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EXECUTIVE SUMMARY

The Balanced Budget Act of 1997 (BBA) was aimed at reducing national Medicare costs
by $116.4 billion over a five-year period (1998 - 2002). It created a new prospective
payment system and made other changes that substantially affect reimbursement, billing,
administration, and staffing in hospitals, home health, skilled nursing facilities, hospice,
ambulances, rehabilitation services, and others. As a result, studies were completed by
various stakeholder groups to analyze the implications of the BBA on specific provider
groups (i.e. hospitals). In addition, health service providers were reportedly making
operational changes in anticipation of reduced Medicare reimbursement.

In response to these studies and widespread provider, stakeholder, and state reactions to
the BBA, the Balanced Budget Refinement Act of 1999 (BBRA) was established and
delayed certain provisions of the BBA. The BBRA also restored $16 billion in Medicare
cuts to providers over a five-year period as well as other changes. In 2000, other revisions
to the BBRA were also proposed and the outcome was pending upon completion of this
report.

Case Study

Given the widespread impact of the BBA and the implication for rural Minnesota, the Rural

Health Advisory Committee completed this study to analyze the impact of the BBA on rural

communities in Minnesota. A case study approach of four facilities was used, and several

criteria were selected, including: geography, eligiblibility for conversion to Critical Access

Hospital (CAH) status, financial stability, ownership, and degree of health services

diversification. Several data sets were used to obtain measures of hospital performance

and finacial viability. There were financial data limitations for skilled nursing facilities and

home health agencies so financial information was derived from hospital-based systems.

The objectives of the study were to document the following:

» administrative and management decisions made by facilities anaticipating the financial
implications of the BBA,

* impact of the prospective payment systems on skilled nursing services and home
health services, and

» changes in access to health care in the communities.

Results from the study show that it is too early to measure the true effects of the BBA on
rural communities; however, all of the case study facilities are anticipating the impact of the
BBA and are trying to find ways to be more efficient and cut costs without affecting the
quality of patient care. As they consider these changes, facilities believe that there is both
a greater need to focus on operating the facilities as integrated health care systems rather
than focusing on individual services; as well as considering that reimbursement decreases
will mean that they will be less able to subsidize unprofitable services.



Home health care was identified as the service currently at greatest risk because of the
BBA. Staffing issues, paperwork, billing, and administrative changes are other BBA
related factors that are affecting facilities. It should also be noted that each of the facilities
studied is considering Critical Access Hospital status in response to the BBA.



INTRODUCTION

The Balanced Budget Act of 1997 (BBA) contained the most sweeping reforms of the Medicare
program in adecade and ahaf. Aimed primarily a reducing the future cost of Medicare through the
crestion of payment limitations for hospitals and prospective payment systems for hospital outpatient
sarvices, skilled nuraing facilities (SNFs), and home hedth agencies (HHAS), the BBA aso cresated
opportunities for some rurd hospitas to improve the sability of their loca ddivery systems through the
Medicare Rurd Hospital Flexibility Program®. After the passage of the BBA, a storm of controversy
erupted over the Size of the payment cuts, providers claimed that the cuts endangered their ability to
continue to provide services. Congress responded to their requests for relief by passing the Balanced
Budget Refinement Act of 1999 (BBRA) which restored some of the BBA payment reductions. The
BBRA did not, however, return Medicare paymentsto their pre-BBA levels. The federd fisca year
2001 Labor, Hedth and Human Services, and Education appropriations bill, which, as of thiswriting, is
held up in Congress due to conflict between the President and the Congress, contains provisions which
would restore even more BBA reductions to Medicare providers.

How deeply did the BBA reforms affect Minnesota providers? What effect did the BBRA
restorations have on the ability of providersto maintain services? How have Minnesota
providers changed their operations to cope with reduced Medicare payments? Arerural and
urban providers affected differently by the BBA/BBRA?

These questions are not easy to answer. First, many of the BBA reforms were timed to be
implemented at alater date. Further, some of those dates for some providers were pushed back by the
BBRA. Anayss of the effect of the BBA must factor in assumptions about the future state of the hedlth
care economy in Minnesota and must approach the analyss from a multiple-year perspective so thet all
reforms are taken into consideration. Second, evaluation of the actual effects of BBA reductionsin
Minnesota are only margindly meaningful, because of time lagsin the data. The most recent year for
which statewide data for hospital comparison are available is 1998. Although severd cost-reduction
features of the BBA were implemented in 1998, they were not implemented for the entire year and
some BBA cost-reduction provisions had later implementation dates later than December 31, 1998. In
other words, actud 1998 hospital data will likely under-estimate the impact of the BBA. Findly,
estimates of the effects of the BBA/BBRA on providers assume only that payments will be cut. In
practice, providers will attempt to change how they do business to cope with the reductions in payment.
Exactly how providers will change and the magnitude of those changes cannot be fully understood at
thistime.

! The Medicare Rural Hospital Flexibility Program, sometimes referred to simply as the Flex Program or the CAH
Program, was created by the Balanced Budget Act of 1997. It isopen to any state that chooses to establish a program and that
meets the requirements for participation of the Health Care Financing Administration (HCFA). Minnesota was authorized by
HCFA to participate in the Flex Program in July 1998. The program establishes a permanent hospital classification called the
critical access hospital (CAH). Certified CAHs are paid by Medicare according to unique reimbursement rules. CAHs are
alternative model rural hospitals with flexible staffing and service requirements.

1



There is no shortage of anecdota evidence claming that the BBA is harming hedth care providers,
especidly oneslocated in rura areas. Hospitals across the country, for example, report reductionsin
inpatient and outpatient services, closings of skilled nuraing facilities, and cutting back on the number of
home hedlth care vigits, actions taken in response to BBA cutbacks (Modern Hedthcare, 1999;
Washington Pogt, 1999). Initid reviews of the effects of the BBA and the BBRA by rurd hedlth policy
experts predicted negative financid effects on many rurd hospitas (RUPRI, 1997; RUPRI, 1999).

This report, undertaken at the direction of the Rura Hedlth Advisory Committee, has two primary
objectives. 1) to review nationd studies of the probable impact of the BBA/BBRA on rurd hospitals
and 2) to andyze quditatively four Minnesota rural hedlth centers using a case-study approach to
identify the financia and operationd changes undertaken as aresult of the BBA.

A case study approach was sdected to anayze the effects of the BBA on rura communities. Because
each community is unique, caution should be used in generdizing findings to other rurd communitiesin
Minnesota. The sample of case-study facilities and communities, however, was drawn to reflect the
diverdty of rura Minnesota providers and geography. The analys's can be used to broaden the
discussion of the BBA and possibly to influence policy. Additiondly, the methods, questions and
techniques used to document and collect information can be used as a template for conducting other
case studies to broaden the knowledge of the impact of the BBA.

Section | provides background informetion on the BBA and BBRA and summarizes severd nationd
gudies on the impact of the BBA on rural providers. Section Il provides background information on
Minnesota hospitals and their dependence on Medicare. Section 111 describes the criteriaused in
selecting rurd communities for the case studies. The research questions and survey ingrument are
presented in Section IV. Section V presents background information for each of the four case-study
hedlth care centers. Section VI presents the strategies employed and anticipated actions of the case-
study hedlth care centers in reaction to the BBA. Findly, Section VII provides recommendations for
future study and suggestions for policies to mitigate the impact of the BBA on rurd hedlth care centers
and the communities they serve.



SECTION | - BACKGROUND: BBA/BBRA AND NATIONAL STUDIESOFITS
EFFECTS

THE BBA AND THE BBRA

The Balanced Budget Act (BBA) of 1997, aimed to reduce the cost of Medicare through a series of
cuts in payments to providers. The intent of this was designed to alow the Medicare Trust Fund to
remain solvent until 2007. A number of Medicare and Medicad reformsin the BBA will directly and
indirectly effect rurd hedth care ddivery sysems. Examples of these reformsinclude: changesin
Medicad capitation payment to managed care organizations, establishment of the Rural Hospita
Fexibility Program, Medicare reimbursement for telehedth services, and reinstatement of the Medicare
Dependent Hospital Program.?

Over afive year period (1998-2002), the BBA provisions would reduce Medicare spending nationaly
by $116.4 billion. The BBA made substantial changes to the way Medicare reimburses providers. The
payment for each of the following services was changed by the BBA:

Hospitd inpatient services

Hospita outpatient services

Home health services

Silled nursing services

Hospice services

Ambulatory services provided by federdly qudified hedth centers
Ambulatory services provided by the rurd hedth clinics
Ambulance services

Outpatient rehabilitation services

Ambulatory surgica services

HFHEHFHFHFHRHRHFEHRHE

The Baanced Budget Refinement Act of 1999 (BBRA) delayed certain provisons of the BBA. It
restored an anticipated $16 billion of BBA cuts to Medicare providers over afive-year period. The
BBRA “held harmless’ rurd hospitals with 100 or fewer beds from any losses under the outpatient
prospective payment system until January 2004 and delayed implementation of the home hedth agency
interim payment system, and the inpatient hospita transfer regulaions®

The BBA created three new prospective payment systems — one for hospital outpatient services, one
for skilled nursing facilities, and one for home hedth agencies. Many rurd hospitas diversfied in the

2 Attached as Appendix A isaRural Health Policy Institute (RUPRI) paper entitled, “Rural Implications of the
Balanced Budget Act of 1997", which provides a good summary of BBA and the implications for rural health care delivery.

Sattached as Appendix B isa RUPRI paper entitled, “Rural Implications of the Medicare, Medicaid and SCHIP
Balanced Budget Refinement Act of 1999", which provides a good background of the BBA and its provisions.
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1980s to help them weather some of the payment downturns associated with inpatient PPS. Asaresult
of diverdgfication into skilled nursaing and home hedth services, gpproximately 75 percent of rura
hospitals in Minnesota will be affected by at least one of these new prospective payment systems. At
the end of the four-year moratorium on outpatient PPS, dl rura hospitalsin Minnesota will be effected
by prospective payment systems created by the BBA.

Prospective Payment Systems

Medicare inpatient hospital prospective payment was introduced in 1984 to replace the system of cost-
based reimbursement which had been in place since the cregtion of Medicare in 1965. The prospective
payment system (PPS) features 511 diagnogtic related groups (DRGs) for which hospitas are paid a
predetermined “price.” If ahospital can produce the service a less cost than the DRG price, it can
keep the difference. If ahospita’s costs exceed the DRG price, the hospital must absorb the loss.
Each patient is different; therefore, some cases will be profitable, others will not (even within the same
DRG). DRG pricesare s, in part, on nationd averages. In theory, PPSisjudtified by the law of
large numbers: a sufficiently high patient volumes, DRG “winners’ and “losars’ for an individud hospita
will balance out (i.e., move toward the average).  Unfortunatdly, many rura hospitals do not have
aufficient volume for the DRG “winners” and “losers’ to even out. Additiondly, there are structurd
features of PPS, such as the area wage index adjustment, which work to the particular disadvantage of
rurd hospitals?

OUTPATIENT PROSPECTIVE PAYMENT SYSTEM

The inpatient Progpective Payment System (IPPS), created in 1984, was successful in reducing the rate
of increase of Medicare expenditures. Congress hopes to achieve the same goal with prospective
payment systems for outpatient services.

To implement outpatient PPS (OPPS), the Hedlth Care Financing Adminigtration (HCFA) developed a
new method of reimbursement. Like DRGs, Ambulatory Payment Classfications (APCs) group
outpatients with like conditions who consume similar hospital resources. Essentidly, the APCs organize
procedure codes into groups that are assigned a fixed reimbursement amount.

The outpatient PPS applies to dl hedthcare organizations that participate in the Medicare program,
including hospitas, outpatient clinics, ambulatory surgery centers and community menta hedth centers.
The outpatient PPS does not apply to Critica Access Hospitals.

4 The area wage index expresses the rel ationship between the average hospital wages of alabor market and the national
average hospital wage asaratio. Thisratio isthem multiplied by a portion of the PPS payment to adjust actual payment rates.
Each metropolitan area (MA), defined by the Office of Management and Budget, is considered a unique labor market. All rura
areas of a state are considered to be in the same labor market. In every case, rural wage indexes of a state are lower than the
metropolitan areas of the same state (Wellever, 2000a, 2000b).



The outpatient PPS will reimburse hospitas a fixed dollar amount for services provided to Medicare
outpatients. Like inpatient PPS, low-volume providers, such asrurd hospitals are likely to be
disadvantaged by outpatient PPS. The outpatient PPS will aso continue to use the hospital areawage
index to modify APC "prices." Because the outpatient PPS payments are predetermined, hospitals will
need to manage the cost of providing care to avoid losses. Many rura hospital may have difficulty
reducing their costs below the fixed outpatient PPS rates.

SKILLED NURSING FACILITY PROSPECTIVE PAYMENT SYSTEM

The Balanced Budget Act of 1997 created a prospective payment system (PPS) for skilled nursing
services beginning on or after July 1, 1998. Under the payment system, skilled nursing facilities (SNF)
receive one dl-inclusive per diem payment. This payment represents Medicare' s full payment for all
savicesinvolved in providing aday of skilled nursing facility care®. Total payments will vary based on
the patient’s length of stay and leved of care.

The skilled nursing facility PPS requires afacility to classfy patients into groups that need asmilar level
of services based on assessment data from the Minimum Data Set (MDS). The Hedlth Care Financing
Adminigration created Resource Utilization Groups (RUGS) to classfy skilled nuraing facility patients
into care categories. Similar to DRGs for inpatient care, the RUGS are used to adjust the base rate for
each day of skilled nurang facility care. Unlike DRGs, there are different base rates depending on the
type of RUG (therapy or non-therapy) and the skilled nuraing facility’ slocation (rura or urban). The
Hedth Care Financing Adminigiration uses 44 RUGs to reflect differencesin activities of daily living
limitations (e.g. how easly patients can dress or eat) as wdl as Sgns of depression or the need for
nurang rehabilitation. The different payment rates reflect the amount of nurang and other saff time that
isrequired for each category of patients. The Minimum Data Set is the federally mandated standard
assessment tool thet is required to be completed on al residentsin a skilled nursing facility.

Patients can change RUG classification during a skilled nurang facility stay as their needs and conditions
change. At aminimum, a patients must be assessed at days 5, 14, 30, 60 and 90 of hisor her Say.
Because payments change depending on the RUG category, skilled nursing facilities need to accurately
assess patient gtatus. Skilled nuraing facility PPS payment rates are dso adjusted using the hospital
areawage index.

Skilled nurang facilities must bill Medicare for dl services provided to patients, a billing process
referred to as consolidated billing. Under consolidated billing, hospitals will bill skilled nursing facilities,
not Medicare, for services provided to skilled nursing patients, such as thergpy trestments or lab
sarvices. The skilled nuraing facilities, in turn, will bill Medicare for the services provided. Hospitals

5 The PPS rate will cover all servicesinvolved in providing aday of skilled nursing care, except: inpatient hospital

services, home health services, outpatient hospital services (where these services are outside of a SNF's plan of care, such as
emergency room services, CT scans, and cardiac catheterization).
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and skilled nursing facilities between themsaves must arrange how the hospitals are reimbursed for the
services they provided.

During the four-year trangition to PPS, the payment rate blends average facility-specific rates and
national average (also known as federd) rates. For example, for cost reporting period beginning on or
after July 1, 1998, the skilled nursing facility PPSrate isablend of 75 percent facility-specific rate and
25 percent federa rate. For years 1999 through 2001, the blend will be 50/50, 25/75, and 0/100.
HCFA bases the federa rate on the average of dl freestanding skilled nursing facility per-day costs plus
the average of dl facilities (freestanding and hospital-based) per-day codts.

Implications of PPS on Skilled Nursing Facilities

A report by The Lewin Group anayzing the effects of the BBA and the BBRA on Medicare payments
to skilled nuraing facilities found that Medicare skilled nurang facility payments decreased by more than
1.3 hillion (amost 10 percent) from 1998 to 1999. Between 1998 and 2004, Medicare skilled nursing
facility spending would be reduced by $19.8 billion or 15.8 percent from pre-BBA spending
projections. One of the implications of reduced Medicare skilled nursing facility revenue has been that
more than 1,600 skilled nurang providers have declared bankruptcy since the BBA was implemented
(Lewin, May 10, 2000).

The Office of Ingpector Generd (1999) interviewed nurang home administrators to identify any early
effects of the PPS on Medicare beneficiaries accessto skilled nuraing facilities. Seventy percent of
nursing home administrators report that access to nursng home care is not a problem for Medicare
patientsin their area, because there is no shortage of nursing home beds. However, admissons
practices have changed as aresult of the PPS. A patient’s medica condition has become a more
important factor in admissions decisions. Fifty three percent of nurang home administrators report that
they are lesslikely to admit patients who require expensive supplies or services such as medications,
feeding tubes, and didyss.

The American Hospital Association (1998) raised a number of issues with regard to the PPS for skilled
nursing fadilities® Many hospita's established skilled nursing facilities to help facilitate the gppropriate
movement of patients through the continuum of care from acute to skilled care. A freestanding nursing
homeis at liberty to choose whom it admitsto itsfacility for post-acute care. Because of consolidated
billing and the fixed payment RUG coding scheme, some freestanding nurang homes may be reluctant
to accept patients with greater care needs. By default, these patients will be admitted to nursing homes
co-located with hospitals or to hospita swing beds. Thus the prospective payment system affects
where patients recelve skilled nuraing services.

6 Memo from AHA to Nancy-Ann Min Deparle, HCFA, July 9, 1998, www.aha.org/snf-
pps/snfpps/ppsforsnf7998.html




Certainly, in some cases, heavy care patients are treated in freestanding nursing homes, but nursing
homes cannot provide dl the services that their patients need in every ingtance. There will be occasions
in which the nursing home patients will need services that are outsde the scope of the nursing home,
such as emergency services, ambulatory surgery or diagnostic imaging services, and which must be
provided by other entities. Thus, the inclusion or exclusion of servicesin the prospective payment rate
under the consolidated hilling requirements will affect access to services provided to nursing home
patients. The American Hospital Association aso noted that the newly required minimum data set
crestes adminigtrative burdens for facilities that require additiona staff and the capability of eectronic
data transmission.

PROSPECTIVE PAYMENT SYSTEM FOR HOME HEALTH AGENCIES

Until 1998, home hedlth care was one of Medicare' s fastest growing benefits. This growth was
primarily due to an increase in the number of beneficiaries receiving services and an increase in the
number of home hedth vidits per patient. Concerns about risng spending, fraud and abuse, and
inadequate oversight of home hedlth providers, led Congress to implement a number of initiativesto
better control Medicare’ s home hedlth care costs. The BBA established a new prospective payment
system for home hedlth agencies. Until the PPSis operationd, an interim payment system (IPS) will be
used. The interim payment system restricts cost-based payments to home hedlth agencies. Payments
per vidgts are limited to 106 percent of the nationa average (reduced from 112 percent) and each
agency’s payment per beneficiary is capped (thus controlling growth in home hedlth visits per patient).
Opponents of the system express concern that, with the new PPS for home hedlth agencies, agencies
will screen the patients served and avoid high cost patients. The per beneficiary limit have a differentid
effect in rural areas where fewer beneficiaries use home hedlth services but have more visits per user.’

A study by Franco and Leon a Project HOPE Walsh Center for Rurd Hedlth Andysis (2000)
modeled the effects of the interim payment system on rurd and urban home hedlth agencies based on
ownership, service mix, size, and whether they were hospita-based or freestanding. The smulations
indicated that payments under the interim payment system compared to cost-based Medicare
reimbursement, declined by 19 percent, on average, for urban agencies and 17 percent for rura
agencies. Freestanding agencies see larger declines than hospital-based agencies and rura provider-
based agencies had significantly greater payment decreases than their urban counterparts. Franco and
Leon’sanalyss suggests that rural home care users are less likely to receive therapy visits. 1solated
rurd communities are more likely to have no or few home hedth agencies. Payment under PPS will be
based on the beneficiary, not agency location. This requirement discourages urban agencies from
serving beneficiaries outsde of their counties so rura beneficiaries could experience reduced access to
carein the future.

" RUPRI February 10, 1999, Taking Medicare into the 21% Century: Realities of a Post BBA World and Implications
for Rural Health Care, page 6.



MEDICARE RURAL HOSPITAL FLEXIBILITY PROGRAM

The Medicare Rurd Hospital Fexibility Program (Flex Program) was created by the Balanced Budget
Act of 1997. Technicd correctionsto the FHex Program were made in 1999 by the Baanced Budget
Refinement Act. The Program features a new category of rurd hospita called the critica access
hospital (CAH) that operates within arura hedth network. CAHs have different licensang and
certification criteria than other hospitals and receive reimbursement from Medicare for the cost of
providing inpatient and outpatient services to Medicare beneficiaries. A rurd heath network is defined
as an arrangement between a CAH and another hospita regarding patient referral and transfer;
development and use of communication systems; provision of emergency and non-emergency
transportation; and credentiding and quality assurance. The Medicare Rura Hospital Fexibility
Program aso encourages CAHSs to integrate services with other local providers such as physicians and
emergency medica services providers.

The Hedth Care Financing Adminidiration authorized the State of Minnesota to participate in the Hex
Program in July 1998. The first CAH in Minnesota, Mahnomen Hedth Center in Mahnomen, was
certified on February 2, 1999. Sixty-sx hospitds in Minnesota are digible to apply for CAH
designation. To date, gpproximately one-hdf of eigible hospitals in the state have expressed interest in
the program. As of September 30, 2000, there were six certified CAHs in Minnesota and six
additiond applications werein process.

NATIONAL STUDIESON IMPACT OF THE BBA AND BBRA
Severd nationa studies have been performed examining the impact of the BBA and BBRA on
hospitals. This section summarizes severd of those studies.

Office of Rural Health Policy/Lewin Group, August 2000

The Lewin Group conducted two studies for the American Hospital Association on the impact of the
BBA and the BBRA on hospitals (see below). The federa Office of Rura Hedlth Policy contracted
with The Lewin Group to extend this analysis to highlight the impact of the BBA and the BBRA on rurd
hospitals. The study found that the BBA reduced Medicare payments to rural hospitals by $16.7 billion
(10.7 percent) between 1998 and 2004. All hospital payments were reduced by 11.7 percent. The
BBRA is projected to restore $1.8 billion to rura hospitals between fiscal years 2000 and 2004. Thus
BBA reductions to rural hospitas, even after BBRA rdlief, are till $15.0 billion, or 9.6 percent, from
1998 to 2004.

The study also estimated total Medicare margins® under the BBA and BBRA using two different cost-
inflation assumptions. Firgt they assumed that costs would grow & arate of market basket minus one
percentage point (MB-1); then they assumed that costs would grow at the same rate as the market
basket (MB). The market basket inflation rate is the rate of increase in the prices of goods and

8 Definition of Total Medicare Margin



sarvices purchased by hospitals. Assuming acost-inflation rate of MB-1, rurd hospita hospitals would
post Medicare margins of negative 4.2 percent in 2000 and negative 3.3 percent in 2004, compared to
Medicare margins of minus 1.5 percent in 2000 and negetive 1.6 percent in 2004 for dl hospitals.
Assuming a cost-inflation rate of MB, The Lewin Group estimated rura hospital Medicare margins of
negative 5.9 percent in 2000 and negative 8.4 percent in 2004 after the BBRA restorations are
factored in. All hospitas fare somewhat better: they have Medicare margins of negative 3.2 percent in
2000 and negative 5.9 percent in 2004. Under either cost scenario, rural hospitals are predicted to
lose money on providing Medicare services between 2000 and 2004. The only question remaining to
be answered is how much they will lose. Remember too, that for dl practical purposes, outpatient PPS
will not be implemented until 2004. Rurd hospital losses after this time are expected to multiply.

This study isthefirg to focus on the affect of the BBA and the BBRA on rurd hospitds. It dso
attempts to combine the effects of changes in payment on various hospital sub-providers. The analysis
included reimbursements and costs for inpatient acute care services, outpatient hospital services, home
hedlth services, and PPS-exempt services, such asinpatient rehabilitation and psychiatric services.
Unfortunatdly, data limitations prevented The Lewin Group from ng the impact of the BBA and
BBRA payments on hospital-based skilled nuraing care. Earlier sudies seem to confirm The Lewin
Group's conclusion that Medicare payments and margins will fall because of the BBA/BBRA.

American Federation of Hospitalsand Health Syssemsand Ernst and Young, March 1999

A study conducted by Erngt and Young (E& YY) for the American Federation of Hospitals and Hedlth
Systems andyzed the impact of the BBA on hospital margins® Hospital margins are a primary measure
of ahospitals profitability. The study projected that al Medicare margins (inpatient, total Medicare,
total hospita, and outpatient) will decrease under the BBA . The study asserts that the inpatient hospital
margin on which Congress bases its payment policy decisons, isonly oneindicator of hospita financid
hedlth. Hospitds are involved in avariety of service lines (eg. outpatient, post acute care), requiring
policy makersto dso congder totd Medicare and total hospitd margins as financid indicators. The
E&Y sudy projectsthat:

# Tota Medicare margins will drop to a negative 0.1 percent in 1999

# Totd hospita margins are expected to drop to alow of 3.0 percent in 2002.

# Thenumber of hospitals with negative total margins will increase from 22 percent to 34 percent of
hospitals in 2002.

9 HCIA and Erngt and Young, “A Comprehensive Review of Hospital Financesin the Aftermath of the BBA”, March
1999.



American Hospital Association and the Lewin Group, May 1999

The American Hospital Association commissioned The Lewin Group to study the impact of the
Medicare reductions included in the BBA on Americd s hospitals and hedth sysems. The andysis
edimated the five-year impact of BBA cuts on:

All Medicare services (tota Medicare margin)

Medicare inpatient services

Medicare outpatient services

Home hedlth care services

Inpatient psychiatric, rehabilitation, long-term care, children’s and cancer services.

FHHFHH

The typical hospita will lose an average of 4 percent on each Medicare patient by 2002.1° Nationwide
thiswill amount to $71.2 billion in government cuts in Medicare from 1998 to 2002. The Lewin Group
study aso found that these payment reductions will force totad Medicare marginsfor dl hospitas
downward to a negative 4.4 percent and rural hospitals to a negative 7.0 percent in the year 2002. For
hospitals with fewer than 50 beds, most of which are rura hospitas, the total Medicare margin drops
even lower to a negative 12.9 percent.

Using the methodology of The Lewin Group, the Minnesota Hospitd and Hedlthcare Partnership
(MHHP) analyzed the impact of the BBA on Minnesota hospitals. Minnesota hospitals face $908
million in Medicare payment cuts between 1998 and 2002.

Limitations of the AFHHSErngs and Young and AHA/Lewin Group Studies

The argument made againgt both the AFHHS/Erngt and Young and AHA/Lewin Group studiesisthat
they do not consider the combined effects of dl Medicare payment policies on hospitd’ s financid
performance. The Medicare Payment Advisory Commisson (MedPAC) in particular questioned many
of the underlying assumptions made in the Ernst and Y oung study.**  Both studies were also conducted
before the passage of the BBRA.

American Hospital Association Narratives
The American Hospitd Association (AHA) collected information from specific hospitals across the
country describing decisions they made in the aftermath of the BBA.*2 Examples of such decisions are;

10 See the Lewin Group, “The Balanced Budget Act and Hospitals: The Dollars and Cents of Medicare Payment
Cuts’, American Hospital Association, May 10, 1999.

= See “Implementation of the Provisions of the Balanced Budget Act of 1997: Critical Issues for Rural Health Care
Delivery”, July 29, 1999, P99-5, RUPRI Rural Health Panel.

12 See The Wall Street Journal, “Usual Enemies Trade Rolesin Medicare-Funds Battle” by Laurie McGinley,

Tuesday, May 11, 1999; Modern Healthcare “Naming Casualties’, by Deanna Bellandi, May 10, 1999; The Washington Post,
“Health Providers, Lawmakers Seek Measures to Ease Medicare Cuts’, Monday, May 10, 1999.
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1. Reductionsin services provided,
2. Closngsof skilled nurang facilities, and
3. Cuitting back on home hedth vigts.

In some rural communities, the hospita may be the only locd provider of some services. For example
when ahospita closes its home hedlth services, it may affect not only Medicare beneficiaries but dso
other resdents accessto hedth care.

Other Studieson BBA/BBRA Effects

A qualitative sudy by the University of Washington (WWAMI) Rural Hedlth Research Center (1999)
andyzed the impact of the BBA on six smdl rurd hospitals. The gods of the study were to identify the
types of financid and ingtitutiona changes occurring in hospitals as aresult of the BBA. The hospitds
were selected because they had reputations as being well-managed, had stable governing boards and
medica gtaffs, and had suddenly began experiencing financid stress. The study found that the declining
margins on which these Sx hospital's now operate require significant cost cutting. Eventudly, these
hospitds likely will be forced to cut services to survive, because their ability to make further cutsin
gaffing islimited (e.g., it may not be possible to reduce a department below one full-time equivadent
daff pogtion). Ironicaly, al sx hospitals reported having to employ additiona staff on the paperwork
to comply with Medicare fraud and abuse rules a the same time they are reducing patient care staff.

Mohr, Franco, et d (1999) at the Project HOPE Walsh Center for Rura Hedlth Analysis evaluated the
potential impact of outpatient PPS on rural hospitas. The authors examined a broad array of hospital
characterigtics that may affect hospital profitability. These include affiliation with a multi-hospital system,
bed size, average length of stay, teaching status, Medicare dependence and market area characteristics
such as population density and per capitaincome. The report found that a higher proportion of rura
hospitals than urban hospitals met the criteria for being vulnerable to outpatient payment reform. Many
rurd hospitals are experiencing financia difficulties and are highly dependent on Medicare outpatient
revenue. The andyss found that the most important predictor of financid vulnerability isbed sze, i.e,
the smdler the hospita the greater the risk of poor financid performance due to outpatient PPS.

CONCLUSION

In summary, the effects of the changesin the Medicare payment system are beginning to be redized,
and the negative effects are being felt earliest in some smdl rurd hospitas. It is clear from reviewing the
literature that further andysisis needed on the impacts of the BBA on small rurd hospitas.

An in-depth case-study analysis of arurd community and rural hedlth care system could point out the

management, operaiond, and adminigtrative changes that would result from the BBA. Thisin turn can
lead to understanding how a community responds to these changes and what it means for patient care.
Also, athorough analysis can point to possible remedies, legidation, or policies that might aleviate the
unintended consequences for rural hedth care providers.
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SECTION Il - BACKGROUND ON MINNESOTA HOSPITALS

Currently, there are 143 hospitals in Minnesota* Harmony hospita in Fillmore county closed
December 31, 1999. One hundred and eight of these hospitals are rural. Approximately 45 percent of
hospitals in Minnesota are government-owned hospitals and 55 percent are non-profit. There are only
two for-profit hospitalsin the state, Vencor hospital in Golden Valey and Lakesde Medica Center in
Fine City.

Liketherest of the country, rurd hospitals in Minnesota over the past 15 years or so have expanded
services and diversified their revenues. At the same time, these facilities have become more reliant on
Medicare, making them more vulnerable to changes in payment. Thisincreased vulnerability is reflected
in the financid performance of rural hospitalsin Minnesota. These trends are explored in greater detall
in the sections that follow.

EXPANDED SERVICES OF RURAL HOSPITALS

Beginning in the late 1980s, rurd hospitals employed a strategy of hedlth services diversfication.
Although many rural hospitals in the past provided nursaing home services in combined or adjacent
facilities, from 1987 to 1996 rura hospitas across the U.S. increasingly began to provide home hedlth
care services, hospice services, and other non-traditiond services (Moscovice, Wellever, and
Stendand, 1999).

As shown in the Figure 1, rurd hospitals in Minnesota provide a variety of services. In 1998,
goproximately 45 percent of rura hospitals operated both a hospita-based skilled nursing facility and
hospital-based home hedlth agency compared to urban hospitals with only 22 percent. Forty-two
percent of urban hospitals had neither a hospital-based skilled nuraing facility nor a home hedlth agency
(Figure 2). Twenty five percent of rural hospitals have not expanded or diversified into other services.
The provision of abroader array of services through the rurd hospitas not only alowed for more
efficient use of facilities and staff and produced new streams of revenue to the hospitd, but it so
improved access to care for rural residents.

13 This does not include Woodwinds Hospital in Woodbury which had not opened at the time of the study..
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Figure 1
Variety of Providers
for Rural Hospitals, 1997
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DEPENDENCE ON MEDICARE REVENUE

According to the Minnesota Department of Hedlth (MDH) Report on Congressonal Medicare Reform
and Minnesotal s Hedth Care System (April 1996), 58 percent of Minnesota's Medicare enrollees live
outsde of the seven-county metropolitan areas, while 46 percent of the state’' s entire population live in
rurd areas. Thus, rurd areas in Minnesota have a disproportionate share of the state’' s Medicare
population.

In 1997, Minnesota rura hospitals received 48 percent of their net patient revenue from Medicare, as
compared with 32 percent for urban hospitals. More than one-third (37 of 110) of the rural hospitals
across the state depend on Medicare for more than 50 percent of their revenue.

In 1997, totd hospita charges Figure3

were gpproximately $8 Sour ces of Rgvenuefor all
billion. Asshown in Figure 3, MN Hospitals, 1997
thirty-eight percent were from

Medicare, 11 percent medica
assistance and 51 percent
from other sources. When
only rura hospitas are
examined, total rurd hospita
charges were $1.6 hillion.
Forty-eight percent of those
charges were from Medicare,
10 percent from Medicaid
and 42 percent from al other
sources (Figure 4). Rura
hospitals with hospital-based
skilled nursing fecilities are
more dependent on Medicare
(53 percent) than those
facilities that have not
diversfied into skilled nursng
services and home hedlth
services (46 percent). Itis
clear that further decreasesin
Medicare reimbursement will
affect Minnesota s rurd
hospitals subgtantidly more
than urban facilities.

Medicare
38%

Other Sources
51%

Medicaid
11%

Figure 4
Sour ces of Revenuefor Rural
MN Hospitals, 1997
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SHIFT TO OUTPATIENT SERVICES

The proportion of hospital charges attributable to outpatient services has grown substantialy from 1985
to 1997 for Minnesota hospitals. 1n 1997, 32 percent of total hospital revenue was outpatient revenue
as compared to 18 percent in 1985. For rura hospitalsin Minnesotain 1997, 49 percent of total
hospital revenue was due to outpatient revenue as compared to 28 percent in 1985. Because rural
hospitals rely heavily on outpatient revenue, the introduction of prospective payment for outpatient
sarvices to Medicare patientsis of gpecia concern. Lower-volume providers typicaly do poorly under
fixed-rate payment systems which are designed to pay an average-sized hospita the average cost of
providing aservice. With fewer units of service over which to spread their fixed cogts, lower-volume
providersrisk losng money on each unit of service produced.

PROFITABILITY OF RURAL HOSPITALS

In 1997, 82 percent of rura hospitalsin Minnesota that operated both a hospital-based nursing home
and home health agency posted a profit. Ninety-two percent of rural hospitals that operated just a
skilled nursing facility and 81 percent of rurd hospitals that operate just a home health agency posted a
profit. Eighty percent of hospitas that operate neither a home hedlth agency nor askilled nuraing facility
were profitable. Nationdly, rurd hospitas that have diversfied are more financidly stable then those
that have not.

Diversfied rurd hospitals will face the biggest chdlenge from the BBA, because of the introduction of
prospective payment for outpatient, skilled nuraing care, and home hedlth agencies. Losses under the
prospective payment systems for these services could cause rura hospitas to retrench and close
unprofitable services. Closure of the hospitalS services may produce access problems for some rural
communities.

THE FINANCIAL VIABILITY OF RURAL HOSPITALS

Predicting the surviva of rural hospitalsis not an easy task. A 1989 study of Northwestern states, for
example, liged eight “high-risk” hospitasin Minnesota (Hartley and Maoscovice). High risk were
defined as hospitas with net overal losses in three of the last four years and anet overdl loss of 10
percent in one of the last two years, or a negative cash flow in one of the last two years. Although none
of the hospitas identified in the study have closed in the last seven years, 15 other Minnesota hospitas
have closed since the sudy.

According to the American Hospital Association, even hospital administrators are poor prognosticators
of hospita closures. In June of 1988, 700 hospita administrators surveyed said their facilities were at
risk of closure in the next five years. Only 265 hospitals closed nationwide between 1988 and 1993.

Current data from the Minnesota Hospital and Hedlthcare Partnership (MHHP) gives an agpproximation
of the financia condition of rurd Minnesota hospitals. The MHHP defines a“financialy troubled
hogpitd” as a hospita that * has experienced four or more net lossesin the last eight years” 1n 1998,
the MHHP found 22 Minnesota rurd hospitals that met this definition (an increase of Sx hospitalsin
two years).
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The MHHP has dso defined “financidly distressed hospitals’ as one that * has experienced four or
more net-income losses during the last eight years and has a cumulative |0ss gregater than ten percent of

its 1994 equity.” According to the MHHP, 16 rura hospitalsin the state met these criteriain 1998 (an
increase of two hospitals snce 1996).
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SECTION [II -METHODOLOGY FOR SELECTING SITEVISIT COMMUNITIES

Severd criteriawere used to select the four communities for the BBA case study andysis. The study
focuses on hospitas because data on free-standing skilled nuraing facilities and home hedth facilities
required for the study were not readily available. However, because many hospitas have diversified
into skilled nurang and home hedth services, it was possible to examine the impact of the new PPS for
skilled nurang and home health services by studying diversified rura hospitals. The criteriafor sdecting
case-study communities are discussed below. In addition to these criteria, the four hospitalsin the
selected communities had to agree to participate in the study.

GEOGRAPHIC CRITERIA

The firg criterion for the selection of a hospita to participate in the tudy was that it must be located in
arurd area. The federad government defines rura as counties without a metropolitan statistical area
(MSA). An MSA includes acity of 50,000 or more, and urbanized areas with at least 50,000 people
within a county, or counties with at least 100,000 tota residents. For this study, rurd is defined as non-
MSA areas.

Every community isunique. One of the limitation of case Sudiesisthat it is difficult to generdize to
other rural communities in Minnesota based upon only four cases. To improve the representativeness of
the communities selected, hospitas located in different parts of the state were selected. Factors such as
geography, demographics, business and industry affect both the operations of a hospital and the
characteristics of a community.

ELIGIBILITY TO PARTICIPATE IN THE RURAL HOSPITAL FLEXIBILITY
PROGRAM

Another criterion for selection was that a hospita chosen for the sudy must be either 1) more than 20
miles from the next nearest hospita, 2) the only hospitd in the county, or 3) in a hedth professond
shortage area (HPSA) and/or in aMedicaly Underserved Area (MUA). This criterion helps define a
distinct community. Second, this criterion is one of severd Minnesota-specific criteriafor hospitasto
participate in the Rurd Hospital Flexibility Program.

FINANCIAL STABILITY OF HOSPITAL

The third criterion was to choose hospitds that are financialy stable. A hospita that is not financialy
distressed and at-risk will alow for better separating the decisions and actions taken by that hospita as
aresult of the BBA.

Audited Financid data from hospitals for 1995-1998 was used to caculate operating and total margins.
Tota margin and operating margin are two primary measures of a hospitd’s profitability. Operating

14 see the followi ng reports for additional information regarding the Medicare Rural Hospital Flexibility Program:
Minnesota Rural Health Plan (1998), Minnesota Rural Hospital Flexibility Program Implementation Plan (1999, 2000).
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margin is defined as the proportion of total revenue that has been redized in income from operations.
Totd margin is defined as the excess of revenues over expenses divided by total revenues net of
alowances and uncollectibles. Thisratio reflects profits from both operations and non-operating
revenues (e.g., tax revenues, gifts, income on invesments). A hospita is determined to be financiadly
gable if the hospitd has had positive operating and total margins for two of the past three years from
1995 to 1998.

Rurd hospitals play amuch larger rolein their locd communities than smply providing hedth care
sarvices. They are often among the largest loca employers and a bellwether of the economic hedth of a
amdl town. A financidly stable rurd hospitd is usudly associated with a community thet isaso
economically stable. Research shows that the health sector provides 10-15 percent of the jobsin many
rurd counties, and that if the secondary benefits of those jobs are included, the hedlth sector accounts
for 15-20 percent of dl jobs. On an individua employer basis, hospitals are often second only to school
gsysems asthe largest employer in rurd counties.

A srong rurd hospital can be a solid foundation for asmal town with adiversified loca economy and
can serve as a magnet for other economic development. In rura Minnesota, 55 percent of the
communities with hospitals rank hedth care asther first or second leading industry and 81 percent of
these communities rank hedth care in ther top five industries. Although rura hospitals are termed
"smdl" in Satewide sze comparisons, when viewed from their community's perspective they are
enormous assets (Rural Hospital Study Work Group 1997).

The gahility of the hospital and the community isimportant because it is difficult to distinguish between
problems attributable to BBA policy changes and other independent causes. If the hospitd is financidly
gtable then the study can better isolate the impact of the BBA on the community.

VARIETY OF PROVIDERSIN COMMUNITY

The BBA implements three new prospective payment systems — for hospital outpatient services,
skilled nursing facilities, and home hedlth services. The net impact of the BBA is best illustrated by
consdering the impact on three groups of providers, which may be combined in a Single organization.
Approximately 55 percent of hospitd's in Minnesota have a hospital-based skilled nursing facility and
51 percent have a hospital-based home health agency.*® This diversification has helped rurd hospitds
to continue providing needed care to their communities.

The four hospitals selected for andlysis had varying degrees of hedth services diverdfication. One
hospital was sdlected in each of the following categories:

# Both hospita-based home health and skilled nursing services
# Only hospita-based home health service

15 source: 1998 Medicare Cost Reports, Worksheet S-2.
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# Only hospital-based skilled nursing facility
# Naeither hospita-based home hedth nor skilled nursing facility

Comparisons between hospitals were made based on the degree of diversification in home hedth and
skilled nurang services.

HOSPITAL OWNERSHIP

Thefind criterion is hospital ownership, i.e., whether they are generd, non-profit or government-owned
facilities. Government-owned hospitas refers to hospitals which are city, digtrict, or county owned. In
1997, gpproximately 45 percent of hospitals were government owned compared to 55 percent which
were non-profit. Government-supported hospitals obtain tax subsidies that can lessen the impact of the
BBA prospective payment systems. Thus, there should be amix of both government-owned and non-
profit hospita's considered for study.

STUDY SAMPLE
The criteria described above were used to select the potential hospitals for study. Table 1 identifiesthe
number of potentia hospitals digible for case sudy andysis meeting the criteria outlined above.

Tablel

Number of potential hospitals éligible for case study analysis
Variety of Providers Hospitals
With both a hospital-based skilled nursing facility and hospital-based home 28
hedith facility
With only a hospita-based home hedlth facility 15
With only a hospita-based skilled nurang facility 8
Without a hospita-based home hedlth facility or hospita-based skilled nursing 12
fadlity
Tota 63

HOSPITALSNOT INCLUDED IN THE STUDY SAMPLE

Severd data sets were used to obtain revenue and expenditure information on each hospital. Missing
datafor individua hospitas diminated them from the sample universe. Table 2 depicts the number of
hospitals not included in the study sample and the corresponding reason for their exclusion.
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Table2
Exclusion of Hospitals From Study Sample

Hospitals
Tota number of Hospitds 139
Missng Data 10
Subtotal 129
Urban 44
Converted to CAH 4
Hospitals not digible for CAH 12
Hospitals which do not meet financid criteria 6
Tota 63
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SECTION IV - RESEARCH QUESTIONS AND SURVEY INSTRUMENT
This section describes the framework, objectives, and survey instrument used for the study.

FRAMEWORK
To combat the effects of reduced Medicare reimbursement, a hospital has five options. These strategies
may be implemented in combination with one another. The drategies are asfollows:

Reduce costs

Eliminate unprofitable services

Increase revenues

Increase charges (i.e., shift costs)
Convert to critical access hospita (CAH)

FHHFHH

Examples of cogt-cutting strategies include cutting back on the hiring and training of staff, outsourcing of
support functions such as housekeeping and dietary, and halting building renovations. Many rurd
hospitals operate as leanly as possible. It isimpossible in some cases to reduce staffing below current
levels and dso comply with the hospitd licensng regulations. Many rurd hospitd administrators and
boards scrutinize every expenditure and conservatively husband the scarce resources of the hospital.
While some additiona savings may be wrung from rurd hospitals, employing a strategy of cost
reduction will produce only modest gains.

The hedth care trade literature and loca newspaper are replete with articles reporting that hospita's
have closed or reduced certain services asaresult of Medicare payment changes. The greatest area
of sarvice closureisin home hedlth. The U.S. Genera Accounting Office reported that between
October 1, 1997 (two months after the passage of the BBA) and January 1, 1999, over 1,400 home
hedlth agencies closed (GAO, March 17, 1999). Perhaps some of those agencies should have closed
(hdlf of the closures were in just four states— California, Louisana, Oklahoma, and Texas). However,
when the same strategy that is used to reduce overexpansion of home hedth agencies nationdly causes
arural serviceto close or reduce its service area, resident access to home health services may be
severely condrained if not curtailed atogether.

Rurd hospitals are somewhat limited in their ability to offer new services on severd levels. Fird, they
often lack the capitd to invest in new equipment and facilities. Second, due to hedth workforce
shortages, they often lack the ability to staff new services. Thisis particularly true of “high tech”
services which require pecid training and expertise. Findly, rurd areas may not have sufficient volume
to financidly “break even” on anew sarvice. Rurd hospitals that add unprofitable services smply to
increase revenue make a substantial strategic error.

Rurd hospitals, as has been stated previoudy, are heavily dependent on Medicare. Because Medicare
issuch alarge portion of the total volume of arurd hospitd, it is difficult for these hospitas to shift costs
(or loses) to charge-paying patients. There amply are not enough charge-paying patients to cover
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Medicare losses. Furthermore, hospitas often sign agreements with commercia payers to accept
discounts from charges or to accept payments according to an insurer-initiated fee schedule. The
drategy of cogt shifting isonly marginaly effective.

Another response to the BBA isto convert to critical access hospita (CAH) status. The BBA
established the Rurd Hospitd Fexibility Program which isintended to preserve access to primary care
and emergency hedlth care services, provide hedth care services which meet community needs, and
foster network development. Converson to a CAH places certain restrictions on a hospita but alows
the hospita to receive cost-based reimbursement from Medicare for hospitd inpatient and outpatient
services. CAH conversons may improve the financia postion of the hospital to support less profitable
sarvices. Hospitals that convert to CAH are permanently exempt from outpatient PPS. However,
diversfied CAHs, will till be reimbursed for skilled nursing facility and home health services according
to the new prospective payment systems of the BBA.

Hospitals that have diversified into home hedth and skilled nursing services are expected to engagein a
greater number of Strategies Snce these hospitals are affected by al three prospective payment systems.
Certainly any of the options taken by a hospital has implications for the community and its continued
access to hedlth care services.

OBJECTIVES

One objective of the study was to document the adminigtrative and management decisons made by a
hospital anticipating the financid implications of the BBA. In other words, if there are overdl| reduced
payments to the hospita, how will the hospital respond to the reduced payments? The BBRA delayed
some of the provisons of the BBA so the full effects of the BBA have yet to be ft. So, the objective
was to measure any actua changes or anticipated changes resulting from the BBA.

Survey questions asked include:

1. What steps has your hospital taken or anticipates taking in response to the expected affects of
the BBA policies?

2. Describe how the change in payment system may affect management and operation decisonsin
the following arees

Outsourcing of services

Consolidation of services

Reduction of services

Renovetions

Training for hospita personnd

Hospital staff recruitment and retention

S0 Q0T

3. Arethere any other ways the change in the payment system has affected management and
operation decisons?
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A second objective of the case study was to understand the factors that affect a hospital’s decison to
convert to a Critical Access Hospital (CAH). It isimportant to document and understand what
becoming a CAH may mean for the continued access to hedlth care for the community.

Survey questions asked include:

4.  Areyou consdering or have you consdered becoming a CAH?

5.  What are some of the factors affecting your decison?

6. Wha arethe implications of converting to a CAH? What would it mean for your
community? Would the community notice a difference in terms of services, accessto care,
quality of care, if the hospitd converted? Why or why not?

A third objective of the case study was to document the impact of the specific prospective payment
systems on skilled nuraing services and home hedlth services.

Survey questions asked include:

7.  Haveyou taken steps or anticipate taking steps because of the new prospective payment
system for skilled nuraing facilities? Explain.

8. Haveyou taken steps or anticipate changes because of the new payment system for home
hedth?

9. Do you anticipate a change in the mix of patients served? Why? Explan.

10. What istheimpact of the new OASIS reporting syssem? How do you anticipate handling this
new reporting requirement? (Example, hire more staff, additiond training for daff, changesin
billing processes, €tc..)

Finaly, afourth objective of the study was to examine the impact of the BBA on accessto hedth care
in the community. Options for hedth carein rurd areas are limited S0 any changes in sarvices provided
by the hospita will immediatdly impact rurd residents.

Among the survey questions asked was.

11. What impact do you think the BBA will have on petient care in the community when it is fully-
implemented?

METHODS

Telephone and on-gite interviews with hospital administrators were conducted. The hospital
adminigtrator determined which additiond hospitd staff were gppropriate to include in the survey
interview. Prior to administering the survey, severd hospital data sets were used to obtain measures of
hospitd performance and financid viability. These data sets are outlined on the following page.

# Audited Financid Statements, 1995-1997
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# Health Care Cost Information System data, 1995-1997
# Medicare Cost reports, 1998

The Minnesota Hospital and Hedlthcare Partnership (MHHP) shared a spreadsheet which analyzes the
impact of BBA payment changes on outpatient services for specific hospitals. This was used to
determine the combined impact of the BBA on the hospitd. Once the financid impact of the BBA and
BBRA was cdculated the survey was administered. A complete copy of the survey instrument may be
found in Appendix C.

DATA LIMITATIONS

It is difficult to obtain a complete financid picture of the hospital-based skilled nuraing facility or
hospital-based home hedlth agency since revenue and expenditure datais not reported for each
individua service. The audited financid data provides financid informetion for the entire hospital-based
system. So, this data set aggregates the financia information from the hospital-based skilled nursing
facility and hospital-based home hedlth agency and the hospita. The Hedlth Care Cost Information
System data set provides revenue and expenditure information only on the hospitd. Thus, separate
financid analys's on the hospital-based skilled nuraing facilities or hospital-based home hedth agencies
cannot be caculated.
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SECTION V: CASE STUDY HOSPITALSAND COMMUNITIES: BASELINE
MEASUREMENTS AND BACKGROUND INFORMATION

Four rurd hospitals were randomly selected from each digible class of hospitals (see Table 1). Table 3
presents background information on each of the four hospitals sdlected for case-study analysis. The
case-study hospitds are smdl with bed szes ranging from 16 to 25. Their average length of stay ranges
from 2510 4.2. “Average length of stay” measures the average number of days spent in the hospita by
al patients. Shorter lengths of stay may be attributable to alessintense mix of cases or to hospita
efficiencies and greater use of outpatient and home hedlth services to manage inpatient utilization. The
average daily censusin 1997 for the case-study hospitals ranged from 1.9 to 5.3. Average daily census
indicates the average number of patients recelving care each day within a specified time period.

Table 4 provides information about the communities in which each of the hospitd is located.
Community C has the greatest population per square mile (27.0) but al communities are below the
date average of 58.9. Community A is designated afrontier county. Frontier counties are those that
have a population dengity of six or fewer resdents per square mile. At 3.3 residents per square mile,
Community A iswel below the frontier county criterion. All communities have a greater percentage of
residents over age 65, lower per capitaincome and median income, and higher unemployment rates
than the state average.

Table 5 shows the dependence on Medicare of the four case-study hospitals for the basdine year

1997, the year before implementation of any of the BBA payment reforms. The percent of Medicare
charges ranged from 47 percent to 61 percent for the four hospitals. The average percent of Medicare
chargesfor dl rura hospitasin Minnesota was 49 percent. The percent Medicare days ranged from
62 percent to 83 percent. Hospital D had the largest percentage of Medicare days at 83 percent.
Hospitd D dso had the longest average length of stay at 4.23. Thelonger length of stay may be
atributable to case mix, but more likdly it is due to the Hospitd D’ sinaility to influenceits discharge
planning process. Hospital D isthe only hospita of the four not to own a post-discharge long-term care
option (either anursng home or ahome hedth agency). Hospitd D’s average length of say isafull

day grester than the next longest length of stay among the case-study hospitds.

Table 5 also presents each hospital’ s dependence on outpatient revenue, charting the percent of total
revenue attributable to outpatient charges. The percent outpatient charges for the four hospitals range
from 50 percent to 68 percent; the average for dl rura hospitalsin Minnesotais 55 percent. Hospital
A has the greatest dependence on outpatient charges as of total patient charges.
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Table3

Background Information on Four Case Study Hospitals

A B C D
Bed Size (acute only) 16 20 25 20
Ownership government government non-profit non-profit
Diversification of Services® skilled nurang skilled nursing home hedlth none
and
home hedth

Total Patient Days 706 1137 1205 1920
Aver age Daily Census? 1.93 3.11 3.30 5.26
Total Hospital Admissions 277 398 373 454
Average L ength of Stay? 2.55 2.86 3.23 4.23
ER Vidts 1929 1261 1221 889

& Information on diversification of hospital servicesis based on Medicare Cost reports for each hospitd in

1998.

! Average Daily Censusis defined as the tota number of patient days divided by 365.
2 Average length of stay is defined as the total number of patient days divided by total hospitdl admissions.,

Source: Hedlth Care Cost Information System 1997, Medicare Cost Reports, 1998
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Table4

Background Information on Four Case Study Communities

A B C D State
County population per sg mile 3.3 16.3 27.0 11.2 58.9
Per centage of residents over age 65 16.2% 15.8% 18.5% 24.3% 12.3%
Per capitaincome $22,347 $17,530 $20,478 $23,120 $25,699
Egtimated Median income $28,056 $27,220 $26,673 $25,265 $33,240
Unemployment rate (county) 4.7% 8.6% 3.4% 5.2% 3.3%
City population 1,171 384 2,237 1,200
Source: 1998 County Hedlth Profile Reports, Center for Health Statistics, Minnesota Department of Health

Table5
Dependence on M edicare for Each Hospital, 1997
All

A 2 | e | o |2
Per cent M edicare Char ges* 47% 60% 61% 55% 49%
Per cent M edicar e Days? 63% 62% 67% 83%
Per cent Outpatient Char ges® 68% 67% 50% 52% 55%

!Percentage Medicare Charges equals to total Medicare charges divided by total patient charges.

2 Percentage Medicare Days equas total Medicare days divided by total patient days.

3 Percentage Outpatient Charges equals total outpatient charges divided by tota patient charges.
4 This column provides averages for rural hospitals in the state.
Source: Hedlth Care Cogt Information System, 1997
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CASE STUDY COMMUNITY PROFILES

Community A

Hospita A islocated in Northern Minnesota. Population projections indicate increased population rates
for the entire county and surrounding counties in which the community islocated. Also, the Medicare-
eligible population is expected to increase in this region. Approximately 16.2 percent of the population
currently in the area are over age 65 compared to the state average of 12.3 percent.

There are anumber of senior servicesin the community such as two senior gpartment buildings, a senior
congregate housing unit and a senior residence cooperative. Thereis a senior bus which operates within
town, and there is daily bus service to severd larger cities.

The hospitd is one of the largest employersin the community. Over the last ten years there has been a
subtle change in the types of businessesin the area. More technology, service, and Internet-based
businesses are moving into the community. For example, a growing number of consulting groups and
independent consultants have moved into the community. The hospital owns and operates both a
skilled nuraing facility and a home hedlth agency.

Community B

Community B isdso located in Northern Minnesota. The hospita in Community B is a sole community
provider and the largest employer in the community. Changes in the local economy do not significantly
affect the hospitd and hedlth care in the community. The hospita offers a number of services for the
community and the ederly, the most notable of which isa skilled nursing facility. The hospita operates
ashuttle service which is used mostly for adult day care clients, nursng home residents, and for
transporting patients to the clinic. In 1999, the hospita began providing home hedth services.

Community C

Community C islocated in Southern Minnesota. Community C isthe largest of the four communitiesin
terms of population with a county population dengity of per square mile of 27. It hasthe lowest
unemployment rate of the four communities a 3.4 percent. The hospitd is one of severd larger
employersin the community. The hospita dso operates a home hedlth agency.

Community D

Community D islocated in Western Minnesota. Population projections for this areaindicate significant
popul ation losses with moderate increases in both 65+ and 85+ populations. At 24.3 percent,
Community D has a sgnificant percentage of residents over the age of 65 compared to the state
average of 12.3 percent. The hospitd has telemedicine capabiilities and is currently developing a new
wellness center. The hospita isthe only one of the four not to have diversified into long-term care
services.
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HOSPITAL FINANCIAL MEASURES

There are avariety of financid measures that can be used to evauate the financia position of a hospitd.
Financid flexibility was the primary conceptua basis for the evaluation of financid performance,
Financid flexibility is a concept used to assess the ability of a businessto survive financid shocks such
as changes in payment programs, increased competition, or delayed payment of accounts receivable.
Organizations with poor financid flexibility are more susceptible to failure and dosure than those with
good financid flexibility. Four financid ratios (profitability, liquidity, capital structure and condition of
physica facilities) were used to assess the overdl financia position and flexibility of ahospitd.

Basdline measures use 1997 data, because this data reflects the hospitals financia position in the year
immediately prior to the implementation of payment changes under the BBA. In the future, comparisons
will be made using the most current data available to compare with the 1997 basdline measures.

Profitability Ratios

Profitability is an important concept in the hospitd industry. Few hospitals — even not-for-profit
hospitals — could remain financidly viable without a profit. Without a profit, cash flow would be
insufficient to meet normal cash requirements such as debt principa and investment in fixed or current
assets. The presence or absence of a profit for a hospital has a pervasive effect on most other ratios.
For example, low vaues of profit may adversdy affect liquidity ratios and sharply reduce debt
repayment ability. Two ratios, total margin and operating margin, were caculated for each hospital to

gauge profitability.

Operating margin is defined as the proportion of total revenue that has been redized in income from
operations. Totd margin is defined as the excess of revenues over expenses divided by total revenues
net of alowances and uncollectibles. Thisratio reflects profits from both operating and nonoperating
revenue. The median totad margin and operating margin for rural hospitalsin 1997 was 4.7 percent and

3.5 percent respectively.

All of the study hospitals had postive total and operating margins. Hospitals B, C and D had total and
operating margins grester than the median for rura hospitals in1997. Higher operating margins may
reflect greater cost management in these hospitals. Hospital A’s operating margin is 0.1 percent greater
than the rurd average and itstotal margin isidenticd to the rura hospitd average.

Liquidity Ratios

Liquidity refersto the ability of an organization to meet its short-term obligations. Mogt organizetions
experience financid problems because of aliquidity criss They are unable to pay current obligations as
they become due. Reductionsin payment caused by the BBA may affect both profitability and liquidity.
One measure used to examine liquidity isthe current ratio. The current ratio is defined as the number of
dollars held in current assets per dollar of current ligbilities. Current assets includes cash, marketable
securities, inventory, and prepaid expenses. Current liabilities include accounts payable, current
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portions of long-term debt, and salaries payable. A vaue of 2.0 is consdered an optimd leve of
liquidity.

Hospitas A, B, and D have current ratios in the acceptable range. At 4.86, Hospital C has the highest
current ratio, which meansthat it kegps amogt three times the number of dollars above the amount
needed to pay current obligations. Such a high current ratio requires sudy and may require corrective
action by the facility.

Capital Structure Ratios

Capita dtructure ratios are carefully evaluated by long-term creditors and bond rating agencies to
determine an entity’ s ability to increase its amount of debt financing. During the past 20 years, the
hospital industry has radicaly increased its percentage of debt financing. Vaues for the fixed asst ratio
may ultimately determine the amount of funding available to an inditution, directly affecting its rate of
growth. The fixed asset ratios for the four sudy hospitals are presented in Table 6.

The fixed assetsratio is a measure of the proportion of resources devoted to plant and equipment. The
median for al rura hospitasin the sateis4.1. Hospitas C and D had fixed assets ratios below the
median. This suggests that sgnificant fixed assets may be fully depreciated and that investments have
not been made in plant and equipment recently. In the case of Hospitd C the low fixed asset ration
may be due in part to its high investment in current assets (see discussion of the Current Ratio above).

PROJECTED CHANGESIN HOSPITAL REVENUE RESULTING FROM THE BBA

The Minnesota Hospital and Healthcare Partnership (MHHP) assessed the probable impact of the
BBA and the BBRA on the four case-study hospitals for the period 1998 though 2002. The MHHP
aso estimated the percentage impact on profitability of the four case-study hospitals converting to
critical access hospital (CAH) status. CAHs are paid by Medicare on the basis of cost. They are not
subject to hospital outpatient PPS, but skilled nursing homes and home hedlth agencies owned by them
are subject to the new prospective payment systems created by the BBA. Conversonto CAH isa
drategy suggested by some for rurd hospitals to cope with the reforms of the BBA.

Table 7 compares the projected cumulative impact of the BBA and BBRA on patient revenue from
1998 to 2002 to the impact of converting to CAH. Hospitd A benefits greatly from converting to a
CAH. Hospita A gains 11 percent in total Medicare (inpatient and outpatient) revenue by converting
toaCAH. If, on the other hand, it continued to operate as a hospitd, it would see its patient revenue
reduced by 11 percent by the BBA and BBRA reforms.

Hospital B would not benefit from conversion. Tota Medicare revenue would decrease by 25 percent
from converting to aCAH. Hospitd B has a high inpatient volume and does not benefit from codt-
basad reimbursement. This analysis may change when the outpatient PPS hold-harmless provison for
small, rura hospitas expiresin 2004. Hospitals C and D would see reductions in Medicare revenue of
gx percent and eight percent, respectively, if they converted to CAHs. Although thisis areduction
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from current revenue levels, it is less than the degree of loss projected for the BBA.  In other words,
these two hospitals would lose less if they converted to CAH. When the outpatient PPS hold-harmless
exemption lapses, these hospitd will likely do substantidly better under CAH reimbursement.

However, when or if they may decide to convert is unknown and dependent on other, non-financid,
consderations.

Table 6
Financial Ratiosfor Each Hospital, 1997

Rural Hospitals
Hospital Hospital | Hospital | Hospital | (median)
A B C D
Operating Margin® 3.6% 7.2% 9.0% 10.5% 3.5%
Total Margin® 4.7% 7.9% 8.0% 11.7% 4.7%
Current Ratio* 21 31 49 3.2 2.0
Fixed Assets Ratio® .50 49 23 10 41

& Operating margin is defined as the excess of operating revenue over expenses divided by operating
revenue.

b Total margin is defined as the excess of total revenue over expenses divided by total revenue.

¢ Current Ratio is defined as current assets divided by current liabilities.

4 Fixed Assets Ratio is defined as fixed assets divided by total assets.

Source: HCCIS, 1997, Hospital Ratio database, 1997

Table7
Financial Impact of the BBA and BBRA and Converting to CAH for Each Case-Study
Hospital
Projected Percentage
Impact of the BBA and Per centage mpact of Converting
BBRA, 1998-2002 to CAH, 1998
Hospital A -11% 11%
Hospital B -9% -25%
Hospital C -9% -6%
Hospital D -10% -8%

Source: Minnesota Hospital and Health Care Partnership Spreadsheet, Hospital Financia
Feasibility Studies

31



SECTION VI. STRATEGIESAND ANTICIPATED RESPONSESTO THE BBA BY
CASE-STUDY HOSPITALS

Even without the new payment systems of the BBA, the case-study hospitals are all

trying to find ways to cut costs without affecting the qudity of patient care. In the four hospitds, there is
agreater focus on operating the facilities as integrated health care systems rather than focusing on
individua services. All of the hospitals agreed that services they offer are interconnected and thet it is
difficult to isolate the impact of the BBA on each sarvice individualy. One hospitd administrator said,

“We are looking at the impact of the BBA from a systems approach. We are an integrated
system. We are looking at how can we remain viable as a whole rather than concentrating on
each center and each business’.

CONTRACTING FOR SERVICES

All four case-study hospitals have explored strategies to become more efficient and reduce costs. The
BBA has prompted the case-study hospitals to reconsider cost-cutting strategies such as contracting
with service vendors to fulfill traditiona hospital functions. Two of the case-study hospitalstried
outsourcing services such as laundry and housekeeping severd years ago. Hospital A found the
outsourcing choices limited and unreliable. Hospital A’s adminigrator felt it was more effective to
provide laundry and housekeeping services with in-house personne in order to have grester control.
Hospital B dso examined outsourcing and found that trangportation costs increased the cost of
contracted services to an unacceptable level. Therefore Hospitd B provides most servicesin-house.

Hospital D attempts to integrate al medical, hospitd, and other hedlth care services to reduce
duplication of services, saff, medica records, telephone and computer systems. This consolidation of
services makes the hospital not only more efficient but dso streamlining the continuum of care. The
BBA changes to Medicare reimbursement strengthens Hospital D’ s resolve to become even more
efficient and to be even more creative in reducing costs without reducing qudity of patient care.

CONSOLIDATION AND CLOSING OF SERVICES

Future reductions in Medicare revenue as a result of the BBA have caused dl case-study hospitasto
re-evauate the services they offer. With the increasingly limited ability of one service to subsidize
another, the merits of each sarvice is being weighed individualy. One case-study hospitd is struggling
with its home hedlth service. It isnot a profitable service. The home hedlth agency serves alarge areq,
approximately a40 mile radius from the hospital. Recently adminigtrators have discussed reducing the
service area; however, because the community needs the service, the hospital will continue to provide
home hedlth services. Reduced home hedlth reimbursement because of the BBA will continue to make
it more and more difficult for the hospita to maintain its home hedlth service.
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Case-study Hospital B provides awide range of services for the elderly such as adult day care, home
hedlth, and shuttle service to and from the hospital. However, with the projected reductionsin
Medicare payment, the hospital adminigirator is beginning to evauate the return each service provides
to the community and which services potentialy could be cut.

Another case-study hospital administrator said that closing services affects the hospitd’ s ability to
attract and retain medical personnd. Even in the face of rembursement reductions, it would be
necessary to examine al of the potentia effects of service closures carefully.

STAFFING

The ability to attract and retain qudified medica personnel and other hedth professond isamgor
problem for dl rurd hospitals. The BBA makes this problem even more difficult. Labor costs are the
greatest cost to a hospital. In reaction to the Medicare payment reductions of the BBA, the case-study
hospital adminigtrators said that they will examine reducing staff or changing hours of operation. The
adminigrators said that while the staff was the most expensive part of the hospitd’ s operation, it was
aso the mogt important. Reducing one staff member might mean doing away with an entire department
in some smal hospitals. Hospital D found that nurses are not well-trained to handle the BBA changes.
For example, BBA reporting requirements call for nurses to spend more time processing data and
documenting actions.

PAPERWORK/TRAINING

Three of the hospitas found the new reporting systems created by the BBA have led them to devote
more saff time to billing and quality assurance. Hospitdl B daff have attended training seminarsin using
the new payment systems and document manuas. In the short-run, Hospital B experienced increased
daff costs because of overtime for training and working with the new payment rules. Hospital C found
that the paperwork was an increased burden and that 1.5 new full-time equivalent had to be devoted to
billing and paperwork. Hospitdl D fdt that educating staff was extremdy important and that training
would remain an important function of hospitals. The new BBA reporting and qudity assurance
documentation is a burden on the hospitals. The administrator of Hospital D felt that the hospital needed
to improve its efficiency in handling paperwork and saw the increased data requirements as a challenge.

RENOVATIONS
The BBA has had no impact on capital improvements or renovation plans of the case study hospitas.

BBA AND SKILLED NURSING SERVICES

Two hospitalsin this andysis offer hospital-based skilled nursing services. Both hospital-based skilled
nursing facilites have not changed the way they operate because of the BBA. However, one of the
hospital-based skilled nuraing facilities has hired an additionad nurse to handle the increased paperwork
asaresult of the BBA.
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BBA AND HOME HEALTH SERVICES

Two case-study hospitals offer hospita-based home health services. Both hospital's have not made
adminigrative or operationa changes because of the new BBA payment system for home hedth.
Neither of the home hedlth services offered by the case-study hospitasis profitable, but thereis a need
for these services in the community. For one of the hospitas, home hedlth services are asmal part of
totd gross revenue for the hospital. The hospitd is sdlective in which clients receive home hedth
services. A number of clients are refused service because the hospital does not have the staff or
resources to meet the needs of certain patients. Also, the new reporting system for home hedlth has led
the hospitd to devote more gaff time to billing.

The other hospital-based home health agency reported that travel expenses are high and recently
consdered shrinking its service area. However, the hospital board fdt that providing home hedlth
services was a part of the mission of the hospital. Although the hospital continues to offer the service, it
isincreasingly difficult to maintain because of the reduced Medicare reimbursement.

CONVERSION TO CRITICAL ACCESSHOSPITALS
The two government-owned hospitals have conducted financia feasibility studies to andyze the impact
of converting to acritical access hospital. Both hospitals say they will convert to CAHs.

The two non-profit organizations have also consdered CAH conversion but need more information.
One hospital adminigrator said that al staff --- physicians, nurses, technicians -- need to learn about
what it meansto be a CAH. The other hospitd adminigtrator said that if staff understand the upcoming
changes of the BBA and if there is “buy-in" on solutions needed to cope with the payment reductions, it
may be possible to avoid converting to CAH.

IMPLICATIONS OF THE BBA

“ The future impact of all the BBA changesis to reduce the quality of health care for
patients.”

Three of the four hospitd administrators predicted that the BBA will reduce the qudity of hedth care
for patientsin rural areas. One hospital adminigtrator predicted that ultimately there will be clusters of
hedlth care servicesin rura aress. In other words, patients will have to go to different locations to
receive the different services they need as opposed to going to an integrated health care center.
Another adminigtrator said that the increased paperwork and regulations from the BBA means nurses
and physicians will spend lesstime with patients.



The administrator from Hospita D felt that rurd hospitals, because of the unique chalenges they face
such as an aging and low-income population, have had to find ways to operate efficiently. The
adminigtrator said,

“ ... rural hospitals are very efficient. We haveto be... The BBA is cutting reimbursement
rates on the backs of rural health care...”

The adminigtrator went on to say that the BBA reforms have a grester negative impact on rura
hospitals than urban hospitals. Rural hospitals provide the same care as urban hospitals a alower cost.
The hospitd administrator went on to say that the reduced Medicare reimbursement payments will only
hurt rurd hospitals and consumers because hospitals will be forced to subsidize important services such
as home care and outpatient care with resources that support other services.

Ultimately, the long-term impact of the BBA for rurd hospitals will be the eimination of unprofitable
hedlth care servicesin order for the hospitd to survive. As one hospita administrator said,

“ ... the long-term effect of the BBA will be less health care servicesin rural areas... rural
hospitalswill trim servicesin order to survive ...

All four case-study hospita's agreed that the data requirements are an additiond administrative burden.
They said that the BBA regulations and data requirements will harm the patient, because they receive
less time with nurses and physicians. They noted thet it isironic that hospitals will add staff who will
devote their time to paperwork at the same time that they will reduce patient care Steff.

Despite the reduced Medicare payments, al four hospita's saw themselves continuing their missons of
providing hedth care in their communities. One hospita administrator speculated that the BBA will be
corrected in the future and does not want to rush and make operationa or adminigtrative changes that
he will later reverse.

CONCLUSION

It is clear that hospitals will need to change the way they do business because of the BBA. The BBA
implements three prospective payment systems - for hospita outpatient services, skilled nursing facility
services and home hedlth services. Approximately 75 percent of rural hospitals in Minnesota will be
affected by at least one of the new prospective payment systems in the next four years. After 2004, if
nothing is done to ater implementation of outpatient PPS, al rural hospitals will be affected by it.
Although outpatient PPS is projected to lower Medicare payments for rurd hospitasit will be
especialy burdensome for those rurd hospitals that aso offer skilled nursing services, or home hedlth
services, or both.

All the case-study hospitals are examining the potentia financia impeacts of the BBA but are finding it
difficult to isolate the impact of the BBA on each service provided by the hospitd. All four case-study
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hospitals agreed that it is Hill too early to know what the effects of the BBA will be on their facilities and
they aretaking a“wait and seg’ approach. They are dl analyzing their finances and are trying to
understand the impact of the BBA. Two of the hospitals have decided to convert to CAH to take
advantage of cost-based reimbursement for both inpatient and outpatient Medicare services. All four
case-study hospitas agree that the long-term effects of the BBA will be to reduce the quality of hedlth
care for patientsin rural aress.
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SECTION VII: CONCLUSION AND NEXT STEPS

What effect will the Balanced Budget Act of 1997 have on rural hospitalsin Minnesota? The jury is ill
out. Although the anticipated reductionsin reimbursement contained in the BBA are projected, on
average, to harm rurd hospitals, mitigating factors have entered the picture since the August 1997
passage of the BBA:

# The Bdanced Budget Refinement Act of 1999 restored gpproximately 13 percent of the
project BBA cuts and postponed full implementation of the outpatient prospective payment
system for rurd hospitals.

# Since 1998, rurd hospital adminisirators complied with the regulatory provisions of the BBA
and improved their efficiency to cope with lower payments.

# Further restorations of BBA payment cuts are contained in the Labor, Health and Human
Services, Education Appropriations Bill and the Medicare, Medicaid, and State Children’s
Hedth Insurance Program Beneficiary Improvement and Protection Act of 2000, two hills
which currently are held up in Congress, pending the outcome of the presidentia eection.

These mitigating factors likdy will blunt the projected effect of the BBA on rurd hospitds. However,
many rura hospitals will Hill be affected by the BBA payment reductions, and given that they had lower
operating margins to begin with than urban hospita's and that they are more highly diversfied than urban
hospitals, it islikdy that rurd hospitals will be affected by the payment reductions more substantialy.

The lag in time between the occurrence of financid transactions and the reporting of financia
information for use by policy makersis such that, at this point, we cannot draw many conclusions about
the affect of the BBA on rurd hospitals. In Minnesota we have analyzed statewide information on the
finances of rura hospitas only through 1998. Nationdly, we know that the rate of hospital closures
increased by 13 percent in 1998 (the first year of BBA implementation) over 1997. In 1998, 43
hospitals closed, according to the Health and Human Services Office of the Ingpector General. Fifteen
of the closed hospitals were located in rurd areas (35 percent) and 28 were located in urban areas (65
percent). The most frequently cited reasons for closure were low census, financid problems, outdated
facilities, Medicare and Medicaid payment reductions, and increased competition.*® No hospitasin
Minnesota closed in 1998, athough two converted to critical access hospitals.

The most timely approach to studying the effects of the BBA is using case sudies. Through case
dudiesit ispossbleto learnin “red time’ the financid impact that the BBA is having on case-study
facilities and the actions they have taken to cope with payment reductions. The limitation of this
gpproach isthat only four facilities are monitored. Also, because financid stability in 1997 wasa
selection criterion, the four case-study hospitas will not be as sharply affected by the BBA as some
other Minnesota rura hospitals might be.

16 HHS Office of Inspector General report released July 28, 2000. http://www.hhs.gov/oig/oei/reports/ad47.pdf.
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To date, the regulatory effects of the BBA seem to have had the grestest impact on hospitals.  New
coding, billing, and documentation requirements have added staff to hospitals and increased the need
for continuous training. Although payment reductions have occurred and are being felt, they do not
appear to be critical yet. The most critical area of payment reduction seemsto be in the area of home
hedlth. Home hedth providers are eva uating whether they should reduce their service areas or
withdraw from the business dtogether.

The BBA aso created the Medicare Rurd Hospital Flexibility Program.  Participation in the program,
that is, converting to critical access hospital (CAH) datus, isastrategy that some rurd hospitals are
selecting to combat the payment downturns of the BBA. Nationaly, there are 259 certified CAHs
(September 30, 2000); Minnesota has six certified CAHs and another six hospitals are in the process
of converting.

This study should be considered afirst step in monitoring the impact of the BBA on rurd hospitdsin
Minnesota. Future steps should include:

# Monitoring Congress for proposed changesin Medicare payment policies and provider
regulations and supporting the efforts of advocacy organizations to obtain recognition of the
gpecid needs of rurd providers.

# Continuing to Ste-vist case-study communities annualy to assess the impact of BBA reforms.
The assessment should consider not only the financia implications of the BBA, but the strategies
employed by the hospitals to cope with reduced payments and their effects on the hospital and
the community served.

# Monitoring the statewide impact of the BBA on the financid performance of dl rurd hospitas
annualy beginning with fisca year 1999.

# Reporting to the Rura Hedth Advisory Committee and the State Rurd Hospital Hexibility
Program Advisory Committee on an annua basis any observed impact of the BBA reforms.
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