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June 8, 2007 
 
 
Centers for Medicare & Medicaid Services 
U.S. Department of Health and Human Services 
P.O. Box 8011 
Baltimore, Maryland  21244-1850 
 
Attention:  File Code CMS-1533-P 
 
 
To Whom it May Concern: 
 
I am writing on behalf of the National Association of Urban Hospitals (NAUH) to express our views on the 
proposed rule governing the Medicare inpatient prospective payment system published in the Federal 
Register (Volume 72, Number 85, p. 24680) on May 3, 2007 (“M edicare Program; Proposed Changes to the 
Hospital Inpatient Prospective Payment Systems and Fiscal Year 2008 Rates” ). 
 
Specifi cally, we would like to comment on the aspects of the proposed rule governing the following areas: 
 

• the Medicare DRG system 
• DRG relative weights 
• the standardized amount 
• the outlier threshold 
• post-acute transfers 
• capital payments 
• indirect medical education 
• the rural floor for budget neutrality 
• hospital-acquired conditions 

 
We address each of these individual issues below. 
 
 
The Medicare DRG System 
(Issue Identifi er:  DRG Reform and Proposed MS-DRGs) 
 
Ever since our founding, NAUH has called for the adoption of a severity-based DRG system for Medicare.  
Now, we are pleased that the Centers for Medicare &  Medicaid Services (CMS) is moving in this direction 
and we are cautiously optimistic about the MS-DRG system that the agency now proposes.  We would, 
however, like to raise two concerns. 
 
First, we are concerned about the possibility that this new system could be an interim measure.  As you know, 
last year CMS previewed a different severity-based system that it intended to introduce in FY 2008.  When 
that proposal incurred signifi cant opposition from the hospital industry, CMS subsequently hired a consultant, 
the RAND Corporation, to evaluate that proposal, study alternative severity-based DRG systems, and develop 
recommendations for future action.  As of this writing, RAND still has not completed its work, creating the 
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possibility that the proposed MS-DRG system could be displaced after only one year.  While NAUH 
continues to support the implementation of a severity-based DRG system, we believe it might be more 
appropriate to wait until RAND makes its final report before acting.  Both for CMS and for hospitals, a great 
deal of work and change are associated with introducing a new DRG system, and we do not believe so much 
work should be undertaken for a system that may last only one year and leave us all in a position of needing 
to undertake a similar process next year.   Thus, we believe a one-year delay, until RAND issues its report and 
CMS can evaluate that report and plan its next move with the benefit of its insights, would be more 
appropriate.   
 
Second, we believe CMS should consider adopting a more robust severity-based DRG system than the 
proposed MS-DRGs.  Last year’s proposed system was a modified version of the APR-DRG system, and it 
elicited protest from the hospital industry in which NAUH participated.  Despite this, NAUH has a very high 
regard for the APR-DRG system and does not necessarily believe it needed to be abandoned because it is 
more complicated to implement and because of the controversy surrounding its implementation.  Because it is 
a more robust, accurate, and precise system – as RAND has noted its preliminary report – we are reluctant to 
see CMS abandon this superior system entirely before receiving RAND’s final report and recommendations.  
While MS-DRGs would unquestionably represent a major improvement over the current Medicare 
classifi cation system, we believe CMS can and should introduce a better, more robust system that better 
captures severity of illness and should continue exploring its options in the year ahead while awaiting 
RAND’s final report. 
 
 
DRG Relati ve Weights 
(I ssue Identifi er:  DRGs:  Relati ve Weight Calculati ons) 
 
Prior to the current 2007 fi scal year, Medicare DRG relative weights were calculated using hospital charges.  
In its FY 2007 Medicare inpatient prospective payment system regulation, however, CMS unveiled a three-
year transition from charge-based DRG relative weights to cost-based DRG relative weights.  Accordingly, 
FY 2007 DRG relative weights are calculated based two-thirds on hospital charges and one-third based on 
hospital costs.  FY 2008 DRG relative weights are to be based one-third on hospital charges and two-thirds on 
hospital costs.  Finally, in FY 2009, DRG relative weights will be based 100 percent on hospital costs. 
 
Last year, when CMS proposed moving away from charge-based relative weights in FY 2007 and at the same 
time indicated its desire to introduce a new severity-based DRG system in FY 2008, NAUH objected, 
maintaining that a new DRG system should be introduced simultaneously with a phased transition to 
calculating DRG relative weights based on hospital costs rather than hospital charges.  We continue to believe 
this is the best approach. 
 
For this reason, we have two perspectives on this issue.    
 
First, if CMS implements the proposed MS-DRG system substantially as proposed, NAUH requests that the 
agency delay moving to the second year of the three-year transition from charge-based DRG relative weights 
to cost-based DRG relative weights and continue its approach to year one – DRG relative weights calculated 
based two-thirds on hospital charges and one-third on hospital costs – for another year.  This request is based 
on our belief that the new DRG system should be introduced simultaneously with the beginning of a phased 
transition in the manner in which DRG relative weights are calculated.  After FY 2008, the three-year phased 
transition then could proceed.  Doing otherwise would have an especially damaging effect on urban hospitals 
because of their higher charge structures.   
 
Second, if CMS does not implement the proposed MS-DRG system, NAUH also requests that the agency 
delay moving to the second year of the three-year transition.  This request is based on our position that these 
new relative weights, when paired with the current DRG system, do not allocate Medicare resources to the 
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services that they would when those relative weights are paired with the proposed MS-DRGs.  In fact, our 
analysis suggests that in many situations, they will allocate resources in opposite directions.  Because urban 
hospitals have higher charge structures than rural hospitals, we believe urban hospitals have been harmed by 
the beginning of the three-year transition in FY 2007 and would be harmed even more in year two of that 
transition in FY 2008 and FY 2009 if the proposed MS-DRG system is not implemented. 
 
 
The Standardized Amount 
(I ssue Identifi er:  DRG Reform and Proposed MS-DRGs) 
 
In proposing a shift from the current Medicare DRG system to MS-DRGs, CMS also proposes reducing the 
annual Medicare inpatient update from the expected 3.8 percent to just 1.4 percent.  The diff erence – 2.4 
percent for each of the next two years – is characterized as a “behavioral offset” that reflects CMS’s 
expectation that through enhanced coding of Medicare claims under the new system, CMS will pay out 
approximately 4.8 percent more in Medicare inpatient claims in FY 2008 than it believes it should through the 
proposed MS-DRG system because this enhanced coding will increase hospitals’ case-mix indexes. 
 
NAUH believes the size of this behavioral offset is arbitrary and overstated and that this is the case because it 
is based on recent experience in Maryland in which a one-rate payment system with few meaningful coding 
options was replaced by a DRG system with many more coding options.  In the rest of the country, hospitals 
submit claims to many payers with different coding incentives, so they are more likely to have a history of 
submitting robust coding to Medicare.  As a result, Maryland’s transition to a new classifi cation system is not 
nearly as analogous to Medicare’s proposed transition from its current system to MS-DRGs as CMS suggests 
by proposing such a large “behavioral offset.”   
 
In fact, NAUH questions the desirability of employing such an offset at all.  When Medicare fi rst introduced 
its prospective payment system, it did not propose a behavioral offset – nor did it do so when it introduced its 
inpatient rehabilitation prospective payment system.  Instead, it made any necessary adjustments retroactively. 
 
NAUH prefers retroactive adjustment because a behavioral offset the size that CMS proposes in this 
regulation brings with it a great deal of risk, and on the whole, we believe the federal government is far better 
equipped to shoulder such risk than individual hospitals.  We especially believe this to be the case because in 
the proposed regulation, CMS notes that it does not intend to review this situation until data is available from 
FY 2008 and FY 2009, at which point it would consider possible adjustments for FY 2010 and 2011.  If,  as 
NAUH suspects, the proposed behavioral offset is too large, hospitals would be forced to suffer from that 
problem – and the losses it produces – for two or more years.  This would be a considerable financial burden 
for them to bear, and for this reason, NAUH believes that the federal government, not hospitals, should 
assume the risks inherent in the implementation of MS-DRGs and make any necessary adjustments only after 
examining the impact of the new classifi cation system. 
 
If CMS insists on this behavioral offset, NAUH urges the agency to employ a much more modest offset.  In 
addition, we ask CMS to supplement any such adjustment, large or small, with more timely analysis and 
specifi c regulatory provisions for retroactive adjustments and reimbursement to hospitals if that analysis 
reveals that hospitals have in any way been shortchanged as a result of that adjustment. 
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The Outl ier Threshold 
(I ssue Identifi er:  DRG Reform and Proposed MS-DRGs) 
 
NAUH is pleased that CMS proposes reducing the Medicare outlier threshold from the current $24,475 to 
$23,015 in FY 2008.  Reducing the threshold is, in our view, entirely appropriate – but we also think it could 
be reduced even more.  Medicare outlier payments are supposed to amount to between fi ve and six percent of 
inpatient payments a year, but they have not done so for a number of years.  Even this year, outlier payments 
are only on target to account for about 4.9 percent of inpatient claims.  This failure to meet the 
congressionally mandated target penalizes some hospitals – especially hospitals that provide the kinds of 
services that are most likely to result in outlier cases.  To a signifi cant degree, we believe it has penalized 
large, non-profi t urban safety-net hospitals over the years because typically, these are the very hospitals that 
provide such services – they provide them despite knowing they will lose large amounts of money and they 
provide them because they know their communities needs these services and that if they do not provide them, 
no one else will.  In all the years in which outlier payments have failed to meet their congressionally 
mandated threshold, moreover, no effort has been made to reconcile the shortfall of outlier payments to 
hospitals and reimburse hospitals for the losses they suffered because that threshold had not been reached.  
NAUH continues to  believe that all hospitals should help pay for outlier care, not just those that provide the 
services usually associated with outliers, and that the best way to ensure this is to reach the congressional goal 
for outlier payments each and every year. 
 
NAUH recognizes that the introduction of the proposed MS-DRG system poses a new challenge for CMS.  
Because this system will more precisely account for severity of illness, it is more likely to capture some 
claims that previously became outliers.  This most likely contributed to CMS’s decision to lower the outlier 
threshold.  To ensure that Medicare pays out at least fi ve percent of its inpatient claims as outliers, however, 
NAUH urges CMS to lower the outlier threshold even further so that, for the fi rst time in many years, 
Medicare will reach Congress’s target for outlier payments and the financial damage suffered by hospitals that 
provide the kind of services that typically become outlier cases can be reduced to a more reasonable level. 
 
 
Post-Acute Transfers 
(I ssue Identifi er:  DRG Reform and Proposed MS-DRGs) 
 
Several years ago, CMS introduced new criteria for determining which DRGs would be subject to its post-
acute transfer policy.  It then evaluated all DRGs according to those criteria and published a list of those to 
which the policy would apply.  With the implementation of MS-DRGs, CMS proposes starting this process 
over, evaluating all of the new MS-DRGs according to those criteria. 
 
NAUH has misgivings about the timing of this planned reassessment.  In the absence of solid data and 
experience under the new MS-DRGs, we fear that the policy could have a damaging effect on the financial 
health of hospitals by inappropriately limiting their Medicare payments in too many cases.  In fact, we believe 
the proposed approach could have as signifi cant an impact on hospital fi nances as the proposed MS-DRGs 
and the reduced increase in the standardized amount. 
 
Consequently, instead of the proposed approach, NAUH urges CMS to suspend application of the post-acute 
transfer policy for one year, until suffi cient data is available, and then apply the criteria anew to the MS-
DRGs.  Alternatively, we encourage CMS to limit the application of the rule as much as possible, until better 
data is available, and at least not increase the average length of stay for less-complicated DRGs over their 
current levels. 
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Capital Payments 
(I ssue Identifi er:  Capital IPPS) 
 
In the proposed regulation, CMS proposes two capital payment policies that would hurt urban safety-net 
hospitals and lays the groundwork for two future policy changes that would similarly affect urban hospitals. 
 
 

Proposal for No Capital Update for Urban Hospitals in FY 2008 
 
CMS proposes providing no annual update for capital payments for urban hospitals in FY 2008; on the other 
hand, it proposes a modest update for capital payments for rural hospitals.  This is based on the agency’s 
conclusion that the Medicare capital margins of urban hospitals are “relatively high” and that this could be 
because “the updates to the capital IPPS rates have been higher than the actual increases in Medicare inpatient 
capital costs that hospitals have experienced in recent years”  or because “the payment adjustments under the 
system are too high.”   The proposed regulation also does not explain why rural hospitals should receive an 
update even though their apparently lower capital margins often can be explained by the conversion of many 
rural hospitals to critical access hospital status in recent years. 
 
NAUH disagrees strongly with this proposal.  The capital demands that urban hospitals face are greater than 
ever.  Many of these hospitals are located in older buildings that no longer can overcome the ravages of time 
or meet the demands of modern technology, so they must be substantially renovated or replaced; they must 
constantly purchase and update technology to keep up with the state of the art in health care; and they now 
face a growing demand – much of it from Medicare itself – to invest millions of dollars in new information 
technology systems to meet the continuing call for patient record interoperability and the regular reporting of 
data regarding how they deliver care and other patient safety- and quality-related information.  With so many 
of these information technology demands coming from the public sector, NAUH believes it is inappropriate 
for the public sector to demand more of hospitals and then turn around and give them fewer resources with 
which to attempt to meet those demands.  Medicare is a major payer – and for many urban safety-net 
hospitals, their biggest and most important payer – and Medicare should not reduce its financial commitment 
to doing its part to meet the capital needs of hospitals at the same time that it is making growing capital 
demands of those hospitals. 
 
 

Proposal to Eliminate the Large Urban Hospital Capital Add-On 
 
In the same regulation, CMS proposes eliminating, effective FY 2008, the three percent supplemental 
Medicare capital payment it has long provided to large urban hospitals – the so-called large urban capital add-
on.  Large urban hospitals currently receive these funds because the federal government recognizes that such 
institutions have greater capital and infrastructure needs than the average American hospital.  That has not 
changed:  their capital and infrastructure needs remain greater, large urban hospitals still need these funds, 
and for the same reasons noted above, NAUH opposes this proposal and urges CMS not to discontinue the 
large urban add-on. 
 
NAUH believes it is inappropriate to attempt to look at the Medicare capital margins of hospitals in isolation 
because such a narrow perspective yields an extremely narrow view.  As MedPAC noted in its March report 
to Congress, “Hospitals with consistently lower Medicare margins over the last three years tend to have 
higher private payer payments and thus are under less pressure to control costs.”   This observation strongly 
suggests that the hospitals that are most dependent on Medicare revenue, and on Medicare supplemental 
payments, do the best job of controlling their costs – in other words, behaving precisely as Medicare would 
like them to behave. 
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By any reasonable measure, the financial performance of large urban hospitals in recent years has been worse 
than that of any other group of private hospitals in the country – and far worse, clearly worse, and definitively 
worse than that of rural hospitals.  Private, non-profi t urban hospitals, and especially large urban hospitals, are 
a vital part of the health care safety net in the U.S. today.  They care for more Medicare patients than the other 
private hospitals around them, they care for more Medicaid patients than the other private hospitals around 
them, and they care for more uninsured patients than the other private hospitals around them.  They off er the 
services their communities need even when some of those services cannot possibly make money, and in fact 
lose substantial amounts of money, doing so because the residents of their communities desperately need 
those services – and this is reason enough for these mission-driven institutions.  They are the institutions to 
which other hospitals turn with their most complex cases, they are the destinations for most medical 
helicopters transporting sick and injured people, and they are the providers of last resort for many urban 
Americans with few, if any, health care alternatives.  Depriving them of a modest annual update, and then 
adding to that the elimination of the large capital add-on, would unquestionably cause financial harm to these 
hospitals, many of which already are in considerable fi nancial jeopardy.  This, in turn, would jeopardize their 
ability to treat the many elderly and low-income patients who turn to them for care.  NAUH urges CMS to 
reconsider these proposals and to reverse them. 
 
 

Invitation to Comment on Possible Elimination of IME and DSH Capital Adjustments 
 
The proposed regulation states that CMS intends to reevaluate the merits of continuing to make indirect 
medical education (IME) and disproportionate share hospital (DSH) adjustments to capital payments, again 
citing the Medicare capital margins of the affected hospitals and suggesting that such adjustments could be 
reduced or eliminated.  NAUH disagrees with this notion as well – for the same reasons we oppose 
eliminating the FY 2008 update and the large urban add-on.  Hospitals with medical education programs, and 
that qualify for DSH payments, typically treat more Medicare patients, more Medicaid patients, and more 
uninsured patients than other hospitals.  They also tend to be the hospitals that provide the most advanced 
types of care – the hospitals to which other hospitals send their most diffi cult cases.  Medicare needs these 
hospitals – needs them to provide the care that other hospitals cannot, needs them to care for the Americans 
for which the federal government has assumed a measure of responsibility for their health care, and needs 
them to serve as a vital part of the health care safety net in low-income urban communities throughout the 
country.  Taking away the resources these hospitals need, and upon which they have come to rely, to fulfi ll 
these important roles is not a way to ensure their continued existence, ensure their continued availability to 
serve the sickest of the sick, ensure that they continue caring for Medicare recipients, or ensure that the safety 
net is preserved.  NAUH hopes CMS will recognize this by maintaining the current level IME and DSH 
adjustments to Medicare capital payments in the future. 
 
 
Indirect Medical Education 
(Issue Identifi er:  I ME Adjustment) 
 
The proposed regulation seeks to clarify accounting for medical residents’ time by declaring that hospitals 
cannot include residents’ vacation and sick time in their FTE calculations.  NAUH opposes this proposal:  we 
believe the amount of work needed to implement this change, which accounts for a very minor portion of 
residents’ time, does not justify the effort or the potential savings.  The cost of tracking this information, we 
believe, will exceed the potential savings, so NAUH urges CMS to withdraw this provision from the proposed 
regulation. 
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Rural Floor for Budget Neutra lity 
(I ssue Identifi er:  Wage I ndex) 
 
In the proposed regulation, CMS states that it will offset future increases in the rural floor by reducing 
hospitals’ wage index.  This represents a major change in policy:  for years, Medicare has offset increases in 
the rural floor by reducing the standardized amount. 
 
NAUH opposes this change.  The proposed regulation does not explain why this change is being proposed, 
what CMS seeks to accomplish with this change, or what impact this change would have on hospitals.  In the 
absence of such explanations and analysis, NAUH urges the agency to maintain the current, long-time 
approach to offsetting increases in the rural floor. 
 
 
Hospital-Acquired Conditions 
(Issue Identifi er:  DRGs:  Hospital-Acquired Conditions)  
 
NAUH supports CMS’s efforts to use Medicare reimbursement as a tool for improving accountability for 
hospital performance and generally endorses the proposals set forth in the proposed regulation.  We do, 
however, have one concern:  on occasion, the hospital that treats a hospital-acquired condition is not 
necessarily the hospital that caused that condition.  In such cases, we believe the hospital treating a condition 
that a patient acquired at another hospital should be paid appropriately for its efforts. 
 
While we are not sure such circumstances could arise, NAUH wants to make certain that CMS has considered 
this possibility.  For example, if an object left in a patient during surgery is later removed in the same hospital 
in which the original surgery took place, the proposed regulation should definitely apply.  If , however, the 
patient becomes ill after being discharged from the hospital and subsequently goes to another hospital, where 
the item left in the patient is discovered and removed, this second hospital should be paid appropriately 
because it is helping restore the patient’s health and is correcting a problem created at another hospital.  
NAUH urges CMS to recognize this in the proposed regulation and ensure that hospitals that identify and 
correct the failures of others are not financially penalized for their good work. 
 

*  *  *  
 
We appreciate your attention to our comments and welcome any questions you may have about them.  We 
also are prepared to meet with CMS offi cials, if you so desire, to explain our views further and to offer our 
suggestions for how this process might proceed in a productive manner. 
 
Sincerely, 
 
 
 
Ellen J. Kugler, Esq. 
Executive Director 
 
 
 


