used during the 
transition period, the hospital’s base 
year cost per case must first be 
estimated, since actual base year data 
are not available currently. To estimate 
the base year cost, the 1981 cost report 
data were adjusted by the change in the 
nursing differential from 1981 to the 
base year. These data were updated to 
the base year and the resulting routine 
operating costs were compared with the 
appropriate routine cost limit applicable 
to base year cost reporting periods, as 
calculated from the September 30,1981 
Federal Register notice, to compute the

savings resulting from application of the 
routine cost limits. Total costs were also 
reduced by the remainder of the 
amounts based on the Medicare nursing 
differential, since section 103 of TEFRA, 
by amending section 1861(v)(l)(J) of the 
Act, eliminated this differential effective 
with services furnished on or after 
October 1,1982.

Operating costs were computed by 
carving direct medical education, 
capital-related, and certain kidney 
acquisition costs out of total costs. 
Operating costs were increased by 0.18 
percent and 0.13 percent to adjust, 
respectively, for the extra estimated 
costs hospitals will report for their base 
year because of required coverage of 
their employees under FICA (as required 
by section 1886(b)(6) of the Act) and for 
the requirement that certain services are 
now required to be paid under Part A of 
Medicare, which were formerly paid 
under Part B (as required by section 
1886(b)(5)(D) of the Act). Operating 
costs were further increased by 0.1326 
percent to account for the shift of certain 
types of costs to Part A of Medicare 
because of the regulations on payment 
for physicians’ services to patients and 
providers, published March 2 ,1983 and 
referred to above.

For hospital cost reporting periods 
beginning in FY 84, we inflated the base 
year operating costs by two years of the 
market basket index increased by one 
percentage point for each year, using the 
market basket index values published 
January 3,1984. For hospital cost 
reporting periods beginning in FY 85, we 
increased each hospital’s estimated 
hospital-specific rate by the most 
recently available market basket index 
values plus one percentage point. We 
then increased the resulting amount for 
each hospital by 5.85 per cent to account 
for increases in reported case mix, 
divided by 1.024 to account for the 
revision of the DRG relative weights, 
and decreased the amount by 0.5 
percent to account for payment for 
transfer cases at less than the full DRG- 
related amount. These adjustments are 
discussed above in the section on 
Fédéral rates.

P  Adjustment fo r  Outlier Payments
Sections 1886(d)(2)(E) and (d)(3)(B) of 

the Act require that the average 
standardized amounts for the Federal 
rates be reduced so that, when 
combined with the outlier payments, the 
resulting payments will be the same as 
payments under a DRG-related system 
with no outlier payments but full 
standard DRG-adjusted rates.

The determination of the outlier 
payment criteria budget neutrality
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adjustment was done only with respect 
to hospitals that will be reimbursed 
under the prospective payment system, 
since outlier payments and standard 
payments under the prospective 
payment system will not be on behalf of 
excluded hospitals and hospitals in 
waiver States. Reimbursement to 
excluded hospitals and hospitals in 
waiver States is not changed by the 
provisions of the prospective payment 
system.

The outlier criteria were caliberated 
using experience in the 1981MEDPAR 
file so that outlier payments would be 
five percent of total Federal rate 
payments.

Since the outlier criteria were 
calibrated to yield outlier payments 
equal to five percent of Federal rate 
payments, the outlier adjustment for 
both the national and regional rates is 
l - .0 5 = .9 5 .

G. Calculation o f Budget Neutrality 
Adjustment Factors

As noted above, we must compute 
three budget neutrality adjustment 
factors—one each for adjusting Federal 
national and regional rates and the 
other for adjusting the updating factors 
used to determine the hospital-specific 
rates. Further, the Federal rate blend 
changes effective October 1,1984, and 
each hospital’s blending ratio of 
hospital-specific and Federal rates will 
change during FY 85. To reflect these 
factors in computations of the budget 
neutrality adjustment factors, we have 
weighted estimated payment rates and 
outlier payments by the discharges that 
would be paid under each blending 
ratio.

1. Federal Regional Rate Budget 
Neutrality Adjustment

Since the standard Federal rate before 
outlier adjustment, by definition, equals 
the outlier adjusted Federal rate plus 
outlier adjusted outlier payments, the 
former can be substituted for the latter 
in computing budget neutrality while 
producing identical results.

For the Federal regional rate system, 
the following equation must be solved:

Federal regional standard weighted 
payment per discharge X Federal 
regional rate budget neutral factor 
(FRBN) +  Federal rate system weighted 
nonoperating cost per 
discharge= weighted TEFRA operating 
reimbursement per discharge= weighted 
TEFRA nonoperating cost per discharge.

Example: Computation of Federal Region­
al Rate Budget Neutrality Adjustment 
Factor (FRBN)

Estimated values:
TEFRA operating reimbursement per dis-

$1,362.81

153.38

1453.78

139.71

TEFRA nonoperating cost per discharge

Weighted Federal regional rate standard

Weighted Federal nonoperating cost per. dis-

Solve:
$1,453.78 X FRBN +  $139.71 =$1,362.81 

+  $153.38
FRBN =  ($1,362.81 +  $153.38 -  $139.71) 

divided by $1,453.78 =  .947

2. Federal National Rate Budget 
Neutrality Adjustment

For the Federal national rate system, 
the following equation must be solved: 

Federal national standard weighted 
payment per discharge X Federal 
national rate budget neutral factor 
(FNBN) -f Federal rate system weighted 
nonoperating cost per discharge =  
weighted TEFRA operating 
reimbursement per discharge +  
weighted TEFRA nonoperating cost per 
discharge.
Example: Computation of Federal Nation­

al Rate Budget Neutrality Adjustment 
Factor (FNBN)

TEFRA operating reimbursement per dis-
$1,362.81

153.38

1,448.27
139.71

TEFRA nonoeprating cost per discharge.........
Federal national rate standard payment per

Federal nonoperating cost per discharge.........

As a result, any differences between 
budget neutrality levels for FYs 84 and 
85 can be applied only to each hospital’s 
second year hospital-specific rate. Thus, 
a change in overall level is allocated 
over less than the full number of 
discharges occurring in FY 85.

For the hospital-specific rate system 
(HSP) the following must be solved:

(HSP payment per discharge for cost 
reporting periods starting in FY 85 X 
Fraction of discharges in FY 85 for cost 
reporting periods starting in FY 85 X 
0.50 blending factor X hospital-specific 
budget neutrality adjustment factor 
(HSBN)) +  (HSP payment per discharge 
for cost reporting periods starting in FY 
84 adjusted for FY 84 budget neutrality 
adjustment factor X Fraction of 
discharges occurring in FY 85 for cost 
reporting periods starting in FY 84 x  
0.75 blending factor) +  weighted HSP 
system nonoperating cost per discharge 
=  weighted TEFRA operating 
reimbursement per discharge +  
weighted TEFRA nonoperating cost per 
discharge.

This yields an HSBN that includes the 
effect of the FY 84 HSBN on discharges 
occurring in FY 85 for cost reporting 
periods starting in FY 84. The effect of 
the FY 84 HSP budget neutrality factor 
must be removed to avoid double 
application of two years’ HSBNs when 
updating the hospital-specific rates for 
cost reporting periods starting in FY 85. 
This is done by dividing the result of the 
calculation described above by the FY 
84 HSBN, which was .983.

Example: Computation of Hospital-Specif­
ic Rate Budget Neutrality Adjustment
Factor (HSBN)

Solve:
$1448.27 X FRBN +  $139.71=$1,362.81 

+  $153.38
FNBN =  ($1,362.81 +  $153.38 -  $139.71) 

divided by $1,448.27 =  .950

3. Hospital-Specific Rate Budget 
Neutrality Adjustment

The budget neutrality adjustment 
factor for the hospital-specific rate 
system is only applied to payments for 
discharges occurring in cost reporting 
periods starting in FY85. We cannot 
readjust a hospital’s hospital-specific 
rate for its first cost reporting period 
under prospective payment (the period 
beginning in FY 84). The first year 
hospital-specific rates have been 
calculated using an updating factor that 
is already adjusted for FY 84 budget 
neutrality. These rates will change only 
as each hospital begins its second cost 
reporting period under prospective 
payment.

Estimated values
TEFRA operating reimbursement per dis­

charge (HSP blend weighted).......------  —  $2,113.10
TEFRA nonoperating cost per discharge 

(HSP blend weighted)____________________  239.16
HSP payment per discharge for cost report­
ing periods beginning in FY 85 x fraction of
FY 85 discharges x 0.50 blending factor...........

HSP payment per discharge for cost report­
ing periods x  fraction of FY 85 dis­
charges beginning in FY 8 4 x 0 .7 5  blend­
ing factor x  FY 84 HSBN of 0.983 

Weighted HSP nonoperating cost per dis­
charge............................................. .......................

1,034.05

1,131.11

218.06

Solve:
($1034.05 X HSBN)-f $1131.11+

218.08=$2113.10+$239.16 
HSBN=($2113.10+

$239.16-$1113.11-$218.08) divided 
by $1034.05=.970

Then, to remove the effect of the FY 84 
HSBN: .970 divided by .9 83=.987 
Note that the HSP budget neutral 

factor is not applied to the outlier
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payments. Outliner payments are paid 
based only on applicable Federal rates, 
which already incorporate an 
adjustment for budget neutrality.
H. S u m m a r y — T a b l e  o f  Inflation  As s u m p ­

t io n s  Us e d  in B u d g e t  Ne u t r a lit y  De t e r ­
m in a t io n

Calendar year
Cost per 
admis­

sion
(percent)

Hospital
input
price
index

(percent)

t o f t ? ..................... ...................  ........., , , , , 1 5 0
1983.........................H..H ..Si
1 9 9 4 ............................................H ... , lMlll

1 0 « 5  .......... .............. ....... : ................1 HR 9.8 6.5

1. S u m m a r y — T a b l e  o f  O u t l i e r  a n d  B u d g e t

N e u t r a l i t y  A d j u s t m e n t F a c t o r s — F e d -
e r a l  F is c a l  Y e a r  1 9 8 5

Federal Federal Hospital-
Adjustment factors national regional specific

rates rates rates

Outlier......................... ,  ... 0.950 0.950
Budget neutrality................ 0.947 0.950 0.987

[FR Doc. 84-17899 Filed 7-2-84; 8:45 am] 
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