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by Phil Brummel, pbrummel@bkd.com

Once again, Congress froze the payment rate
for physician services in December under

the Tax Relief and Health Care Act of 2006
(TRHCA), averting the scheduled 5% reduction.
However, the final physician fee schedule (PFS)
contains several other changes that will affect
your Medicare reimbursement and will likely
affect your practice in other areas as well.

This article focuses primarily on changes
surrounding the relative value unit (RVU) ta-
bles, which will affect the largest population of

the physician community. (See page 2 sidebar
“Determining Your Reimbursement Under
PFS Methodology.”)

Other concerns have impact
As a result of TRHCA’s changes to RVUs

and the PFS, an obvious concern is to analyze

its direct impact on your Medicare reimburse-
ment; however, there also are other concerns
that may be more difficult to identify, includ-
ing contracts with non-Medicare payors, inter-
nal standard fees, physician compensation and
practice benchmarking: 

How PFS changes will affect reimbursement

continued on page 2

by Tim Wolters, twolters@bkd.com

In the May 3, 2007, Federal Register, CMS
proposes the most dramatic restructuring of

the diagnosis-related groups (DRGs) used in the
inpatient prospective payment system (IPPS)
since its inception.  

Restructuring (adjusting DRG weights
based on the severity of a patient’s condition)
would take effect October 1, 2007. Access the
proposed rule at bkd.com/050307proposed
rule.pdf.  In mid-May, CMS published slight
corrections to the proposed DRG weights and
payment rates.

MS-DRG restructuring
The proposal would replace the current

538 DRGs with 745 Medicare Severity DRGs
(MS-DRGs).  First, current DRGs would be con-
solidated to 335 base MS-DRGs.  Of these, 106
would be split into two subgroups, and 152
would be split into three subgroups, arriving at
745 total MS-DRGs.

Subgroups would be determined based on
the presence of complications or comorbidities
(CCs) or major CCs (MCCs).  Table 6J in the
proposed rule lists 1,389 secondary diagnoses
designated as MCCs.  Table 6K lists 2,913 sec-
ondary diagnoses designated as CCs.

An example of the MS-DRG restructuring
would be current DRG 127, Heart Failure &
Shock, which would be split into the following
three MS-DRGs:

DRG 291 – with MCC

DRG 292 – with CC

DRG 293 – without CC/MCC

The following compares the total standard
operating and capital payment for the old DRG
in fiscal year (FY) 2007 and the new MS-DRGs
in FY 2008:

DRG Payment
Number Weight Amount

DRG 127 1.0490 $5,561.29
MS-DRG 291 1.4760 $7,875.07
MS-DRG 292 1.0169 $5,425.58
MS-DRG 293 0.7265 $3,876.18

The wide variation between the weights for
the MS-DRGs demonstrates the significant im-
pact the proposed MS-DRG system could have
on hospitals.  While the overall impact is in-
tended to be budget neutral, CMS estimates
urban hospitals will experience a 0.2% increase
in payments because of the MS-DRG system
and the transition to cost-based DRG weights,
with a 1.8% decrease expected for rural hospi-
tals. 

For the impact table by individual hospital,
visit bkd.com/ippsimpact.xls. A crosswalk be-
tween the old DRG system and new MS-DRG
system is available at bkd.com/crosswalk.xls.

In a controversial proposal, CMS plans to
reduce the standardized payment amount 2.4%

CMS proposes major DRG revisions

continued on page 4
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Medicare reimbursement - Certainly, all
practices should perform a comparative analy-
sis to understand the anticipated increase or
decrease in Medicare reimbursement resulting
from the changes in the RVU tables and, ac-
cordingly, the PFS.  

Generally, the top 20 to 30 codes based on
the amount of previous year Medicare reim-
bursement, provide a sufficient population to
analyze.  

Download both the RVU and geographic
practice cost index (GPCI) tables from the
CMS web site:  cms.hhs.gov.  The PFS for
your geographic area may be available from
your carrier, and, in some cases, annual prac-
tice management software updates may al-
ready include the updated RVUs and PFS.

Payor contracts - With payor contracts, it’s
important to understand each payor’s basis for
establishing reimbursement for your services.  
In many cases, the basis may be RVUs or it

may contain other relationships to the Medi-
care PFS.  If you find this is the case, clarify
the specifics as you enter negotiations for the
new contract year and ask the following:

Does the contract specify an RVU table? 

Does the fee schedule apply the GPCI to
the RVUs?

Are the 2006 or 2007 RVU tables being
used?  If 2007 tables are used –

✔ Does the fee schedule reflect “fully
implemented” or “transitional” prac-
tice expense RVUs?

✔ Does the fee schedule apply the
budget neutrality adjustor to “work
RVUs”?

Internal standard fee schedule - We rec-
ommend physician practices continually mon-
itor their internal standard fees for services.
The importance of this process is magnified
when there are significant changes to reim-
bursement amounts from various payors.  

Changes to Medicare reimbursement often
cause changes in the reimbursement from
other payors.  Compare your actual reimburse-
ment on explanation of benefits (EOBs) to
payor fee schedules—if they exist—to ensure
reimbursement matches your contract.  

In addition, compare the actual reim-
bursement for each payor to your standard in-
ternal fee.  Generally, payors will reimburse the
lesser of your standard fee or their fee sched-
ule.  If you receive 100%, assess whether there
is reasonable support to increase your standard
fee for that specific service.

Physician compensation - The degree to
which the above changes will affect physician
compensation depends on the compensation
design for your group:  Is compensation prima-
rily based on production or straight salary?
Even in the case of straight salary, it is pre-
sumed there is an acceptable relationship be-
tween revenue generated by physicians and
compensation.

How PFS changes will affect reimbursement. . .
continued from page 1

To determine how changes in the
Medicare physician fee schedule (PFS)

may affect your practice, have a basic un-
derstanding of the methodology CMS uses
to reimburse physicians for their services.
The following is a brief refresher of PFS
and the relative value unit (RVU).  

Since 1992, the basis for Medicare re-
imbursement for physician services has
been national uniform RVUs.  Total RVUs
consist of three components: 

Physician work component

Practice expense (PE) component

Malpractice expense component  

CMS assigns RVUs to each service
(CPT/HCPCS code) for each component,
based on surveys and analysis of actual
practice data.  The fee for each service is
calculated by multiplying total RVUs by a
conversion factor (CF), which was sched-
uled for a 5% decrease but, thanks to
TRHCA, remains at $37.8975 for 2007.  

To complicate the calculation even more,
the national RVU is adjusted by geographic
practice cost indices (GPCI) for each state or
locality, so each of the three components is as-
signed a separate GPCI.  And, starting in 2007,
CMS implemented a budget neutrality (BN)
adjustor that only applies to “work RVUs.”  For
2007, the BN adjustor is 0.8994. 

Today, the formula for calculating total
RVU looks like this:

Work RVU x Work GPCI x BN Adjustor
Plus: PE RVU x PE GPCI
Plus: Malpractice RVU x Malpractice GPCI

Equals: Total RVU

Multiplying total RVU times the 2007 CF
($37.8975) yields the reimbursement amount
for each service provided.

For 2007, CMS significantly modified
both practice expense RVUs and work RVUs.
Practice expense RVUs were changed as a re-
sult of revisions to the methodology used to
analyze practice expense data.  

Because of the magnitude of the
changes, CMS decided to transition the
new practice expense RVUs into the fee
schedule over four years, from 2007 to
2010.  Accordingly, the RVU tables pub-
lished by CMS contain “2007 Fully Im-
plemented Practice Expense RVUs,” as
well as “2007 Transitional Practice Ex-
pense RVUs.”  

Work RVUs were changed as a result
of a scheduled five-year review.  The re-
vised work RVUs place a much heavier
emphasis on evaluation and manage-
ment (E&M) services.  

Because several E&M services are
high volume, the projected national in-
crease in CMS’s payments to physicians
(based on the revised work RVUs) would
have exceeded budgetary constraints as
prescribed by law.  Therefore, the budget
neutrality adjustor was established. ■

Determining your reimbursement under PFS methodology

http://www.cms.hhs.gov
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Do the changes in reimbursement skew
that relationship?  It’s possible the change in
RVUs may cause revenue to increase or de-
crease even though physicians’ work levels re-
main substantially unchanged.  Should such
changes in revenue result in corresponding
changes in compensation?  

For practices where compensation is pre-
dominantly production based, what is the
measure of production?  If you use total RVUs
or work RVUs, there may be significant swings
in compensation that may potentially cause
compensation disparities between physicians
within the group.  Disparities are based on
variances in the types of services provided to
patients, particularly if the group is comprised
of multiple specialties.  

As noted above, non-Medicare payors also
may or may not adopt the revised RVU tables.
Changes in production-based compensation
may increase at a higher rate than revenue.
Further, if your compensation design is based
on RVUs, you may want to clarify exactly which
tables to use, i.e., fully implemented vs. transi-
tional, and whether the work RVU is modified
by the budget neutrality adjustor.

Benchmarks - Most practices use nationally
or regionally published survey data to bench-
mark productivity, compensation and opera-
tions.  The inherent concern with survey data
is it’s always one to two years old by the time
it’s published.  We believe the changes to RVU
tables may potentially have a significant impact
on data used in such surveys.  

As an integral part of your practice assess-
ment, continue to compare your numbers to
industry benchmarks; however, over the next
couple of years, use extra caution when meas-
uring your practice against historical survey
reports.

The TRHCA contains numerous other pro-
visions unrelated to RVUs.  Find further expla-
nation on CMS’s web site or the web sites of
various professional organizations, e.g., the
Medical Group Management Association at
mgma.com.  

PQRI could affect all providers
Also worthy of immediate discussion is the

TRHCA-authorized physician quality reporting
system CMS is to establish.  The statutory pro-
gram, titled the Physician Quality Reporting

Initiative (PQRI), provides a financial incentive
for eligible professionals to participate in a vol-
untary quality reporting program and could af-
fect virtually all providers of medical services.

Eligible professionals who successfully re-
port a designated set of quality measures may
earn a bonus payment (subject to a cap) of
1.5% of total allowed charges for covered
Medicare physician fee schedule services.

It is important to note the data must be re-
ported via CPT designations on claims with
dates of service from July 1 to December 31,
2007.  The 2007 PQRI expands and replaces
the 2006 Physician Voluntary Reporting Pro-
gram (PVRP), which was implemented as the
first step toward pay for performance for physi-
cian practices.  The 2007 PQRI not only adds
the incentive of the 1.5% bonus, it also in-
creases the number of performance measures
from 16 to 74.

Determine which of the 74 performance
measures are applicable to eligible professionals
in your practice, then report on at least three of
those measures.  (In general, eligible profes-
sionals include physicians, midlevel providers
and therapists who provide services to Medicare
patients.)  

Also, note that, although you may want to
decrease provider and support staff work load,
you may not be able to simply choose measures
for low-volume services because you may then
be subject to the cap.  Further, to meet the re-
quirements for achieving the bonus, multi-spe-
cialty practices may need to choose different
measures for each specialty.

This program is still voluntary, but we be-
lieve the amount of the incentive is significant
enough that every practice should, at a mini-
mum, spend the time to investigate the cost
and benefits of
participating
in the PQRI. 

For a
more com-
plete under-
standing, in-
vestigate the
PQRI at CMS’s
web site at
cms.hhs.gov/
PQRI, which
includes in-

formative, frequently asked questions (FAQs)
from other physician practices, as well as the
following:

PQRI overview

Statute/regulations/program instructions 

Eligible professionals 

Measures/codes 

Reporting analysis and payment

Educational resources 

2008 PQRI information

Transition from Physician Voluntary Re-
porting Program (PVRP) 

RVU-related issues
RVU-related issues can be very compli-

cated.  The narrow focus of this article does
not touch on all potential concerns; however,
as the provisions of the 2007 Medicare PFS
continue to be implemented, consider their
impact on RVUs:

Understand RVUs and how they are used
in calculating the Medicare PFS

Evaluate the direct impact Medicare PFS
changes will have on your Medicare reim-
bursement

Consider how revisions to the RVU tables
will affect reimbursement from non-
Medicare payors and in negotiating new
contracts with them

Monitor internal standard fee schedules in
relation to changes in the RVU tables

Assess whether the changes in the RVU ta-
bles and Medicare PFS will cause unex-
pected disparities in physician compensa-
tion based on your current compensation
design

Exercise caution when benchmarking
your practice against survey data that was
collected before the RVU changes were im-
plemented

Investigate requirements for participating
in the 2007 Physician Quality Reporting
Initiative ■

cms.hhs.gov/PQRI

http://www.cms.hhs.gov/PQRI
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pitals that do not have physicians present
around the clock must notify all patients on
admission about plans to address emergency
medical needs at a time when no physician is
present.

Other issues
Six new quality reporting measures have

been adopted for fiscal 2008, including the
Hospital Consumer Assessment of Health Pro-
viders and Systems Hospital Survey (HCAHPS).
Hospitals must file notification of intent by Au-
gust 15, 2007, to participate in the fiscal 2008
quality reporting and must collect HCAHPS
data starting with July 2007 discharges.

CMS proposes to revise the computation
of full-time equivalent interns and residents to
exclude vacation and sick leave from both the
numerator and denominator, effective with
cost reporting periods beginning on or after
October 1, 2007.

Under certain circumstances, urban hospi-
tals can elect to be treated as rural hospitals.
Current regulations state such hospitals can
revoke their rural election, effective at the start
of their next cost reporting period; they must
provide notice to the CMS regional office not
less than 120 days before the end of the current
cost reporting period.  

For PPS hospitals, CMS proposes such no-
tice be required not less than 120 days before
the end of the federal fiscal year and after being
paid as rural for at least one 12-month cost re-
porting period.  The revocation would be effec-
tive October 1, the start of the next federal
fiscal year.

* * *
The proposed rule contains numerous

other provisions not recapped here. Contact
your BKD Health Care Group advisor for infor-
mation on how the proposed rule will affect
your operations and Medicare reimburse-
ment. ■

in FY 2008 and again in 2009 due to antici-
pated improvements in hospital documenta-
tion and coding under the new system.  The
overall estimated 4.8% reduction is based on
observations CMS made about the change in
coding experienced by Maryland hospitals
when they implemented a severity-adjusted
DRG system several years ago.

While CMS proposes to move forward with
the MS-DRG system, it notes the Rand Corpo-
ration has been evaluating five alternative sys-
tems for recognizing severity of illness.  CMS
has requested the MS-DRG system also be eval-
uated in Rand’s final report, due September 1.

Additional payment & cost 
report changes proposed

Before considering the impact of the MS-
DRG system, CMS proposes an overall 3.3%
market basket inflation update to operating
DRG rates.  

In another controversial move, CMS pro-
poses to freeze capital DRG rates for urban
hospitals, eliminate the 3.0% large urban add-
on and allow only a 0.8% update for rural hos-
pital capital DRG rates.

Because CMS believes the MS-DRG sys-
tem will improve the accuracy of coding and
reduce the number of outlier cases, it proposes
to reduce the outlier fixed-loss threshold from
$24,485 to $22,940.  CMS estimates this will
keep total outlier payments close to its goal of
5.1% of overall IPPS payments.

CMS does propose to continue the three-
year transition to cost-based DRG weights it
began last year.  CMS commissioned RTI Inter-
national to study ways of improving the accu-
racy of cost information by DRG.  

Based on the study and CMS’s analysis,
CMS plans to revise the hospital Medicare cost
report, which may include additional cost cen-
ters, e.g., devices, implants and prosthetics;
computed tomography (CT) scanning; mag-
netic resonance imaging (MRI); and intermedi-
ate nursing units that provide care above basic
acute care but below intensive care.

Hospital-acquired conditions
The Deficit Reduction Act of 2006 (DRA)

required CMS to identify at least two hospital-
acquired conditions that result in higher DRG
payments.  By October 1, 2007, hospitals will

have to document whether these conditions
are present on admission.  By October 1, 2008,
CMS must provide that hospitals’ DRG pay-
ments cannot be increased if the condition oc-
curred after admission.  

CMS describes 13 different hospital-ac-
quired conditions and proposes six be imple-
mented to comply with this DRA provision:

Catheter-associated urinary tract infections

Pressure ulcers

Object left in surgery

Air embolism

Blood incompatibility

Staphylococcus aureus septicemia

Wage index issues
The fiscal 2008 wage index will include

data from both occupational mix surveys hos-
pitals completed for the first six months of
2006.  Expiring September 30, 2007, is the
three-year transition to a rural wage index pro-
vided to hospitals that became rural under new
census definitions implemented in 2004.

CMS briefly addresses the wage index pro-
vision of the Tax Relief and Health Care Act of
2006 (TRHCA) that requires the Medicare Pay-
ment Advisory Commission (MedPAC) to issue
a report by June 30, 2007, about the current
wage index system and proposed revisions.  

CMS is expected to publish “one or more”
proposed revisions to the hospital wage index
next year as part of its fiscal 2009 IPPS pro-
posed rule.  Testimony at recent MedPAC meet-
ings has centered on the possibility of using em-
ployer data from the Bureau of Labor Statistics
to develop county-level wage index factors.

Specialty hospitals
The proposed moves to MS-DRGs and

cost-based DRG weights are both partially in-
tended to address concerns raised by industry
groups and others about the impact specialty
hospitals have on community hospitals.  

CMS proposes additional disclosure re-
quirements that, while applicable to all hospi-
tals, may primarily affect specialty hospitals.
First, CMS proposes all patients be notified on
admission of any physician ownership of the
hospital.  The physician owners must disclose
in writing their ownership interest to all pa-
tients they refer to the hospital.  Second, hos-

continued from page 1
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In Brief
Other recent inpatient rules

CMS recently released the final long-
term care hospital (LTCH) and inpatient psy-
chiatric facility (IPF) rules effective July 1,
2007, as well as proposed rules for skilled
nursing facilities (SNFs) and inpatient reha-
bilitation facilities (IRFs).  Following is a brief
summary of each of these rules.

LTCH final rule - The May 11, 2007, Federal
Register included updates to the LTCH PPS
rates, effective July 1, 2007.  CMS believes re-
cent case-mix changes are due to improved
coding by LTCHs rather than actual changes
in patient acuity.

Due to perceived coding improvements,
CMS is implementing outlier policy changes,
as well as a reduced payment update that will
result in an estimated decrease of 3.8% in the
average LTCH payment rate.  The actual DRG
classifications will still be updated on October
1, consistent with the update to the acute-
care DRG system.

CMS will significantly expand the so-
called “25 percent rule” to include both co-
located and freestanding hospitals.  In gen-
eral, this rule will limit payments to LTCHs
that admit more than 25% of their patients
from a single referring hospital.  CMS is
adopting a three-year transition down to a
25% referral level.  Once fully adopted, CMS
expects this change to reduce payments to
LTCHs $170 million per year.

Regular IPPS hospitals will be affected by
a revision to the requirement that hospitals
incur “all or substantially all” of the costs of
residents’ training in nonhospital settings.

Effective for cost reporting periods beginning on
or after July 1, 2007, hospitals must document
they incurred at least 90% of the total cost of the
residents’ salaries and fringe benefits and the por-
tion of the cost of teaching-physicians’ salaries at-
tributable to the medical education.  

Providers may base teaching-physicians’
costs on actual data or on the assumption three
hours per week are spent on teaching activities,
with compensation based on the national average
for physician compensation by specialty area.

IPF notice - The May 4, 2007, IPF notice was is-
sued without CMS having issued a proposed rule.
IPFs are still in the midst of a transition to the
IPF prospective payment system (PPS), with 75%
of payments determined prospectively for cost re-
porting periods beginning in calendar 2007, and
100% determined prospectively for periods begin-
ning in 2008.  

CMS sets a 3.3% market basket update to
IPF rates effective July 1, 2007.  Because the PPS
transition was more beneficial to freestanding
IPFs, CMS estimates the average IPF will experi-
ence a 3.1% increase in payments next year,
while hospital-based IPFs will experience only a
1.1% increase.

SNF proposed rule - The May 4, 2007, SNF
proposed rule would set a 3.3% market basket up-
date to SNF rates effective October 1, 2007.  Be-
cause the updated wage data would be used to
construct the proposed payments, CMS estimates
rural SNFs will see an average payment increase
of 3.9%, while urban SNFs will see an average
payment increase of 3.2%.  Comments will be ac-
cepted until June 29, 2007.

IRF proposed rule - The May 8, 2007, IRF
proposed rule would set a 3.3% market bas-
ket update to IRF rates effective October 1,
2007.  Compliance with the requirement that
inpatients fall into one of 13 designated med-
ical conditions will increase from 60% to
65% for cost reporting periods beginning on
or after July 1, 2007.

CMS believes IRF outlier payments have
been excessive this year, and proposes to in-
crease the outlier threshold from $5,534 to
$7,522, thereby reducing outlier payments.
With wage index and other changes factored
in, CMS estimates urban IRFs will see a 2.4%
net increase in payments, while rural IRFs
will see a 2.6% increase.  Comments will be
accepted until July 2, 2007. 

CMS to publish NPPES
The long-awaited National Plan & Pro-

vider Enumeration System (NPPES) dissem-
ination notice was published in the Federal
Register May 30, 2007.  The NPPES health
care provider data—required to be disclosed
under the Freedom of Information Act—will
be made available June 28, 2007.  Arriving 30
days after its publication date, the notice de-
scribes how NPI data will be shared with
health care providers and others who need it
to process claims for payment.

Health care providers should review
their NPPES data and make any necessary
edits or deletions before June 28, 2007, to
ensure data disclosed by CMS is accurate.
For more information, visit cms.hhs.gov/
NationalProvIdentStand/. ■

by Mark Sharp, msharp@bkd.com

On April 27, CMS released the long-awaited
proposed rule on refinements to the

Medicare home health PPS, which includes
the most significant changes since its October
2000 implementation.  

The proposed rule was published in the
May 4, 2007, Federal Register (available at
bkd.com/docs/industry/050407proposedrule
.pdf).  The anticipated implementation date
for these refinements is January 1, 2008, after
the required comment period and the crafting
of the final rule.

Changes include surprises 
While industry leaders have anticipated

many of the proposed refinements, there are
also some surprises—some good, some not.
Key proposed changes include:

Implementation of three separate therapy
thresholds for increased payment at six, 14
and 20 visits to replace the current and
controversial 10-visit therapy threshold.
These thresholds would be combined with
a “smoothing” method, which will in-
crease case-mix weights on a graduated
basis for any additional therapy visits be-
tween six and 14 and between 14 and 20.

Refinement of the PPS case-mix model
based on a “four-equation” model.  This
proposed change results from CMS studies
showing subsequent episodes of care, on
average, are more costly, and patient char-
acteristics predicting resource utilization
differ from start-of-care episodes.

Each element from the OASIS assess-
ment factored in determining case-mix
weight may result in different case-mix
scores within each of the following four
equations:

Refinements planned for home health PPS

continued on page 10
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by Tom Watson, twatson@bkd.com

As few as 10 years ago, it was rare to see a
not-for-profit or governmental hospital

enter into an interest rate swap agreement
(swap).  When you found one that had, it was
usually a very large and complex health system.  
Over the last few years, financial advisors and
underwriters have approached more and more
hospitals about swaps.  Today, these instru-
ments have become almost commonplace in
the tax-exempt financing arena.  

Despite growing use, swaps remain very
complex financial vehicles that carry unique
business risks and accounting issues.  Whether
you are contemplating or currently participate
in a swap arrangement, there are issues your
hospital must understand.

What is a swap?
A swap is an agreement between an issuer,

i.e., a hospital, and a third-party (the counter-
party) where the parties agree to exchange cer-
tain cash flows.  Characteristics of a swap
include:

Little to no up-front payment for entering
the agreement

The ability to “early-settle” the agreement
with a cash payment

An underlying benchmark index measure,
i.e., BMA or LIBOR, and a notional amount
(typically, the par value of certain series of
bonds)

Payments under swap agreements are gen-
erally net-settled on a monthly basis.  That is,
one party pays the other the net difference in
the amounts due to or from the other party
based on the type of swap agreement.

Typical swap structures
The two swap structures generally used by

health care entities are “variable-to-fixed”
agreements and “fixed-to-variable” agreements.

Variable-to-fixed swaps - These swaps are
used to convert a variable-rate bond issue to a
synthetic fixed rate.  Under this arrangement, a
hospital agrees to pay the counterparty a fixed
rate each month and receives a variable rate in
exchange.  

This structure is used to limit the volatility
a hospital faces with variable-rate bonds by “fix-
ing” the amount of cash the hospital pays in in-

terest.  Theoretically, the variable-rate pay-
ments received from the counterparty will off-
set the variable interest paid to bond holders.

Fixed-to-variable swaps - Fixed-to-variable
swaps are somewhat more of a gamble than the
variable-to-fixed version.  These swaps convert
fixed-rate debt to a synthetic variable rate, a
structure often used when a hospital has what
it perceives to be fixed-rate bonds that accrue
interest at above-market rates, and the hospital
wants to take advantage of lower variable rates
in the bond market.

Under this structure, the hospital contin-
ues to pay a fixed rate to its bond holders; how-
ever, the hospital receives a fixed-rate payment
from the counterparty each interest period and
pays a variable rate to the counterparty.  

The fixed-rate payments received from the
counterparty offset some or all of the interest
paid to bond holders, while the hospital hope-
fully pays a lower net variable-interest rate to the
counterparty.  A risky aspect to this structure oc-
curs if variable rates increase to the point they
exceed the fixed rate paid on the bonds.

Accounting for swaps
There are two distinct types of accounting

for swaps under Statement of Financial Ac-
counting Standards (SFAS) No. 133—hedge
and nonhedge accounting.   (Note:  SFAS 133
does not apply to governmental health care en-
tities electing to only apply SFAS statements is-
sued before November 30, 1989, that do not
conflict with Governmental Accounting Stan-
dards Board (GASB) pronouncements.) 

Under both hedge and nonhedge account-
ing, the fair value of the future cash flows of the
swap is recorded in the hospital’s balance sheet.  

Swaps not using hedge accounting - If
a swap does not qualify for hedge accounting,
then the changes in these fair values are in-
cluded in the hospital’s performance indicator,
or bottom line.  These changes can be very sig-
nificant even with only small changes in mar-
ket interest rates.

Swaps using hedge accounting - If a
swap qualifies for hedge accounting, the effec-
tive portion of changes in the fair value of the
swap agreement are either included outside the
bottom line (typical with variable-to-fixed-rate
cash flow hedges) or are offset with changes in
the fair value of the debt being hedged (typical

with fixed-to-variable fair value hedges.)  That
is, a swap liability would be offset with a corre-
sponding entry for the change in fair value of
long-term debt that was hedged.

Effectiveness can be described as how well
the swap works.  For example, if a variable-to-
fixed swap is designed to make a hospital’s net-
interest costs 4.5% (after all payments to bond
holders and the net payments or receipts from
the counterparty), but the payments under the
swap actually result in a net-interest cost of
4.6%, the swap is marginally ineffective.  

Under SFAS 133, the change in the fair
value of the ineffective portion of the swap is
included in the bottom line.  In general, most
well-designed swaps are 95% or more effective,
typically resulting in immaterial charges to
hospital bottom lines.

Qualifying for hedge accounting
As discussed, not all swaps qualify for

hedge accounting.  Though a detailed discus-
sion of hedge accounting requirements is be-
yond the scope of this article, hospitals must
generally document the following at the incep-
tion of the swap:  (1) the risk being hedged and
(2) that the swap is highly effective at inception
and is expected to be highly effective over its
term and (3) how effectiveness will be tested.  

Effectiveness testing is usually based on the
behavior of similar swaps in the market.  Quar-
terly testing of the ongoing effectiveness of the
swap is usually performed, though another fre-
quency may be acceptable.  Hospitals should en-
gage a qualified financial services firm to com-
pute the swap’s initial and ongoing effectiveness.

GASB derivatives project
GASB is considering issuing its own stan-

dard on accounting for derivatives, including
interest rate swaps.  An exposure draft of its
proposed standard was issued in 2006 with the
proposed standard significantly different than
SFAS 133.  Governmental hospitals will need to
review this new standard for potential changes
in how they must account for swaps.  GASB is
expected to issue a final statement this summer.

Swaps carry certain risks
Swaps are not without risk.  If your hospi-

tal is considering entering a swap, the follow-
ing will help you assess its viability:

Basis risk - This is the risk that variable pay-
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ments received on one leg of the swap do not
match the variable interest paid on another leg.
For example, variable-rate bonds may be auc-
tioned each week at market rates, but swap
payments may be based on a percentage of
LIBOR.  There is no guarantee the changes in
these two variable rates will match.

Tax risk - While tax-exempt bonds currently
receive favorable tax treatment, Congress could
change their status at any time.  Any changes
could cause interest rates paid on tax-exempt
bonds to increase, but the variable leg of the
swap might not reflect this tax change.  

For example, consider a variable-rate bond
issue that becomes taxable:  The rates paid to
bond holders would be increased to account for
the change in tax code.  If payments received
from the counterparty are based on a rather
common index of 67% of LIBOR, there would
likely be a mismatch in the variable rate paid to
bond holders and the rates received from the
counterparty.

Credit risk - Changes in a hospital’s credit rat-
ing can affect the effectiveness of a swap.  For
example, if a hospital’s credit rating declines
over the life of a bond issue, the rates it pays on
variable rate bonds could increase.  Because the
variable rate received on the other leg of the
swap is set at inception, the swap could lose its
effectiveness.

Mark-to-market value risk - Swap market
values are computed based on the present
value of net payments expected over the life of
the swap based on current market rates.  

Changes in these mark-to-market
amounts can be significant with only small
changes in market rates after the swap’s incep-
tion.  If a hospital wants to terminate a swap
because of unfavorable market conditions or
due to refunding of a bond issue, it may be re-
quired to pay a significant amount to the coun-
terparty if market rates moved the wrong
direction.

Counterparty risk - This involves the coun-
terparty’s failure to perform its leg of the swap;
to avoid this risk, investigate the counterparty’s
financial strength before entering into the swap.

Termination events - Read swap documents
carefully to understand when the counterparty
can terminate a swap.  For example, some
swaps allow the counterparty to terminate a

swap if a hospital is downgraded by a national
rating agency.

Bond document analysis - Most recent
bond agreements are written so gains and
losses on hedging transactions such as swaps
do not affect covenant compliance.  If your hos-
pital has older documents, it may need to con-
sult with bond counsel to make sure mark-to-
market adjustments on swaps won’t inadver-
tently cause it to fail a debt service coverage
covenant.

Arbitrage risk - A swap may affect arbitrage
compliance and can complicate arbitrage com-
putations.  Issuers of tax-exempt debt should
specifically discuss this issue with bond counsel
before entering a swap agreement.

Liquidity agreements
With the increasing use of swaps, it has be-

come more commonplace for hospitals to issue
variable-rate debt, which is then synthetically
converted to a fixed rate.  Because the underly-
ing variable-rate debt theoretically matures
each time it is remarketed (usually weekly), a
liquidity agreement, such as a letter of credit, is
used to secure payment of the bonds in case
they don’t immediately remarket.

Accounting rules require the presentation
of the bond’s maturity be based on the terms of
the underlying liquidity agreement.  As such, it
is important that any amounts drawn on the
letter of credit not be due until at least one year
and one day after a liquidity drawing.  Other-
wise, the bonds could be considered current li-
abilities on your financial statements.  

A careful review of your hospital’s liquidity
agreement can prevent this problem or indi-
cate a need to amend the agreement. 

* * *
Swaps can be effective tools for managing

your hospital’s capital activities; however, both
the accounting and business risks related to
these agreements are very complex.  Many un-
necessary consequences related to swaps can be
avoided if the right questions are asked before
the documents are executed.  

Contact your BKD Health Care Group ad-
visor for more information if you are consider-
ing or have questions about a swap transaction.
We can help you understand the risks, so you
can balance the advantages of swaps against
their business risks. ■
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by Rod Walsh, rwalsh@bkd.com

As a covered entity, if you are noncompliant
with NPI rules and do not have a contin-

gency plan in place, your organization is at
risk for enforcement action. We recommend
you pursue “good faith” efforts at NPI compli-
ance, including:

Immediately obtain your NPI from the
NPPES web site at nppes.cms.hhs.gov/

Develop and communicate your status
and contingency plans to your trading
partners

Share your NPI with any covered entity
that requests it

Contact health plans to determine (1)
their readiness status and contingency
plan information and the (2) necessary
NPI testing and validation steps

NPI contingency plan doesn’t equate to one�year extension
Begin using the NPI as the primary identi-
fier in HIPAA transactions as early as pos-
sible

Note: Health plans may discontinue their
contingency plan at any time. CMS intends to
do so with 60-days’ notice once a significant
number of claims contain the NPI as the pri-
mary identifier.  

When a contingency plan is lifted:

Primary providers (billing, pay-to and ren-
dering providers) must be identified by
NPIs, or the claims will be rejected

All other providers are secondary
providers; legacy numbers will be accepted
until May 23, 2008

Multiple resources regarding NPI topics
and contingency planning are available at
cms.hhs.gov/NationalProvIdentStand/. ■

& accounting treatment
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by Monte Aspelmeier, maspelmeier@bkd.com

Up until a few years ago, CMS had not taken
a firm stand on what forms or processes

SNFs should use to notify beneficiaries they
were ineligible for Medicare Part A benefits or
that their Medicare benefits would be reduced
or terminated.  All that changed on October 1,
2003, when CMS established a beneficiary noti-
fication process called, the Beneficiary Notice
Initiative (BNI).  

BNI & Beyond
To standardize the benefits denial process,

the BNI requires that SNF facilities do the fol-
lowing:

Establish procedures for notifying benefici-
aries, FIs and physicians of noncoverage de-
cisions

Determine noncoverage for SNF services
provided to the beneficiary, if applicable

Inform the beneficiary of this determina-
tion in the manner specified by CMS
(though CMS does not require SNFs to use
the forms it developed under the BNI
process, it strongly recommends they do)

The denial process was expanded in July
2005 when CMS implemented the Expedited
Determination/Reviews for Original Medicare
(CMS Manual System, Pub 100-04, Transmittal
577).  For the first time as part of the review
process, a third party—the Quality Improve-
ment Organization (QIO)—would request de-
nial notification documentation provided by
the SNF to the beneficiary.  

First, the BNI was established, and then
the Expedited Determination/Reviews for Origi-
nal Medicare process was added.  Throw in the
“home-grown” denial forms and processes al-
ready used in facilities, and it’s little wonder
why there is so much confusion about what is
required and what processes are used, so every-
one is aware of the beneficiary’s status for
Medicare service eligibility.

Facility administrators must remember
the sole purpose of the process is to give benefi-
ciaries the information they need to make their
own medical-consent decisions.  It also clarifies
who is responsible for service payments at each

step of the beneficiary’s medical recovery
process.

What CMS recommends
Based on your facility’s pre-admission as-

sessment information—which you obtain be-
fore admitting the beneficiary and providing
Medicare Part A or Part B covered services—
your facility must determine whether the stay
qualifies for Medicare coverage.  The first deter-
mination of noncoverage is generally made by
the SNF:

You’ve determined the beneficiary or his/her
stay does not meet Medicare requirements - If
for technical reasons, e.g., not having a qualify-
ing three-day hospital stay, it is determined a
resident doesn’t qualify for a Medicare Part A
stay, issue the resident the “Notice of Exclusion
from Medicare Benefits (NEMB-SNF) Form
CMS-20014” before admission.  

In place of the NEMB-SNF, the SNF also
may use the letter “SNF Determination on
Admission” because the stay technically
fails to meet the statutory definition of a
Medicare benefit.

Note CMS allows the use of this form or
the Skilled Nursing Facility Advanced Ben-
eficiary Notice (SNFABN) for the same rea-
sons when notifying residents they do not
qualify for Medicare Part A coverage.

When a beneficiary’s current Medicare serv-
ices change -

Issue the SNFABN when one of the follow-
ing changes to Medicare Part A services oc-
curs:

✔ Before initiation of Medicare
services - When your SNF advises
residents they will not be accepted as
Medicare Part A patients because
Medicare will not pay for physician or-
ders, provide the SNFABN before serv-
ices begin (previously, the “SNF
Determination on Admission” form).

✔ Reduction of Part A services -
Your SNF must issue this when it pro-
poses a reduction in either a resident’s
nursing care or rehabilitation services
because the facility expects Medicare

will not pay (previously, the “SNF De-
termination on Continued Stay”
form).

✔ Termination of services - Issue
this notice when your SNF proposes
to stop furnishing all Part A services
or items because Medicare may not
pay for them (previously, the “SNF
Determination on Continued Stay”
form).

The SNFABN is evidence of the resident’s
knowledge about the likelihood of Medi-
care denial of payment for services; it noti-
fies the resident of his/her financial liabil-
ity for expenses incurred for services and
items provided for which Medicare does
not pay.  Provide the SNFABN along with
the Notice of Medicare Provider Non-Cov-
erage (Generic Notice) when the resident
remains in your SNF after the Medicare
qualified stay has ended.

You anticipate the beneficiary’s Medicare
coverage will end - If you anticipate the resi-
dent’s Medicare skilled services will end, and
the resident will no longer receive Medicare
Part A services, issue the resident the Generic
Notice at least 48 hours before the last day
Medicare services are provided.

If the resident believes Medicare services
should not end at this time, include in
your Generic Notice any information the
resident needs to contact his/her QIO to
request an Expedited Determination.  Pro-
vide this notice even if Medicare is the sec-
ondary payor.

The Generic Notice is not required if the
resident is transferred to a higher level of
care (acute-care hospital) or another SNF
for skilled services or if Medicare benefits
are exhausted. 

Ensure all form replications mirror the
notice posted on the BNI website, includ-
ing structure, wording and font size.  Visit
the BNI web site:  cms.hhs.gov/BNI/.

Whether residents stay in your facility after
they are discharged home - Residents have ac-
cess to an Expedited Review by the State QIO
if they disagree with your determination (Gen-
eric Notice) that services will end. After the

Streamlining the Medicare Part A denial process: 
what CMS recommends SNFs do

continued on page 9
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resident notifies the QIO and requests an Ex-
pedited Review, the QIO will notify your SNF an
Expedited Determination has been requested.  

The day you receive notice, you must pro-
vide the resident or their representative
the Detailed Explanation of Non-Coverage
(Detailed Notice) no later than the close of
business that day.

The QIO is responsible for contacting the
SNF to request copies of the resident’s
medical record to use in making the deter-
mination.  The SNF provides copies of
both notices (Generic and Detailed) to the
QIO.  

Following a review of the information pro-
vided, the QIO will make a determination
and inform all involved parties.  Generally,
CMS expects the QIO review to take 72
hours.

If the beneficiary disagrees with the QIO’s
determination - The resident may request a
reconsideration of the QIO decision by a Qual-
ified Independent Contractor (QIC) under a
similar process.  When the QIO/QIC makes a
decision at the end of the expedited review

process, the SNF can then bill for the period
reviewed in accordance with the QIO/QIC de-
cision on the coverage for that period.  

When the beneficiary has Medicare Advan-
tage - The Medicare Advantage Expedited Re-
view process is basically the same as that used
for “regular” Medicare Part A residents, with
this exception:  CMS designed notices specifi-
cally for those enrolled in Medicare Advantage.

Form CMS-10095-A corresponds to the
Generic Notice.  It also must be provided
to the resident at least 48 hours before ter-
mination of services.

Form CMS-10095-B, upon notification
from the QIO, is issued to the resident by
the SNF no later than the close of business
on the day the QIO gives the facility notice.

When a SNF has “distinct part” Medicare
beds and admits the resident to a noncerti-
fied bed - The Advanced Beneficiary Notice
(ABN) is issued when the SNF places a resi-
dent in a noncertified portion of its facility be-
cause the facility has determined the resident
does not require a Medicare-covered level of
care or for any other reason.  The SNF must

notify the resident in writing that services in a
noncertified bed are not covered. 

While the intent of the ABN is to protect
the resident from the liability of charges
incurred without foreknowledge, the
timely issuance of an ABN also protects
the SNF from providing services without
reimbursement.  (CMS replaced the “Non-
certified Bed Letter” with the ABN form
CMS-R-131-G.)

A detailed description and instructions for
completing all of CMS’s denial forms is
available at cms.hhs.gov/BNI/.

* * *
As you strive to meet CMS’s notification

requirements, it pays to make the denial
process as uncomplicated as possible.  

If your Medicare denial process is confus-
ing and not regularly followed, contact your
BKD Health Care Group advisor for more in-
formation or for help finding better solutions
to notify residents of their Medicare benefit
status. ■

Streamlining the Medicare Part A denial process . . .
continued from page 8
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1. Early episodes (1st or 2nd) with fewer
than 14 therapy visits

2. Early episodes (1st or 2nd) with 14 or
more therapy visits

3. Later episodes (3rd+) with fewer than 14
therapy visits

4. Later episodes (3rd+) with 14 or more
therapy visits

The four-equation approach results in
153 HHRG classifications compared to the
current 80.

Elimination of the highly controversial
M0175 (pre-admission inpatient location)
from case-mix consideration due to its ad-
ministrative intensity, as well as its inability
to accurately predict resource utilization.

Additional diagnoses and clinical variables
will be added to the case-mix model, with
an emphasis on how diagnoses, clinical
conditions and comorbidities interrelate
with each other factored into the case-mix
scoring.

A new base PPS rate of $2,300.60 (com-
pared to the current $2,339.00) will be
used for episodes beginning in 2008.  Be-
cause the new case-mix model won’t be
implemented until January 1, 2008, an in-
terim base PPS rate of $2,355.96 will apply
for episodes beginning in 2007 and ending
in 2008.  

These base PPS rates were adjusted for
two primary factors—a market basket in-
crease and an administrative adjustment
for case-mix creep.  The proposed market
basket increase is 2.9%.  

The case-mix creep adjustment
amounts to a 2.75% decrease in 2008 with
additional 2.75% decreases in 2009 and
2010 to account for what CMS considers
increases in case-mix weight due to im-
proved OASIS scoring rather than changes
in patient characteristics.

Unbundling of nonroutine supply pay-
ments from the base PPS rate and the base
case-mix model.  Payments for nonroutine
supplies (NRS), or billable supplies, will be
based on one of five severity levels deter-
mined by 39 patient characteristics consid-
ered in the OASIS assessment.  The NRS
payments for the five severity levels range
from $12.96 per episode to $367.34 per
episode.  The above base PPS rate for epi-
sodes beginning in 2008 is inclusive of a
reduction for the unbundling of the NRS
payment.

Low-utilization payment adjustment
(LUPA) episodes will continue to apply for
episodes with four or fewer visits along
with the usual per-visit payment approach.
However, CMS proposes adding $92.36 to
each LUPA episode encountered in initial
episodes or LUPA-only episodes.  The addi-
tional payment will not apply to subse-
quent episodes.  CMS has proposed this
LUPA add-on for the recognized, higher
up-front costs of performing admission vis-
its. The above base PPS rate for episodes
beginning in 2008 is inclusive of a reduc-
tion for this LUPA add-on.

Elimination of the significant change in
condition (SCIC) adjustment, which is
much to the delight of home health pro-
viders because of the confusion and inac-
curate payments it has caused.  

Stay tuned
Comments on the proposed rule are due

June 26, 2007.  Changes to the proposed re-
finements could be made based on comments
CMS receives.  A final rule on the PPS refine-
ment is expected by October 2007 to provide
sufficient time for a January 1, 2008, imple-
mentation.  

In the meantime, contact your BKD
Health Care Group advisor for more specifics
on the proposed refinements or for assistance
in assessing how these refinements will affect
your agency. ■

Refinement planned for home health . . .
continued from page 5
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