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Preface

Senate Joint Resolution 463 of the 1999 General Assembly Session directed
.the Joint Legislative Audit and Review Commission (JLARC) to examine the Virginia
Medicaid program's methodology for determining nursing facility reimbursements, in
cluding"the adequacy of reimbursement levels for providing quality care." The State's
Medicaid program, including the reimbursements to nursing facilities, is administered
by the Department of Medical Assistance Services (DMAS). Virginia's Medicaid bud
get for FY 1998 was $2.3 billion, of which about $410 million was for Medicaid pay
ments to nursing facilities. These reimbursements, which are paid almost equally by
federal and State funds, support the long-term care services that nursing facilities
provide.

This study found that Virginia has controlled Medicaid reimbursements to
the nursing facilities over the years, but that certain components of the methodology
have not been adequately updated and appear to be excessively restrictive. As a conse
quence, it appears that some additional funding may be needed to ensure that quality
of care is provided more consistently across facilities.

This report addresses the mandate through a series of recommendations that
would improve the reimbursement methodology; especially for nursing facility costs
associated with nursing staff and salaries, which are closely related to quality of care.
In addition, while a certain amount ofcomplexity is inherent in a Medicaid reimburse
ment methodology; some approaches to achieve the goal of greater simplicity are dis
cussed in the report.

The General Assembly may wish to consider funding options which range from
$1.7 to $31.8 million to address shortcomings found in the State's current reimburse
ment approach (this range is less than the $104 million that has been requested by the
nursing facilities). This funding would be in addition to the $21.7 million annual in
crease that the General Assembly provided during the 1999 Session. If this additional
funding is provided as an outcome of the 2000 Session, the total increase in funding to
nursing facilities stemming from the 1999 and 2000 Session actions would range from
$23.4 to $53.5 million (about half State funds and half federal funds).

On behalf of the Commission, I wish to express our appreciation for the assis
tance and cooperation provided by the Virginia Department of Medical Assistance Ser
vices and the Virginia nursing facility associations during the course of this review.

~~
Philip A. Leone
Director

January 6, 2000
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Senate Joint Resolution 463 from the
1999 General Assembly Session requires
that JLARC review Medicaid reimburse
ments to nursing facilities. The State's Med
icaid program, including the reimburse
ments to nursing facilities, is administered
by the Department of Medical Assistance
Services (DMAS). Virginia's Medicaid bud
get for FY 1998 was $2.3 billion, of which
about $410 million (18 percent) was for
Medicaid payments to nursing facilities. The
reimbursements made, which are paid al
most equally by federal and State funds,
support the long-term care services that
nursing facilities provide. Nursing facilities

are the major providers of long-term care
services in Virginia.

The study mandate reflected legislative
concern that State reimbursements may not
be adequate. The mandate requires that
JLARC examine a number of issues regard
ing the State Medicaid program's method
ology for determining nursing facility reim
bursements, inclUding "the adequacy of re
imbursement levels for providing quality
care." Nursing facifities have indicated their
belief that they have legitimate, approved
costs for services that are not recognized
by the State's reimbursement methodology.
In total, the nursing facilities have indicated
a need for an additional $104 million in FY
2001.

This report was prepared to address
SJR 463. The conclusions of the rAport are:

• The State has controlled Medicaid re
imbursements to the nursing facilities
over the years, and a number of con
cepts have been used to achieve that
control are consistent with nationally
recognized procedures and promote
efficiency.

• However, a review of the DMAS re
imbursement methodology also indi
cates that certain components of the
methodology have not been ad
equately updated, and appear to be
excessively restrictive.

• Evidence considered during this re
view indicates that one of the impacts
.of unduly restricting the Medicaid re
imbursements is that private pay resi
dents appear to subsidize some of the
costs of the Medicaid patients. The
equity of this situation is questionable.



• The factors that relate to controlling
nursing facility costs are not the same
as those that promote quality. For ex
ample, while an analysis indicates
that higher-quality care tends to be
more often available in facilities that
are small in size and in non-profit
facilities, lower-cost care tends to be
more often available in facilities that are
large in size and in for-profit facilities.

• Although the State' s methodology
problems need to be fixed (and a
higher level of reimbursement will fol
low), it needs to be recognized that
the evidence on the association of
costs and quality is mixed. There may
be opportunities available through a
DMAS review of best management
and operational practices to obtain
additional value for the dollars spent
at some facilities.

• While a certain amount of complex
ity is inherent in a Medicaid reim
bursement methodology, some ap
proaches to achieve the goal of
greater simplicity are discussed in the
report. The development of one pay
ment system that includes specialized
care residents, the movement of in
direct care costs to a price-based
system, and the reduction in some
cost settlement activities should sim
plify the methodology. In the future,
the development of a system that is
similar to Medicare's payment system
should also simplify the methodology.

• JLARC staff options indicate that a
range of from $1.7 to $31.8 million in
additional funding could be provided
to address shortcomings in the
State's current reimbursement ap
proach. About half of these costs
would be federal costs and half would
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be State costs. This funding is in
addition to the $21.7 million annual
increase, that the General Assembly
provided during the 1999 Session. If
this additional funding is provided as
an outcome of the 2000 Session, the
total increase in funding to nursing fa
cilities stemming from the 1999 and
2000 Session actions would range
from $23.4 to $53.5 million.

• Also, if the State routinely rebases its
nursing facility costs, as is recom
mended, then as facilities expend
more to pay for quality care, the pro
posed methodology will recognize a
higher cost level.

Recommendations to address these issues
are contained throughout the report.

The State Has Controlled Medicaid
Reimbursements to Nursing Facilities

Between FY 1986 and FY 1998, the
average annual rate of increase in Virginia's
payment per Medicaid day to nursing facili
ties has been about 4.4 percent. During the
period from FY 1991 to FY 1998, the aver
age increase has been about 3.1 percent.
An assessment of State reimbursements
compared to other states indicates that Vir
ginia probably ranks around 38th in the coun
try in reimbursements, depending on what
costs are included in the calculations. The
relatively slow growth rates and lower lev
els of spending appear to be partly a reflec
tion of having a very basic program with
extensive cost control.

Private Pay Patients in Nursing
Facilities Appear to Subsidize
the Medicaid Patients

- Evidence considered dUring this review
found that Virginia's level of Medicaid reim
bursement appears low relative to other
states. One of the consequences of a gap



between reimbursements and expenditures
that may be unwarranted in size is that
charges for private pay residents of nursing
facilities may be increased. While rates
likely can only be raised where the market
can bear it, to the extent that this is done,
the private pay residents are in effect subsi
dizing the Medicaid residents. Because of
the proliferation in assisted living and the
change in the Medicare payment system,
Virginia's nursing home industry asserts that
it is going to be harder to subsidize Medic
aid patients with private pay residents. The
larger question is, however, whether private
pay residents should be subsidizing the pub
licly-funded costs of nursing facility care.

JLARC staff found considerable dis
crepancy between the 1997 average private
pay per diem charges and the average Med
icaid per diem rates in Virginia. The aver
age private pay per diem charge in 1997 for
all nursing facilities was $109, which is 40
percent higher than the average Medicaid
per diem rate of $78. The gap between pri
vate pay rates and Medicaid rates varied
depending on the profit status of the facili
ties. The highest average private pay per
diem charge of $122 per day was among
the non-profit facilities, with a gap between
private pay charges and Medicaid payment
rates of 51 percent. The average private
pay per diem charge for for-profit facilities
was $106, with a gap of 36 percent.

DMAS Reimbursement Methodology
Unduly Restricts Payments to Nursing
Facilities, Especially in Direct Care Costs

Although Virginia's program deserves
credit for some initiatives over the years that
have appropriately controlled costs, evi
dence suggests that the reimbursement
methodology has gradually become too re
strictive. The methodology has not been
updated sufficiently to recognize what ap
pear to be legitimate, approved costs of the·
facilities. The following discusses several
problems that contribute to this result.

III
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the Use of Upper Payment ceilings That
Excessively Restrict Facility Direct Care
Costs. Operating costs of nursing facilities
are categorized into direct care and indirect
care costs. Direct care costs include nurs
ing salaries and benefits, supplies, and other
health care related costs (this is compared
to indirect costs, which include other asso
ciated operating costs, such as administra
tive costs, housekeeping and laundry costs,
and plant operations and maintenance). It
is the direct care costs that are more closely
related to quality of care.

The State's reimbursement methodol
ogy, in concept, uses the median cost of
facility peer groups (a cost that should di
vide the peer facilities in half, if ranked on a
per unit cost basis) to help establish upper
payment limits. However, in practice, DMAS
staff have not recalculated these median
costs over time, but rather have inflated old
median values forward in each year since
the system was implemented in. 1990.
JLARC staff's analysis indicates that as a
consequence of this approach, over 60 per
cent (rather than 50 percent) of the facilities
have been above their peer group median
direct care cost operating ceiling since at
least 1994. .

While the StateYs Use ofOut-of-Date
Peer Group Medians Has Been Overly
Restrictive of Direct Care Expenditures,
It Has Funded Indirect Care More Gener
ously. On the other hand, DMAS also has
not adjusted indirect operating ceilings to
reflect median costs. Most facilities are now
below the median that is used for indirect
operating costs. Coincidentally, the lack of
adjustment of the direct care and indirect
care operating costs are approximately off
setting in value. However, facilities that have
been relatively high in indirect operating
costs have been able to obtain a relatively
high level of reimbursement to meet these
costs. At the same time, facilities, which
have tried to increasingly focus their expen-



ditures on the provision of direct care, can
not be adequately reimbursed for these ex
penditures.

Other States Used for Comparison
Purposes Allow for Payments Above the
Median Cost for Direct Care. It should also
be noted that even if DMAS updated the
median peer group values that are used, the
cost may still be overly restrictive. Most
states compared to Virginia for this study
recognize allowable costs up to a level that
is above the median, which more accurately
reflects legitimate variations in costs that
cannot be accounted for by peer groups or
case mix systems. Kansas and South Da
kota, for example, recognize costs up to 125
percent of the median cost.

Occupancy Rate Standard Has Not
Been Adjusted to Meet Trend Changes
in Long-Term Care. Occupancy rates are
calculated as the average daily census of
facility residents compared to the total num
ber of beds in the facility, expressed as a
percentage. Higher occupancy rates are
expected to result in less costs per patient
day. Therefore, many states encourage high
occupancy rates through reimbursement
formulas.

Virginia utilizes a 95 percent occupancy
standard for all but five facilities. This oc
cupancy standard is higher than that used
by most states examined for comparison
purposes. An examination of occupancy
rate trends in Virginia indicates that the rate
may have peaked in 1995 at 94 percent. In
each of the years from 1996 to 1998, the
occupancy gradually declined. The rate in
1998 was 91.1 percent. This decline ap
pears to be due to the rapid development of
assisted living facilities. This is not a trend
that the State should impede, as care in
assisted living facilities is generally less ex
pensive than nursing facility care. However,
the trend raises the question of whether the
nursing facilities can still be reasonably held
accountable to a 95 percent occupancy rate,
which reduces their overall level of reim
bursement. Further, an analysis conducted
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for this study indicates that the high-occu
pancy facilities in Virginia as a group tend
to perform more poorly on quality of care
indicators than other facilities.

For Many Facilities, the Net Impact
of the Reimbursement Methodology Is
Considerable Gap Between Approved
Facility Costs and Actual Reimburse
ment. Due in large part because the upper
payment ceilings are based on median val
ues that are outdated and a restrictive oc
cupancy standard, there can be a consider
able gap between a facility's "allowable"
costs and the facility's reimbursement rate.
For example, one facility not in substantial
compliance with federal regulations, re
ceived $116,484 less in reimbursement than
otherwise might have been paid due to the
occupancy standard, and received a net of
$560,299 less in payments atter the appli
cation of the upper payment ceiling for di
rect care costs. This is just one example of
151 facilities (or 63 percent of all facilities)
whose costs are over the direct care ceil
ings.

Factors Related to Controlling Facility
Costs Differ from Factors That Promote
Quality

The analysis for this study indicates that
the factors that are commonly used to con
trol costs differ from the factors that tend to
promote quality. As indicated in the table
below, higher quality care tends to be avail
able in facilities that are small in size and in
non-profit facilities. However, lower-cost
care tends to be more often available in fa
cilities that are large in size and in for-profit
facilities.

The State Needs a "Best Practices"
Review That Utilizes Cost and Quality
Data, to Ensure the Greatest Value for
Reimbursement Dollars Spent

The evidence considered for this review
is somewhat mixed as to the association
between costs and quality. While data show
an association in costs and quality for facili-



Virginia Nursing Facility Characteristics Associated with
Quality of Care and Cost Level

Nursing Facility Quality of Care

LOW CI===.}j.i_.~ HIGH
•._~.,_. __ ....• __. ~ __ ~ ",:,~-;: •. :--.-:" .. , ."M-:,~

HIGH

LOW

• Facilities in northern
Virginia

• Facilities in eastern
Virginia

• For-profit facilities
• Facilities with 120

beds or more
• Facilities with more

Medicaid residents

• Non-profit facilities

• Facilities with 60 beds
or fewer

• Facilities with fewer
Medicaid residents

• Facilities in southwest
Virginia

ties that are below a certain quality tier, many
of Virginia's highest-performing facilities also
have relatively low costs. An examination
of the latter facilities indicates that some of
the reasons for their low costs are not repli
cable at all facilities (for example, many high
quality, low-cost facilities are in southwest
Virginia). However, a more in-depth exami
nation of the facilities may reveal some
management and operational factors that
contribute to high-quality at low cost and that
could be replicated elsewhere. Therefore,
DMAS should examine best practices at
these facilities.

A Certain Level of Complexity in the
Reimbursement Methodology Is Needed,
But Several Approaches to Achieve
Greater Simplicity Need to Be Pursued

A certain amount of complexity is in
herent in a Medicaid reimbursement meth
odology. Some complexity is necessary, for
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example, in order to determine what consti
tutes a reasonable, efficient, and equitable
level of payment to meet the needs of Med
icaid residents in the facilities. However, the
State's current reimbursement methodology
appears to be overly complex, and in some
ways, does not perform particularly well in
setting reasonable, efficient, and equitable
reimbursement ceilings.

DMAS, working with provider groups,
has proposed some changes to the reim
bursement methodology that would help
promote simplicity by reducing administra
tive burdens on DMAS and proViders.
JLARC staff analysis of the DMAS propos
als to change the system is supportive of
many of these changes (the staff assess
ment of these proposals is contained in
Chapter V). Some of the changes proposed
by DMAS would still include overly restric
tive cost controls. However, the goal of
achieving greater simplicity in the reimburse-



ment process should be promoted by DMAS'
efforts to develop one payment methodol
ogy which includes specialized care resi
dents, and eliminating some of the more
routine aspects of cost settlement. The
movement of indirect care costs to a price
based system instead of one that is based
on facility costs should also simplify the sys
tem. In the future, the development of a
system similar to Medicare's payment sys
tem will also simplify the methodology.

Combined Increase from the 1999 and
2000 General Assembly Sessions
Would Range from $23.4 to $53.5
Million, If Report Funding Options
Are Implemented

During the 1999 Session, the General
Assembly provided an increase in funding
to nursing facilities of $21.7 million. Of this
amount, $14 million was dedicated to pro
vide a targeted increase in certified nurse
aide salaries.

Since the 1999 Session, DMAS has
conducted a series of meetings with the
nursing facility providers on the development
of a new Medicaid nursing facility reimburse
ment system. However, during the course
of these meetings, DMAS articulated a view
that the new reimbursement system should
not cost any more than the current system.
Representatives of the providers expressed
their view that the system is inadequately
funded, and therefore changes to the sys
tem that do not address funding needs
would not address what they perceive as a
fundamental problem.

As a result of examining cost and qual
ity of care issues, this report concludes that
the DMAS staff position that the changes to
the system should be revenue neutral is
probably unreasonable. Somewhat en
hanced reimbursement levels appear appro
priate because the State's methodology

VI

does appear to unduly restrict direct care
costs, and because some of the factors that
are emphasized in the methodology are
somewhat counterproductive to quality of
care.

On the other hand, funding increases
that would address issues such as the re
strictive Medicaid cost-controlling mecha
nisms on total occupancy, upper payment
ceilings, and case mix for direct care costs
may be less expensive to the State than has
been thought. The options to achieve one
or more of these goals, as shown in the last
chapter of the report, are estimated to cost
between $1.7 and $31.8 million (about half
of these amounts would be State cost, and
about half federal). In combination with the
increase from the 1999 Session, total fund
ing to the nursing facilities would increase
by $23.4 to $53.5 million if options from the
last chapter of this report are implemented.

The table on the next page shows how
the cost of the JLARC staff funding options
compare to the $104 million in increased
costs that the nursing facilities would like to
have funded. Since the JLARC staff review
focused on the reimbursement methodology
and its relationship to quality of care, some
of the funding items identified by the nurs
ing facilities are not captured by the study
and may need to be considered as issues
that are separate from this report.

In the future, if nursing facilities spend
more in direct care costs, such as to hire
more staff, increase wages of nursing staff,
or to fill vacancies, some of these costs will
be recouped over time through the submis
sion of cost reports and the frequent recal
culation of upper payment ceilings for direct
care based on all facility costs. This will
address some of the funding discrepancy
between the JLARC staff analysis and the
nursing facilities' much higher request for
funds.



Comparison of Virginia Nursing Facility Providers' Funding
Requests with JLARC Staff Funding Analysis

Nursing Facility
Items for Nursing Facility Funding Provider Funding JLARC Staff Funding

Requests Requests· Analysis··

A. Estimate of Medicaid funding shortfall
for general nursing facility payment $32.6 million $1.7 to $31.8 million
due to cost ceilings and occupancy
standard

B. Impact of Medicaid costs of two Addressed by above analysis
percent decline in occupancy between $11.2 million
1997 and 2001

C. Increased staffing costs to implement Some of these costs may be
wage parity from the $21.7 million $18.5 million addressed in the nursing
increase from the 1999 General facility estimate for A.
Assembly

D. Costs to fill documented vacant Some of these costs may be
nursing staff positions $16.5 million addressed in the nursing

facility estimate for A.

Subtotal of funding requests
addressed by JLARC staff analysis $78.8 million $1.7 to $31'.8 million

E. Estimate of Medicaid funding shortfall Not addressed by JLARC staff
for specialized care payment $1.3 million study
methodology.

F. Increased staffing needed for Federal Not addressed by JLARC staff
and state Quality initiative programs $11.4 million study

G. Costs to include additional costs in the Not addressed by JLARC staff
allowable operatinQ costs $2.9 million study

H. Costs to cover therapy costs for No longer applicable, the
Medicaid residents no longer covered $10.2 million federal government restored
by Medicare funds for Medicare payment for

therapies.

Subtotal of funding requests not
addressed by JLARC staff analysis $25.8 million Not applicable

Total Funding Requests . $104.6 million $1.7 to $31.8 million

"The nursing facility provider funding request are based on projected expenditures in certain areas or from 1997 general
nursing facility cost data. An annual inflation factor of 3.5 percent is applied for two and half years to inflate forward for FY
2001.

"-The JLARC staff funding analysis are based on 1997 general nursing facility cost data and DMAS rate setting formula.
An annual inflation factor of 3.5 percent is applied for two years to inflate forward for FY 2001 (the 1997 cost data already
have an inflation factor for FY 1998). Projected funds for hospital-based nursina facility days are included.
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I. Introduction

Chapter l' Introduction

Senate Joint Resolution 463 from the 1999 General Assembly Session requires
that JLARe review Medicaid reimbursement to nursing facilities (see Appendix A).
Nursing facilities are the major providers oflong-term care services. Long-term. care is
an increasingly important and rapidly changing component of today's health care sys
tem. Four out of every ten people turning 65 will use a nursing home at some point in
their lives, and many will need long-term home care as well. The Congressional Bud
get Office projects that the nursing home population will increase 50 percent between
1990 and 2010, double by 2030, and triple by 2050. A variety of social and medical
factors have impacted the need for long-term care services and the concomitant rise in
long-term care costs. These factors include: growth in the population needing long
term care due to increased longevity and an aging society; the diminishing capacity of
families to provide long-term care to family members on a full-time basis; inflation in
health care costs; medical technology which has prolonged life; and the fact that most
individuals are not adequately preparing themselves for retirement, especially for the
potential need for long-term care.

Expenditures for long-term care are steadily increasing. In 1995, the national
average annual cost of nursing home care was $46,000. Most older persons cannot
afford these high rates. Only five percent of the elderly have any private long-term
care insurance because it was not available in their younger years, and was too costly
to afford in their later years. Further, the general private health care insurance cover
age obtained by most individuals does not cover long-term care to any significant ex
tent, and Medicare does not either. Therefore, once their own resources are depleted,
the elderly and disabled must turn to Medicaid to pay for long-term care services.
Medicaid is the dominant source of public financing for long-term care, and expendi
tures are projected to more than double between 1993 and 2018.

In 1996, the nation spent $79 billion for nursing facility care. Of this, the
states and the federal government spent about $47 billion, much ofwhich ($31 billion)
came from Medicaid (about 68 percent of nursing home residents depend on Medicaid
to pay for their care). Medicare still basically covers only short-term nursing home and
home health care after a serious illness or accident. In 1996, Medicare spent $16
billion on these services.

Clearly, one of the most important issues in the nursing industry today is
financing. Because of the growth in community-based alternatives for private paying
seniors and the recent reductions in Medicare payment for nursing facility care, nurs
ing facilities claim they can no longer subsidize low Medicaid reimbursement rates. In
recent months, two large national nursing home chains have declared bankruptcy due
to a variety of reasons, including inadequate reimbursement for nursing facility care.
The state and federal gov:ernments, on the other hand, continue to target cuts toward
Medicaid and Medicare rates for nursing facility care in order to control the growth
rate of long-term care expenditures.
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The level of reimbursement also has implications for quality of care in nurs
ing facilities. The nursing home industry has warned that any further reductions in
already low reimbursement rates will adversely affect their ability to provide quality
care. The federal government has also turned its attention to quality ofcare in nursing
homes through recent reforms in regulations and enforcement, which focus on ways to
improve the quality of nursing facility services.

Therefore, the key questions before State-level policymakers include whether
the methodology used to reimburse nursing facilities appropriately recognizes costs,
and the extent of the compatibility between the goals of nursing facility reimburse
ment cost control and quality assurance. This report addresses these questions through
an analysis of the State's current reimbursement methodology, as well as the factors
that are associated with Virginia nursing facilities' costs, their Medicaid reimburse
ment level, and their ability to provide quality services.

The remainder of this chapter provides an overview of Medicaid payments for
nursing facility services, the current Virginia nursing facility payment system, and
past studies ofVirgjIDa's reimbursement system. Further, the approach and organiza
tion of this study are outlined at the end of this chapter.

MEDICAID PAYMENTS FOR NURSING FACILITY SERVICES

In order to fully understand Virginia's Medicaid nursing facility reimburse
ment system, it is important to examine the significant turning points in the history of
Medicaid funded nursing facility reimbursement in the United States. In addition,
because Virginia's system is viewed by many as a complicated system to understand, a
brief overview of the common characteristics of Medicaid nursing facility reimburse
ment systems must be examined.

Evolution of Medicaid Payment Systems for Nursing Facility Care

Health care issues have continued to escalate in importance since early in the
twentieth century, when the main issue at that time was whether health insurance
should be privately or publicly financed. As time passed and as it became evident that
not everyone could obtain or afford private insurance, Congress took significant action
in 1965. At that time, Congress enacted the Medicare and Medicaid programs, making
health care available to a large number of people who previously did not have health
care coverage. Medicare was established in response to specific short-term health needs
ofthe elderly, and Medicaid was established in response to the perceived inadequacy of
health care for mothers and children receiving public assistance.

The Medicaid program was designed to be funded and administered jointly by
the federal and state governments. This program is administered at the federal level
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by the Health Care Financing Administration (HCFA) and at the state level by a single
designated state agency. In Virginia, the single designated state agency is the Depart
ment of Medical Assistance Services.

The greatest change from the original Medicaid program. has been the growth
of Medicaid's substantial role in long-term care. Medicaid's role in long-term care far
exceeds the Medicare program because Medicare was designed only to pay for short
term, skilled care in nursing facilities. Most nursing home residents require more
long-term maintenance care than short-term rehabilitative care.

Today, most of the Medicaid dollars are spent on the groups with the smallest
numbers-the aged, blind, and disabled. According to HCFA,' an average of 45 percent
of care for persons using nursing facility or home health care in the United States in
recent years is paid for by the Medicaid program.. Because of the continued and pro
jected growth in the costs and numbers of persons requiring nursing facility care, both
the federal and state governments have implemented nursing facility reimbursement
systems designed to control the growth in costs.

Prior to 1980, Medicaid and Medicare reimbursed nursing facilities on a ret
rospective basis, which meant that payment was made after services were rendered
and usually were based on 100 percent of the actual costs. This type ofreimbursement
system was perceived as inflationary with no incentives for promoting efficient deliv
ery ofnursing facility care. In 1980, the Boren Amendment was passed which changed
the reimbursement method for nursing facility services across the country. Under the
Boren Amendment, a state plan for medical assistance was required to provide for the
payment of nursing facility services through the use of rates which were reasonable
and adequate to meet the costs incurred by efficiently and economically operated pro
viders. In order to meet this mandate, most states moved to a prospective payment
methodology. Under prospective payment, providers receive payment, which was set
in advance for a bundle of services without adjustment for actual costs. Prospective
payment, through the use of upper payment ceilings, is designed to offer nursing facili
ties an incentive to reduce costs. An unintended consequence, however, is that nursing
facilities and their provider associations used this amendment to seek higher reim
bursement rates by filing lawsuits against states. Many nursing facilities challenged
the notion in several courts that upper payment ceilings, based on median costs, is a
measure of efficiency.

In 1997, Congress again enacted significant reform legislation. The Balanced
Budget Act was passed which made two major changes that would impact nursing
facility reimbursement: the repeal of the Boren Amendment and the implementation
of the Medicare prospective payment system (PPS). At the requests of the states, the
Boren Amendment was replaced with requirements that states use a public process for
determining nursing facility rates, publish proposed and final rates with methodolo
gies and justifications, and give interested parties a reasonable opportunity to review
and comment on them. This change gave the flexibility for controlling nursing facility
reimbursement levels back to the states.
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Effective July 1, 1998, HCFA moved forward with the requirement that all
Medicare (not Medicaid) reimbursement systems change to 'one uniform payment sys
tem, known as the prospective payment system or PPS. HCFA plans to phase in the
new system for Medicare skilled nursing facility services over four years and they hope
to save $26 billion in Medicare expenses over five years. This new financing option has
concerned nursing facility providers because Medicare funding will no longer be a vi
able funding source to offset low Medicaid reimbursement rates. Medicare payments
to nursing facilities are projected to decrease 17 percent a year.

The Medicare PPS is similar to the diagnostic related groups (DRGs) pay
ment system that is used for hospital reimbursement, which pays per case and is based
on a patient's diagnosis or care needs rather than a set rate per day. Unlike the past
Medicare nursing facility payment system, which pays the same amount per resident
based on each facility's average costs, the new system pays different amounts for resi
dents of the same facility based on each resident's resource needs. Residents will be
assessed using a case mix system called Resource Utilization Groups (RUGS-III); a
common classification method that classifies residents based on nursing resource needs.
For example, nursing service payment amounts in the PPS system are three times
higher for bed-ridden, severely ill patients needing a variety of therapies than for am
bulatory patients who need only post-hospital monitoring and surgical wound treat
ment.

In addition to controlling costs, the federal and state governments have also
beep concerned with quality of care. Two major pieces offederal legislation related to
nursing facility quality ofcare are the passage ofthe Omnibus Reconciliation Act (OBRA)
of 1987 and recent legislation passed in 1998. OBRA '87 included nursing reform leg
islation, which required facilities to meet requirements for staffing, provision of ser
vices, facility standards, administrative management, and other health and safety stan
dards in order to participate in the Medicare and Medicaid program. However, many
critics felt that these regulations were weak and not uniformly enforced across the
states.

Therefore, in the summer of 1998, the Clinton administration announced a
series of new penalties, inspections, and. oversight designed to target facilities that
provide poor quality of care and states with weak. regulations. The rules are particu
larly aimed at preventing the most prevalent indicators of poor quality of care: nutri
tion problems, dehydration, and bedsores. The rules will be enforced with more fre
quent inspections at non-routine times and for repeat offenders.

Future Changes for Medicaid Nursing Facility Reimbursement

Federal Medicaid officials do not appear to be ready to go on record that a
single price-based Medicaid payment system which links payment directly to the care
needs of the residents, similar to Medicare's PPS, is on the forefront. However, the
federal government appears to be following a pattern similar to the implementation of
DRGs for hospital reimbursement. With DRGs, the federal government implemented
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a price-based hospital reimbursement methodology for Medicare-funded stays for sev
eral years. Once the federal government was convinced that the DRG system worked
with the Medicare program, it began encouraging states to implement it for Medicaid
funded hospital stays.

In terms of Medicaid-funded nursing facility care, federal actions over the
past decade provide a strong indication that a single uniform payment system for Med
icaid reimbursement is likely. Actions which have laid the groundwork for such a
requirement include the implementation of uniform resident assessments, develop
ment of uniform. case mix methodology, and computerization of resident assessment
data. Another indicator that HCFA is at least considering the feasibility of a uniform
Medicaid reimbursement methodology in the future is that they are currently funding
a multi-state nursing home case-mix payment and quality demonstration project whose
purpose is to design, implement, and evaluate a combined Medicare and Medicaid nurs
ing home payment and quality monitoring system.

The groundwork for a transition to a uniform. Medicaid nursing home reim
bursement methodology has already taken place. The first step was when HCFA re
quired all states to implement one uniform comprehensive assessment to be completed
for all oftheir Medicare and Medicaid residents ofnursing facilities. This requirement
occurred in 1989 when HCFA required all states to replace state assessment forms
with the federal assessment form, known as the Minimum Data Set or MDS. The
result of this requirement is that all residents in nursing facilities across the country
were assessed for their care needs in the same manner, and uniform data were being
collected for future reimbursement and quality of care initiatives.

Once the MDS was implemented, the groundwork was laid for the develop
ment ofa federally-designed case mix methodology. Case mix is a method ofcategoriz
ing residents based on their medical conditions and expected need ofnursing and therapy
resources. HCFA has been testing a MedicaidIMedicare case-mix based nursing facil
ity payment and quality monitoring system in a core set of states for almost a decade.
This system utilizes the comprehensive MDS assessment to capture resident-specific
information for payment rates and quality indicators, and a common classification
method, known as Resource Utilization Groups, Version III (RUGS-lID, to classify
residents based on nursing resource needs. This is the same case mix classification
scheme that is the critical component of the new Medicare PPS system. While there
has not been a requirement for all states to adopt this case mix system, most states
that have recently developed, or are in the process of developing new nursing home
reimbursement systems have adopted the federally-designed case mix system. Vir
ginia plans to adopt this system in the new Medicaid nursing facility reimbursement
payment system that currently is under development.

The next step for implementing a uniform reimbursement system was when
HCFA required all nursing facilities that receive Medicaid or Medicare nursing home
payments to computerize their residents' MDS assessment data so that there would
be, in the future, a national database for reimbursement and patient outcome data.
Most states began this requirement in tandem with the implementation of the MDS in
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1989. Beginning in July 1998, HCFA took an additional step by requiring that all
completed MDS assessments on Medicaid and Medicare nursing home residents, com
puterized at the nursing facility level, had to be transmitted to HCFA through a state
office.

The final step, which has yet to occur, would be for HCFA to require the states
to adopt one uniform nursing reimbursement system for Medicare and Medicaid. This
step may be several years away while the federal government corrects implementation
problems with the new PPS system. Early indications show that there are a variety of
problems with the new system, including the adequacy of payment for ancillary ser
vices, such as physical and rehabilitative therapies.

It .is evident from reviewing the evolution ofMedicare and Medicaid payment
systems for acute and long-term care services that the federal government will most
likely continue to move away from a prospective system that is based on costs to a
prospective system that is based on price and is linked to the care needs of the resi
dents. This will be particularly true if the evidence indicates that they can. better
control escalating costs by using this approach. Because of this and the recent federal
change, which repealed the Boren Amendment, states that are in the process of evalu
ating or changing their reimbursement systems should ensure that their changes comple
ment the changes that are being implemented by the federal government~

Common Characteristics of Nursing Facility Medicaid Reimbursement
Systems

At the present time, the federal government provides the states with great
flexibility to develop their own Medicaid reimbursement methodologies, as long as they
conform to federal laws and regulations. Consequently, there is no requirement that
states develop and use a single payment methodology for all facilities providing nurs
ing facility services. Even though most payment systems can be categorized in general
terms, the specific methodology varies from state to state and may even vary between
providers and provider types. In addition, the level ofpayment for nursing facility care
varies from state to state.

Most current nursing facility reimbursement systems can be categorized into
three groups: (1) prospective, (2) retrospective, or (3) a combination of both. Prospec
tive payment methods set the Medicaid rate in advance for a bundle of services, by
setting a flat rate for groups of facilities or by setting rates for each specific facility.
These rates are usually based on facilities' historical costs and are projected forward
based on historical trends to meet anticipated expenditures for the upcoming year.
Retrospective payment is based entirely on actual costs. Under this method, states
make interim payments throughout the year. At the end of the year, there is reconcili
atiqn between the interim payments and the facility's actual allowable costs. Accord
ing to an Urban Institute survey, 46 (including Virginia) of the 50 states have some
type of prospective system to pay nursing facilities. In addition, the study found that



Poge7 Chopter L- Introduction

over half of the states are adjusting their rates based on the characteristics and care
needs of their residents (case mix reimbursement).

For Medicaid rate setting purposes, all allowable nursing facility costs must
be aggregated into cost categories. While there are no universal rules for cost catego
ries, most states have components for direct patient care costs, indirect operating costs,
and capital costs. The direct care costs generally include those expenses directly asso
ciated with patient care, such as nursing and other direct care staff salaries and ben
efits. If a state has a case mix system, it is the direct patient care category that is
adjusted for the severity of the residents served.

The indirect operating cost category is also related to resident care, but not as
closely as nursing services. Costs usually include dietary services, laundry and linen
services, housekeeping, central services and supply, social services, and administra
tive costs. Capital costs are the portion of the Medicaid per diem rate that includes
costs associated with construction, acquisition or lease of land, buildings, or equip
ment used for resident care in a nursing home.

State Medicaid provider rates can have a critical impact on stimulating or
reducing supply and demand for nursing facility services. Medicaid programs have
been making major efforts to control the growth in nursing home reimbursement rates.
States have a variety of methods for constraining costs, including:

• Upper payment ceilings - a predetermined rate that sets the upper limit
of reimbursement for a cost category. Most ceilings are set at a percentage
over the median costs (where 50 percent of the costs are higher and 50 per
cent of the costs are lower) for a group of facilities.

• Efficiency incentives - an add-on to a facility's reimbursement rate as a
reward for controlling costs below the payment ceiling.

• Occupancy rate - calculated as the ratio of a nursing home's average daily
census to its total number of beds and expressed as a percentage. Most
states adjust reimbursement if facilities do not meet a certain occupancy
level.

The most striking trend across the nation for nursing facility reimbursement
has been the increase in the number of states using case mix reimbursement methods,
which pay on the basis of "patient acuity" or patient care needs, to account for differ
ences in the costs of providing for those needs. More than half of the states are using a
case mix system. Many are utilizing the federal case mix system, known as RUGS-III.
The intent of case mix systems is to improve access for heavy care patients, enhance
quality of care, increase facility efficiency, and more fairly reimburse facilities on the
basis ofpatients admitted. A case mix system, however, can have a negative impact on
quality of care if facilities allow patients to become more debilitated in order to maxi
mize revenue. According to the early developers of the RUGS-III system, it was care-
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fully designed to minimize these negative quality of care incentives. The developers
also emphasize that it is essential to link quality assurance monitoring with this reim
bursement system.

The most difficult part of understanding a state's nursing facility reimburse
ment system is the complex methodology states utilize to move from the submission of
cost report data by a nursing facility to the development of their final Medicaid reim
bursement rate. Part of the complexity ofthe reimbursement algorithm is the series of
steps that are necessary to array costs into cost components and then to adjust these
costs or limit these costs by Medicaid patient days, payment ceilings, occupancy stan
dards, inflation, and case mix factors. In Virginia, the reimbursement methodology
utilizes a series of calculations even before the final Medicaid rate-setting formula is
applied, which is still over 30 steps. Exhibit 1 simplifies the rate-setting process by
illustrating seven general steps that most states incorporate into their methodology
for determining Medicaid reimbursement rates. Virginia's Medicaid nursing facility
reimbursement methodology follows these general steps.

,..-----------------;, Exhibit 11~·-----------------,

Seven General Steps for Determining the
Medicaid Reimbursement Rates for Nursing Facility Care

Step 1: Nursing facilities submit annual cost reports to the Medicaid agency.

Step 2: The Medicaid agency reviews the cost reports and makes adjustments so
that only Medicaid allowable costs are included.

Step 3: The Medicaid agency divides costs by Medicaid resident days, which may
be adjusted by an occupancy rate factor, to determine costs per day.

Step 4: The Medicaid agency arrays allowable costs, usually into direct, indirect
operating, and capital cost categories, and applies some upper limit or
ceiling to the operating costs. The operating cost ceilings are usually
grouped by similar facilities or "peer groups," such as bed size or
geographic location. Facilities under the ceilings may receive an efficiency
incentive.

Step 5: States may apply a case mix factor, which is based on the nursing
resources required of the facilities' residents, to the direct patient care
operating cost category only.

Step 6: States may apply an inflation factor to the cost components in order to trend
the costs forward and set the prospective rates.

Step 7: States may provide some level of cost settlement in order to recognize
retrospectively inordinate costs for the nursing facilities.

Source: JLARC staff analysis of state regulations for nursing facility reimbursement and other articles on Medicaid-funded
nursing facility reimbursement systems.
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VIRGINIA'S MEDICAID NURSING HOME REIMBURSEMENT SYSTEM

In Virginia, the single state entity to administer the Medicaid program is the
Department ofMedical Assistance Services (DMAS). Virginia has received recognition
over the years for its commitment to developing home and community-based care al
ternatives to nursing facility care. According to a 1996 report on state long-term pro
files that was sponsored by the federal Administration on Aging, "Virginia has one of
the more balanced long-term care systems and it has slightly improved its position
since 1992." In the context of the report, "balanced" means in terms of the State's
commitment to home and community based services and control over the growth of
nursing facilities. However, once a person enters a nursing facility, Virginia is ranked
as one of the lowest in the nation in terms of Medicaid reimbursement.

Throughout this report, Virginia's nursing home reimbursement level and
methodology will be compared with neighboring states as well as states that have
already implemented the federal case mix system (RUGS-III). This section will pro
vide trend data to illustrate Virginia's nursing facility payments over time and a brief
overview of the components of Virginia's current nursing facility reimbursement sys
tem.

Virginia Medicaid-Funded Nursing Facility Services Annual Percent Increase
in Recent Years Is About Three Percent

The overall Medicaid budget in Virginia for Fiscal Year (FY) 1998 was $2.3
billion, 48.4 percent of which are State general funds; the remainder is federal funds.
Virginia's Medicaid program has been the primary funding source for long-term care
services since its inception in 1969. In 1998, the Virginia Medicaid program paid over
$750 million for 43,000 individuals receiving long-term care services. Most of this
spending was for care received in a nursing facility or other institutional settings.

The growing costs of nursing facility care has always been a concern for
Virginia's State-level policy makers. Medicaid payments for nursing home services
have increased 121 percent from FY 1986 to FY 1998, from $185.5 million to $409.9
million (see Figure 1). Also shown in Figure 1, the average Medicaid day was $45.70,
and in FY 1998 it was $78.12. The average annual payment per Medicaid day has
increased. In FY 1986, the average payment per rate of increase across these years
was about 4.4 percent. During just the period from FY 1991 to FY 1998, the average
annual rate of increase was 3.1 percent.
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Payments for Medicaid-Funded
Nursing Facility Services in Virginia
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Virginia's Current Nursing Facility Reimbursement System Has
Two Separate Payment Methodologies

Virginia's current nursing facility reimbursement system consists oftwo sepa
rate payment methodologies that reimburse nursing facilities for providing services to
Medicaid residents. The first is a prospective payment methodology, which is used for
the general Medicaid nursing home population. The second is a reimbursement meth
odology for specialized care residents. Specialized care residents have care needs that
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are medically complex, and therefore require access to more expensive nursing facility
resources. Examples of specialized care residents include patients who require me
chanical ventilation, ongoing intravenous medication or nutrition medication, or com
prehensive rehabilitative therapy services.

General Nursing Facility Reimbursement Methodology. The general
reimbursement methodology was implemented by the Virginia Medicaid program in
October 1990. Virginia utilizes a combination of retrospective and prospective meth
ods for setting Medicaid nursing facility reimbursement. The retrospective portion of
the rate is for capital, while the prospective rate is for operating costs, which includes
direct patient care and indirect patient care costs. This methodology is intended to
provide incentive payments to efficiently operated nursing facilities, and it contains
payment limitations for those nursing facilities operating at higher costs. Exhibit 2
summarizes the major characteristics of this payment system.

Virginia utilizes three cost centers for setting reimbursement rates: direct
patient care operating, indirect care operating, and plant. Some additional costs, such
as Nurse Aide Training and Competency Evaluation Program (NATCEP) costs and
costs for conducting a criminal check are added to the final reimbursement rate.

The general nursing facility reimbursement methodology also includes a case
mix system, called the Patient Intensity Rating System, or PIRS. PIRS utilizes a simple
grouping scheme, which categorizes residents based on their conditions or "patient
acuity" and expected need of nursing and therapy resources. With PIRS, a measure of
each resident's care needs is derived based on an assessment of their ability to perform
basic personal care activities - such as bathing, dressing, eating - known as activities
of daily living, or ADLs. This evaluation is used to rate the resident's personal care
and health care needs on a scale ranging from zero (light needs) to 12 (severe or heavy
needs). Based on this assessment, residents are grouped into the following three classes
of care:

(1) Class A - Routine I: This category is used to describe residents whose level
of impairment is considered light due to an ADL score of 0 to 6.

(2) Class B - Routine II: This category is used to describe residents whose
level of impairment is considered moderate due to an ADL score of 7 to 12.

(3) Class C - Heavy Care: This category is used to describe residents whose
level of impairment is considered high due to an ADL score of 9 or more
and the presence of special care needs (such as daily wound care, nutri
tional deficiencies, paralysis benefiting from rehabilitation, quadriplegia,
or a diagnosis of multiple sclerosis).

Each class is assigned a nursing resource cost, which measures the amount of
nursing time a typical patient assigned to that class may require. For example, the
cost of caring for Class A residents, on average, has been established at 67 percent of
the daily nursing costs for the average nursing facility resident. For Class B, the rate
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lEXhibit 2:
Characteristics of Virginia's Current

Medicaid Nursing Facility Payment Systems
General Nursing Facility Specialized Care

Characteristies Payment System Payment System
Date System Established October 1990 October 1990. revised December 1996

Date System Last October 1990 December 1996
Adiusted to Reflect Costs
1997 Cost Data

Number of Providers 239" 40
Average Per Diem

$338.88Reimbursement $73.17
Total Reimbursement $453.702.995.... $13.703.568
Number of Medicaid

Patient Davs 6,201,018 40,438
··:·?:~:~tf:~c:.: -.0 ::~~: .• Components of Vlrglnla.'sMedlcaid Payment System~

~< . •·c.····

Direct Patient Care Includes nursing salaries and benefits. supplies. Same, excluding ancillaries which are
Costs medical director, phannacy. consultant tees. paid on a pass-through basis.

oxygen. nutrientltube feedings, and ancillaries
(physical. occupational, and respiratory therapies
and non-prescription drugs)

Pays the lower of the facility's costs or the payment Same. except geographically adjusted
ceiling (set at median......) established for peer by HCFA wage index based on MSAs.
aroup (based on three aeoaraDhic areas)

Indirect Operating Includes administrative and generaJ, dietary, Same
Costs housekeeping, laundry, plant operations and

maintenance. medical records. quality assurance,
social service, patient activity, educational activity.
nursing administration, and home offtce

Pays the lower of the facility's costs or the payment Same. except geographically adjusted
ceiling (set at median""·) established for peer by HCFA wage index based on MSAs.
group (eight groups, based on two geographic
areas and four bed sizes)

Plant or Capital Costs Includes depreciation and interest, lease/rental, Same
taxes and insurance

Retrosoectivelv adiusted. depreciation recaptured Same
Occupancy Standard Applied to direct patient care, indirect operating, Applied to capital cost in pediatric unit.
Applied and plant. Standard is 95 percent for facilities with Standard is 70 percent.

bed size over 30: 85 percent for those under
Case Mix Adjustments Adjusts Direct Patient Care only, based on three Adjusts Direct Patient Care only, based

aroupinas of residents on RUGs-III. 44 aroupinas of residents
Efficiency Incentives Paid on a sliding scale up to 25 percent of the Pays only one efficiency incentive for

difference between allowable direct and indirect combined cost categories of direct and
costs and the payment ceilinas indirect.

Inflation Adjuster Ceilings and costs inflated annually with VA- Same
Applied specific DRllMcGraw Hill Nursing Home Market

Basket Index
* Excludes hospital-based nursing facilities because 1997 cost data has not been submitted to DMAS. -Potential reimbursement for fiscal
year 1998.

-*In 1990, DMAS made an initial adjustment which set the direct care median at 106 percent and the indirect care median at 105 percent.

Sources: JLARC staff analvsis of DMAS nursinq facility reimbursement requlations (12VAC30 90-20-330) and 1997 nursina facility cost data.
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is 109 percent, and for Class C, it is 164 percent. Using these resource figures, D:MAS
creates a facility case mix score for each provider. Each facility's case mix score is then
divided by the average nursing resource measure for the entire State. This standard
ized or "normalized" index determines whether the residents in a given facility are
more or less costly to care for than the State average. With the standardized facility
index, DMAS adjusts the direct care portion of the nursing facility's operating rate.

Virginia controls nursing facility costs through a variety ofmethods including
upper payment ceilings, efficiency incentives, and occupancy standards. All of these
factors are designed to maintain a "budget neutral" financing system. In addition,
DMAS' infrequent "rebasing" or recalculation of costs to determine whether payment
ceilings require adjustments indirectly has a cost control impact.

Specialized Care Nursing Facility ReimbursementMethodology. When
DMAS designed its PIRS case-mix methodology and payment system in 1990, it did
not include those patients whose care needs were so labor intensive that they could not
be classified easily into one of the other three case mix classes. The reimbursement
levels for these residents were set and reimbursed separately. Because there was little
or no historical data on the costs for serving this level of residents, DMAS arbitrarily
established rates, and these rates proved to exceed costs. Exhibit 2 summarizes the
major characteristics of this payment system and the similarities and differences be
tween this system and the general nursing facility payment system.

Due to the attractive payment rates for residents receiving specialized care
and the lack ofclear criteria defining which nursing home residents qualify for special
ized care rates, nursing homes began shifting more of their heavier care (Class C)
residents into the specialized care category. According to a recent DMAS report, this
resulted in a dramatic increase in expenditures, utilization, and provider participa
tion. Program statistics show that the total expenditures increased from $3.6 million
in FY 1993 to over $21 million in FY 1996.

Therefore, to address the lack of clear criteria and escalating costs, DMAS
revised its specialized care reimbursement system in 1996 by implementing a system
similar to the general reimbursement system. The main difference was that the direct
care operating costs were adjusted by the patient intensity factor determined by the
federal model for the Medicare case-mix reimbursement system, known as RUGs, rather
than the PIRS methodology. Total reimbursement for specialized care under this new
methodology decreased to $14 million based on 1997 cost reports.

PAST STUDIES OF vmGINIA'S MEDICAID
NURSING FACILITY REIMBURSEMENT SYSTEM

This section will summarize the past studies of the Medicaid reimbursement
system. There have been five major studies of Virginia's Medicaid nursing facility
reimbursement system over the past 20 years. All studies have been in response to the
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growing utilization and costs of nursing facility care. A brief description of the past
studies provides a framework for current analysis and a historical perspective of the
issues. The five studies include: two early studies by DMAS to develop the current
PIRS methodology; two studies conducted by JLARC at the request of the 1977 and
1990 General Assemblies; and the most recent study completed by DMAS, at the re
quest of the 1997 General Assembly.

JLARC's 1978 Study of Medicaid Nursing Facility Reimbursement

JLARC conducted two comprehensive studies of Virginia's nursing facility
reimbursement system in 1978, and again in 1992. Both studies focused on the impact
of the rising costs of nursing home reimbursement on the Commonwealth's budget.

JLARC first reported on the status of long-term. care in Virginia in 1978. At
that time, there were serious concerns about the quality of care in nursing facilities,
Medicaid payment rates were found to need revision, and there was a lack of adequate
cost controls. In addition, the 1978 study found that rapid growth in the nursing home
industry had been fostered at the expense ofefficiency in many cases. At that time, the
State was using a retrospective reimbursement system. This system was criticized as
inflationary because nursing homes were reimbursed at 100 percent of their allowable
costs. As a result, recommendations were made to establish a reimbursement system
that encouraged efficiency in the delivery of nursing home services.

DMAS' 1986 Study of the Virginia Medicaid Nursing Facility
Reimbursement System

The 1985 General Assembly requested this study because a legislative and
provider task force had identified several problep .s that the members felt necessitated
a change in the Medicaid nursing home reimbursement policy. The task force identi
fied the following issues:

• The Medicare prospective payment system appears to be causing earlier
discharges from hospitals, and 'consequently, more severely ill patients are
entering nursing homes.

• The current Medicaid reimbursement formula does not account for quality
of care factors, especially in relation to patients requiring heavy care.

• The Medicaid reimbursement system does not contain incentives to accept
heavy care indigent patients.

• The items on Medicaid's assessment form may not accurately reflect the
needs of patients or may not be valid indicators of nursing resource utiliza
tion.
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• Annual adjustments to reimbursement rates do not take into account in
creased expenses as the overall patient population becomes more severely
impaired.

• There is a disparity among nursing homes in staffing levels and services
provided.

The task force recommended that an independent study be carried out to in
vestigate these issues and to develop a case-mix reimbursement system, which would
reimburse nursing facilities consistent with resident requirements. DMAS contracted
with the Virginia Center on Aging at Virginia Commonwealth University to conduct
this study. The Virginia Center on Aging used nursing facility resident data main
tained by DMAS and their own time and motion study to develop a case-mix system for
nursing home reimbursement. They developed a six-class case-mix system that first
categorized residents on whether or not they required special nursing care, and then
further categorized residents based on their ability to perform activities ofdaily living.
This case-mix system, as designed, was not adopted by DMAS. It did, however, form
the basis of the next DMAS study on nursing home reimbursement and PIRS.

DMAS' 1988 Study of the Nursing Facility Reimbursement System

In 1986, the Board of Medical Assistance Services requested DMAS to con
duct a review of all Medicaid providers' reimbursement systems, including nursing
facility reimbursement. DMAS contracted with KPMG Peat Marwick to conduct the
series of reimbursement studies.

For the nursing facility reimbursement system, the contractor refined the
Virginia Center on Agin~s case-mix system and developed a simplified patient class
structure that retained key distinctions that explained differences in nursing resource
use. Their refinement reduced the Virginia Center on Aging's six case-mix classes
down to three classes. These three classes and their nursing resource costs form the
basis of the current Patient Intensity Rating System (PIRS). The measure used for the
amount ofnursing resources each ofthe three classes ofresidents require is based on a
1987 Maryland time and motion study.

In addition to developing the final case-mix methodology that became the frame
work ofPIRS, the contractors also developed the prospective cost nursing facility reim
bursement system, which became effective October 1990.

JLARC's 1992 Study of Medicaid Nursing Facility Reimbursement

Between the time of the 1978 and 1992 JLARC studies, DMAS made a num
ber of improvements to the nursing facility reimbursement system. Nursing facility
rates were established prospectively with payment ceilings to limit the amount of re-
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imbursement a facility could receive from the Medicaid pr~gram. In addition, to im
prove access for those Medicaid recipients with substantial care needs, an adjustment
was made to each nursing home's Medicaid reimbursement rate based on the intensity
of nursing resource needs of the facility's Medicaid population.

In 1991, JLARC was directed by the General Assembly to conduct a compre
hensive study of the State's Medicaid program. The study resolution was passed in
response to legislative concerns about the rapidly increasing costs of Medicaid in Vir
ginia, especially in the area of long-term care services. The 1992 JLARC study found
that $312 million (55 percent of the total expenditures on long-term care) were spent
for nursing home care. For nursing homes, average annual spending growth had been
slightly more than nine percent. The study noted that the increases appeared to be
partly related to the fact that Medicaid is paying for a greater number of days of nurs
ing home care due to a growth in the number of recipients.

This study found that the nursing facility reimbursement system, which was
implemented in 1990, was well designed and appropriately considered most of the key
factors that influence costs. Moreover, the study found one effect of establishing pay
ment ceilings is to slow the growth of nursing home expenditures.

The study found three problems with the nursing reimbursement system. First,
the system did not adequately account for the higher operating costs faced by the smaller
nursing homes. Second, the payment ceilings are not based on accepted measures of
efficiency in the nursing home industry. And third, the reimbursement rates do not
reflect the costs nursing homes face due to legislation requiring criminal records checks
and protection of employees from blood-borne pathogens. The three recommendations
and DMAS' subsequent actions on each recommendation are listed in Exhibit 3.

DMAS' 1998 Study of Issues Regarding Medj ~aid Nursing Facility
Reimbursement

The 1998 General Assembly, through Senate Joint Resolution 120, directed
DMAS to study issues regarding the current Medicaid nursing home reimbursement.

DMAS was requested to study:

• what factors are contributing to changes in Medicaid reimbursement levels
in freestanding nursing homes;

• the current nursing home reimbursement policy, including the appropriate
ness of the 95 percent occupancy standard; and

• the appropriateness of remodeling the formulas for predicting bed need lev
els and occupancy rates.
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.----------------4:Exhibit 3\..-----------------,

JLARC's 1992 Nursing Home Reimbursement
Study Recommendations and DMAS' Actions

JLARC Recommendation
Recommendation (1). The Department of Medical
Assistance Services should make adjustments to its
reimbursement system to account for the higher indirect
costs that smaller nursing facilities experience. The
Secretary of Health and Human resources should report
the details of the adjustment methodology and its impact
on Medicaid nursing home expenditures to the Joint
Commission on Health Care prior to the 1994 session of
the General Assembly.

Recommendation (2). The Joint Commission on Health
Care may wish to consider ensuring that current efforts to
develop efficiency standards for the nursing home
industry are coordinated so that the work of the
Department of Medical Assistance Services is not
duplicative or at odds with the findings being developed
by the Virginia Health Services Cost Review Council.

Recommendation (3). The Department of Medical
Assistance Services should develop a methodology for
determining the costs of Virginia's requirements
regarding the use of criminal record checks and
protection of nursing home employees from blood-borne
pathogens. This methodology should be used to
determine the amount of any rate adjustments reqUired.
These findings should be reported to the Secretary of
Health and Human resources by March 1993.

DMASAction
Effective July 1995, existing indirect peer
group ceilings of nursing facilities were
adjusted to account for increased funding
for smaller licensed nursing homes.
Indirect ceiling adjustments for homes with
bed size 1 to 30 were adjusted by $1.89;
31 to 50, $1.28; 61 to 90, $0.62; and

. homes with beds over 90 do not receive
any adjustments.

This recommendation is no longer
applicable because the Virginia Health
Services Cost Review Council and most of
its activities that may have been
duplicative of DMAS have been eliminated.
The Council has been replaced with the
Virginia Health Institute.

In 1993, DMAS requested funds to
reimburse nursing facilities for costs
incurred to meet the criminal records check
requirement (FY 1994: $66,000). In 1995,
DMAS requested funds to reimburse
nursing facilities for costs to implement
federal OCCupational Safety and Health
Administration rules to reduce employee
exposure to communicable viru~ and
other blood-borne diseases. (FY 1995:
$1.1 million; FY 1996: $1.1 million)

Source: Jl.ARC's 1992 study, Medicai~FinancedLong.Term Care services in Virginia:.. DMAS' annual report, The Statistical
Record of the Virginia Medicaid Program, State Fiscal Year 1998; Medicaid regulations, 12VAC30-90-41.

D:MAS contracted with CHPS Consulting (CHPS) to conduct the study. A sum
mary of the study recommendations concerning Medicaid reimbursement levels and
occupancy standards are presented in Exhibit 4. Recommendations for the third com
ponent of the study were excluded because of their limited application to this study.

The nursing facility industry was not satisfied with the outcome of DMAS'
report because they were not part of the evaluation process and it did not address the
issue of whether the level of reimbursement to nursing facilities was adequate. This
dissatisfaction led to the development of the current JLARC study mandate.
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:Exhibit 4:

Selected Recommendations from DMAS' Study
of Medicaid Nursing Home Reimbursement

Changes in Medicaid Reimbursement Levels
(1 ) Consider eliminating the efficiency payment on direct patient care so that a more rational

incentive would be provided in managing nursing facility costs. Continue the efficiency
incentive payment in the indirect operating cost category.

(2) Consider eliminating the automatic payment of inflation using the DRI/McGraw Hill Virginia-
specific Nursing Home Basket Index.

(3) Consider usina a patient classification system other than the PIRS.
(4) Examine the geographic peer groupings currently used in the reimbursement methodology

for direct patient care costs and indirect care costs.
(5) Analyze facility licensure, Medicaid certification, and Medicaid regulations in relation to

participation and payment methodology of small nursing facilities.
(6) Consider redesignino the nursing home reimbursement system.
(7) In the future, consider developing a reimbursement system that incorporates outcomes or

good Quality of care incentives.
(8) In the long-term, consider developing a waiver so that the State could contract for bed.days in

nursing facilities based on the lowest bid.
Study of Occupancy Standards

(1 ) Maintain the occupancy standard at 95 percent for calculating the direct patient care
operating component, the indirect care operation component, and the capital rate occupancy
rate component.

(2) Conduct further study regarding other ideas to potentially create more competition in
Virginia's nursina home industry.

Source: Study of Issues Regarding Medicaid Nursing Home Reimbursement, prepared by CHPS Consulting for DMAS.
November 1998.

JLARC REVIEW

Senate Joint Resolution (SJR) 463 directed JLARC to examine the Virginia
Medicaid program's methodology for determining nursing facility reimbursements. SJR
463 specifically directs JLARC's review to include:

• a comparison ofVirginia's approach to nursing facility reimbursement with
the approach of other states;

• the adequacy of reimbursement levels for providing quality care;

• options for simplifying the nursing home reimbursement process;

• the extent to which patient acuity levels are factored into current and pro
posed reimbursement approaches; and

• other issues as may seem appropriate.
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This section provides an overview of the study issues and the research activi
ties used in this study.

Study Issues

In order to meet the requirements of the study mandate, this review of the
Medicaid nursing facility reimbursement system was designed to address four ques
tions:

1. Is Virginia's level ofMedicaid reimbursement to nursing facilities adequate
and does it promote quality of care?

2. How does Virginia's Medicaid nursing facility reimbursement system com
pare with other states?

3. Are there ways to simplify Virginia's Medicaid nursing home reimburse
ment system?

4. Should Virginia change its current methodology for assessing patient acu
ity levels and their impact on the level of nursing home reimbursement?

Research Activities

To evaluate the Medicaid nursing facility reimbursement system and possible
changes, JLARe staffconducted four primary research activities: (1) structured inter
views; (2) document reviews; (3) a nursing facility provider survey; and (4) an analysis
of several data files. This research was completed between March and November, 1999.

Structured Interviews and Attendance at DMAS.Sponsored Provider
Meetings. Interviews were conducted with a variety of State staff, nursing facility
provider staff, and others in order to fully understand Virginia's Medicaid nursing
facility reimbursement system and its association with the provision of quality ser
VIces.

Interviews were conducted with DMAS staff in order to understand the cur
rent nursing facility reimbursement system, assess any concerns with this system,
and monitor any proposed changes to the nursing facility reimbursement system. In·
terviews were conducted with Virginia Department ofHealth (VDH) staff on such top
ics as the MedicarelJ.\tIedicaid nursing facility survey process and quality of care issues.
Additional interviews were conducted with Joint Commission on Health Care staff to
monitor their study on nursing facility staffing and its impact on quality of care.

In order to meet the study mandate, which required JLARe staff to consult
with interested provider organizations, ongoing interviews were conducted with staff
from the Virginia Health Care Association, the Virginia Association ofNon-Profit Homes,
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and the Virginia Hospital and Health Care Association. In addition, JLARC staff at
tended the monthly meetings of the Nursing Home Provider Work Group to monitor
the discussions concerning DMAS' proposed changes to the nursing home reimburse
ment system. At these meetings, DMAS staff identified numerous preliminary propos
als for changing the reimbursement system. .

In order to gain the federal perspective, telephone interviews were conducted
with staff of the federal Medicaid agency, the Health Care Financing Administration
(HCFA) concerning nursing facility reimbursement and any future proposed changes.

Document Reviews. JLARC staff reviewed a wide range of documents con
cerning nursing facility reimbursement and quality of care issues. These documents
included Virginia, federal, and other state documents, such as the Medicaid State Plan,
federal and state nursing facility regulations, and provider memoranda. DMAS pro
vided JLARe staff with a substantial amount of research material that was utilized to
complete this study. In addition, several studies on nursing facility reimbursement,
case-mix systems, and quality of care issues were reviewed.

Nursing Facility Provider Survey. While most of the JLARC staff's con
tacts with the nursing home industty were through the three nursing facility associa
tions, which represent most of the nursing facilities in Virginia, it was also important
to solicit input directly from the nursing facilities. This input was needed because the
nursing facility associations cannot fully represent the diverse interests of their mem
bers, nor can they be expected to have detailed knowledge about the operations of their
members.

Therefore, during the summer of 1999, a survey was mailed to all administra
tors of the 249 Medicaid participating nursing facilities. The response rate for the
survey was 83 percent (206 facilities). The survey asked the nursing facility adminis
trators what impact, if any, Medicaid's level of reimbursement has had on their ability
to provide quality services to their residents. In addition, the survey asked for their
input on potential options for simplifying or changing the Medicaid nursing facility
reimbursement system.

Data Analyses. In order to address the study issues regarding the adequacy
of Medicaid nursing facility reimbursement and its association with quality of care,
two data files were requested from D"MAS and one data file was requested from the
Virginia Department ofHealth. Previous state and national studies ofnursing facility
reimbursement issues and their implication for quality of care were limited because
data were not readily available on both reimbursement and quality of care issues. In
Virginia, comprehensive data on Medicaid nursing facility reimbursement and quality
of care indicators exist, but because they are maintained by two separate State agen
cies, DMAS and VDH, they have never been analyzed together. JLARC staff merged
the departments' databases together, using the nursing facilities' Medicaid provider
number, to develop a comprehensive database of nursing facility characteristics and
costs, Medicaid reimbursement, resident nursing resource needs, and outcomes of the
VDH's annual licensure and survey visits. This combined database allowed JLARC
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staff to analyze the characteristics and factors that impact nursing facility costs and
Medicaid reimbursement, and whether these same factors are associated with quality
of care. Each of the three databases that were merged are briefly described below.

First, DMAS' 1997 nursing facility cost report data is the most recent cost
data available for Medicaid nursing facility reimbursement. The delay in obtaining
more updated data is due to the cost report submission and settlement process. Nurs
ing facilities have 150 days after their provider fiscal year ends (the majority of the
facilities' year end dates are December 31) to file their cost reports with DMAS. DMAS
then has 180 additional days to audit the data. At the present time, 1998 cost report
data are still in this processing cycle.

DMAS' rate setting database contains over 100 financial variables on all the
Medicaid participating nursing homes, except hospital-based nursing facilities (the
hospital's 1997 cost reports have not been submitted due to the delay in the settlement
of the first two years of the Medicaid DRG payment system). The DMAS' nursing
facility cost report data provide detailed information on individual nursing facilities'
allowable costs and the corresponding Medicaid rate for all three cost components:
direct patient care, indirect operating, and plant.

This database was used in the JLARC staffanalysis ofthe association ofreim
bursement factors and quality of care; to analyze options for a new reimbursement
system; and to determine how the patient case mix methodology has impacted the level
of reimbursement.

Second, DMAS' nursing facility PIRS database captures the case mix infor
mation for the reimbursement system. This database contains individual facility case
mix data such as the patient distribution across the three PIRS classes, the facility
based case mix score, and the adjusted facility score after standardization with the
statewide norm. JLARC staff obtained data for the years from 1994 until the present.
This database was used to determine: if the patient acuity levels have changed over
the years; how the case mix scores has impacted provider reimbursement; and whether
certain providers appear to admit heavier care residents.

Third, VDH's 1995-1998 MedicarelMedicaid nursing facility licensure and
survey data captures the outcome ofVDH's inspections of nursing homes. VDH's an
nual MedicarelMedicaid nursing home licensing and certification surveys provide in
formation on the scope and severity ofthe highest level ofdeficiencies found, and whether
or not nursing facilities meet minimum standards for quality of care. JLARC staff
utilized 1997 survey data when conducting the analysis of the association between
costs and quality of care in order to correspond with the 1997 Medicaid cost reports.
Other.years of data were used to determine whether certain nursing facilities are con
sistent in their ability to provide quality care services. These data were used to com
plete the analysis of whether there appears to be any association between nursing
facility expenditures and quality of care, and whether Virginia's level of reimburse
ment is adequate to promote quality of care.
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JLARC staffalso analyzed other data for this study, including DMAS nursing
facility claims for services not covered on the cost report, and data that compare Vir
ginia to other states on a variety of indicators.

REPORT ORGANIZATION

This report is organized into five chapters, including the introduction, which
provides an overview of Medicaid payments for nursing facility services, the current
Virginia nursing facility payment system, and past studies of Virginia's reimburse
ment system. Chapter II presents an assessment of the current Virginia Medicaid
nursing facility reimbursement system and highlights the major concerns with the
current system. Chapter III presents an analysis of nursing facility characteristics,
such as bed size and ownership, and the impact these factors have on their costs. Chapter
IV presents an analysis of the factors that may be associated with quality of care.
Chapter V analyzes options for changing the nursing facility reimbursement system,
including D:MAS' proposed changes and options that will impact reimbursement lev
els.
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II. Assessment of the Current Virginia Medicaid
Nursing Facility Reimbursement System

Virginia first developed a reimbursement methodology to control costs and
improve efficiencies in 1982. Then in 1990, Virginia's reimbursement system was re
designed to develop a system that provided incentives for nursing facilities to admit a
greater number of Medicaid residents who have heavy care needs. At that time, Vir
ginia was considered ahead ofthe other states because ofits emphasis on linking reim
bursement to the care needs of the nursing facility Medicaid residents.

As time passed, however, nursing facility providers in Virginia became con
cerned about what they perceived to be a low level of reimbursement, the cost-control
ling methodology employed to determine Medicaid rates, and the inability of the cur
rent case mix system to recognize the varied needs ofthe Medicaid residents. Both the
Department of Medical Assistance Services (DMAS) and the nursing facilities are in
agreement that changes are needed to the current reimbursement system. However,
there are differences in opinion on the best methods for correcting identified problems.

The data examined for this study indicate that there are so~e flaws in the
current Medicaid nursing facility reimbursement methodology that should not be re
peated in the design of a new system. Three major findings regarding the current
nursing facility reimbursement system have been identified. First, as has been claimed
by nursing facility providers, it appears that Virginia's level of Medicaid reimburse
ment is low relative to other states. One of the consequences of this appears to be that
private pay residents ofnursing facilities are paying higher rates and may be subsidiz
ing the Medicaid residents.

Second, Medicaid residents inVirginia nursing facilities have high care needs.
This fact may make it particularly critical for Virginia to ensure that adequate funding
is available.

To assess the payment issue further, the methodology used to determine the
reimbursement rate in Virginia was reviewed. This review led to the third finding,
which is that the current methodology appears to be outdated, contains some major
funding caps or constraints, and is more restrictive than other states. One example of
the problems with the methodology is that a component intended to recognize the costs
associated with patients needing more intense services actually reduces the payment
across all facilities by more than one million dollars. For many facilities, the cumula
tive impact of these problems in the computation ofthe Medicaid nursing facility reim
bursement rate is a substantial gap between the portion ofapproved costs that appears
to be legitimate for reimbursement (based on more reasonable assumptions) and the
reimbursement they receive.
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VffiGINIA'S MEDICAID PAYMENT RATES FOR NURSING FACILITY
CARE ARE LOW RELATIVE TO OTHER STATES AND MAY

IMPACT THE RATES FOR SOME PRIVATE PAY RESIDENTS

According to a recent Executive Budget of the Commonwealth, Virginia Med
icaid is one of five major programs that have accounted for 75 percent of the growth in
general fund spending between 1985 and 1998. As Virginia Medicaid expenditures
have grown to $2.4 billion in FY 1998, Medicaid has become a major budgetary com
mitment for both the State and federal governments. Expenditure increases in Vir
ginia can be attributed to a variety of factors, including the amount of money spent on
long-term care services for the elderly and disabled populations. In 1998, the elderly
and disabled group made up 31 percent ofthe total Medicaid eligible population, but 75
percent of the expenditures.

In spite of the fact that expenditures for the Medicaid program. and nursing
facility care continue to grow, Virginia's Medicaid program expenditures per capita are
46th in the country (see Table 1). Historically, Virginia has reported provider reim
bursement rates that appear low in comparison with other states, especially for nurs
ing facilities.

While general indicators suggest that Virginia's reimbursement may be low,
a more in-depth assessment is needed to take into account variations that may exist
bet\.yeen states in what is included in reimbursement rates. Two indicators that JLARe
staff utilized to determine whether Virginia's reimbursement rate is low are: a com
parison of Virginia's Medicaid reimbursement rate with those of other states, and a
determination of whether private pay residents appear to be subsidizing low Medicaid
reimbursement rates. JLARC staff found that Virginia's reimbursement rates appear
to be relatively low. One consequence of Virginia's restrictive cost controls in reim
bursing nursing facilities is that private pay pat; 3nts appear to be subsidizing public
patients.

-----------_ITable11-----------
Virginia'S Ranking and Medicaid Expenditures

Compared to Other States

Measurement Rank
Population 12
Per-capita Income 15
Number of Medicaid Recipients 16
Total Medicaid Vendor Payments 22
Number of Medicaid Recipients as a Percent of a Population 39
Medicaid as Percent of Total State Expenditures 41
Medicaid Expenditure Per Capita 46
Source: u.s. Department of Health and Human Resources. Health Care Financing Administration
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Comparison of Virginia's Nursing Facility Characteristics
with Neighboring States

Any discussion ofhow Virginia's nursing facility reimbursement system com
pares with other states also must compare basic nursing facility characteristics with
these states in order to determine ifthere are major differences that may offset some of
the differences in reimbursement levels. According to information compiled by the
American Health Care Association, Virginia has many similar characteristics with the
nation and neighboring states as well as some differences (Table 2). The neighboring
states used for this comparison include North Carolina, West Virginia, Kentucky,
Maryland, and Tennessee.

-----------1Table 21:-----------
Comparison of Virginia and Neighboring States:

1997 Nursing Facility Characteristics

Cateaory
Number of
Facilities

United
States

403

West
Virginia

138

Kentuckv

316

Maryland

253

Tennessee

349

98

Total Beds '.;~c:;;..sr2·;.,:
Average Beds :.>-!':'7:.-;.;.:~,:~

Per Facility 107",;. 12;'P'
Total Special I'>' ......• ,'.':'

Care Beds 112,555 ,1i44; f;' 2,016
Ownership :: '>:'. :'.'f;.~;~),
For-Profit 65.5% >63~SOA>t!; 73.4%
Non·Profit 27.9% '.7.31..7%';::r 22.1 %
Government 6.6% ':",i4:S%}" 4.5%
Certification ',:"." "" .",

=~~; g~i~ 1~";o;if~~f& ~~
Medicare and n% ~:':7:5o/~':"'-~' 97%

Medicaid : : ":.::} ~n;~~~~;·.

96
Not

Available

65.2%
24.6%
10.1%

11%
28%
62%

8.4%
74.2%
17.4%

80

928

65.5%
31.3%
3.2%

10%
0%

90%

10.2%
75.0%
14.8%

125

2,450

57.3%
39.5%
3.2%

5%
8%

87%

9.3%
65.1%
25.6%

112

357

69.1%
22.3%
8.6%

14%
22%
64%

10.2%
73.2%
16.6%

Source: JLARC staff analysis of information found in the American Health Care Association's Facts and Trends: The
Nursing Facilfty Sourcebook 1998, which utilizes data from the U.S Department of Health and Human Services,
Health Care Financing Administration, Online Survey Certification and Reporting System, Fonn 671, Fonn 1538,
current surveyS as of 3/1/98.
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Virginia is similar to the nation and the neighboring states in that most of its
facilities are for-profit, most of the facilities are certified for both Medicare and Medic
aid, and Medicaid is the primary payer for nursing home care. Virginia's average 92
percent occupancy rate is higher than the national average. This is partly due to the
moratorium on building additional nursing facility beds that exists in Virginia. Only
West Virginia and Kentucky have less overall bed capacity than Virginia does.

Comparison with Other States Suggests that Virginia's
Medicaid Nursing Facility Payments Are Relatively Low

In 1998, the Medicaid program reimbursed Virginia nursing facilities over
$409 million for 27,683 Medicaid residents at an average cost of $14,800 per resident.
However, Virginia's average per diem rate of $78.12 per day is considered one of the
lowest in the country. According to an Urban Institute report, this per diem rate ranks
Virginia 40th in the United States.

As shown in Figure 2, Virginia's reimbursement rate is lower than all the
neighboring states, except Tennessee. The average reimbursement rate in 1998 for the
United States is $98.96; Nebraska had the lowest average rate at $62.58 and Alaska
had the highest with an average rate at $329.62.

The above comparison and ranking process can be misleading, however, be
cause of the variation of what different states include in their reimbursement rate.
According to the Urban Institute, 43 states include one or more of these three items in
their daily payment rate: (1) ancillary services, such as occupational, physical, and
speech therapies, (2) durable medical equipment, such as wheelchairs, and/or (3) pre
scription drugs. Seven states do not include any of the three in their basic per diem
rate and seven states add durable medical equipment only to their basic rate. Most
states add either ancillary services only (like V:'rginia) or they add both ancillary ser
vices and durable medical equipment to their basic rate. Only two states add prescrip
tion drugs to their basic per diem rate. Because of these differences, the traditional
ranking process for comparing Medicaid per diem costs across states does not provide
an adequate basis for drawing conclusions about a state's ranking.

At the present time, Virginia's per diem rate of $78.12 and ranking of 40th

does not include all ancillary costs for nursing facility residents, and excludes durable
medical equipment and prescription drugs. Both of these costs are currently paid out
side of the nursing home per diem rate as a fee-for-service. Because the costs for these
items are generally higher for nursing home residents than the general Medicaid popu
lation, they can artificially make Virginia's ranking low compared to states that in
clude these costs in their payment rate. In addition, Virginia's basic daily reimburse
ment rate does not include the payment made for its most costly patients, those receiv
ing specialized care. These three exclusions could help explain why Virginia's level of
reimbursement appears lower than other states.
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Figure 2

Average Medicaid Reimbursement
For Virginia and Neighboring States in 1998

Kentucky

Maryland

North Carolina

Tennessee

u.s. Average

VIRGINIA

West Virginia

$0.00 $50.00

I

L.----U.S. Average
I
I
I
I
I
I

$100.00 $150.00

Source: "Repeal of the 'Boren Amendrrent': Implications for Quality of Care in Nursing Homes,"1he Urban
Institute, 1998.

In order to determine the impact these exclusions would have on Virginia's
per diem rate and ranking, JLARe staff analyzed additional Medicaid claims for nurs
ing facility residents that are paid outside ofcost report data. As shown in Table 3, the
net result of all of the adjustments was to increase Virginia's per diem rate to $87.50.
Comparisons to other states in terms of ranking are still a problem, however, because
sufficient data to adjust every state's rate upward to include all the costs have not been
obtained. Virginia's ranking after all costs are included for Virginia would be 32nd.
However, if additional costs were included for all the states, Virginia's ranking would
likely go down again.

The first two adjustment steps in Table 3, which included 14 states were not
applicable to Virginia because Virginia's basic per diem rate already includes thera
pies. In order to arrive at the adjusted per diem in Step 3, JLARC staff first analyzed
provider cost data for nursing facility specialized care services and other therapy (an
cillary) services that are paid outside of the current per diem rate.

The specialized care costs were almost $14 million, but when these costs were
spread across all Medicaid nursing facility patient days (over 6.6 million Medicaid
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------------[Table 3 1------:---------
Comparison of Virginia's Nursing Facility Per Diem Rate
Among States Under Different Adjustments to the Rate

Number of Other
Components of the Per Diem Rate Virginia's Adjusted States with the Same

Per Diem Rate Components

Step 1: Basic rate only Not applicable 7

Step 2: Basic rate and durable medical equipment Not applicable 7
only included

Step 3: Basic rate and therapies included * $78.12 14
(initial per diem rate)

(Adjustments made to Virginia's rate to include payment
for specialized care services and additional ancillary $80.51
costs)

Step 4: Basic rate, therapies, and durable medical $80.52 20
equipment included

Step 5: Basic rate, therapies, durable medical $87.50 2
equipment, and prescription drugs included

Notes: * Indudes Virginia. Additional costs that were added to the initial Virginia Medicaid per diem rate include
specialized care ($13,703,467) and additional ancillary costs ($2,219,718) for Step 3; durable medical, equipment costs ($78,356) for Step 4; and prescription drugs ($46.473,493) for Step 5. Each of these costs
were then divided by Medicaid patient days (6.658,456) to arrive at the per diem cost.

Sources: Jl.ARC staff analysis of DMAS 1997 cost report and claims data. and "Repeal of the 'Boren
Amendment': 1mplications for Quality of Care in Nursing Homes,II The Urban Institute. 1998.

patient days), the basic adjustment to the rate was $2.06 per day. Second, JLARe staff
examined DMAS claims data and determined t}llt the adjustment for ancillary costs
($2.2 million) that were paid outside ofVirginia's current per diem rate added $.33 per
day. Therefore, as shown in Table 3, the first adjustment would increase Virginia's per
diem rate to $80.51, and the ranking to 38th •

The next adjustment, Step 4, added to the per diem rate the cost of durable
medical equipment provided for nursing facility residents. In 1997, $78,356 were paid
to providers on behalf of Medicaid nursing facility residents to obtain needed durable
medical equipment. This amount translates to $.01 per day. The Virginia adjusted per
diem rate increases to $80.52 under this step and the ranking remains at 38th•

The final adjustment, Step 5, was to adjust the per diem rate by adding the
costs for providing nursing facility residents with prescription drugs. However, be
cause only two states pay for prescription drugs within their per diem rate, Virginia's
adjusted per diem and rank for this step are provided for illustrative purposes only.
Virginia providers received $46.5 million dollars from the Medicaid program to provide
prescription drugs to nursing facility patients; non-prescription drugs are already in
cluded in the basic per diem rate. On a per diem basis, this translates to $6.98 per
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Medicaid patient day. Therefore, the adjusted Virginia per diem rate after this step is
$87.50, which moves Virginia's ranking to 32nd.

However, the end ranking of 32nd, even after the addition of all these factors,
is another indication that Virginia's reimbursement rate is relatively low. A better
estimate would be to stop at Step 4 because only two states include prescription drugs
in their per diem reimbursement rate. Therefore, the best estimate of Virginia's ad
justed per diem would be $80.52 and a ranking of 38th •

Virginia nursing facility providers contend that the Medicaid program should
use as its benchmark for adequate reimbursement levels the median per diem rate for
all states. According to the Urban Institute data, the median Medicaid per diem rate is
$93.92. To bring Virginia up to $93.92 from an adjusted per diem rate of $80.52 would
cost $13.40 per Medicaid patient day or approximately $89 million to be shared by the
federal and State government (this cost trended forward with inflation to FY 2001
would exceed $95 million). The nursing facility providers have used $78.12 as Virginia's
average per diem rate, so their estimate ofwhat it would take to bring Virginia's reim
bursement rate to the national median is a cost ofapproximately $105 million (or $112
million in FY 2001).

Portions of Rates Paid By Private Pay Residents May Be Used to Subsidize
Medicaid Payment Rates in Virginia's Nursing Facilities

In the past, the Virginia nursing home industry has indicated that it has re
lied on private pay residents to subsidize low Medicaid payment rates. However, the
typical nursing facility's resident population is changing. Due to the proliferation of
assisted living facilities and community-based services, many oftheir private pay resi
dents or lower care residents are beginning to be diverted from the nursing home. In
addition, the recent change in the Medicare nursing home reimbursement system to a
prospective payment system (PPS) is projected to reduce by 17 percent Medicare pay
ments to nursing homes for their provision ofhigh-cost skilled and rehabilitative care.
Because of these two factors, Virginia's nursing home industry asserts that it is going
to be harder to subsidize Medicaid patients with private pay residents.

In 1996, the nursing home industry contended that it had to absorb an aver
age loss of $6.50 per Medicaid resident per day across the State. The industry esti
mates that this shortfall could top $10.00 a day by the year 2000. Nursing facility
officials state that without adequate Medicaid payment, the ability to attract, train,
and retain qualified nursing staff is seriously jeopardized.

Past research has found that as cost-controlling reimbursement features in
crease, so does the difference between private pay and Medicaid rates. In essence,
higher private pay rates subsidize lower Medicaid rates. Only two states (Minnesota
and South Dakota) do not allow nursing facilities participating in the Medicaid pro
gram to charge higher rates to private residents. AIl other states do not impose this
"rate equalization" restriction. Research studies have found that nursing facilities in
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some states tend to charge private-pay residents anywhere from 10 to 35 percent higher
than Medicaid residents. The underlying assumption is that ifthe difference between
the Medicaid and private pay rate is high, then it is more likely the Medicaid rate does
not adequately reflect the full cost of providing nursing home care.

To examine this issue, JLARC staff surveyed the Virginia nursing facility
administrators to collect information on their private pay charges. The administrators
were asked to respond to three questions:

• What was your average private pay charge in calendar year 1997;

• What is your current average private pay charge per day (as ofJuly 1, 1999);
and

• If the private pay charge increased since 1997, what were the factors that
caused this rate increase?

As illustrated in Figure 3, there is considerable discrepancy between the 1997
average private pay per diem charges and the average Medicaid per diem rates in
Virginia (this comparison excludes hospital-based nursing facility care in the Medicaid
and private pay rates). The average private pay per diem charge in 1997 for all nurs
ing facilities was $109, which is 40 percent higher than the average Medicaid per diem
rate of $78 (this rate is used rather than an adjusted per diem rate to be comparable
with what is included in the private pay charge). The gap between private pay rates
and Medicaid rates varied depending on the profit and chain status of the facilities.
The highest average private pay per diem charge of $122 per day was among the non
profit facilities, with a gap between private pay charges and Medicaid payment rates of
51 percent. The lowest average private pay per diem charge of $101 was the chain
facilities, with a gap of29 percent. Based on the JLARC staffprovider survey, the 1999
average private pay charge had increased to $118 for all nursing facilities, which wid
ens the gap between private pay charges and the 1998 Medicaid reimbursement rate
(of $78) to 51 percent.

Not all the increased costs in the private pay charge can be attributed to the
Medicaid reimbursement rate alone, but are factors that increase the overall cost of
providing nursinghome care and the rate that the market will bear. Through the JLARC
staffsurvey, administrators were also asked to indicate all the factors that have caused
them to increase the rate they charged in 1997 to their current private pay rate. Table
4 provides their responses.

The major reasons given for their recent private pay increase included: in
creased direct care costs (86 percent of respondents), increased indirect care costs (78
percent), admission of heavier care residents (68 percent), inflation (62 percent), and
increased plant costs (53 percent). Approximately 40 percent of the administrators
mentioned that the State Medicaid rate and compliance with State and federallicens
ing and certification regulations impacted their private pay charge. A surprisingly low
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Figure 3

Comparison of 1997 Average Medicaid and Private Pay
Per Diem Rates for Nursing Facilities in Virginia

Chain
Facilities

Non-Chain
Facilities

For-Profit
Facilities

Not-for-Profit
Facilities

All Nursing
Facilities

Key

• Medicaid

l'~n'ul Private Pay

% Medicaid
~ Shortfall

Source: JLARC staff analysis of DM\S 1997 Cost Report Data, and responses to JLARC staff survey of Virginia
nursing facmties that participate in the Medicaid program, summer 1999.

number of administrators mentioned the decline in the number of private pay resi
dents (14 percent), the decline in the overall bed occupancy (4 percent), o~ the new
Medicare prospective payment system (13 percent) as factors that impacted their pri
vate pay charge. This may be explained in part by the fact that these factors are just
beginning to have an impact on the typical type ofresident that is admitted to nursing
facilities and the available payment sources for nursing facility care.

VIRGINIA NURSING FACILITmS CARE FOR MEDICAID RESIDENTS
WHO HAVE mGHER CARE NEEDS THAN THE NATIONAL AVERAGE

In the delivery of long-term care services, nursing facilities use a resident's
ability to perform activities of daily living (ADLs) to assess the level of care needed.
ADLs are basic self-care tasks such as bathing, dressing, getting to and using the
bathroom, and getting in and out of a chair or bed. A nursing facility resident who is
dependent on staff to perform these ADLs will need more hours of direct nursing care
than someone who is a1?le to perform these activities independently or with minimal
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------------1TabJe 41-----------
Nursing Facility Provider's Survey Response to the Question:
"If your private pay charge per day has increased since 1997,

what were the factors that caused this rate increase?"

Percent Answering that this Factor
Factors Caused Their Private Pay Rate Increase *

(N =192)
Increased direct care operatinQ costs 86
Increased indirect care operating costs 78
Admission of heavier care residents 68
Inflation factor 62
Increased plant costs/capital improvements 53
State and/or federal licensing and certification
regulations/sanctions 41
Medicaid reimbursement rate 40
Decrease in the number of private pay residents 14
New Medicare prospective payment system 13
Decrease in overall bed occupancy 4
*Note: Respondents were allowed to check all answers that applied, so the percentages do not total 100 percent.
Source: JLARC staff survey of Virginia nursing facility providers, Summer.1999.

assistance. Therefore, the functional status of nursing home residents, as measured
by activities of daily living, should be an important predictor of the cost of a resident's
nursing facility care, and is one factor in defining a resident's case mix category.

This section demonstrates that in spite of low Medicaid reimbursement lev
els, Virginia nursing facilities are being asked to provide care for residents that re
quire more care on average than those in the rest of the country. In addition, this
section will describe how Virginia's nursing facility residents' care needs have increased
over time.

Virginia Is Ranked Number One in the Country on the Number of
Nursing Facility Residents Who Are Dependent on Nursing Staff
to Perform Basic Self·Care Tasks

Virginia was the fust state in the nation to ensure that Medicaid-funded nurs
ing home admissions are limited to those who are appropriate for that level of care by
ensuring that all community-based care alternatives have been exhausted. Because of
this stringent pre-admission criteria and the availability of community-based care al
ternatives, only the "sickest" residents are admitted to nursing facilities under ~he

Medicaid program.

Using national level data, Table 5 illustrates that Virginia had more nursing
fa~ility residents who were totally dependent on nursing staff to perform activities of
daily living (dependent in 4.25 ADLs) than the national average (dependent in 3.67
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-------------..,ITableslr------------
Comparison of Virginia and Neighboring States:

Percentage of Nursing Facility Residents Who are Dependent
on Nursing Staff to Perform Activities of Daily Living

Percent of Residents

Activity of Daily
Living (ADLs)

Average Number
of ADls Per
Resident
Dependent in
Bathing
Dependent in
Dressing

Dependent in
Toilet Use*

United
States

3.67

43.4%

38.2%

_. "

,;,~~:,:,. '; -', ;~ .. North
..:>Yir~inia::· Carolina
."",-,',: '" .~,_. -' "'.

3.85

51.3%

46.8%

46.9%

West
Virginia

4.13

59.0%

52.4%

50.3%

42.3%

Kentucky

4.18

60.6%

49.0%

39.1%

Maryland

3.94

60.6%

54.0%

40.~/0

Tennessee

3.89

51.5%

46.4%

44.8%

37.6%
Dependent in _:0-' ,-

Eating 20.9% "\'28.8%-:- 27.2% 33.6% 31.4% 28.6% 27.20/0
Notes: *Ability to get to and use the bathroom. -*Ability to get in and out of a bed or chair.
Source: JLARC staff analysis of information found in the American Health Care Association's Facts and Trends: The

Nursing Facility Sourcebook 1998, which utilizes data from the U.S Department of Health and Human
Resources, Health Care Financing, Online Survey Certification and Reporting System, Form 672: F78-93,
current surveys as of 3/1/98.

ADLs) or any of the neighboring states. Virginia is ranked number one in the country
for having the heaviest care nursing facility patients, based on this ADL count. Vir
ginia nursing facilities tend to care for nursing facility residents that are substantially
sicker than the national average for the percentage of residents who require total as
sistance with bathing, dressing, transferring, toilet use, and eating.

JLARC staffalso evaluated national data to determine whether Virginia nurs
ing facility residents require additional assistance with special needs. When nursing
facility residents have special conditions, as shown in Table 6, these care needs may
translate into additional hands-on care and supervision by nursing staff and to higher
direct care costs in order to ensure quality outcomes.

Virginia nursing facility residents were more likely to have incontinent bow
els (61 percent) and bladders (56 percent) than the national average or neighboring
states. The number ofVirginia nursing facility residents that were physically restrained
(13.5 percent) in order to keep the resident immobile was somewhat lower than the
national average, but higher than the neighboring states of North Carolina and Ken
tucky. Virginia was somewhat lower than the national average in the number of resi
dents suffering from depression or with a psychiatric diagnosis, but slightly higher in
the proportion of residents (45 percent) that are suffering from dementia.
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------------ITable61-------------
Comparison of Virginia and Neighboring States:

Percent of Nursing Home Residents With Special Conditions

Percent of Residents

Kentucky Maryland
Category

Bladder/Bowel
Status
Indwelling or
External catheter

Bladder Incontinence
Bowel Incontinence

7.7%
49.5%
40.9%

~~~~i
'T~'8:0%'\;; '.
J.,:;"61.20/cf::.
~;$E)~5%'~~

6.9%
54.3%
49.9%

West
Virginia

8.3%
34.8%
28.4%

10.6%
53.2%
49.7%

5.9%
53.4%
46.1%

Tennessee

9.5%
49.9%
45.7%

Mobility
Bedfast 7.9%
Chairbound 47.5%
Physically Restrained 14.7%
Contractures 22.6% II 12.3%

53.8%
8.9%

27.5%

13.2%
44.1%
20.6%
26.2%

12.6%
47.7%
9.6%

21.4%

8.7%
47.1%
16.2%
16.2%

14.4%
46.4%
14.4%
18.0%

Mental Status :;?~){~~r~~·~;.:

~~ia~iS ~E 11 ~i¥~; ~~ ~i f~~

Source: JLARC staff analysis of infonnation found in the American Health Care Association's Facts and Trends: The
Nursing Facility Sourcebook 1998, which utilizes data from the U.S Department of Health and Human Resources,
t-tea1th Care Financing, Online Survey Certification and Reporting System, Fonn 672: F115-132, current surveys
as of 3/1/98.

In other areas, the proportion of Virginia nursing facility residents with spe
cial conditions was similar or lower than the national average or neighboring states.
The incidence of pressure sores in Virginia nursing facilities is no worse than the na
tional average or the neighboring states, but it still remains a national quality of care
concern.

Virginia's Nursing Facility Residents' Care Needs Have Increased Over Time

To address the issue ofwhether Virginia's nursing facility residents' care needs
have increased over time, JLARe staff examined DMAS' information on the statewide
norm under the PIRS methodology to determine whether the overall resident care needs
increased from the time PIRS was implemented in 1991 to the present.
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As shown in Figure 4, the statewide case mix norm under the PIRS method
ologyhas increased eight percent, from a norm of 1.02 in 1991 to a score of1.10 in 1999.
(The case mix. score is based on the concept that an average nursing facility patient
would have a score of 1.00). This is an indicator that overall the Medicaid nursing
facility resident population is slowly increasing its care needs over time. Further analy
sis on what type of facility is more likely to be taking care of the Medicaid nursing
facility residents and those with the highest care needs is discussed in Chapter III.

Based on the JLARC staff analysis, it appears that Virginia's level of reim
bursement is low relative to other states, even when adjustments are made to account
for services that other states already include in their reimbursement per diem rate. In
addition, it appears that Virginia's private pay nursing facility residents are being
asked to subsidize these low rates. Finally, it appears that Virginia nursing facilities
are being asked to care for nursing facility residents that tend to be on the average the
sickest in the country. In order to assess whether the low Medicaid nursing facility
reimbursement rate is a reflection ofan appropriate and frugal approach or inadequate
funding, the next step was to examine the reimbursement methodology to determine
whether the methods for controlling costs adequately capture the costs of providing
care.

Trend in Case Mix Score
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Source: DMAS PIRS data.
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VffiGINIA'S :METHODOLOGY FOR DETERMINING
MEDICAID NURSING-FACILITY RATES DOES NOT

ADEQUATELY CAPTURE COSTS OF PROVIDING CARE

As discussed in Chapter I, most states now utilize a prospective payment
methodology, which sets reimbursement in advance for individual nursing facilities
based on a previous year's cost reports. However, states have a variety of strategies to
control expenditures and shape the long-term care market. The most common cost
containment strategies include: where to set the upper payment ceiling for the operat
ing cost components of the payment system; whether to pay an efficiency incentive to
reward facilities that control costs below the ceilings; and when to adjust the payment
ceilings based on recent cost report data. In addition, most states lower nursing facil
ity reimbursement levels if facilities do not meet a specified occupancy level. At the
same time, states are also implementing a case mix methodology, which may increase
or decrease potential reimbursement to facilities by adjusting the patient care or direct
care components of the reimbursement system to more fairly reimburse facilities on
the basis of the residents admitted.

Virginia's current Medicaid nursing facility reimbursement system is based
on a "budget neutrality" philosophy, which is demonstrated by the way the cost con
trolling methods have been designed. The JLARC staff analysis found that Virginia's
cost containment measures are more restrictive than other states, and have not been
reevaluated in nine years to adjust these measures to reflect the costs of caring for the
current nursing facility population. Certain components of the methodology are inap
propriate or outmoded, and shortchange the facilities in the reimbursement they re
ceIve.

This section of the report also addresses the study mandate to compare
Virginia's nursing facility reimbursement meth( dology to the methodology of other
states. Virginia's reimbursement methodology is compared with neighboring states as
well as selected other states. Additional states were added because many of the neigh
boring states do not currently have a case mix system. These additional states cur
rently use the federal case mix system, known as RUGS-III, which is the methodology
under consideration by Virginia for its new reimbursement system (the other states
included for comparison purposes are Kansas, Maine, South Dakota, Pennsylvania,
and Mississippi).

Virginia Medicaid's Upper Payment Ceilings
Have Not Been Adjusted in Over Nine Years

Virginia's current payment system consists of three cost components: direct
patient care operating costs, indirect patient operating costs, and plant costs. For
operating costs, which includes direct patient care and indirect care costs, the Medic
aid 'program. pays the lower of the facility's cost or the payment ceiling (according to
DMAS regulations, these ceilings are set at the median) established for certain peer
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groups. For those facilities that operate under the ceiling, this methodology pays an
efficiency incentive of up to 25 percent of the difference between the facilities' allow
able direct and indirect costs and the payment ceilings.

However, the upper payment ceilings have only been inflated forward each
year since the system was implemented in 1990, rather than being recalculated each
year. At that time, the ceilings were based on 1989 nursing facility cost reports, set at
a percentage over the median for the initial year, and adjusted forward to reflect infla
tion for 1990. The use of inflation only over the last nine years ignores the fact that
costs may have increased due to changes in the type ofresident served by each facility.
The purpose of frequent recalculation is to determine whether facilities are in danger
of failing to meet the residents' care needs or are in excess of costs incurred by eco
nomic and efficient facilities.

DMAS' upper payment ceilings are set at the median, which means that half
the costs of the facilities in a specific peer group are above this ceiling and half are
below. JLARe staff analysis found two problems with this methodology. First, most
states set their upper payment ceilings at some percentage over the median costs,
which more accurately reflects the legitimate variations in costs that cannot be ac
counted for by peer groups or case mix systems. That is, the higher payment ceilings
enable these states to potentially recognize higher costs where it is justified by the
diversity of the resident population (some facilities may have a greater proportion of
residents with special problems, such as cognitive impairments and behavioral prob
lems).

Second, most states recalculate these ceilings at least annually. However,
DMAS has not recalculated the ceilings since the reimbursement methodology was
implemented in 1990. The median cost for facilities today is no longer at the median
range set for the ceilings nine years ago. Instead, over 63 percent of the facilities' costs
are over the direct care ceiling and only 37 percent of the facilities' costs are over the
indirect care ceiling. It appears that if the upper payment ceilings were rebased annu
ally, the direct care operating ceiling, which is most directly related to patient care,
would have increased over the years, and the indirect operating ceiling would have
decreased. The impact of this methodology is described below.

Direct Care Operating Ceilings Are Now Well Below the Median Facil
ity Cost. Direct care operating costs in Virginia include nursing salaries and benefits,
supplies, medical director salaries, pharmacy, consultant fees, oxygen, nutrient/tube
feedings, and ancillaries (such as, physical, occupational, and respiratory therapies,
and non-prescription drugs). According to DMAS regulations, Virginia sets its direct
care operating ceilings at the median costs. However, DMAS initially set the ceilings
at 106 percent of the median costs in 1990 to address changes related to the implemen
tation of a new reimbursement system. A median set in 1990 may not be enough to
ensure that facilities continue to provide quality of care in 1999.

As illustrated in Table 7, six of the ten states selected for comparison pur
poses pay 115 to 125 percent over the median costs for direct care, which recognizes the
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legitimate costs for caring for a wide variety of residents, including those with cogni
tive impairments and behavioral problems. Two of the others also pay above the me
dian, with limits at the 65th and 80th percentile rather than the median. For example,
if Virginia sets its upper payment ceiling for the direct care cost component at $40
based on median costs, Kentucky's ceiling would be set at $46 (115 percent of the me
dian) and Kansas' ceiling would be set at $50 (125 percent of the median).

Nursing staff compensation, reimbursed under the direct care cost compo
nent, is the largest cost category in nursing facilities and administrators are able to
exercise more discretion over the level ofexpenditures in this area. Property and other
costs, on the other hand, tend to be relatively fIXed. As a result, overly aggressive cost
containment is more likely to have a negative impact on nursing staffing than on other
cost areas and could potentially undermine quality of care. This issue will be ad
dressed more fully in the chapter on quality of care (Chapter IV).

As shown in Table 8, more than 60 percent of the Virginia nursing facilities
have been over the direct care upper payment ceiling since 1994. Because so many
facilities are currently over the ceiling, the current reimbursement methodology is
paying more at the 40th percentile rather than at the 50th percentile or median costs.
This finding underscores how Virginia's methodology for setting the ceiling at the me
dian, which was more restrictive than most states to begin with, is even more restric,..
tive at the present time.

Based on 1997 nursing facility cost report data, 151 of 239 (63 percent) nurs
ing facilities were not reimbursed for direct care costs of $23.8 million because they
were over the direct care cost ceiling. Individual facilities were not reimbursed for
direct care costs ranging from a low of $1,117 to a high of $720,547, for an average of
$158,000 per facility. On the other side, those facilities that were operating under the
direct care ceilings could have been reimbursed an additional $10.7 million if their
direct care costs were at least at the ceiling limit.

Indirect Operating Ceilings Are Above the Median Facility Cost. Indi
rect operating costs include administrative and general costs, dietary, housekeeping,
laundry, plant operations and maintenance, medical records and quality assurance,
social service, patient activities, staff education and training, nursing administration,

------------1Table811-----------
Number and Percentage of Virginia Nursing Facilities Over

the Direct Cost Operating Ceiling, 1994 through 1997

1994 1995 1996 1997
Number of Facilities 239 239 243 239
Facilities Over the Ceiling 144 145 149. 151
Percentaoe Over the Ceilina 60.25% 60.67% 61.32% 63.180/0
Sources: Study of Issues Regarding Medicaid Nursing Home Reimbursement, CHPS ConSUlting for DMAS,

November 1998, and DMAS 1997 cost data.
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and corporate office costs. According to DMAS regulation~,Virginia also sets its indi
rect cost operating ceilings at the median costs. However, DMAS initially set the ceil
ings at 105 percent ofthe median costs in 1990 to address changes related to the imple
mentation of a new reimbursement system. This methodology does not appear to im
pact the nursing facilities' ability to recover costs in a similar manner as when it is
used to set direct care cost ceilings. Because Virginia has not recalculated its indirect
cost operating ceilings in over nine years, the current ceilings are no longer at the
median.

Again, Virginia's upper payment ceiling, set at the median, is more restrictive
than other states (Table 7 on page 38 displayed this data). A larger area of concern,
however, is that because Virginia has not recalculated and reduced its upper payment
ceiling for indirect care costs, less than 50 percent of the facilities are still over the
ceiling (see Table 9). This effect is the reverse of the direct care cost operating ceiling,
because more facilities are below the ceiling than above it.

In 1994, 40 percent of the nursing facilities were operating over the indirect
operating ceiling. This number decreased to 33 percent in 1997. According to the
D:MAS 1997 cost data, 79 of 239 nursing facilities were over the indirect care cost
operating ceiling. The payment ceiling resulted in a loss in reimbursement to these 79
nursing facilities of $7.2 million. On the other hand, the facilities that were under the
ceiling could have spent an additional $23 million in the indirect cost category.

Adjusting the Direct and Indirect Cost Ceilings Would Have Shifted
More Funding to Cover Nursing StaffCosts. Coincidentally, this $23 million that
was allowable but not spent under indirect care costs is the same amount that was not
reimbursed to the facilities that were over the direct patient care ceiling. Therefore, if
DMAS had rebased their system on a periodic basis by raising the direct care ceilings
to the true median costs and lowering the indirect ceiling to the median costs, money
could have been shifted to the direct care opeT ating ceiling, which is more directly
related to patient care. This cost shifting would not have been dollar for dollar but it
would have had the advantage ofensuring that the costs that nursing facilities paid for
nursing staff were more likely covered.

-------------ITable91~----------

Number and Percentage of Virginia Nursing Facilities Over
the Indirect Operating Ceiling, 1994 through 1997

1994 1995 1996 1997
Number of Facilities 239 239 243 239
Facilities Over the Ceilino 101 92 97 79
Percentage Over the Ceiling 42.26°/0 38.49% 39.92% 33.05%
Sources: Study of Issues Regarding Medicaid Nursing Home Reimbursement, CHPS Consulting for DMAS,

November 1998, and DMAS 1997 cost data.
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Virginia's nursing facility providers have requested that Dl\1AS consider that
under a new reimbursement system, indirect care costs be based on a specific price
that all facilities would receive, rather than based on individual facilities costs up to
the ceiling limit. This price would only vary based on peer groups, likely tied to bed
size and geographic region. IfVirginia set the price at the median ofall facilities costs,
then facilities whose costs are above this price would not be reimbursed and facilities
whose costs remain under this price would keep the entire difference between their
costs and the price. This concept has two major advantages over the current method
ology. First, the reimbursement system would be simplified and constitute the initial
step towards an entirely price based system similar to the Medicare payment system.
Second, this change would reduce some of the administrative burden for the State and
the providers because most of the audit adjustments during the cost settlement pro
cess are in this area.

Efficiency Incentives to Promote Expenditure Levels Below the Pay
ment Ceilings May Be Counter to Quality of Care. A number of states reward
nursing facilities for being efficient by making an additional payment for keeping costs
below the payment ceilings. How much of the savings a provider is allowed to keep
vary by individual states (see Table 7 on page 38). Virginia currently pays an incentive
to those facilities with costs below the direct cost and/or indirect cost ceilings. Each
facility is paid on a sliding scale up to 25 percent of the difference between the nursing
facilities allowable costs and the ceiling.

Based on 1997 nursing facility cost data, DMAS paid nursing facilities, reim
bursed under the general reimbursement methodology, $1.6 million in direct care cost
operating incentives and $3.2 million in indirect care cost operating incentives. Both
DMAS and the nursing provider groups agree that the current practice of paying an
efficiency incentive on the direct care cost component serves as a disincentive-in pro
viding adequate staff and good quality of care. This assumption is assessed in Chap
ter IV, which addresses the association between facility costs, Medicaid payment ceil
ings~ and quality of care. In addition, both DMAS and the provider groups agree that
if indirect care costs are reimbursed in a price-based system, there would no longer be
the need to have an efficiency incentive because facilities would keep all the difference
between their costs and the Medicaid "price" for the indirect care cost component.
Therefore, future reimbursement methodologies should focus less on efficiency incen
tives and utilize this funding for quality of care incentives.

Recommendation (1). The General Assembly may wish to direct the
Department of Medical Assistance Services, in the design of the new nursing
facility reimbursement system, to set the upper payment ceilings for the di
rect care operating costs at a certain percentage over the median costs of
providing care in order to better address the cQsts associated with caring for
a diverse population. In addition, DMAS should develop a price-based ap
proach for the indirect care cost.
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Recommendation (2). The General Assembly may wish to direct the
Department ofMedical Assistance Services to review nursing facility cost data
annually in order to adjust the upper payment ceilings for direct care and
indirect care operating costs. These adjustments may require the ceilings to
be adjusted upward or downward, depending on the nursing facility costs
and the care needs of the residents.

Virginia Medicaid's Application of an Occupancy Standard Has Not Been
Adjusted to Reflect Declining Nursing Home Occupancy Rates

Occupancy rates are calculated as the average daily census of facility resi
dents compared to the total number of beds and expressed as a percentage. Most
states, as a cost-controlling methodology, use minimum occupancy percentages to en
courage nursing facilities to be efficient. Higher occupancy rates are expected to result
in less costs per patient day. Medicaid payment systems are designed to limit reim
bursement to facilities for not reaching an occupancy rate equal to or greater than the
occupancy standard set by the state. This policy translates to a lower Medicaid per
diem rate.

As part of a 1998 report to DMAS, consultants found that of 23 states sur
veyed regarding their occupancy standard, 19 had a standard that ranged from 80 to
97 percent. Table 10 illustrates how Virginia compares with selected other states for
occupancy standards. Only Maryland has occupancy standards as restrictive as Vir
ginia, but that state does not apply the standard to the costs related to direct patient
care.

The Virginia Medicaid program. currently utilizes a 95 percent occupancy stan
dard for facilities greater than 30 beds, and an 85 percent occupancy standard for the
remaining facilities (which is only five facilities). This standard is applied to the calcu
lation of the three cost components: direct patient care, indirect operating, and plant.
The rationale is that the Virginia Medicaid program should not have to pay for the
excess costs of unused beds.

Therefore, Virginia nursing facilities with less than 95 percent occupancy have
their Medicaid patient days adjusted upward to what it would be if the facility was
operating at 95 percent capacity. The impact of this adjustment is that the adjusted
Medicaid patient days number, which is larger, is used as the denominator for the
nursing facility costs. This translates to lower per diem costs per day. This adjust
ment is made early in the formula for determining the final Medicaid rate, prior to
adjustments for inflation and case mix. The fiscal impact of the occupancy standard on
the direct patient care cost component is illustrated in the following case study:

Based on the 1997 cost report data submitted to DMAS, a 176 bed for
profit, chain nursing facility in northwestern Virginia (whose resi
dent population is 79 percent Medicaid) needs 48,304 Medicaid pa
tient days to meet the 95 percent occupancy rate in order to receive full
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-------------1ITable101:.-----------
Comparison of Virginia's Occupancy Standard

With Selected Other States

States
Kansas

Kentucky

Maine

Ma land
Mississippi

North Carolina
Pennsylvania

.South Dakota

Tennessee

Methodolo Used
Utilizes a minimum 85 percent occupancy for all costs; the current average
occu anc rate is also 85 ercent.
Utilizes a minimum 92 percent and maximum 98 percent occupancy standard
for total nursin facili costs.
Utilizes a minimum of 90 percent for facilities with beds over 60; 80 percent for
facilities with less than 60 beds.
Utilizes 95 ercent occu anc for administrative costs and ca itaI costs.
Utilizes 80 percent occupancy rate for all costs. However, because of hold
harmless clauses. the minimum is seldom invoked.
No minimum occu anc standard.
Utilizes 90 percent occupancy rate for administrative and capital cost
com nents.
Utilizes a minimum occupancy factor, equal to three percentage points less than
the statewide avera e for all facilities; a lies to all costs.
Utilizes a minimum 80 percent occupancy standard. Facilities with occupancy
rate below 50 percent are reimbursed for only 60 percent of their allowable
costs.

Medicaid reimbursement. Instead, that facility only had 45,149 Med
icaid resident days. Therefore, the facility's direct care costs of
$1,783,901 will be divided by the adjusted Medicaid days of48,304
for a per diem cost of$36.93. Without an occupancy standard adjust
ment, this facility's per diem costs would have been $39.51. In this
example, this facility loses $2.58 a day or $116,484 a year because of
the occupancy standard.

According to a 1998 DMAS report on nursing facility reimbursement, only 32
percent of the nursing facilities were below the 95 percent occupancy standard (based
on 1996 nursing facility cost reports). However, JLARe stafffound that the number of
nursing facilities that were below the standard had increased to 46 percent by the time
the 1997 nursing facility cost reports were filed. Based on the 1997 cost reports, these
facilities lost Medicaid payment for 137,928 patient days for an overall loss in payment
of $10.8 million.

Nursing facilities contend that it has been more difficult over the years for
Virginia's nursing facilities to meet the 95 percent occupancy standard because the
total occupancy rate has declined due to the rapid development ofassisted living facili-
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ties. This is not a trend that the State should impede, as care in assisted living facili
ties is generally less expensive than nursing facility care. While some level of occu
pancy is required in order to ensure that the Medicaid program is not paying for beds
that are not being used, the standard needs to reflect the overall occupancy rate for the
State. In addition to stating that the 95 percent occupancy rate is more restrictive
than most other states, the nursing facility providers also contend that this rate should
not be applied to direct patient care cost components.

Based on information provided by the Virginia Department of Health (shown
in Table 11), the overall occupancy rates of nursing facilities are declining. In 1995,
the overall occupancy rate for all nursing facilities in Virginia was at 94 percent. By
1998, this rate had declined to 91 percent.

Recommendation (3). The General Assembly may wish to direct the
Department ofMedical Assistance Services to reduce the occupancy standard
that is applied to indirect care and plant costs to 90 percent to reflect the
trend in declining statewide occupancy rates. In addition, DMAS should re
move this cost containment strategy on the costs most directly related to pa
tient care. DMAS should review this standard every two years to determine
whether further reductions are needed based on statewide occupancy trends.

Most Nursing Facilities in Virginia Do Not Receive an Adequate Adjustment
to Their Medicaid Rate Based on the Case Mix of Their Residents

As discussed in Chapter I, the trend at the federal and state levels is to tie
nursing facility reimbursement to the care needs of its residents. This is the main area
in which Medicaid reimbursement systems attempt to improve access for patients who
require more intensive services, enhance quality of care, and more fairly reimburse
facilities on the basis ofpatients admitted. More than half of the states have incorpo
rated a case mix methodology, which is designed to classify residents based on the care

------------1Table1111-----------
Virginia Nursing Facility Occupancy Rates

1992 through 1998

Year Available Bed Days Actual Patient Days Occupancy Rate Percent
1992 10,721,238 9,853,024 91.9
1993 10,942,700 10,082,274 92.1
1994 10,917,515 10,179,589 93.2
1995 11,248,590 10,574,271 94.0
1996 11,315,686 10,585,228 93.5
1997 11,378,033 10,486,866 92.2
1998 11,454,614 10,428,140 91.1

Note: Available bed days are calculated using licensed beds as of the end of the year.
Source: Virainia Department of Health.
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needs of the residents and the nursing resources that they require in their reimburse
ment systems. Many states are implementing the federal case mix system, known as
RUGS-III.

Virginia's current nursing facility reimbursement system utilizes a case mix
system, known as the Patient Intensity Rating System (PIRS). The PIRS methodol
ogy, implemented in 1990, utilizes a simple grouping scheme, which categorizes resi
dents based on their resident conditions and expected need of nursing and therapy
resources. Virginia was one of a handful of states that had developed a case-mix sys
tem prior to the design of the federal case mix system.

According to the DMAS' nursing home provider manual, PIRS is a "patient
based reimbursement system which links a facility's per diem rate to the level of ser
vices required by its patient mix." In theory~nursing facilities that care for higher care
patients should receive additional reimbursement for doing so. Instead, JLARC staff
found that Virginia's system is not a true case mix system.

The PIRS system is outdated and no longer captures the care needs of the
current nursing home population, including those with specialized care needs. JLARC
staff found problems with facility-submitted data for calculating case mix scores.
Further, JLARC staff found that the overall impact of the case mix calculation for
nursing facility care reduces the payment across all facilities by about one million
dollars.

The PIRS Case Mix Methodology Is Outdated. Virginia has had a case
mix, or patient-acuity system, under its current nursing facility reimbursement meth
odology for the general nursing home population, since October 1990. As discussed in
more detail in Chapter I, PIRS has three patient classification groups, which are de
signed to reflect nursing resource use of the general population of nursing home resi
dents. Both DMAS and the nursing home providers are aware that the current PIRS
methodology is outdated and requires significant changes, although they differ on the
extent of these changes. JLARC staff found three general reasons why the current
case mix methodology is outdated and change is needed.

First, the PIRS methodology excludes nursing facility residents who require
specialized care. This exclusion has created administrative problems for DMAS be
cause they have had difficulty controlling utilization and expenditures for specialized
care residents. In addition, because nursing facilities receive more than four times the
regular nursing facility per diem rate for specialized residents, many facilities have
sought to maximize reimbursement by moving routine heavy care nursing home resi
dents into the specialized care category.

In 1996, in order to reduce the inappropriate use of specialized care, DMAS
adopted the federal case-mix methodology, known as RUGS·III, for the specialized
care residents only. DMAS staff stated that they did not move to the federal case-mix
system for the general nursing home population at the same time because of the ad
ministrative costs.
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A second reason the current case mix methodology requires changes is that
the current PIRS case mix classification formula is tied to an assessment process that
captures only 20 variables, no longer accurately reflects the complexity of the resi
dents' care needs, and for which there is no ongoing training of facility staff to ensure
that assessments are completed accurately. In addition, the nursing resource weights
that are assigned to the three classes are based on a 1987 Maryland time and motion
study. Most current case-mix systems base their classification schemes on over 300
different assessment questions.

A final reason that PIRS should be changed is that there are more sophisti
cated patient classification systems available today, which recognize the diversity of
the nursing home population. The most widely accepted case-mix system is RUGS-III.
The RUGS-III system uses the federal assessment form, the MDS, to classify a patient
into one of seven broad categories (in general order of use of nursing time): special
rehabilitation, extensive services, special care, clinically complex, impaired cognition,
behavior problems, and reduced physical function. The resident's functional status or
ability to perform activities of daily living (ADLs), creating 44 different categories,
further divides these groups.

This is the same classification algorithm that forms the basis for the new
prospective payment system (PPS) for Medicare skilled nursing home reimbursement.
RUGS-III is based on time and motion studies of all disciplines in skilled nursing.
Time spent with residents was analyzed in relation to their conditions as assessed on
the MDS. Each RUGs classification is assigned a case mix index (eM!), also called a
"weight." The weight represents the relative cost ofcaring for a resident in that group.
Rather than use dollar amounts, wages are comparatively weighted by discipline. For
example, a registered nurse will have a salary weight of 1.41 while a nurse's aide will
have a weight of 0.59.

Many state Medicaid programs (New York, Texas, Kansas, Mississippi, Maine,
South Dakota, Vermont, Nebraska, Ohio, West Virginia, Pennsylvania, Indiana, Wash
ington, and Idaho) have implemented some version of RUGS-III. The most frequent
use of the system is to adjust direct care patient ceilings for each facility.

As mentioned earlier, DMAS has moved in the direction implementing RUGS
III because this methodology is already utilized for the specialized care residents. In
addition, because nursing homes have been electronically submitting MDS resident
data to the Virginia Department ofHealth on a monthly basis since July 1998, the data
are available for patient classification of all nursing home residents. However, there
are no current DMAS regulations regarding RUGS-III, and the certainty of, and the
timeframe for, full implementation is unclear. One of the reasons for the delay is that
DMAS bas yet to obtain approval from the federal government concerning the use of
the MDS assessment data for reimbursement purposes. At the present time, only the
Health Department bas access to the data. According to DMAS' staff, the delay is
because the federal government and Virginia have not resolved confidentiality issues
on the how the data will be used and who will have access to the information.
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Problems Found With the Data for Detennining Facility Case Mix
Scores. One of the common problems with the implementation of a case mix reim
bursement system is that it may encourage facilities that are paid more for heavy care
residents to over utilize services that might place a resident into a higher case mix
category or to "miss-code" residents into a higher category. To guard against what is
commonly called "case-mix creep," states must also have a strong system for monitor
ing the assessment data that is utilized for reimbursement purposes. Currently, DMAS
does have a validation process for the PIRS case mix methodology, though improve
ments are needed.

JLARC staff analyzed the outcome ofDMAS staff's on-site validation visits to
determine the impact of "case-mix creep" found on the assessment data submitted by
the facilities. DMAS' long-term care staff attempt to visit all nursing facilities each
year to validate the assessment data that has been submitted for the PIRS methodol
ogy on a sample of the nursing facility's residents. However, due to staff limitations
and the number offacilities that DMAS has to review, DMAS staff limits its validation
review to all Class C residents (the highest care need patients) and the highest func
tioning Class A residents (the rationale is that these Class A residents may be dis
charged to the community).

Based on the outcomes of these visits in 1997 (as shown in Table 12), there is
some justification for concern that nursing facilities may be over-coding their residents
into the Class C category, which is the heaviest care category and potentially could
represent the majority of the dollars. Most of the changes made through these on-site
visits are to move patients originally classified as Class C (heavy care) residents to the
Class B (moderate care) category. In the fourth quarter of 1997, this was a 24 percent
change of Class C to Class B. DMAS staff attribute this movement to lack ofdocumen
tation for the specialized conditions that place a resident in Class C, such as paralysis,
tube feedings, and provision of wound care.

However, DMAS staff also give facilities credit for caring for sicker patients
when warranted. In three out of the four quarters, DMAS staff moved Class A (low
care) residents up to the higher Class B. While these changes were minimal compared
to the Class C changes, it is also an indication ofDMAS staffoverall goal to ensure that
residents are assessed and categorized appropriately. These results underscore the
necessity of strong onsite validation procedures to coincide with a case mix reimburse
ment system. For those states that move to the RUGS-III case mix system, the meth
odology for conducting the validation audits is well-established. In addition, when the
same assessment data is used for reimbursement and quality of care, the potential for
abuse declines. For example, if residents are miss-coded too often it could draw the
attention of the Health Department's facility inspectors as a possible quality of care
concern.

When DMAS develops validation procedures for the new RUGS-III methodol
ogy, DMAS needs to include procedures to sanction nursing facilities that purposefully
and routinely falsify their data. These procedures could include the requirement that
the nursing facility staff receive additional training on the proper ways to complete
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------------ITable121-----------
Result of DMAS Onsite Validation Visits for PIRS in 1997

First Quarter - Validation Visits Made to 33 Facilities
Interim Final Actual Change Percent Change

Class A Patients 547 546 (1 ) (0.002%)
Class B Patients 1,411 1,515 104 70/0
Class C Patients 566 463 (103) (180/0)
Total Patients 2,524 2,524

Second Quarter - Validation Visits Made to 45 Facilities
Interim Final Actual Change Percent Change

Crass A Patients -553 536 (17) (3%
)

Class B Patients 1,972 2,090 118 6%
crass C Patients 829 728 (101) (12%)
Total Patients 3,354 3,354

Third Quarter - Validation Visits Made to 63 Facilities
Interim Final· Actual Change Percent Change

Crass A Patients 988 1,014 26 3%
Class 8 Patients 2,nO 2,888 118 40/0
Class C Patients 1,105 961 (144) (13%

)

Total Patients 4,863 4,863

Fourth Quarter - Validation Visits Made to 90 Facilities
Interim Final Actual Change Percent Change

Class A Patients 1,208 1,196 (12) (10/0)
Crass B Patients 3,092 3,301 209 70/0
crass C Patients 806 609 (197) (240/0)
Total Patients 5,106 5,106

Notes: Interim numbers are based on facility submitted assessment data. Final numbers are based on the validation of
the assessment data by DMAS staff.

Source: JLARC staff analvsis of DMAS 1997 PIRS data.

assessments, that the facility could incur fines for incorrectly submitting assessment
data, or the facility could be required to delegate authority for completing the assess
ment to an outside independent party. For example, in Maine t nursing facilities lose
between two to 10 percent of their total direct care cost component when assessment
errors are found.

Virginia's Current Case Mix Reimbursement Methodology Reduces
Payments Across AllFacilities by More Than One Million Dollars. The intent of
a case mix system is to improve access to nursing facilities for heavy care patients and
to more fairly reimburse facilities on the basis ofpatients they admit. In theory, facili
ties with patients with heavier care needs will receive higher reimbursement than
those facilities with patients with moderate needs. Initially, most states experience an
overall increase in nursing facility reimbursement funding when they first implement
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a case mix system. The funding levels tend to stabilize as funds shift from the facilities
caring for lower care residents to those facilities who care for higher care residents.
However, JLARC staff' analysis of Virginia's formula for determining the facilities'
Medicaid payment rate found that if the case mix factor was removed completely from
the funding formula, the overall level of funding available to nursing facilities would
increase by approximately $1.4 million. In essence, the nursing facilities would re
ceive more funds if there were no case mix system in Virginia.

JLARC staff brought this to the attention of DMAS staff and they were un
aware that the use of case mix scores in the 1997 funding formula had a negative
impact on the amount of funds available for nursing facility reimbursement. DMAS
staff stated they discovered a similar loss of more than $800,000 in 1994 but did not
interpret this as a negative impact. The reasons why this reduction occurs still needs
to be determined by DMAS staff. DMAS staff have initially indicated two potential
reasons for this problem. First, the number ofMedicaid days for nursing facilities that
are serving less than average patients (a case mix score below 1.00) may be greater
than those caring for heavier care residents (a case mix score above 1.00). When a case
mix score is below one, it has the impact ofreducing the upper payment ceiling amount
for the direct care costs. An analysis byJLARC staffindicates that 57 percent (3,590,120
of the 6,333,531) of the Medicaid patient days in 1997 were spent in facilities with
scores less than 1.00. However, the impact of this factor upon the calculations is still
unclear because the overall statewide case mix score for 1997 is 1.11.

The second potential reason for this problem is the fact that the upper pay
ment ceilings have not been adjusted in over nine years, so the ceilings are already low
and do not recognize nursing facility costs. The addition of the case mix factor brings
these ceilings down even further. Because the Medicaid formula takes the lower of the
upper payment ceilings or the costs, facilities receive the upper payment ceiling as
their payment rather than their costs (63 percent of all nursing facilities' costs were
over the ceiling in 1997). The cumulative effect of several methodological problems is
further discussed in the next section and illustrated in Exhibit 5.

DMAS needs to examine its methodology for deriving case mix scores and the
inappropriate negative impact that these case mix scores has on the available funding
for nursing facilities prior to the implementation ofa new reimbursement system. This
is particularly true because the proposed new reimbursement system will be a single
reimbursement system for all nursing facility residents, including payment for the
highest cost nursing facility care residents, those requiring specialized care.

Recommendation (4). The General Assembly may wish to direct the
Department ofMedical Assistance Services to implement the federal case mix
system, known as Resource Utilization Groups (RUGS-ill), for linking pay
ment rates to the care needs of all nursing facility residents, including spe
cialized care residents. In addition, DMAS should ensure that the methodol
ogy and calculations that use the case mix scores does not reduce funding
that is available system-wide.
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Recommendation (5). The General Assembly may wish to direct the
Department of Medical Assistance Services to develop a stronger validation
process to help ensure that resident assessment data is not falsified in order
to receive increased reimbursement under the new case mix system. This
system should include sanctions for facilities that routinely falsify assessment
data, including the requirement of additional training, financial penalties,
and/or the delegation of who can complete the assessments to an indepen
dent entity.

The Medicaid Formula for Determining Rates Eliminates
Most Cost Adjustments for Inflation and Case Mix

The previous sections in this chapter have demonstrated that through the
utilization of upper payment ceilings, infrequent recalculation of these ceilings, occu
pancy limitations, and case mix adjustments, Virginia's payment methodology is more
restrictive than most other states. In addition, these aggressive cost controlling strat
egies have impacted the level of reimbursement nursing facilities receive, especially in
the area of nursing costs. Most Medicaid reimbursement systems are not designed to
reimburse 100 percent of nursing facility costs. However, for many facilities, the cu
mulative impact of these problems in the computation of the Medicaid nursing facility
reimbursement rate is a substantial gap between the portion of their approved costs
that appear to be legitimate for reimbursement (based on more reasonable assum.p
tions) and the reimbursement they receive.

Exhibit 5 provides an example ofhow one Virginia nursing facility reimburse
ment is impacted by DMAS' complex reimbursement formula. This example simulates
the direct patient care cost portion of the formula only. In general DMAS' formula is
correct in that it utilizes upper payment ceilings and reimburses nursing facilities the
lower of their costs or the payment ceiling. However, because these upper payment
ceilings have not been recalculated in nine years and the case mix adjustment is made
to both costs and ceilings, nursing facilities are overly penalized by the steps utilized
prior to the comparison of facility costs to the upper payment ceiling. As shown in the
exhibit, DMAS current approach goes through a series of steps to increase the provid
ers' direct operating costs by inflation and a case mix trend factor, and then reduce
their overall costs by the final step, which is the application of the upper payment
ceiling. DMAS staff has indicated that this complex formula is necessary to ensure
that the overall reimbursement system remains budget neutral.

By the time a facility's costs are at this part of the process, an occupancy
standard (described earlier in this chapter) has been applied, which may have already
reduced the facility's direct care operating costs. The particular nursing facility, with
the data shown in this exhibit, has already received a downward adjustment to its
direct care costs because the facility's overall occupancy was less than 95 percent. This
facility was also used earlier as the case example showing the impact of the occupancy
standard. The facility's per diem cost was adjusted downward from $39.31 to $36.93 (a
loss of $2.58 per day, or $116,484 a year) because of the application of that standard.
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Exhibit 5

Impact of the Medicaid Reimbursement Methodology on
Direct Patient Care Costs Recognized for Nursing Facilities

AJlonle a>SS A. Direct Patient Care Cos1s
liedicaid adjusted

patient days·

( Cost per dayJ ( Inflation factor) ( Casemlx ]
Adjusted direct

X X trend factor = patient care cost
per day

I Example using data from anursing facility I

I~~I48,304

Rate A

( $36.93 ) X ( 1.0399 J X ( 1.01613 ) = I $39.02 I

B. Direct Patient Care Upper Payment Limit

[ Peer.~DUp J [ Facility case J Adjusted direct

X = patient care
ceiling mix factor ceiling

I Example using data from same nwosing facility I
RateS

( $33.34 ) X ( .8754 ) = I $29.19 ,
Medicaid Reimbursement Rate Lost Reimbursement

Rate A $39.02 Rate A

I $39.02 I - $29.19 RateSU=> AandBcompared $9.83 Per Medicaid patient day
and lowest c:::::) $29.19 Medicaid unadjusted

RateS rate used X 45,149 patient days

I $29.19 I $443,815 Loss for year

• Medicaid patient days are adjusted upward because the nursng facility did not meet the 95 percent occupanCy'
standard.

Source: JLARC staff analysis of DMAS 1997 cost reports and reirrbursement forrrula.
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The nursing facility used in this example, under Part A, receives upward ad
justments to its per diem costs of $36.93 for inflation and' a case mix trend factor (a
ratio oftwo case mix factors), with the final costs per day adjusted to $39.02. However,
because the upper payment ceilings for direct operating costs have not been recalcu
lated in over nine years, the upper payment ceiling (shown in Part B) is set at $29.19.
In the end, the DMAS formula takes which rate is lower and sets the direct cost per
diem component at that rate. This particular nursing facility, which has already lost
$116,484 due to the occupancy standard, loses an additional $443,815 a year due to the
final step of applying an upper payment ceiling. This is just one example of 151 facili
ties (or 63 percent of all facilities) whose costs were over the direct care ceilings. The
average lost reimbursement for these facilities was $158,000 or a total loss across all
facilities of $23.8 million.

JLARC staff found two problems with the final DMAS formula. First, a case
mix score should not adjust the nursing facility costs in Part A. Nursing facility costs
for nursing staff already reflects the mix of the residents that they are caring for.
Instead this case mix adjustment should only be made to the direct care upper pay
ment ceiling. Second, the most current case mix score should be used on the upper
payment ceiling (shown in Part B). This is necessary in order to give nursing facilities
credit for new admissions since the last payment rate was determined.

According to one nursing facility reimbursement consultant, while a prospec
tive rate is based on historical costs, the case mix score should come from the period of
re4n,bursement. For example, DMAS at the present time utilizes 1997 costs and case
mix scores to set the 1998 payment rate. Instead, DMAS should utilize 1997 costs and
1998 case mix scores to set the 1998 payment rate. At the present time, there is 270 to
330 days lag time between the end of the provider's fiscal year end and the develop
ment of the provider's prospective payment rate. DMAS could utilize the latest case
mix score for the facility during that lag time because case mix scores are updated
quarterly.

For the nursing facility example used for Exhibit 5, JLARC staff adjusted
DMAS' reimbursement formula to remove the case mix trend factor from the Part A
calculation, remove the occupancy standard from the direct care costs, and increase
the peer group median to 125 percent. This adjustment reduced the nursing facility's
lost reimbursement to more than haIffrom $443,815 to $208,137.

Cost containing methodologies, which include upper payment ceilings, are an
important aspect ofevery Medicaid nursing facility reimbtttsement system. The prob
lems that have been discussed in this section underscore that DMAS' aggressive cost
containing strategies may have an adverse effect on fair reimbursement of nursing
facilities.

Recommendation (6). The General Assembly may wish to direct the
Department ofMedical Assistance Services to apply the case mix adjustments
to the upper payment ceilings for direct care only and to utilize the most
current facility case mix scores.
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Part of the mandate for this study was to compare Virginia's nursing facility
reimbursement methodology to the methodology of other states. This section of the
report addressed the mandate by comparing Virginia's level of reimbursement, as well
the reimbursement methodology, with other states. The JLARC study found that
Virglma's nursing facility reimbursement levels are somewhat low, and are being par
tially subsidized by private pay patients. In addition, the nursing facilities· are being
asked to care for residents that have high care needs, which means that it is particu
larly critical for Virginia to ensure that adequate funding is available.

This low level of reimbursement can be attributed, in part, to Virginia's re
strictive reimbursement methodology that does not fully capture the costs ofproviding
care. JLARC staff found several problems with the current Medicaid reimbursement
methodology that should not be repeated in the design of a new reimbursement sys
tem.

Rather than simply raising Virginia's level of reimbursement to the nation's
median reimbursement rate as some have suggested, the new reimbursement method
ology needs to be adjusted to better reflect the costs of caring for a Medicaid resident.
At the same time, the reimbursement methodology must maintain some level of cost
controls. This section makes a series of recommendations that would improve the re
imbursement methodology to ensure that the level of reimbursement paid on behalfof
a Medicaid nursing facility resident is tied to the care needs of that resident.
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III. Nursing Facilities' Characteristics,
Costs, and Medicaid Payments

For many years, the nursing facility industry in Virginia and nationally has
been sustained by a mix of revenue streams including Medicaid, Medicare, third-party
insurers, and self-pay residents. Despite nursing facility industry claims that low
payment rates inhibit quality of care, Medicaid rates for nursing facility care remain
low in order for states to control the growth of long-term care expenditures.

An objective of this study is to determine whether the current Medicaid nurs
ing facility reimbursement system is adequate to promote quality of care. Chapter II
showed that Virginia's level of Medicaid reimburs·ement appears to be low, resulting
from a methodology that is restrictive and outdated. The next step is to consider what
impact the methodology has on nursing facility spending. The response to this meth
odology may vary between different types offacilities, such as for-profit and non-profit
facilities.

JL.ARC staff found that there are differences in the magnitude of the cost and
the proportion of facility costs that are met by the reimbursement methodology. High
costs facilities tend .to be: non-profit facilities, facilities with 60 beds or less, northern
Virginia facilities, and facilities that care for a lesser proportion ofMedicaid residents.
Low cost facilities tend to be: for-profit facilities, facilities with more than 120 beds,
southwestern Virginia facilities, and facilities that care for more Medicaid residents.
The reimbursement methodology impacts these facilities differently. For example, for
profit facilities (which care for the majority of Medicaid patients) tend to spend just
what Medicaid reimburses ($80 per patient day, with 98 percent of allowable costs
reimbursed). These facilities may be constrained in the quality of care that th~y can
offer for this funding level, but might increase quality with an improved reimburse
ment for direct care costs. Non-profit facilities tend to spend considerably more ($98
per patient day). They have not been constrained by the reimbursement level, but they
must find ways to accommodate the fact that the system just recognizes 83 percent of
their allowable costs.

SOME COSTS ARE BEYOND CONTROL, WHILE OTHERS ARE
WITHIN CONTROL OF NURSING FACILITIES

To address the variation in the costs of providing nursing facility care across
Virginia, JLARC staff examined a variety of facility characteristics that typically are
associated with overall costs. The facility characteristics examined in this study, which
~e listed in Exhibit 6, are classified as either largely in the control of the facilities, or
largely beyond their control. Those factors that were determined not in the control of
nursing facilities include: whether the facility is operated for profit; whether the facil
ity is part of a chain; the number of licensed beds in the facility; and where in Virginia
the facility is located (see the top half of Exhibit 6). Each of these characteristics are
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,EXhibit 61

Nursing Facility Characteristics Which May Impact Their Costs
;" '. ". :t:f'act6rsNot·in'the~Control of Nursirig,"Facilities, ..: ~:.,>;:,,~,/~'~;' ;;"i.

"',
'" ,,0'

• Profit Status
• Chain Status
• Number of Licensed Beds
• Geographic location of the Facility

f·:" .".. '; ,:,f·. ",;:~;~~fiactOrs~W"rthjri;,thi;:,Coritrol of Nursing:Facilities>:\":~,"">:-.~~:;;{g£;~j~f¥;~~~~:

• Total Costs and the Components of Cost:
Direct Patient Care, Indirect Costs, and Plant Costs

• Quality of Services Provided
• Total Occupancy Rate
• Medicaid Occupancy Rate
• Care Needs of the Residents

Source: JLARC staff analvsis.

considered external factors because they are routinely pre-determined upon the open
ing of the nursing facility, and usually are not changed once the facility is in operation.

Notwithstanding the impact of these external factors, nursing facilities do
have control over certain aspects of their operation (see bottom half of Exhibit 6). One
important factor is how much money facilities are willing to spend on various compo
nents of operating a nursing facility. Some facilities may purposefully contain their
costs based on the expected level of Medicaid reimbursement, while others may spend
whatever they deem necessary to adequately care for their residents. Other factors
within facilities' control are the quality of services provided to residents; the ability to
fill beds with private pay and/or Medicaid residents; and the care needs of residents
admitted.

To address the issues related to facilities' costs and Medicaid reimbursement,
JLARC staff utilized a database that merged two types of information provided by
DMAS:

• 1997 nursing facility cost report data, which contains the most recent cost
data available and contains over 100 financial variables; and

• Nursing facility PIRS data, which contains the PIRS case mix information
at the facility level and is used in the Medicaid reimbursement system.

NURSING FACILITIES' CHARACTERISTICS

Virginia's nursing facilities that participate in the Medicaid program vary
according to the variety of factors. Some of these characteristics may be associated
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with the facilities' costs, and therefore, should be considered in the design of any nurs
ing facility reimbursement system. In addition, this section addresses the questions of
what type offacilities are more likely to care for Medicaid residents and those with the
heaviest care needs.

Virginia Nursing Facilities that Participate in the Medicaid Program
Are a Diverse Group

Exhibit 6 lists factors that may be associated with the facilities' overall costs
in one way or another. These factors were considered in the JLARC staff analysis of
costs.

One of the external factors that may be associated with facilities' costs is their
profit status and whether or not facilities are part of a corporation or chain. As shown
in Table 13, most nursing facilities in Virginia (75 percent) are considered for-profit
and most facilities are part of a chain (70 percent). Chain facilities are a group of
homes managed by one organization, and may be operated either as for-profit or non
profit homes. More than halfofall nursing facilities are for-profit and also managed as
part of a chain (see Appendix B, Table B-1). The proportion of for-profit chains has
increased slightly from 47 percent in FY 1990 to 57 percent in the 1997 calendar year.

The number of licensed beds a facility manages may also be associated with
its facility costs. In Virginia, the number of licensed beds is equally distributed among
three bed sizes: one to 60 beds, 61 to 120 beds, and 121 beds and over. The average bed
size across the facilities is 122. A common reimbursement theory is that the larger the
number of beds, the more likely it is that a facility will have lower overall costs due to
economies ofscale. The current Medicaid reimbursement methodology in Virginia takes
bed size into account by adjusting indirect operating cost component ceilings to ac
count for the higher costs of providing care in facilities with smaller numbers of li
censed beds. The 1992 JLARC study found that this adjustment was needed in Vir
ginia because nursing facilities have not been allowed to increase their bed size be
cause of State-level policies that have limited such growth.

The final external factor considered that is not in the control of the nursing
facility, but that may be associated with facility costs, is where the facility is located.
This factor is important because the cost of living, wages, and the stability of the em
ployable population varies throughout the State. The table shows the percentage of
facilities that are in each of the Department of Health's five health regions. South
western Virginia is the home of the largest concentration of nursing facilities and li
censed beds, 29 percent of all nursing facilities and 26 percent of all the licensed beds
are in this area of the State. Northern Virginia has the fewest nursing facilities and
licensed beds (11 percent and 13 percent respectively). The current Medicaid reim
bursement methodology does group facilities based on geographic designation to pro
vide higher reimbursements for areas of the State that have higher employment costs.
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------------ITable 13J-----------
Virginia Medicaid Nursing Facilities' Characteristics

for Calendar Year 1997

FACILITY CHARACTERISTICS PERCENTAGE
,"~:';:';. ': ,'"

~'Y<'Factors Not'iri~e, COntrol?of·the~'Nursi"'{iFacilities
,

;";': "",,;:,~'.<.:r,:,;.\"?'".

Profit Status For-Profit 750/0
Non-Profit 25%

Chain Status Chain 70%

Non-Chain 30%

Number of Licensed 1 to 60 320/0
Beds in Facility 61 to 120 300/0

121 or more 380/0
Geographic Location Northwestern 20°,10
of the Facility Northern 110/0

Southwestern 29%
Central 170/0
Eastern 23%

:i~~:',·;';±!~;;:,:··;' ',', :,,' ..''S~~;'Facto~Withinthe,:'CorifiOl,;;of1he:Nursil1tfFacilities
, '-'. ,.,>".,.:,+ ,.,.... :.,:.,;......... ",

Total Occupancy Rate 900/0
Medicaid Occupancy Rate 650/0

Number of Percent ofAll
Care Needs of Medicaid Residents Admitted Residents Medicaid Residents

Light (Class A) 3699 21%
Moderate (Class B) 10396 600/0

L Heavy (Class C) 3166 18%
Average Statewide Case Mix Score 1.11
Note: N=229 (all nursing facilities).

Source: JLARC staff analysis of DMAS 1997 cost report data and 1997 PIRS data.

.While there is a core set ofcharacteristics that nursing facilities cannot change,
there are two factors that facilities can manipulate which may be associated with their
overall costs and Medicaid payment rate. These include their ability to fill their beds
with private pay and/or Medicaid residents, commonly called the occupancy rate, and
the overall care needs of the residents th~y admit.

The current Virginia Medicaid payment system is designed to pay more to
"efficient and economical" facilities that keep their total occupancy at 95 percent or
above. Like larger bed size, nursing facilities that keep their beds occupied are ex
pected to have lower overall costs. Virginia's Medicaid nursing facilities had an aver
age occupancy rate of 90 percent. Slightly more than halfof nursing facilities reported
an occupancy rate of 95 percent or more.

Another important element of control exercised by facilities is the extent to
which they participate in the Virginia Medicaid program.. In 1997, the typical partici
pating nursing facility cared for two Medicaid residents for every private pay resident.
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The final factor that facilities have some control over is the care needs of the
Medicaid residents they admit. The current Medicaid payment system is supposed to
encourage, through higher reimbursement rates, the admission ofheavier care Medic
aid residents. Virginia's current Medicaid reimbursement methodology classifies resi
dents' care needs at three levels: Class A residents (who are light care and require low
levels of nursing resources); Class B residents (who have moderate care and resource
needs); and Class C residents (who have the greatest care and resource needs).

Most of Virginia's Medicaid nursing home residents in 1997 are categorized
as Class B residents (60 percent), and require a level of nursing resources slightly
higher than an average resident. Nearly one-fifth of residents had heavy care needs
and are classified as Class C residents.

The Medicaid reimbursement methodology theoretically adjusts nursing fa
cilities' direct patient care costs, based on their patient case-mix, or the weighted aver
age of Class A, B, and C patients. A score of one indicates an average nursing facility
resident. The typical Virginia Medicaid nursing facility had a case mix score of 1.11
which means they are caring for residents that are 11 percent sicker than the average
resident.

In addition to examining the characteristics of nursing facilities, JLARC staff
also addressed two questions:

• what type of facilities are more lik~ly to care for Medicaid residents, and

• what type offacilities are more likely to care for the Medicaid residents with
the heaviest care needs?

For-Profit Facilities Care for More Medicaid Residents
than Non-profit Facilities

For-profit and non-profit facilities are generally similar in terms of their bed
size, geographic location, and overall occupancy rates (see Table 14). However, for
profit facilities admit and provide care for substantially more Medicaid residents (67
percent of their residents are Medicaid) than their non-profit counterparts (57 percent
of their residents are Medicaid).

Similarly, chain and non-chain facilities are alike regarding bed size, geo
graphic location and Medicaid occupancy. However, the chains maintain a slightly
higher overall total occupancy rate than non-chains.

JLARC staffalso examined ownership status for a combination of profit-chain
status and found some key differences. For-profit facilities that were also part of a
chain had the highest Medicaid occupancy rate overall (69 percent of their residents
were Medicaid on average), while non-profit, chain facilities had the lowest (50 percent
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------------ITable141-----------
Virginia Medicaid Nursing Facilities' Characteristics

by Profit and Chain Status for Calendar Year 1997

Facilitv Status
Facility Characteristics All Non· For Non·

Facilities Profits Profits Chains Chains
Number of Licensed Beds
in Facility

1 to 60 32% 33% 31% 33% 31%
61 to 120 30 28 30 28 31
121 or more 38 39 38 39 38

Region
Northwestern 20% .- 18% 20% 210/0 19%
Northern 11 13 10 15 9
Southwestern 29 20 31 25 29
Central 17 16 18 22 15
Eastern 23 34 21 18 27

Occupancy Rates (Mean)
Total Occupancy 900/0 900/0 90% 87% 91%
Medicaid Occupancy 65 57 67 64 65

All Nursing Facilities 229 57 172 69 160
Source: JLARC staff analysis of DMAS 1997 nursing facility cost report and PIRS data.

of their residents were Medicaid on average). (See Appendix B, Table B-2, for the
details of this comparison.)

Hospital-Based Nursing Facilities Care for Medicaid Residents
with the Highest Care Needs

As shown in Table 15, hospital-based nursing facilities (there are 26 hospital
based facilities in this analysis) are more often than any other type of nursing facility
to provide care to the sickest Medicaid residents. Hospital-based facilities had the
highest percent ofheavy care residents (Class C) at 25 percent, and a case mix facility
score of 1.21, which is well above the State average of 1.11. The primary reasons why
hospital-based nursing facilities take heavier-care Medicaid residents is their proxim
ity to the hospitals and the different reimbursement payment systems that pay for
hospital care versus nursing facility care.

When an elderly person enters a hospital, it is likely that Medicare is the
primary payer for that care, and the number of days that Medicare will reimburse is
limited by the patient's particular diagnosis (under the Medicare hospital payment
system, known as Diagnostic Related Groups, or DRGs). Therefore, when the Medi
care hospital days have expired, the patient may be discharged to a hospital-based
nursing facility, whereby Medicaid becomes the primary payer (Medicare may pay up
to 1'00 days for skilled nursing facility care after hospital discharge).
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------------1Table151-----------
Virginia Medicaid Residents' Care Needs by Nursing Facilities'

Characteristics for Calendar Year 1997

Care Needs of Patients
Facility Class A Class B Class C Total Average

Characteristics Residents Residents Residents Residents Facility
Number (%) Number (%) Number (%) Number Score

Profit For-Profit 2631 (21%) 7713 (62%) 2158 (17%) 12502 1.10
Status Non-Profit 813 (22%) 2064 (57%) 737 (20%) 3614 1.09
Chain Chain 2417 (21%) 7164 (61%) 2092 (18%) 11673 1.10
Status Non-Chain 1027 (23%) 2613 (59%) 803 (18%) 4443 1.09
Hospitals 217(21%) 545 (54%) 256 (25%) 1018 1.21
All Nursing Facilities 3,699 10,396 3,166 17,261 1.11
Source: JLARC staff analYsis of DMAS 1997 PIRS data.

Because almost all the residents in a hospital-based nursing facility are ad
mitted directly from the hospital, these residents are likely to be sicker than the gen
eral nursing facility population. In addition, many of these residents are transferred
to other nursing facilities in the community once their care needs beco.me less intense
and require less nursing resources. Hospital-based nursing facilities only provide care
for approximately six percent of the overall Medicaid nursing facility population.

NURSING FACILITIES' COSTS AND MEDICAID PAYMENT RATES

As discussed in Chapter I, most Medicaid programs go through a series of
steps to transform. nursing facilities' "allowable costs" into the final Medicaid payment
rate. Nursing facilities' "allowable costs" are the actual costs that are eligible for Med
icaid reimbursement after appropriate adjustments as required by state Medicaid regu
lations are made (non-allowable expenses may include the provision of barber and
beauty services to the residents or the cost of personal items sold to residents).

Virginia's Medicaid payment rates are what Medicaid will reimburse the fa
cilities after all the factors in the reimbursement formula are taken into account. As
discussed in Chapter II, the current Medicaid reimbursement system determines the
Medicaid payment rate based on a variety of nursing facility characteristics. The cur
rent methodology theoretically adjusts reimbursement rates in some manner based on
facility bed size, geographic location, occupancy rate, and the care needs of the resi
dents. In addition, Virginia's methodology limits the facilities' costs within three cost
components: direct patient care costs, indirect patient care costs, and plant costs.

The key issue in this section is to examine the factors that may be associated
with facilities' ability to recover their nursing facility costs from Medicaid. To assess
this issue, JLARe staff examined nursing facility cost data to determine the extent to
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which the Medicaid program reimbursed facilities for the costs incurred and to deter
mine the most critical factors that are associated with the costs of providing nursing
facility care.

JLARC staff found that for-profit facilities recover more of their costs from
Medicaid than non-profit facilities. Further, four major factors were found to be most
strongly associated with a nursing facilities' costs. These four factors are profit status,
facility bed size, geographic location of the facility, and the proportion of Medicaid
residents in their facility.

Nursing Facilities' Costs Exceed Medicaid Payment

As expected from the previous findings that Virginia's Medicaid level of reim
bursement is low, the pace of Medicaid reimbursement has not matched the rising
costs of providing nursing facility patient care. According to a JLARC staff examina
tion of DMAS' nursing facility cost report data from 1994 to 1997 (the 1994 to 1996
information is included in DMAS' 1998 nursing facility reimbursement study), there
was a 21 percent increase in total nursing faciljty allowable costs. These costs per day
climbed from an average of $70 in 1994 to an average of $85 in 1997 (see Table 16 for
1997 data). Over the same time period, the total Medicaid reimbursement increased
15 percent.

To examine the proportion of costs reimbursed by Medicaid over this same
time period, JLARC staff developed an indicator, which is the percentage of the aver
age overall facilities' total costs that is reimbursed by Medicaid, or "coverage rate."
Using this coverage rate indicator, JLARC stafffound that nursing facilities were re
imbursed on average for 97 percent of their costs in 1994, and 96 percent in 1995 and

-------------ITable161r------------
Virginia Nursing Facilities' Cost Per Patient Day and

Medicaid Payment Rate for Calendar Year 1997

Nursing Facility Costs*
And Medicaid Rates Median Mean

Total Costs $78 $85
Direct Operatina Costs 37 40
Indirect Operatina Costs 32 35
Plant Costs 8 9
Total Medicaid Rate $76 $78
Direct Operating Rate 34 36
Indirect Operating Rate 33 33
Plant Rate 8 9
• Facilities costs are allowable costs. which are the costs that are eligible for reimbursement after adjustments are made

according to Virginia's Medicaid regulations.

Source: JLARC staff analysis of DMAS 1997 cost report data.
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1996. Virginia's average Medicaid coverage rate dropped to 92 percent in 1997. This
decreased coverage rate is reflected both in the direct care and indirect cost compo
nents. In 1997, direct care costs were reimbursed by Medicaid at 90 percent and indi
rect costs were reimbursed at 94 percent.

It is likely that the restrictive and outdated Medicaid nursing facility reim
bursement methodology explains why the Medicaid payment rate has not increased in
tandem with the cost of providing care. As discussed in Chapter II, the fact that the
upper payment ceilings for direct care and indirect care costs have not been recalcu
lated in nine years to reflect changes in nursing facility costs, and the fact that the
occupancy standard has not been adjusted to reflect declining occupancy, are two likely
contributors.

In the past, State level policy makers have been able to ignore or discount the
nursing facilities' claim that Medicaid reimbursement is low. A common statement
made about the nursing facility industry over the years, is that if the Medicaid reim
bursement level is so low, why don't more facilities go out of business? In Virginia, the
impact of low reimbursement levels is beginning to surface in the number of facilities
that are going out of business.

According to the Virginia Health Care Association, ten Virginia Medicaid cer
tified nursing facilities declared bankruptcies within the last six months. All of these
facilities were owned by three national chains, Sage Health Services, Sun HealthCare
and VenCor. There are several reasons behind these bankruptcies, including low Medi
care and Medicaid payment.

The following case studies from a recent newspaper article and the JLARC
nursing facility provider survey provide insight to the problems in Virginia.

Sage Health Services operates 20 nursing facilities across the coun
try, but reports having trouble only with its Virginia facility, Bethany
HealthPlex. According to Sage's chief executive officer, "Virginia's
Medicaid reimbursement rate ofonly about $80 a day per resident, a
drastic change in the Medicare payment system and fierce competi
tion in the Richmond area for certified nursing assistants all led to
Sage Richmond's downfall."

***

Lafayette Villa Nursing & Rehabilitation Center in Eastern Virginia
was family owned from 1967 until its sale in January 1999. The
facility administrator blamed the sale on "increasing financial diffi
culties" and reported that "low [Medicaid reimbursement] rates have
greatly impacted the ability to hire and retain staff."

Most of the ten nursing facilities that are impacted by the recent declarations
ofbankruptcy are likely to be leased or sold to other nursing facility operators. Gener-
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ally nursing facilities do not actually cease operations due to financial difficulties, even
the declaration of bankruptcy.

Profit Status, Bed Size, Geographic Location, and Medicaid Occupancy
Are Factors Associated with Virginia Nursing Facilities' Costs

This section examines more closely how the attributes of nursing facilities
may be related to high or low facility costs. JLARC staff also examined which types of
facilities receive the best Medicaid coverage rate for their costs. Both of these issues
were addressed within the overall context of whether facilities have control over these
factors.

Three Nursing Facility Characteristics that Are Not in the Control of
the Nursing Homes Are Associated with Facility Costs and Medicaid Payment.
The three factors that are not in a nursing facilities' control and likely are associated
with facilities' costs and Medicaid reimbursement are: (1) profit and chain status; (2)
number of licensed beds; and (3) geographic location of the facility.

On average, the Medicaid reimbursement system pays. nursing facilities a
Medicaid rate, which covers 92 percent of their costs. However, there are sharp differ
ences in the coverage rate based on the type of facility. As Figure 5 illustrates, the
reimbursement rate provided the for-profit facilities (98 percent) covers virtually all
the allowable costs associated with providing nursing facility care. A for-profit facility
spends an average of $80 per day on total costs to provide nursing facility care and is
reimbursed by Medicaid for $78 of these costs. This high coverage rate for for-profit
facilities is likely because these facilities have chosen to spend less due to the low
Medicaid reimbursement rates.

The coverage rate begins to decline when examined for non-profit nursing
facilities. Non-profit facilities typically spend $98 per day and only receive Medicaid
payment for $81 per day, which covers only 83 percent of their costs.

There is a similar but weaker pattern of costs and coverage rates for chain
facilities. When looking at the combined profit and chain status offacilities, non-profit
and chain facilities have the highest average costs at $102 per day but lowest Medicaid
coverage rate (79 percent), of all profit and chain status combinations (see Appendix B,
Table B-5). Conversely, for-profit and chain facilities demonstrate the lowest average
costs at $80 per patient day but the highest coverage rate (98 percent).

While the components of ownership status are important, it is intuitive that
the organizational structures of larger sized facilities would lead to more efficient de
livery of at least indirect aspects of patient care. As illustrated in Table 17, the total
costs per day for a smaller facility (with less than 61 beds) is $89 per day; for larger
facilities (with more than 120 beds) the total costs per day is $81. This relationship
holds true for the indirect care and plant cost components as well. Facilities with more
beds have lower indirect operating and plant costs.
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Virginia Medicaid Nursing Facilities' Costs and
Medicaid Coverage Rates, by Facility Type

Medicaid
Coverage
Rate

Plant Costs

Direct Cos

e·~ e·· ~t. e·..... ., .

80

20

o
Type of All
Facility -+ Statewide

Non
Profit

For
Profit

Non
Chain

Chain

Source: JLARC staff analysis of DMA.S 1997 cost report data.

For example, the indirect care costs for providing care in a nursing facility
with less than 61 beds is $39 per day compared to a facility with more than 120 beds at
$32 per day. Larger facilities also tend to recover a greater proportion of their total
expenditures through Medicaid reimbursement than small and medium size facilities.

This analysis confirms the 1992 JLARC study finding that smaller sized nurs
ing facilities tend to have higher indirect care costs. It also supports the continuation
of bed size as one of the characteristics that separate facilities into peer groups for
reimbursement purposes.

The next factor examined by JLARC staffwas the impact geographic location
had on facilities' costs and Medicaid payment. Facilities' costs also differed across geo
graphic regions of the State. The geographic locations are based on the Virginia De
p"artment of Health's five health regions.

The total nursing facility costs in southwestern Virginia nursing facilities
average a low of$76 per patient day; the highest cost was found in northern Virginia at



Table 17

Virginia Medicaid Nursing Facilities Average Costs, Medicaid Payment Rates,
and Medicaid Coverage Rates, by Selected Characteristics,

for Calendar Year 1997

Facility Characteristics Facility Allowable Costs· Medicaid Payment Rates Coverage
N=229 Total Direct Indirect Plant Total Direct Indirect Plant Rate

Factors Not in the Control of the Nursing Facilities
Number of 1 to 60 $89 $38 $39 $12 $81 $34 $35 $12 91%
Licensed Beds in 61 to 120 $84 $41 $35 $9 $77 $35 $33 $9 92%
Facility 120 or more $81 $41 $32 $8 $78 $37 $33 $8 96%

Northwestern $85 $39 $36 $9 $78 $35 $34 $9 92%
Geographic Northern $122 $62 $51 $9 $101 $51 $41 $9 83%
Location of the Southwestern $76 $35 $31 $9 $73 $32 $32 $9 96%
Facility Central $85 $41 $34 $10 $79 $38 $32 $10 93%

Eastern $80 $37 $33 $10 $74 $33 $32 $9 93%
Factors Within the Control of the Nursing Facilities
Direct Care Costs Over Ceiling $90 $44 $37 $9 $79 $36 $34 $9 88%
Efficiency Ceiling Under Ceiling $75 $33 $32 $10 $77 $35 $33 $10 103%
Indirect Care Costs Over Ceiling $100 $46 $44 $9 $82 $37 $36 $9 82%

Efficiency Ceiling Under Ceiling $76 $36 $30 $9 $76 $35 $32 $9 100%
Total Less than 95% $92 $44 $39 $9 $79 $37 $34 $8 86%
Occupancy 95% and Greater $79 $36 $32 $10 $78 $35 $33 $10 990/0

Medicaid Less than 70% $91 $44 $38 $9 $81 $37 $34 $9 89%

Occupancy .70% and Greater $79 $37 $33 $10 $76 $34 $32 $9 96%
• Facilities costs are allowable cosls, which are the costs Ihat are eligible for reimbursement after adjustments are made according to Virginia's

Medicaid regulations.

Source: JLARC staff analysis of DMAS 1997 cost report data.
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$122 per patient per day. As noted among other facility characteristics, those nursing
facilities with the highest total costs also have the lowest Medicaid coverage rates.
Facilities located in northern Virginia receive Medicaid reimbursement for only 83
percent of their total costs; in southwestern Virginia, facilities receive 96 percent of
their total costs.

Explanations for the dramatic gap in costs between regions include differ
ences in the cost of living, wages paid, types of nurses hired, and the stability of the
employable population. The gap in Medicaid coverage rates among regions reinforces
the need for geographic location to continue to be a criterion for creating peer groups
for Medicaid reimbursement.

Nursing Facility Characteristics That Are Within Control ofthe Nurs
ing Homes Affect Facility Costs and Medicaid Payment. Since certain factors in
the control of nursing facilities have been integrated into the current Medicaid reim
bursement methodology, these factors will b~ associated with costs. The four factors
that are within a nursing facility's control and that were examined for their associa
tions with facilities' costs and Medicaid reimbursement are: (1) the amount of costs
facilities provide in direct patient care and indirect patient care categories; (2) the
ability of facilities to keep their beds filled at 95 percent occupancy; (3) the proportion
of Medicaid residents in a facility; and (4) the care needs of the residents. Of these
factors, Medicaid occupancy was the only factor associated with Medicaid reimburse
ment.

As discussed in Chapter II, the amount ofdirect care and indirect care operat
ing costs that are reimbursed by Medicaid depends on whether the facility's costs are
over or under the upper payment ceiling. These ceilings are an important cost-control
ling component of the Medicaid reimbursement system. Direct care cost ceilings are
set at the median cost within three geographically based peer groups. Indirect care
cost ceilings are also set at the median, but for eight peer groups based on two geo
graphic regions and four facility bed sizes. The Medicaid payment system pays facili
ties the lower of the facility's costs or the payment ceiling.

One ofthe major reasons found for the wide discrepancy between certain types
of facilities, their costs, and their Medicaid reimbursement is that Medicaid has not
adjusted the ceiling to reflect nursing facility costs in nine years (discussed in more
detail in Chapter II). While the direct care operating ceilings are supposed to be set at
the median costs for all facilities within a peer group, the JLARC staff analysis found
that 63 percent of the nursing facilities in Virginia were over their direct care operat
ing ceiling in 1997.

Table 17 illustrates that those facilities that were able to keep their direct
and indirect care operati.n:g costs below the respective ceilings were more likely to be
reimbursed for all of their direct and indirect care operating costs. Conversely, nurs
ing facilities that spent over the direct care and indirect care operating cost ceilings
were reimbursed on average of 82 percent for both cost components.
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Another component of the Medicaid reimbursement system within the control
of nursing facilities is their total occupancy rate or how well they can keep their beds
filled. Forty-six percent of the nursing facilities in 1997 had less than the 95 percent
occupancy standard. Because of this standard, these facilities were reimbursed by
Medicaid for on the average of 86 percent of their costs. Those facilities with 95 per
cent or greater occupancy were reimbursed by Medicaid for virtually all of their costs.

Medicaid occupancy rate is the proportion of all residents whose nursing facil
ity care is reimbursed by the Medicaid program. The median Medicaid occupancy rate
across the State is 70 percent. The total costs of facilities with 70 percent more Medic
aid residents were on average 13 percent less compared to facilities with fewer than 70
percent. As discussed above, one reason for this is that the for-profit facilities that
tend to care for the Medicaid population also tend to keep their costs low.

Under the current Medicaid reimbursement methodology, the care needs of
the Medicaid residents are measured through the PIRS case mix methodology, which
groups residents into three classes, applies weights for the nursing resources required
for each class, and creates a facility case mix score. A facility score of 1.00 would
indicate that the facility was caring for average nursing facility resident. As shown in
Table 18, all nursing facilities tend to spend more money as the care needs of their
residents increase. Consistent with other findings, non-profit facilities spend substan
tially more money on each care level than the for-profit facilities. In fact, non-profit
facilities spend more on their residents that have lower care needs ($89 per day) than
for-profit facilities spend on their residents with the heaviest care needs ($88 per day).

While the results in this section provide valuable insight as to what factors
may be influencing the nursing facility costs and Medicaid payment, it is important to
note that the associations observed in this analysis are uncontrolled. That is, when

------------ITable1slr---------'------
Nursing Facilities' Average Total Costs by Level of Patient Case

Mix, Profit Status, and Chain Status (Calendar Year 1997)

Nursing Facilities' Case Mix Level
Below Average Average Above Average

Nursing Facilities' Case Mix Case Mix Case Mix
Characteristics (Below 1.05) (1.05 to 1.15) (1.15 and Above)

N=59 N=134 N::::56
All Nursing Facilities $82 $83 $92
Profit For-Profit $78 $79 $88
Status Non-Profit $89 $101 $106
Chain Chain $82 $83 $86
Status Non-Chain $79 $84 $115
• Facilities costs are allowable costs. which are the costs that are eligible for reimbursement after adjustments are made

according to Virginia's Medicaid regulations.

Sources: JLARC staff analysis of DMAS 1997 cost report data and 1997 PIRS data.
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assessing the relationship between profit status and nursing facility costs, the effects
of other factors such as bed size and Medicaid occupancy were not simultaneously
accounted for. This type of controlled analysis, which is presented in the next section,
identifies which factors are most important in explaining the variation in nursing fa
cility costs.

Multiple Regression Indicates that Costs Are Associated with Profit
Status, Bed Size, Geographic Location, and Medicaid Occupancy. Analysis thus
far has considered the simple impact of a variety of nursing facility characteristics on
nursing facility costs and Medicaid reimbursement, as well as possible explanations
for observed associations. A statistical technique called multiple regression was ap
plied to identify the combination of factors within and beyond the control of nursing
facilities, which best explain the variation in facility costs. The dependent variables
used in the regression models were the total costs per patient day (shown in Table 19),
and the two patient-related costs components: direct patient care and indirect care
operating costs (shown in Table 20).

The regression model developed for total facility costs displayed in Table 19
explained 58 percent of the variation in total costs (as indicated by the adjusted R2).

Half of the variation in total costs is explained by factors not in the control of nursing
homes, most especially facilities' geographic location, but also profit status and facility
size. Only one factor in the control of nursing homes, Medicaid occupancy, was asso
ciated with total facilities' costs.

The four major factors that are associated with a nursing facility's costs are
the geographic location ofthe facility, facility bed size, profit status, and the proportion
of Medicaid residents in the facility.

• Geographic location of nursing facilities has the strongest and most consis
tent association with indirect, direct and total costs. Northern Virginia con
tinued to have costs much higher than other regions, even controlling for
other facility characteristics.

• Facility bed size has a strong association with costs. Larger facilities con
tinue to provide more cost efficient indirect care than smaller facilities.

• Profit status has a strong association with direct patient care costs and total
costs. For-profit facilities spend less on their Medicaid patients than non
profits.

• Medicaid occupancy rate partly explains why for-profit facilities have much
lower costs than non-profit facilities. As non-profit facilities increase their
Medicaid occupancy rate their level of direct patient care costs resemble
those of for-profit facilities.

The complex relationship between profit status and Medicaid occupancy as it
relates to costs may be explained by management decisions. Non-profit nursing facility
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---------------IITable191f------------
Impact of Nursing Facilities' Characteristics

Total Costs* for Calendar Year 1997

Nursing Facility Standardized Relative Strength of
Characteristics Coefficient Association

Not in the Control of
Nursing Facilities
Profit Status -.35 Strona
Chain Status .08
Number of Licensed Beds in
Facility

1 to 60
61 to 120 -.17
121 or more -.30 Moderate

Health Services Region
Northwestern .13
Northem .58 Strona
Southwestem
Central .13
Eastern .02

Within the Control of Nursing
Facilities
Occupancy Rates

Total Occupancy -.15
Medicaid Occupancy -.29 Moderate

Care Needs of the Residents
Unadiusted Facilitv Score .09

Interaction Effects
Profit St2tus and Medicaid
Occupancy .10

Adjusted Ril: .58
Total Cases 218
• Facilities costs are allowable costs, which are the costs that are eligible for reimbursement after adjustments are made

aa:ording to Virginia's Medicaid regulations.

Sources: JLARC staff analysis of DMAS 1997 cost report data and PIRS data.

providers may tend to spend more money based on a management decision to provide
a higher level of nursing facility care. Conversely, for-profi~ facility providers may
tend to spend less money based on a management decision to provide a level of care
equal to the level of Medicaid reimbursement. However, as non-profit facilities in
crease their Medicaid occupancy rate, their level of direct patient care costs begin to
resemble those of for-profit facilities.

It is also important to note that the apparent effects of the total occupancy
rate on nursing facilities' costs diminished once other characteristics were considered.
Earlier bivariate analysis showed that nursing facilities with at least 95 percent total
occupancy averaged $13 less per patient day than facilities with lower total occupancy_
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-----------~ITable20l~----------

Impact of Nursing Facilities Characteristics
on Direct and Indirect Costs for Calendar Year 1997

DIRECT PATIENT CARE INDIRECT CARE
COSTS* COSTS*

Relative Relative
Nursing Facility Standardized Strength of Standardized Strength of
Characteristics Coefficient Association Coefficient Association

Not in the Control of
NursinQ Facilities
Profit Status -.62 Strono -.02
Chain Status .09 -.02
Number of Licensed Beds in
Facilitv

1 to 60
61 to 120 .02 -.21
121 or more -.001 -.34 StronQ

Health Services Reaion
Northwestem .11 .11
Northem .57 Strano .41 Strong
Southwestern
Central .15 .07
Eastern -.03 .03

Within the Control of
Nursing Facilities
Occupancy Rates

Total Occupancy -.16 -.11
Medicaid Occupancy -.43 Strong -.15

Care Needs of the Residents
Unadjusted Facility Score .06 .08

Interaction Effects
Profit Status and Medicaid
Occupancy .39 Strong -.23

Adjusted R~ .60 .40
Total Cases 218 218
* Facilities costs are allowable costs, which are the costs that are eligible for reimbursement after adjustments are made

according to Virginia's Medicaid regulations.

Sources: JLARC staff analysis of DMAS 1997 cost report data and PIRS data.

The weak impact of this factor in the regression model suggests that the use of the
occupancy standard in the Medicaid reimbursement methodology may not have a sub
stantial effect on overall efficiency.

Recommendation (7). The General Assembly may wish to direct the
Department of Medical Assistance Services to ensure that any new Medicaid
nursing facility reimbursement system includes peer groups based on the
number of licensed beds and geographic regions in determining Medicaid
payment rates.
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Conclusion

III. Nursing Facilities' ChnrocferisHcs, Costs, andMedicaid Payments

Part of the mandate for this study was to determine whether the current
Medicaid nursing facility reimbursement system is adequate to promote quality ofcare.
This section of the report begins to address this issue, by examining the impact of the
current level of reimbursement and payment methodology on the spending ofdifferent
types of nursing facilities across the Commonwealth.

This study found that Virginia nursing facilities are a diverse group, which
means that the State must take some ofthese differences into account when designing
a Medicaid reimbursement system. Most nursing facilities in Virginia are for-profit
facilities and are part ofa chain organization, have an average bed size of 122, and are
more likely to be found in the southwestern and eastern parts ofthe State. In addition,
most nursing facilities are able to fill their nursing facility beds and Medicaid resi
dents occupy two out of three of these beds.

Exhibit 7 summarizes the nursing facility characteristics that are associated
with facility costs, by providing a profile ofwhich facilities more often have the highest
costs and which facilities more often have the lowest costs. The for-profit facilities
more often have the lowest costs, but they are also the same facilities that more often
care for the Medicaid residents. Part of the explanation for this, however, is that for
profit facilities generally keep their overall costs low in order to mitigate the impact of
low Medicaid reimbursement levels.

The profile of the types of facilities that spend more or less money on nursing
facility care is important as JLARC staff addresses the rest of the study mandate by
assessing the association between reimbursement levels and quality ofcare. This analy
sis is found in the next chapter.

.------------------i: Exhibit 7:1------------------,
Summary of Virginia Nursing Facility Characteristics

and Association with Facility Costs
Facilities Which Are More Likely to Have

the Highest Total Costs

• Non·profit facilities

• Facilities with 1-60 beds

• Facilities located in northern Virginia

• Facilities that care for fewer Medicaid
residents

Source: JLARC staff analvsis.

Facilities Which Are More Likely to Have
the Lowest Total Costs

• For-profit facilities

• Facilities with more than 120 beds

• Facilities located in southwestern and
eastern Virginia

• Facilities that care for more Medicaid
residents
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IV. Virginia Nursing Facilities
and Quality of Care

In 1997, about 1.8 million people received care in over 17,000 nursing facili
ties across the United States. As the largest payers of this care, the states and the
federal government together are responsible for ensuring that the health and safety of
one the nation's most vulnerable populations is protected while keeping overall long
term care expenditures under control. Most would agree that it is a difficult task to
effectively meet both of these responsibilities at the same time. One Virginia nursing
facility administrator summarizes the issues the following way:

There is considerable pressure on providers of nursing home care to
provide "the best care, for the least cost"... With the new millennium
comes increased demand for this care and more limited resources.
Providers ofquality nursing facility care must have more reimburse
ment to continue to meet the demands of the public and regulatory
authorities and most of all to give good care. Availability of care
providers (nurses) and adequate compensation to these providers is
going to be the most significant factor in providing care. Providers
must also be presented with some incentive for the provision of this
care - if the opportunity to survive is not maintained, providers will
leave the system and th~ public will face a substantial problem.

Quality of care in nursing facilities is a complex concept that is difficult to
measure. The Institute of Medicine defines quality of care as, "...the degree to which
health services for individuals and populations increase the likelihood ofdesired health
outcomes and are consistent with current professional knowledge." In Virginia. there
is currently a debate on whether State-required staffing levels will effectively improve
quality of care.

This chapter presents the results of a JLARC staffanalysis of the association
of reimbursement levels with quality care. To address this issue, the study examined
to what extent the Virginia nursing facilities meet the federal and State regulations
for quality of care under the current nursing facility reimbursement system, and how
well Virginia compares with other states on these quality of care standards. This
analysis led to the finding that most Virginia nursing facilities do not provide substan
dard care, and the facilities in aggregate compare somewhat favorably to the national
average for quality indicators. However, these findings need to be viewed in the con
text that quality of care nationally has been the subject of criticism, that there is con
siderable variation in the quality across facilities, and the fact that many facilities
choose to spend more than the State recognizes in payment.

As found in the previous chapter, facilities that spend more money on nursing
facility care are the non-profit facilities, facilities with a small number oflicensed beds,
facilities located in northern Virginia, and facilities that care for less Medicaid resi
dents. In order to address whether any of these nursing facility characteristics are
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also associated with the provision of quality of care, JLARC staff conducted a qualita
tive analysis of cost data and quality of care data. The evidence from this review was
somewhat mixed. While the data showed an association between costs and quality for
facilities below a certain level of quality, many of Virginia's highest performing facili
ties also have relatively low costs. Some of the reasons for the low costs of these higher
quality facilities are not replicable at all facilities (for example, many are located in
southwest Virginia). However, an in-depth examination of these facilities should re
veal some best practices that could be replicated elsewhere.

Nursing facility administrators have made it clear that they believe that that
Medicaid reimbursement level is too low to recognize some legitimate costs of their
services. However, it was not clear whether they believe that the reimbursement lev
els is too low for them to provide quality services, or whether they think that they
provide quality services despite the level ofreimbursement. Through a survey, JLARC
staff found that most nursing facility administrators strongly agree with the state
ment that the Medicaid reimbursement rate is too low to provide quality services to
their residents.

NURSING FACILITY SURVEYS CONDUCTED BY THE vmGINIA DEPART..
:MENT OF HEALTH INDICATE THAT QUALITY OF CARE IS MIXED

. At the present time, the most objective method for assessing quality of care in
Virginia's nursing facilities and for comparing Virginia with other states is to review
the outcomes of the annual federal/state nursing facility Medicaid and Medicare sur
veyand certification visits. In Virginia, State inspectors from the Virginia Depart
ment of Health (VDH) complete these survey procedures. This program ensures that
nursing facilities that provide health care to Medicare and Medicaid beneficiaries meet
federal health, safety, and program standards.

Federally-trained State staff conduct these surveys according to a detailed
and extensive survey protocol. The protocol contains over 190 regulatory citations that
provide a framework for assessing a nur~g facility's compliance with federal statutes
and regulations pertaining to resident care. Federal regulations further categorize
nursing facility deficiencies by the scope of the problem (whether deficiencies are iso
lated, constitute a pattern, or are widespread) and the severity ofthe violations (whether
there is harm or jeopardy to the residents.) This process groups facilities' worst defi
ciencies into 12 "scope" and "severity" categories, which range from "A" to "L." An "A"
would be for a deficiency where no actual or potential chance of causing the patient
harm occurred, and the problem was found in an isolated situation in the nursing
facility. At the other extreme, a "L" would be for deficiencies that may cause immedi
ate jeopardy to the patient and are categorized as a widespread facility problem. (An
example of this scope and severity grid is shown later in Table 22.)

These 12 deficiencies are then placed into one of four "standards ofcare" clas
sifications. Nursing facility inspectors cite a nursing facility for "substandard" quality
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ofcare when: a resident has been or is likely to be seriously injured or harmed; there is
a pattern of harm or widespread actual harm occurring to residents; or there is wide
spread potential for more than minimal harm. The full classification scheme is:

• In compliance: No deficiencies were recorded. Therefore, there is no re
visit, no remedy is imposed, and no plan of correction is required.

• In substantial compliance: One or more deficiencies were found in the
scope and severity categories "A" through "C." In this case, no revisit is
made, no remedy is imposed, but a plan of correction may be required.

• Not in substantial compliance but no substandard quality of care:
One or more deficiencies were recorded in the scope and severity categories
"D" through "L," but no deficiency involved substandard quality of care as
defined by federal guidelines for the survey process. In this case, a revisit
may be made (and often must be made), a plan of correction is required, and
remedies may be imposed.

• Substandard quality of care: One or more deficiencies were recorded in
scope and severity categories "F" or "H" through "L," and at least one such
deficiency fell within one of three specified regulatory groups within the
federal guidelines for the survey process. In this case, a revisit must be
made, a plan of correction is required, and remedies may be imposed.

For JLARe staff analysis purposes, the third group, "not in substantial com
pliance," was further divided into two groups: (1) not in substantial compliance, scope
and severity indicators "D" through "F," and (2) not in substantial compliance, scope
and severity indicators "G" through "L." This further division was necessary in order
to separate deficiencies that do not cause harm to the residents ("D" through "F") from
those deficiencies that do ("G" through "L").

While Few Virginia Nursing Facilities Provide Substandard Quality
of Care, More Than Half of the Facilities Have Difficulty Meeting the
Federal Standards

According to a VDH internal report, given the extensiveness and detail of the
survey process, most surveys of nursing facilities find one or more deficiencies. How
ever, 34 percent of all the nursing facilities reviewed by VDH (in 1997) did not even
have one deficiency noted (see Table 21). An additional ten percent were in substantial
compliance, with minimal deficiencies found. The remaining 56 percent of all nursing
facilities reviewed had at least one deficiency, which ranged from a minor problem to
one that is more widespread in nature. Of the 35 percent of the facilities that were not
in substantial compliance, with severity and scope indicators of"D" through "L," half
were for the indicator "D." According to VDH staff, many facilities may earn this
deficiency because they have not properly documented the care that they are providing
in the residents' individual records. One out of every five nursing facilities in Virginia
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-----------1Table211~----------

Virginia Nursing Facility Medicare and Medicaid Licensure and
Certification Survey Results for Calendar Year 1997

Percentage of Annual
Survey Results Standard Surveys

(N=269)

In Compliance 340/0

In SUbstantial Compliance 100/0

Not in Substantial Compliance, Scope and Severity Indicators D-F 35%

Not in Substantial Compliance, Scope and Severity Indicators G-L 160/0

Substandard Quality of Care 5°.10
Source: JLARC staff analysis of VDH's intemal database, which contains the results of the 1997 Medicare and

Medicaid licensure and Certification Surveys.

was cited for providing a level of care that actually harmed residents (16 percent) or
providing a level of care that was considered substandard (5 percent).

Comparisons with national statistics show mixed results. VDH staff state
that when Virginia scores higher (or worse) on the scope and severity grid indicator
than the nation as a whole, it may be because Virginia is one of the few states that
combines complaint surveys with their standard survey process. Complaint surveys
are visits to a facility to verify that a problem identified by residents, families, or other
individuals is valid. Standard surveys are the required annual visit. The combination
of a complaint survey with a standard survey would likely generate more negative
citations.

With that caveat in mind, Table 22 presents a comparison of Virginia and
national scores on the results of the 1998 Medicare and Medicaid Licensure and Certi
fication surveys' scope and severity indicators. In 1998, 28 percent ofVirginia nursing
facilities had no deficiency reported (the table presents only those facilitates that were
found to have at least one problem or deficiency).

However, Virginia more than twice as often received a score in the categories
that indicate actual harm to residents (30 percent) than the nation (13 percent), but
most of these incidences were of an isolated nature. Virginia's overall nursing facili
ties' citations tend to have mixed results when compared with the nation on the pro
portion of the incidences that were found to occur in a pattern or be widespread.

In Aggregatet Virginia Nursing Facilities Compare Somewhat Favorably on
Quality of Care Performance Indicators and Staffing Levels

While the scope and severity grid scores are useful to categorize the degree of
deficiencies, they do not reflect the character of the citations or necessarily deal di-
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--------------'1Table22If-----------

Medicare and Medicaid Nursing Facility
Licensure and Survey Scope and Severity Grid,
Virginia Compared to the United States, 1998*

Scope and Severity of Extent of Problem

Deficiencies Isolated Pattern Widespread

Immediate jeopardy to resident health J K L
and safety

·0%1 I

-_.

0.20/0 .. 001'0 0.2% 0% I 0.10/0!,.

Actual harm that is not immediate G H J
jeopardy

,,_._- ~ ....._--~--

~

26% 110/0 ~'-"3%- 2% 10/0 j 0.20/0;

No actual harm with a potential for more 0 E F
than minimal harm, but not immediate I

.- 1-----;-_._--_.-

jeopardy 39%' 400/0 16% i 22% 6% i 5%
. ,

No actual harm with a potential for A B C
minimal harm

I
., !

201'0 0% 4%~. 13% 20/0 ; 7%
i

KEY: This grid compares the rates of deficiency found in Virginia with those of the nation as a whole:

o The Virginia figures are shaded.

o The national figures are not shaded.

Source: JLARC staff analysis of VDH database. which contains the resuJts of the 1998 Medicare and Medicaid Licensure
and Certification Surveys and the 1998 Nursing Home Statistical Yearbook. published by the American
Association of Homes and Services for the Aging.

• The percentages in this table have been rouncled.

rectly with patient care citations. The top eight citations, or quality of care perfor
mance indicators, are shown in Table 23. These citations are the most frequently used
for comparison purposes because the performance on these direct patient care indica
tors is a good measure of quality of care. For the quality of care indicators listed,
Virginia generally compared favorably to the nation on all eight indicators. Virginia
scores favorably in particular with the low incidence of incontinence care problems and
the use of unnecessary drugs.

AIthough Virginia is equal to or below the national norm in the citations for
the presence of physical restraints and pressure sores, Virginia is more frequently
cited for these problems than the neighboring states. These two areas have been a
problem in Virginia over the past several years, though some improvements have been
made.
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------------1Table 231-----------
Comparison of Virginia and Neighboring States:

Percentage of Nursing Facilities Cited in Selected
Quality of Care Performance Indicators

4%

4%

1%
5%

0%

349

13%

2%

5%

3%

0%

0%

253

11%

1%

2%

40/0

90/0

50/0
60/0

316

1%

1%

60/0
8%

138

20%

60/0

0%

70/0

403

14%

North West
Carolina Virginia Kentucky Maryland Tennessee

8%

10/0

15%
10%

130/0

United
States

17176

Quality of Care
Indicator

Reduced Range
of Motion

Pressure Sores

Number of
Facilities
Incontinence
Care

Anti s chotics

Range of Motion
Treatment
Physical
Restraints

Unnecessary
Oro s 100/0 11% 8°~ 9% 2% 6%
OJ ni 13% 240/0 12°~ 6% 5% 5%
Source: JLARC staff anatysis of infonnation found in the American Health Care Association's Facts and Trends: The

Nursing Facility SouI'C8bOOk 1998, which utilizes data from the U.S Department of Health and Human Services,
Heal1h Care Financing Administration, Online Survey Certification and Reporting System, Form 673, current
su s as of 311/98.

The over-use of physical restraints on nursing facility residents is linked to
poor quality of care because restraining residents may decrease muscle tone and in
crease the likelihood of falls, incontinence, pressure sores, depression, confusion, and
mental deterioration. In 1994, the federal government strongly urged Virginia to imple
ment a public/private task force to reduce the incidence of physical restraint use in
Virginia's nursing facilities. At that time, Virginia had the highest level of physical
restraints in the nation (35 percent of all nursing facilities were cited for inappropri
ately restraining their residents). The collaboration between the State and the pro
vider groups to reduce the use ofphysical restraints has helped. Virginia is now below
the national average, with 10 percent of nursing facilities cited for inappropriately
restraining residents.

Another area ofconcern to the State, nursing facility advocates, and the nurs
ing facility providers is the high incidence of pressure sores or bed sores in Virginia.
Pressure sores may result from residents being restrained and the failure of nursing
facility staffto turn residents on a routine basis. Virginia is at the national average for
pressure sores (15 percent) but higher than all the neighboring states used for com
parison purposes.
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Whenever there is a discussion of quality of care, the subject of staffing levels
is also addressed. Federal regulations do not specify a minimum nursing staff require
ment per resident for nursing facility care. At the present time, Virginia does not have
a State-level requirement for staffing. However, the Joint Commission on Health
Care has been given the task of determining whether Virginia should have such a
requirement.

As shown in Table 24, based on data from the American Health Care Associa
tion, it appears that staffing in Virginia nursing facilities somewhat exceeds the na
tional average. For 1997, Virginia nursing facilities average 3.18 hours of direct care
staff to beds (an average of 318 staff hours per day per 100 beds). This compares
favorably with the national average of 2.83. When comparing Virginia to other neigh
boring states, both West Virginia and Tennessee have lower staffing ratios. However,
Virginia's Long-term. Care Ombudsman, at a recent Joint Commission on Health Care
meeting on staffing ratios in nursing facilities, cautions:

Being above the national average at this point in time does not auto
matically equate to a higher quality of care. It may be thought of as
finishing first in a tournament of last place teams. In addition, this
number does not guarantee that care is provided to each resident on
the shift it is most needed. Adequately paid, adequately trained, and
motivated staff in adequate numbers offers the best opportunity for
quality care to be provided and quality of life to flourish.

------------1Table 241:....-----------
Comparison of Virginia and Neighboring States:

Nursing Facility Staffing

Number of Facilities 17,176 ,,;-268:'!';;

Kentucky Maryland TennesseeCategory
United .:.:.i:j<.T~;~T North

States ::~!::r.&;~~~ Carolina

403

West
Virginia

138 316 253 349

57
39

15
4

112

14
12

72
47

12580

12
4

47
31

12
4

49
33

9698

63
42

13
7

Average Direct Care .:,'~.;i;; ~y;
Staff per Nursing:~_I'\" ~\~

Facility ~_

Total Direct Care Staff 54.:2:.> ~2 ~'?

Certified Nurses Aide 36 ..... t

Licensed Practical, ':s~E~:'''f <:'
Nurse 11 1A

,Registered Nurse 7·~,P.:t:.~.:</:;.,',.,- '. "": ..~~ '"
Daily Direct Care Staff ~;~,;"'

Hours to Bed Ratio 2.83-:'''·3if8~~;.& 3.67 2.92 3.34 3.30 2.91
Source: JLARC staff analysis of information found in the American Health Care Association's Facts and Trends: The

Nursing Facility Sourcebook 1998, which utilizes data from the U.S Department of Health and Human Resources,
Health Care Financing, Online Survey Certification and Reporting System, Form 671, Form 1538, current surveys
as of 311/98.
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According to VDH nursing facility licensing staff, "throwing staff' at the prob
lem is not the solution. Instead, VDH staff offered two solutions. First, VDH staff
contend quality of care is more related to having a well-trained staff, appropriate lev
els of supervision, and a good attitude. Second, if nursing facilities would be more
proactive and implement their own quality assurance system, they could better docu
ment the care they are providing residents, and could identify and correct problems
prior to the VDH licensure and certification visits.

THE ASSOCIATION BETWEEN NURSING FACILITY
COSTS AND QUALITY OF CARE IS l\fiXED

Previous state and national studies of nursing facility reimbursement issues
and their implications for quality of care were limited because data were not readily
available on nursing facility costs, Medicaid reimbursement, and quality of care. In
Virginia, comprehensive data on Medicaid nursing facility reimbursement and quality
of care indicators exist, but the data are maintained by two separate State agencies,
DMAS and VDH, and have never been analyzed together. JLARC staff were able to
merge the departments' databases together to develop a comprehensive database of
nursing facilities' characteristics, costs, Medicaid reimbursement, and the outcomes of
VDH's annual nursing facility licensure and certification visits. This section of the
report presents the JLARC staff analysis of whether the same factors that impact
nursing facility spending are also associated with quality of care.

The Characteristics of Nursing Facilities That Spend More Money Are Also
Associated with Higher Quality Care

In Chapter III, the JLARe staffanalysis found that profit status, facility size,
geographic location, and Medicaid occupancy were the characteristics that most often
were associated with nursing facility costs. The lowest-cost facilities were the for
profit facilities, large facilities, facilities located in southwestern and eastern Virginia,
and facilities that care for the most Medicaid residents. JLARC staffexamined whether
these facilities that operate "efficiently and economically" are also able to provide qual
ity services.

Profit Status. The analysis presented in Chapter III demonstrated that non
profit facilities spent more on direct patient care and had higher total costs than for
profit facilities. Non-profit facilities also more often converted their higher costs into
better quality of care. According to the analysis presented in Table 25, non-profit
facilities were found in total compliance with federal regulations (38 percent) more
often than for-profit facilities (29 percent). Non-profit facilities were cited for substan
dard quality ofcare problems (two percent) or actual harm to patients (13 percent) less
often than for-profit facilities, (six percent and 19 percent, respectively).
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------------ITable251~-----------

Virginia Nursing Facility Quality of Care by
Select Characteristics for Calendar Year 1997

Facility
Characteristics

Not in Substantial
In In Compliance Sub-

Compliance Substantial Indicators Indicators standard
N=90 Compliance D-F G-L Care

N=28 N=95 N=43 N=13
·::£i;;~;;~1f;~~Ft~~r.;:i~ift;lc.~;;£W;SI'}f~¥;FactorSiNot;inVTheir~COritron..~t:;[i::~~-%~~:i*f::~,!.:}j;~/·.•·.
All Non-Profits 38% 9% 39% 13% 2%
All For-Profits 29% 7% 38% 19% 6%
All Non-Chains 29% 15% 34% 18% 4%
All Chains 32% 4% 40% 18% 6%
Hospitals 46% 25% 21 % 8% 0%
Number of Licensed
Beds

1 to 60
61 to 120
121 or mbre

Geographic Location

40%
33%
23%

5%
12%
6%

42%
32%
39%

10%
17%
25%

3%
6%
7%

Northwestem 31% 13% 30% 21% 7%
Northern 26% 15% 52% 7% 00/0
Southwest 46% 7% 28% 13% 6%
Central 29% 15% 34% 20% 2%
Eastern 21 % 2% 46% 21 % 9%

L"$i~~~~~ii:~s,¥t~)':i;¢'i;·~'·~.4:'~~~RE.<~·: ~:::Y:'$Factors ·;n:Their.Control;:.i~::it~i~~i~~i...;-~~;~~~~~~~y.!:c;;::~~::..~tJ~;;

Total Occupancy
Less than 95%
Greater than 95%

Medicaid Occupancy
Less than 70%
Greater than 70%

21%
41%

37%
26%

10%
5%

8%
7%

39%
37%

34%
42%

22%
14%

18%
18%

3%

4%
70/0

Facility Case Mix
Score (Mean) 1.10 1.12 1.12 1.09 1.06
Sources: JLARe staff analysis of DMAS 1997 nursing facility cost report and PIRS data and VDH 1997 licensing and

certification survev data.

Hospital-based nursing facilities have the highest proportion of facilities that
are in total compliance with federal regulations. Even though hospital-based cost data
were not available for this study, JLARC staff found that 71 percent of their facilities
were in total or substantial compliance with federal regulations pertaining to nursing
facility care. Furthermore, hospital-based nursing facilities received no citations for
substandard quality of care problems.

Number ofLicensed Beds. The 1992 JLARe staff study found that facility
bed size was related to indirect costs. The current JLARe staff analysis of facility
costs again demonstrates that smaller nursing facilities (those with 60 beds or less)
had much higher indirect patient care costs, and also higher total costs, than larger
facilities. Smaller facilities also tend to meet federal standards for nursing facility
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care, and were more frequently in compliance with federal quality of care regulations
(40 percent) compared to medium (33 percent) and larger facilities (23 percent). Smaller
nursing facilities also were cited less often for causing actual harm to residents (10
percent) or providing substandard care (3 percent) than large facilities (25 percent and
7 percent respectively).

Geographic Location. In Chapter III, the JLARC staff analysis found that
northern Virginia had the highest nursing facility costs and southwestern and eastern
Virginia had the lowest nursing facility costs. However, total costs for geographic
location is m.ore closely tied to the cost of living and wages in the different areas of the
State. While northern Virginia had higher total costs than any area of the State, the
number of facilities in total compliance with federal regulations was the second lowest
in the State (26 percent). However, most of these facilities were cited for factors that
did not cause actual harm to their residents (52 percent).

On the other hand, southwest Virginia had lower costs but the highest num
ber of faciliti~s in total compliance with federal regulations (46 percent). Eastern Vir
ginia facilities were low on both cost and quality of care measures and had the lowest
level of compliance with federal regulations (21 percent) than any other area of the
State. An explanation for why southwestern Virginia facilities may have better qual
ity ofcare, even though their costs are low, is that rural areas tend to have more stable
employment and less staff movement between nursing facilities. Past research has
found that low staff turnover is associated with higher quality of care.

Medicaid Occupancy. As shown in Chapter III, facilities that care for fewer
Medicaid residents tend to have the highest total costs, even after controlling for all
other factors. The JLARC staff analysis found that half of the nursing facilities in
Virginia have less than 70 percent Medicaid occupancy and half have more than 70
percent occupancy. Using this measure, JLARC staff found that facilities with fewer
than 70 percent Medicaid residents were more frequently in compliance (37 percent) or
in substantial compliance (8 percent) compared to facilities that have more than 70
percent Medicaid residents (26 percent and 7 percent, respectively).

Some High Quality Nursing Facilities Also Have Low Costs, But in General,
There Appears to Be an Association Between Expenditures and Quality

The previous section illustrated that the characteristics of nursing facilities
providing good quality ofcare are virtually the same factors that tend to increase nurs
ing facility costs. However, most Medicaid residents tend to be in the facilities that
have the lower costs and the lower quality of care. An effective balance between costs
and quality of care is needed in order to determine what level of reimbursement is
needed to provide quality of care.

As shown in Table 26, there is a complicated pattern of nursing facilities'
costs in relation to their quality of services. There were 71 nursing facilities that were
found to be in total compliance with federal regulations, or the ones providing the
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------------1ITable261-----------
Virginia Nursing Facility Quality of Care by

Average Daily Costs and Rates for Calendar Year 1997

Not in Substantial
In ComlJ liance

Nursing Facility Costs In Substantial Indicators Indicators Substandard
And Medicaid Rates Compliance Compliance D-F G-L Care

N=71 N=17 N=86 N=40 N=12
Total Costs $83 :r:"':~~; :'$95 .':. .~ ::z~J,.i;..$89··.:: ;f ·,.'.:":/'$79;':;;"';,; I'~"" '- $74 . .-:

Direct Operating Costs 39 ::::{::~:47 ;i;'?';''':'-'41:'· .-.':'.' - - 38:: ?~;: .:}' :;-:::;'>36·
Indirect Operatina Costs 34 38 38 32 30
Plant Costs 10 10 10 8 8
Total Medicaid Rate $n $80 $82 $75 $71
Direct Operating Rate 34 37 38 35 32
Indirect Operatino Rate 33 34 34 32 31
Plant Rate 10 9 10 8 8
Direct Care Costs as
Percentage of Total
Costs 470/0 49% 46% 48% 49%
Direct Cost Efficiency

Over Ceiling 30% 9% 34% 21% 6%
Under Ceilina 340/0 5% 45% 12% 4%

Indirect Cost Efficiencv
Over Ceilina 280/0 8% 44% 19% 3%
Under Ceiling 34% 8% 35% 17% 7%

Source: JLARC staff analysis of DMAS 1997 cost report data and VDH 1997 licensina and certification survey data.

highest level ofcare, and they also largely controlled their costs. These facilities spent
an average cost of $83 per day, with their direct care costs at almost half of their total
costs.

However, for all the other facilities in the State that were found to be in "sub
stantial compliance" through "substandard care" categories (shaded area in Table 26),
the JLARC staff analysis found that as the quality of care decreases, so do their aver
age expenditures. This same pattern holds true for the level ofMedicaid payment. The
average costs of facilities in substantial compliance ($95 per day) is much higher than
the average costs of facilities providing substandard quality of care ($74 per day). Di
rect patient care costs were used as a proxy for nursing staffing levels of facilities
because this is the cost component that pays for nursing salaries and benefits. Except
for the 71 facilities that are in total compliance with federal regulations, as the direct
costs offacilities not in compliance with federal regulations decline, so does their provision
ofquality of care. This is in spite ofthe fact that the proportion ofexpenditures dedicated
to direct patient care is about the same for all nursing facilities, or about 47 percent.

In Chapter II, JLARC stafffound that 37 percent of all nursing facilities were
under their direct care cost ceiling in 1997 and received a financial reward or efficiency
incentive for keeping their costs under control. It has been suggested that future reim
bursement systems should eliminate this efficiency incentive on direct care costs, which
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pays for nursing salaries, because it may impact quality of care. This assumption may
be unfounded. Facilities that were under their direct care ceiling were not cited as
often for causing harm to their residents (12 percent) or providing substandard quality
of care (4 percent) as those that were over the direct care ceiling (21 percent and 6
percent, respectively).

As shown in the table, there are 71 nursing facilities in total compliance with
federal regulations (in reality, there were 90 nursing facilities, but cost data were not
available on 19 facilities because either they were hospital-based facilities or facilities
that do not participate in the Medicaid program) that serve as examples of "best prac
tices" for both controlling overall nursing facility costs and providing high quality care.
Further examination of these exceptional facilities found that nursing facilities that
are in complete compliance with federal regulations, tend to maintain this level ofcare
over time. Forty facilities (or 56 percent) were consistently found to be in complete
compliance with federal nursing facility regulations two out of three years from 1996
to 1998; 13 facilities (or 18 percent) were found to be in complete compliance, with not
even one citation, in all three years. These facilities are serving an average mix of
Medicaid residents with low, moderate, and heavy care needs.

Table 27 illustrates additional characteristics for the 71 exceptional nursing
facilities. Non-profit homes more often provided the highest quality of care (36 per
cent) than for-profit homes (29 percent). Facilities with 60 beds or less substantially
more often provided the highest quality of care (40 percent) than facilities with 121
beds or more (23 percent). Forty-six percent of all the facilit~es located in southwest
Virginia were in total compliance with quality of care standards. A higher proportion
ofthe exceptional facilities were also able to keep their costs below the direct care costs
ceilings. Part of the explanation for this may be the lower wages paid in southwest
Virginia.

. While the data show an association in costs and quality for facilities below a
certain quality tier, many of Virginia's highest performing facilities also have rela
tively low costs. Some of the reasons for the low costs at these facilities are not repli
cable at all facilities (for example, many high-quality, low cost facilities are in the
southwest Virginia). However, in-depth examination of these facilities may reveal
some management and operational factors that contribute to high-quality at low cost
and that could be replicated elsewhere.

Recommendation (8). The Department ofMedical Assistance Services,
in cooperation with the Department of Health and the nursing facility pro
viders, should examine the management and operational practices ofthe nurs
ing facilities that consistently perform well on the nursing facility survey to
identify and disseminate information about best practices to the other nurs..
ing facilities.
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------------ITable271~----------
Characteristics of Exceptional Virginia Medicaid

Nursing Facilities for Calendar Year 1997

Facility All Facilities Facilities In Compliance
Characteristics Number Number Percent

All Facilities* 229 71 310/0
All Non-Profits 57 21 36%
All For-Profits 172 50 29%
All Non-Chains 69 20 29%
All Chains 160 51 320/0
Number of Licensed
Beds

1 to 60 73 29 400/0
61 to 120 68 22 32%
121 or more 88 20 23%

Geoaraohic Location
Northwestern 44 13 300/0
Northern 24 5 21%
Southwest 63 29 46%
Central 39 12 310/0
Eastern 55 11 20%

Direct Care Operating
Ceilina

Under 83 28 34°k
Over 146 43 29%

Indirect Care
Ooeratina Ceilina

Under 147 49 33°k
Over 82 22 27%

Total Occupancy
(Mean) 90% 92% N/A

Medicaid Occupancy
(Mean) 65°1'0 590/0 N/A

Facility Case Mix
Score· (Mean) 1.10 1.09 N/A
* Includes only those facilities for which cost data were available.
Sources: JLARC staff analysis of DMAS 1997 nursing facility cost report and PIRS data, and VDH 1997 licensing

and certification survey data.

MOST NURSING FACILITY AD1dINISTRATORS INDICATE THAT THE
MEDICAID REIMBURSEMENT RATE FOR THEm FACILITY IS TOO

LOW TO PROVIDE QUALITY SERVICES TO THEm RESIDENTS

While Virginia nursing facility administrators have expressed their view that
State reimbursement levels are too low, it has not been clear whether they believe that
they are able to provide quality services despite this concern. In response to a JLARC
survey of all nursing facilities that participate in the Medicaid program, 83 percent of
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the nursing facility administrators who responded to the survey indicated that they
"strongly agree" with the following statement: "the current Medicaid reimbursement
rate for your facility is too low to provide quality services to your residents." For those
who agreed with this statement, four additional questions were asked. First, each
nursing facility administrator was asked to list the top five changes they had made to
the operation of their facility to accommodate this shortfall. They were also asked
which of the five changes had the most significant impact on their facility. Third, they
were asked what top five changes they would make ifMedicaid funding were increased.
And finally, they were asked which of the changes they would make would have the
most significant impact on their facility. The results of these questions are provided in
Appendix C of this report.

One method to improve quality of care that is being discussed by DMAS and
the nursing facility provider associations is the linking of incentive payments to qual
ity of care outcomes. According to a recent report from the Health Care Financing
Administration (HCFA), the federal agency that is responsible for administering the
Medicaid program, the possibility of using incentives to improve quality of care has
been discussed for years. These incent~vescan be in the form ofpublic recognition and!
or payments. At the present time, however, HCFA is not aware of any operating Med
icaid incentive programs.

While there is general agreement that an incentive should be a financial award
above the standard rate of nursing facility reimbursement for care, there is a general
lack of agreement about how to implement it. Critics cite the extreme difficulties of
linking payment to patient outcomes, the questions of funding sources, and the chal
lenge of integrating an incentive system with current regulatory standards and pay
ment systems.

The state of Texas is a good example of the complexity of this issue. Texas
recently tried to develop a nursing facility reimbursement methodology with incen
tives to improve the care of nursing facility residents. The initial concept was to at
tempt to tie reimbursement more closely to measurements of quality, which would
enhance patient care. It quickly became apparent that useable quality indices were
not available for rate setting purposes. Quality is inherently subjective and it is diffi
cult to gain consensus on its measurement, especially for payment purposes. Instead,
Texas drafted "resident care accountability adjustment" regulations, which will be
effective with 1999 nursing facility cost reports. These regulations ensure that any
additional funding that is given for patient care actually benefits the patient. This
accountability looks at the residents, their care needs, and the amount of funds spent
on those care needs.

Recently, however, a change in the measurement of quality of care has been
implemented nationwide that should increase the objectivity of quality of care indica
tors and help quantify patient outcomes. Beginning in July 1999, HCFA implemented
a new system for determining quality of care for nursing facilities that provide care to
Medicare and Medicaid residents. This new reporting system includes 24 quality indi
cators and is based on the comprehensive assessment data collected on the Minimum
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Data Set (MDS). These indicators have been in the development phase for ten years as
part ofthe National Nursing Home Case-Mix and Quality Demonstration Project. The
24 quality indicators are grouped into 11 different domains (accidents, behavior emo
tional patterns, clinical management, cognitive patterns, elimination/continence, in
fection control, nutrition/eating, physical functioning, psychotropic drug use, quality of
life, and skin care).

The ability of the State and the nursing facilities to monitor quality of care
will also improve greatly with these new requirements. Some of the improvements
include the development ofoutcome measures that are tied to the residents' conditions
and the increased openness of the process because facilities can generate their own
reports to determine how they compare with others. .

When Virginia adopts the RUGS-III case mix methodology for Medicaid reim
bursement, it will be based on the same comprehensive assessment, the MDS that the
new federal quality indicators are tied to. What this means is that Virginia will be
utilizing the same resident assessment data for reimbursement and quality of care
processes. At the present time, this important link is missing.

Since April 1999, DMAS has been meeting with nursing facility provider as
sociations on the development of a new Medicaid nursing facility reimbursement sys
tem. One of the tasks that the group was to address is the development of a quality of
care incentive payment system in lieu of efficiency incentives on direct patient care
costs. However, DMAS staff recently began to address this issue by forming a small
provider work group. So far, this work group has not produced any documents that
outline the approach that will be taken. In addition, DMAS staff limited the initial
work group membership's size, which did not include all the appropriate stakeholders.
The most obvious exclusion is the staff from the Health Department, which are the
staffthat are responsible for monitoring the quality ofcare in ~ursingfacilities and for
implementing the new federal quality indicators. Another exclusion from this initial
work group are advocates for nursing facility residents.

The nursing facility provider associations have indicated that this issue re
quires more time to develop. Therefore, they would prefer to phase in this process
after the new reimbursement methodology has been implemented. Seventy-seven per- .
cent of the nursing facility administrators who responded to the JLARC staff survey
said that they "strongly agree" or "agree" that the new Medicaid reimbursement sys
tem should develop incentive payments that are tied to quality of care outcomes.

Recommendation (9). The General Assembly may wish to direct the
Department of Medical Assistance Services, in cooperation with the Depart
ment ofHealth, to form. a work group, which includes all the major stakehold
ers, to develop a plan for implementing quality of care incentives. This plan
should be based on the new federal quality indicators as well as other quality
indicators. The implementation for this plan sh,ould be phased in one year
after the implementation of the new Medicaid nursing facility reimbursement
system.
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Recommendation (10). The General Assembly may wish to direct the
Department of Medical Assistance Services and the Department ofHealth to
combine their nursing facility cost and quality ofcare databases on a routine
basis to monitor the impact of Medicaid nursing facility level of reimburse
ment and reimbursement methodology on the provision of quality services.

Conclusion

As required by the mandate for this study, JLARe staff analyzed data to as
sess the association between facility spending, current reimbursement levels, and quality
care. It is a difficult task for the State and federal government to ensure the health
and safety of the elderly and disabled population living in nursing facilities, and to
keep overall long-term care expenditures under control.

This report demonstrates that nursing facility characteristics that are appro
priate for nmning an efficient and economical facility are sometimes counter to the
facility characteristics that are important for providing quality care. As shown in
Exhibit 8, facilities that have the lowest costs, such as for-profit facilities, facilities
with more than 120 beds, and high Medicaid utilization, also have lower quality of

Exhibit 8

Virginia Nursing Facility Characteristics Associated with
Quality of care and Cost Level

Nursing Facility Quality of Care

LOW I;~: ~ HIGH

HIGH

LOW

• Facilities in northern
Virginia

• Facilities in eastem
Virginia

• For-profit facilities
• Facilities with 120

beds or more
• Facilities with more

Medicaid residents

I · Non-profit facilities
• Facilities with 60 beds

or fewer

• Facilities with fewer
Medicaid residents

• Facilities in southwest
Virginia

Source: JLAFC staff analysis.
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care. This finding is especially important because these are the facilities that are
providing over 75 percent of the care to the Medicaid nursing facility population. How
ever, 71 nursing facilities in Virginia were able to keep their overall costs low and still
maintain a high quality of care.

This report also underscores the impact the Medicaid reimbursement meth
odology can have on the ability of a facility to provide quality of care. In Chapter II, a
large, for-profit, chain nursing facility lost $116,484 a year due to the 95 percent occu
pancy standard and an additional $443,815 a year due to the restrictive methodology
for applying an upper payment ceiling to the facility's direct care operating costs. During
its annual licensure and certification review in 1997 by VDH staff, this same facility
received a rating of "not in substantial compliance" with federal regulations by receiv
ing a scope and severity rating of"D". In order not to continue to lose additional direct
care costs, this facility will likely have to make staffing adjustments.

Thus, the design of any new Medicaid reimbursement methodology needs to
be sensitive to purposefully maintaining a balance between controlling costs and main
taining quality care. Options for changing the Medicaid reimbursement system are
discussed in the next chapter.
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v. Options for Changing Virginia's Nursing
Facility Reimbursement System

There are a variety of goals that the State can pursue in changing its nursing
facility reimbursement system. Six such goals were identified during this review, based
on the study mandate and leading reimbursement issues. Two of these goals - achiev
ing reimbursement levels that are adequate to provide quality services, and control
ling costs and ensuring efficiency - sometimes appear to be in conflict.

State-level policy makers have struggled for years with how to control the
growth in Medicaid long-term. care expenditures while providing an appropriate level
of reimbursement. It appears that states are trying to find an effective balance, whic4
moves them closer to the median costs for the nation. In 1999, the General Assembly
session increased payments to Virginia nursing facilities by $21.7 million annually.
This funding was directed to increase the certified nurses aide salaries an average of
$1.00 per hour. Directing the funds to be spent in this manner has resulted in some
unintended consequences, however.

Over the past seven months, the Department of Medical Assistance Services
(DMAS) has conducted a series of meetings with the nursing facility providers on the
development of a new Medicaid nursing facility reimbursement system. JLARe staff
monitored these activities to gain some added perspective about DMAS' and the nurs
ing facility providers' views on perceived problems with the existing system, and po
tential options or alternatives for a new reimbursement system.

During the course of these meetings, DMAS staff articulated a view that the
new reimbursement system should not cost any more than the current system. The
assumption made is that the current reimbursement level is adequate. DMAS staff
also wish to implement a revised payment system quickly, in order to eliminate a
potential negative fiscal impact of a statutory change from the 1999 Session that goes
into effect July 1, 2000, and to reduce some administrative costs associated with the
current system.

Representatives of the providers have expressed their view that the system is
inadequately funded, and therefore changes to the system that do not address funding
needs would not address what they perceive as a fundamental problem. Given the
position of DMAS staff that the new reimbursement system must be revenue-neutral,
the discussions at the DMAS-provider meetings addressed various options for how a
new reimbursement system might work, but did not address the question of what re
imbursement levels are adequate for providing quality care. The availability of data
on quality care was not a topic of consideration, nor were quality of care issues ana
lyzed.

Based on the mandate for this review, JLARe staffwere explicitly required to
address the "adequacy of reimbursement levels for providing quality care," as well as
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other reimbursement issues. To address the mandate, JLARC staff reviewed the cur
rent and DMAS-proposed nursing facility reimbursement system relative to the goals
that were identified, including the goal of ensuring that the proposed reimbursement
system has payment levels that are adequate to provide quality services to all resi
dents. This chapter of the report presents the various options that DMAS has devel
oped for a new reimbursement system, the nursing facility providers' position on these
options, and JLARC staffs evaluation of these options. However, to fully meet the
mandate for this study, the report also addresses the appropriateness of the reim
bursement methodology and the adequacy ofreimbursement for providing quality care.

DMAS' proposed reimbursement system appears to keep some of the cost
controlling mechanisms in place that are too restrictive, as was documented in Chap
ter II. In addition, the approach does not appear adequate to address the cost and
quality of care issues that are documented in Chapters III and IV of this report. Spe
cifically, it appears that the proposed system would continue to prevent nursing facili
ties from receiving adequate Medicaid reimbursement for their nursing staff costs (or
direct care operating costs).

In order to address the fiscal impact of developing a methodology that is less
restrictive on direct care costs, funding options that the General Assembly may wish to
consider for increasing the Medicaid nursing facility reimbursement level are included
in this chapter. These funding recommendations are limited to adjusting restrictive
Medicaid cost controlling mechanisms on total occupancy, upper payment ceilings, and
case mix for direct care costs. The results are that the combined State and federal
funding level increase could range from approximately $1.7 million to $31.8 million,
depending on the extent to which the General Assembly wishes to remove these re
strictions. This would be in addition to the $21.7 million the General Assembly added
last year.

As shown in Table 28, the nursing facilities submitted a funding request to
DMAS for more than $104 million for FY 2001. A comparison of the range of costs
shown in the JLARC staff options to the nursing facility proposal is also shown. The
basis for the JLARC staff funding options and the range in costs are described in this
chapter.

Recommendations for the proposed Medicaid reimbursement system are tied
to the initial goals that were identified for the Medicaid reimbursement system. The
recommendations in this report bring Virginia closer to developing a Medicaid reim
bursement system that adequately reimburses facilities for caring for the Medicaid
residents. In the future, the reimbursement system in Virginia needs to be simplified
further by implementing a system that is similar to the uniform payment system for
Medicare-funded nursing facility care.
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------------!Table281~----------

Comparison of Virginia Nursing Facility Providers' Funding
Requests with JLARC Staff Funding Analysis

Items for Nursing Facility
Nursing Facility JLARC Staff

Funding Requests
Provider Funding Funding Analysis**

Requests·
A. Estimate of Medicaid funding shortfall

for general nursing facility payment $32.6 million $1 .7 to $31.8 million
due to cost ceilings and occupancy
standard

B. Impact of Medicaid costs of two Addressed by above analysis
percent decline in occupancy between $11.2 million
1997 and 2001

c. Increased staffing costs to implement Some of these costs may be
wage parity from the $21.7 million $18.5 million addressed in the nursing
increase from the 1999 General facility estimate for A.
Assembly

D. Costs to fill documented vacant Some of these costs may be
nursing staff positions $16.5 million addressed in the nursing

facility estimate for A.

Subtotal of funding requests $78.8 million $1.7 to $31.8 million
addressed by JLARC staff analysis

E. Estimate of Medicaid funding shortfall Not addressed by JLARC staff
for specialized care payment $1.3 million study
methodoJoav.

F. Increased staffing needed for Federal Not addressed by JLARC staff
and state Qualitv initiative oroarams $11.4 million study

G. Costs to include additional costs in the Not addressed by JLARC.staff
allowable ooeratina costs $2.9 million study

H. Costs to cover therapy costs for No longer applicable, the
Medicaid residents no longer covered $10.2 million federal government restored
by Medicare funds for Medicare payment for

theraoies.

Subtotal of funding requests not $25.8 million Not applicable
addressed by JLARC staff analysis

Total Funding Requests $104.6 million $1.7 to $31.8 million

* The nursing facility provider funding request are based on projected expenditures in certain areas or from 1997 general
nursing facility cost data. An annual inflation factor of 3.5 percent is applied tor two and half years to inflate forward for
FY2001.

-*The JLARC staff funding analysis are based on 1997 general nursing facility cost data and DMAS rate setting formula.
An annual inflation factor of 3.5 percent is applied for two years to inflate forward for FY 2001 (the 1997 cost data
alreadv have an inflation factor for FY 1998). Proiected funds for hosoital-based nursing facility daYS are included.
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GOALS TO CONSIDER IN ASSESSING A NEW MEDICAID
NURSING FACILITY REIMBURSE:MENT SYSTEM

The approach to assessing options for a new Medicaid reimbursement system
was designed to meet the study mandate to evaluate whether the current Medicaid
reimbursement level of payment was adequate to provide quality services. As shown
in Table 26 in Chapter IV, Medicaid's level of nursing facility payment and the reim
bursement methodology appears to be associated with the quality of services provided
to Medicaid residents.

The evaluation of Medicaid nursing facility reimbursement was based on two
fundamental questions. These questions were:

• What should a Medicaid nursing home reimbursement system be expected
to achieve (goals for the system)?

• Ifsome ofthese goals are in conflict, which of the goals should have priority?

Based on the study mandate, six different broad goals were identified (see
Exhibit 9). These goals were used in varying degrees to assess the current Medicaid
nursing home reimbursement system and potential alternatives for simplifying and/or
changing the system. Three of the goals are primary goals (goals that appear to be
es~entia1 for constructing an appropriate reimbursement system), and three of the

------------IExhibit91-----------
Primary and Secondary Goals for the Virginia Medicaid

Nursing Facility Reimbursement System

';~1;";::" ~~. ~S:~':(':";~~'{., ;·:'.:~:"';f~i,f'.;.~l;~';~~;i;~I$(;'£<:;·:ifi~~ri~j;;:;''fPrimary:GoBJ$"~~:;::+:<:·..·:"i·> :.'.. :.; '>" _.·'A;:~·~>Y::;·; '.'.: ,.. ),
(1) The nursing facility reimbursement system should have reimbursement levels that are

adequate to provide Quality services to all residents.
(2) The nursing facility reimbursement system should encourage nursing facilities to admit

heavier care residents by reimbursing them according to the nursina resources reQuired.
(3) The nursing facility reimbursement system should control costs and ensure efficiency, but

recognize uniQue costs or circumstances beyond the facility's control.
t~f"~;;1~~~~'}~rF:,,~~v~~:~~~secondatY:GoaJs;r~t~'~:i?f~~~1~,J.c·.~·~;;.!3·::r;;~~~~*~'Jfif;~~~;';i·~t~~~~ti<.··

(4) The nursing facility reimbursement system should meet current State and federal law, as well
as anticipated future federal requirements. (This is an essential minimum requirement, but
alone is not sufficient to define the purpose of the system.)

(5) The nursing facility reimbursement system should maximize simplicity wherever possible by
reducing the administrative burden to DMAS and providers.

(6) Implementation of changes to the nursing facility reimbursement system should minimize the
short-term disruption to facility operations, and allow some time for operational adjustments
at the homes, by minimizing funding losses in the short-term (hold harmless or minimal loss
provisions).

Source: JLAAC staff analysis based on consideration of the Senate Joint Resolution Number 463 from the 1999 General
Assembly.
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goals are secondary (goals that may pose desirable or even essential attributes for the
reimbursement system, but which are not sufficient in and of themselves to define the
purpose ofthe reimbursement structure). The highest-priority primary goal is strongly
rooted in the language of the study mandate, which states that "access to quality nurs
ing facility care is an important part of a long-term continuum of care" and requires
that the review specifically consider "the adequacy ofreimbursement levels for provid
ing quality care." However, the goal of encouraging facilities to admit higher care
residents (lower care residents can be served more cost-effectively in other settings),
and the goal of cost control and efficiency, are also important.

BALANCING THE NEED TO CONTROL COSTS WITH THE NEED TO
PROVIDE ADEQUATE REIMBURSEMENT FOR QUALITY CARE

Virginia's Medicaid expenditures for nursing facility reimbursement have al
ways been a concern for State-level policy makers. From 1991 through 1998, many
actions were taken to increase and decrease nursing facility payments, based on vari
ous considerations.

Virginia is not alone in its struggle to find the right balance between reim
bursement levels and the need to ensure that Medicaid nursing facility residents are
provided quality services. JLARC stafffound that in the past year, several other states
have made adjustments to their level of Medicaid payment to nursing facilities. Those
states that are ranked near the bottom for low nursing facility reimbursement tend to
be increasing their Medicaid funds for nursing facility care, while those states that are
ranked at the top are decreasing the amount of Medicaid dollars for nursing facility
care. In Virginia, the 1999 General Assembly increased payments to Virginia nursing
facilities by $21.7 million annually. However, directing the funds to be spent on certi
fied nurses aides caused some unintended consequences.

The Level of Medicaid Nursing Facility Reimbursement
Is an Issue for Many States

Virginia's ranking among the states for level of Medicaid nursing facility re
imbursement will always be in a state of flux because it is based on the actions of the
other states. In the past year, JLARC staff found examples of ten states that have
made adjustments to their nursing facility level of payment (see Table 29).

Of the six states that are ranked low in terms of their Medicaid nursing facil
ity reimbursement, three are ranked lower than Virginia (Virginia is ranked 40th

).

Four of the six low ranking states have recently increased funding to nursing facilities.
For example, Arkansas, which is currently ranked 49th in the country for Medicaid
nursing facility reimbursement, recently allocated $60 million over two years to in
crease the nursing facility funding in that state.
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------------.,1 Table 291'------------
Comparison of Recent Medicaid Nursing Facility

Funding Initiatives in Other States

State's
Rank State Has Increased Nursing State Has Decreased Nursing

State (1998 Per Facility Funds Facility Funds
Diem Rate)

Alabama 16 Reduce reimbursement to nursing
($98.86) facilities bY $10 million in 1998

Nursing facilities will receive an
Arkansas 49 average of $4.93 per day per

($63.99) patient receiving Medicaid, which
is approximately $60 million over
the next two years.

Capped administrative costs at 6
Colorado 17 percent and health care costs at 8

($98.00) percent to reduce growing nursing
facility costs.
In 1997, tried to impose a 15 percent

Georgia 45 reduction over three years, potential
($75.26) lawsuit from nursing home

association caused the legislature to
reinstate funding.

In 1998, increased Medicaid
Kentucky 35 funding for nursing facilities by 8

($83.42) percent.
In 1998, as part of a $12 billion cut in

Louisiana 47 the state's program for the poor,
($83.42) $38.7 million in nursing home costs

will be cut.
13 Recently reduced funding to nursing

Maine ($105.85) facilities by approximately $50 million
Nursing facilities will receive a 3.4

Massachusetts 10 percent or $50 million increase in
($109.52) reimbursement.

State officials funded a program
Oklahoma 48 proposed by the nursing home

($64.20) association to increase direct care
staff salary $1 per hour for fiscal
year 1998. The funding package
also allows for a $3.15 per-
patient-day rate increase
Nursing facilities receive a $0.25

South 34 per patient day add-on to account
Carolina ($84.04) for federally- mandated minimum

wage increases. In 1999, there
will also be an add-on for new
nurse staff aid reauirements.

Sources: JLARC staff analysis of The Guide to the Nursing Home Industry 1998-1999. HCIA; Repeal of the Boren
Amendment: Implications for Quality of Care in Nursing Homes. The Urban Institute, 1998; Arkansas
Democrat·Gazette. September 8.1999.

On the other hand, of the four states that are ranked high in terms of their
level of reimbursement to nursing facilities, JLARe staff found that three have de
creased payments to nursing facilities in their states. It appears that states are trying
to converge to the mid-point in terms of nursing facility reimbursement levels.
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The $21.7 Million Medicaid Funding Increase for Virginia Nursing Facilities
Had Unintended Consequences

In 1999, the Virginia General Assembly voted to approve Item 335 of the Ap
propriations Act, which provided a $21.7 million increase in Medicaid payments for
nursing facilities. The additional payment was primarily intended to fund a salary
increase for certified nurse aides across the state, to be effective July 1, 1999. The
amendment provided funds for an average per diem increase in nursing facility reim
bursement of $3 per day. Of this amount, $14 million in total Medicaid dollars is dedi
cated to a targeted increase in certified nurse aide salaries of an average of $1.00 per
hour.

In May and June of 1999 DMAS developed a process, in conjunction with the
nursing facility industry, to determine the allocation of the $21.7 million to each Med
icaid participating nursing facility. The allocation of the additional payment is based
upon the increase in projected expenditures for nursing staff during the 12 months
ending June 30, 2000. The allocation methodology developed by DMAS and the provid
ers provided a high degree of flexibility to individual facilities in their projection of
expenditures. Some facilities were conservative in their estimates, while others were
not.

According to the Virginia Health Care Association (VHCA), in the four months
that have passed since the additional payment went into effect, a number of providers
have voiced concerns resulting from the implementation of the increased reimburse
ment. The majority of these concerns stem from a key design component of the alloca
tion methodology - that which granted each individual facility the ability to signifi
cantly influence the increase (or decrease) of their own allocation.

VHeA provided JLARC staff with an example of this problem that they con
tend is repeated across the State.

There are two nursing facilities located within 20 miles ofeach other
in a relatively rural area. Due entirely to the projected wage data
provided to DMAS7 one facility is receiving a daily reimbursement
rate add-on of$3.95 while the second facility receives only an addi
tional $1.00 per day. Assuming that relative wage parity between the
two facilities existed prior to the implementation ofthe $21.7 million
direct care payment increase7 and knowing that the vast majority of
the payment add-on must be spent on certified nurse aide (eNA) wages I
benefits, it is easy to predict the outcome. Additionally, in this case
the facility which received the $1.00 add-on is a member of a local
health system, which includes a hospital and must also adjust wages
to maintain parity within the various provider components ofthe sys
tem. As a result of higher wages now being offered and paid by the
facility which is receiving the $3.95 add-on, the second facility and its
related health system components will pay increased wages ofapproxi
mately $90,000 for the 12 month period - to be offset by $20,000 in



Pnge98 V. Optionsfor Cltonging Virginia's Nursing Focility Reimbursement System

increased reimbursement from DMAS for a net financial impact of
$70?OOO of unreimbursed increased operating costs. The nursing fa
cility alone will incur additional wage expense for CNAs ofapproxi
mately $50?OOO for a net unreimbursed increased operating cost of
$30?OOO.

Another unintended consequence of this particular amendment is the "bid
ding" war that has ensued between nursing facilities over CNAs. This is also partly
attributed to the fact that there is a shortage of CNAs to hire in many areas of the
state. In addition, many CNAs also contacted their legislators to complain that they
had not receive their $1.00 an hour increase. These CNAs did not realize that this
distribution was related to the proportion of Medicaid residents for whom a nursing
facility provides care.

Based on JLARC staff analysis, future payment increases should be directed'
to removing the restrictive payment methodology on direct care costs. The three iden
tified payment methodologies, which reduce the amount of costs that are reimbursed
by Medicaid are: (1) the restoration of the one million that the current case mix system
removes from the overall funds available for nursing facility reimbursement;. (2) the
reduction of the occupancy standard on all costs and the removal of the standard on
direct care costs; and (3) the adjustment ofupper payment ceilings for direct care costs.
Adjustments in this area will meet the intent of the 1999 nursing facility appropriation
by ensuring that funding is increased in the direct care area, which is where the costs
for ;nursing staff are reimbursed.

DMAS' APPROACH TO REDESIGNING THE SYSTEM HAS NOT FOCUSED
ON ADEQUACY OF REIMBURSEMENTS TO PROVIDE QUALITY OF CARE

DMAS' approach to designing a new nursing facility reimbursement system
has been based on the assumption, at least made implicitly, that payment levels are
adequate to provide quality services to all residents. Throughout the discussions and
development of the proposed new Medicaid nursing facility payment system, quality of
care was mentioned as a desired goal, but no proposals were made to specifically ad
dress this issue. DMAS did not conduct any analysis to determine whether the current
level of reimbursement or the reimbursement methodology was associated with the
quality of services provided to Medicaid nursing facility residents. Instead, the posi
tion taken by DMAS staff has been that the methodology for the new system and the
funding are two separate issues.

Following the 1999 General Assembly session, DMAS convened a workgroup
of nursing facility providers to provide input to the methodology for a new reimburse
ment system. DMAS' approach to the new nursing facility reimbursement system was
driven by two factors. First, the department's main motivation was to have a new
system (at least for the capital cost component) in place by July 1, 2000 to offset a
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change made by the 1999 General Assembly in the way nursing home depreciation
costs are handled. Second, DJMAS also wanted to eliminate some of the administrative
cost and burden of cost settlement.

DMAS Formed a Nursing Facility Work Group
to Receive Input to the New Reimbursement System

In April 1999, DMAS formed a work group to serve as "an advisory group to
the Director of the Department in devising a new payment system for nursing facili
ties." The work group is comprised of ten provider representatives, representing the
three nursing facility provider associations: the Virginia Health Care Association
(VHCA), the Virginia Hospital and Healthcare Association (VHHCA), and the Virginia
Association of Nonprofit Homes for the Aging (VANHA). In addition, DMAS' staff,
DMAS' nursing facility reimbursement consultants, and the Department of Health
staff were part of the group. DMAS allowed JLARC staff to monitor the work group
activities. The work group has met monthly since April 1999.

DMAS Plans to Implement the New Reimbursement System
Effective July 1,2000

DMAS provided the workgroup the parameters of the new nursing facility
reimbursement system at the first meeting and very little has changed since that time.
DMAS has set an aggressive implementation schedule for the new system of July 1,
2000. Two primary reasons have been given for this accelerated schedule: DJMAS will
no longer be able to recapture depreciation from nursing facilities that are sold effec- '
tive July 1, 2000, and DMAS is planning administrative savings due to the elimination
of some of the cost settlement activities.

Medicaid Depreciation Recapture. During the 1999 General Assembly,
legislation was passed that eliminated DMAS' ability to recapture depreciation for
nursing facilities that are sold. This legislation will become effective on July 1, 2000.
According to a VHCA issue paper on Medicaid depreciation recapture, Virginia's cur
rent nursing facility capital payment regulations require that a seller of a facility pay
some of their depreciation costs back to DMAS. This recapture requirement serves as
a significant barrier to current owners who want to sell their facilities. Under the
current system, facility owners are only allowed to keep full capital cost payment if
they sell their facility at or below its net book value (costs less accumulated deprecia
tion). From the perspective of the buyer, buying a facility in Virginia (one offive states
in the country that pays depreciation and has a depreciation recapture provision) is
less attractive due to the fact that the seller has to ask an inflated price for the nursing
facility to try to recoup at least some of the recapture liability.

To alleviate the problem with depreciation recapture, DMAS and the nursing
facilities began working together more than two years ago to develop a fair value rental
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system. A fair value rental system calculates a capital per diem rate, irrespective of
cost. It is based on a gross, net, or modified method of facility value, which can in
crease with inflation and building upkeep. However, these negotiations stopped sud
denly with the change of administrations. Because the providers felt a new payment
system was needed and DMAS was no longer working with them on tms issue, the
nursing facility providers worked with the legislature to pass this legislation. The
nursing facility providers felt that this legislation would give them leverage over DMAS
to develop a new payment methodology, based on a fair value rental for capital costs.

According to DMAS staff, under the current payment system, this recapture
requirement is necessary because nursing facilities include annual depreciation costs
in their nursing facility cost reports, and Medicaid reimburses a certain percentage of
those costs. When a facility is sold, the new owner begins to receive reimbursement on
depreciation costs on a higher basis, so DMAS ends up paying for depreciation costs
over and over again.

During the 1999 General Assembly session, DMAS estimated that, ifall nurs
ing facilities in Virginia were sold after the legislation went into effect, DMAS would
forfeit the ability to recoup $243 million in previous Medicaid reimbursements from
depreciation recapture. This projection was an overestimate because DMAS based the
potential loss on the highly improbable scenario that all nursing facilities would be
sold following the implementation of the legislation. .

According to DMAS staff, if the new reimbursement system is not in place by
the July 1, 2000 deadline, DMAS will be in the position ofhaving to recognize deprecia
tion through cost reports and not being able to recapture depreciation costs when nurs
ing facility owners sell their property. DMAS staff have stated that they plan to ask
the 2000 General Assembly to delay the repeal of the depreciation recapture if the
reimbursement system is delayed.

Reduce Some ofIke Administrative Costs for Cost Settlement. Cost settle
ment is a series ofsteps that DMAS takes to ensure that the cost reports submitted by
the nursing facilities are reasonable and meet acceptable standards established for the
cost components. Most ofthe time this review is based on a detailed desk audit. Based
on these reviews, comprehensive field audits may be conducted. Cost settlement is the
final process whereby nursing facilities refund overpayment ofMedicaid funds to DMAS.

Currently, DMAS has a private contractor that conducts the cost settlement
activities at a cost of approximately $2.5 million a year. DMAS would like to reduce
these costs to at least half by eliminating some of the more routine desk audit func
tions. An advantage to the nursing facilities is that they will not have to retrospec
tively return funds to Medicaid. On the other hand, the cost settlement process allows
some facilities to receive payment for unusual costs associated with providing nursing
facility care. Whether cost settlement activities can be reduced depend on the final
design of the new nursing facility reimbursement system.
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DMAS' Position on Budget Neutrality Has Stalled Development
of a New Reimbursement System

Based on the minutes of the first meeting in April 1999, DMAS staff stated
that budget neutrality is planned for the new reimbursement system, which means
"DMAS does not expect to payout more" under the new reimbursement system than
under the current system. DMAS staff did indicate, however, that the modeling of
proposed different rate methodologies would make possible a comparison of the fiscal
impact of the different options with one another and the status quo.

The three nursing facility provider associations have also stated from the very
beginning that a new payment system without additional funds would not be accept
able. This position was recently reiterated in a October 1999 letter to the Director of
DMAS from all three nursing facility provider associations:

As much as we are dedicated toward designing a better payment
methodology for Virginia's nursing facilities, we are equally convinced
that without a substantial increase in Medicaid funding for nursing
facility care, a new payment system will do little more than alterna
tively carve up an inadequate pie.

Throughout the summer, both DMAS and the nursing facility work group
worked on various issues ofthe new reimbursement methodology. DMAS provided the
work group information on other states' reimbursement systems and also provided the
work group several decision briefs on the general parameters of the proposed nursing
facility system. What DMAS has yet to provide the work group are models of options
for different variations of the operating costs component, which would include direct
patient care and indirect patient care costs. These models would provide DMAS and
the work group with information on how the dollars would be distributed under differ
ent scenarios, and whether additional funds are required. One of the critical pieces of
data that has been missing for over seven months is the current resident assessment
data (the Minimum Data Set) on all Virginia nursing facility residents. This HCFA
data set is necessary so DMAS can begin analyzing the resident assessment data on all
nursing facility residents to develop a new case mix system. DMAS staff attribute the
delay in obtaining this data set to HCFA's concern over patient confidentiality issues.

By September 1999, the funding issues that had been put aside all summer
began to surface. The two main issues identified were: the lack ofany additional funds
for nursing facility care in the DMAS agency budget request, and DMAS' intent to
move forward with new nursing facility regulations without addressing the funding
lssue.

As requested by DMAS, the nursing facilities submitted their funding recom
mendation for the new reimbursement system in September 1999. The nursing facili
ties' request was for approximately $104 million for FY 2001, which included projec
tions made by the nursing facilities of the additional funding needed to meet current
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expenditures. D~S staff did not provide feedback to the nursing facilities on their
total funding request amount or on specific line items of the request. Instead, DMAS
staffindicated that they would take these figures under consideration when they drafted
the DMAS' agency budget request. At the following meeting in October, the nursing
facility provider work group was told by DMAS staff that DMAS did not request any
additional funds for the nursing facilities. Instead, this request may be made as part
of the overall administration's budget package.

Although there was no firm commitment that the administration would in
deed include any additional funds for nursing facility care, DMAS staff told the work
group that they intended to move forward with the regulations in order to publish
them for public comment by December and implement them by July 1, 2000. In addi
tion, DMAS staff stated that these regulations would be drafted to ensure budget neu
trality. DMAS staffstated that it could not legally propose reimbursement regulations
that would spend more than what has been appropriated by the General Assembly.
DMAS stafffurther indicated that the regulations could be changed iffunding became
available.

This position caused immediate concern by the nursing facility industry be
cause they had not seen any models of how the operating costs for direct care and
indirect care would be designed, and they had serious concerns with the models they
had seen for the capital costs. The providers expressed the view that they were better
off with the current system than an undefined system at this point that would simply
redistribute the funds among all the nursing facility providers.

In October 1999, the three nursing facility provider associations wrote the
director of DMAS and stated that they could not "support the publication of regula
tions implementing a totally new payment methodology without a commitment from
the Commonwealth that adequate funds will be available to allow the new system to
work." The nursing facility provider associations offered two alternatives in order to
move forward with the process ifDMAS would support the appropriation of sufficient
funding. The first approach is for the administration to insert language and funding
concerning the new payment methodology in the budget bill. This would allow DMAS
to publish agreed-upon draft regulations as emergency regulations at the conclusion of
the 2000 General Assembly Session. A second alternative is to proceed with the pro
posed regulations during November and December with language that would make
them effective only with sufficient funding. On November 29, 1999, DMAS agreed to
the delay the full promulgation of the reimbursement regulations.

ASSESSMENT OF OPTIONS PROPOSED BY DMAS STAFF FOR REVISING
THE MEDICAID NURSING FACILITY REIMBURSEMENT SYSTEM

As shown throughout this report, there are a variety of factors that must be
considered in designing a Medicaid nursing reimbursement system. At the present
time, most state Medicaid nursing facility reimbursement systems are inherently com-
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plex because they are based on cost controlling mechanisms, such as: upper payment
ceilings to encourage facilities to provide efficient care; peer groups to recognize nurs
ing facility differences across the state; and adjustments made to recognize the diverse
care needs of the nursing facility residents. The bottom line is that nursing facilities
want their differences to be recognized in a payment system and the states still need to
control overall nursing facility costs. These two factors together will keep the design of
any Medicaid nursing facility system somewhat complex.

DMAS is. currently in the process of designing a new reimbursement system
that will address some ofthe concerns with the current system. However, DMAS is not
addressing the nursing facility providers' main concern with the current system, which
is the level ofMedicaid payment. The nursing facility providers are not interested in a
new system that simply divides the same level of funding a different way. Therefore,
JLARC staffevaluated DMAS' preliminary proposals for the new nursing facility reim
bursement system, the nursing facility provider's position on various options, and de
termined which options met the previously stated goals for a new reimbursement sys
tem. All proposals by DMAS and the nursing facility providers are still tentative until
modeling of the various options can occur.

Seven options or issues for developing a new reimbursement system are de
scribed in Exhibit 10. This exhibit describes the various options that have been dis
cussed by DMAS and the nursing providers for a new reimbursement methodology.
The position of the nursing providers includes the ten nursing facility providers that
are part of the DMAS nursing facilities work group as well as the responses from the
JLARC staff survey of nursing facility administrators. The nursing facility adminis
trators' responses to the survey on these issues are included in Appendix C.

Recommendation (11). The General Assembly may wish to direct the
Department of Medical Assistance Services to delay the implementation of a
new nursing facility reimbursement system until tile funding issues can be
addressed. The Department of Medical Assistance Services should provide
the nursing facility' providers with models of the proposed reimbursement
system and the funding implications.

Recommendation (12). The General Assembly may wish to direct the
Department ofMedical Assistance Services to develop a temporary hold harm
less provision during the phase-in period for the new nursing facility reim
bursement system to ensure that nursing facilities do not receive less under
the new system than they would have under the old system for direct care
operating costs.

Recommendation (13). The General Assembly may wish to direct the
Department of Medical Assistance Services to develop a long-range plan to
implement a totally prospective payment system which is tied directly to pa
tient care needs, similar to the Medicare nursing facility reimbursement sys
tem.
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I Exhibit 10:

Summary of Options for a Revised Medicaid
Nursing Facility Reimbursement System

DMAS Preliminary Nursing Facility
Options/lssues Proposals Providers' Position JLARC Staff Analysis

Implementation (1) effective July 1, (1) agree with time (1) new system should be
Time SChedule 2000; schedule contingent delayed until funding
for New System (2) no phase in for upon additional question addressed and

capital costs (due to funding; DMAS provides models of
repeal of depreciation (2) prefers phase in the proposed
recapture on July 1, for capital costs; reimbursement system;
2000); (3) prefers phase in (2) phase in may be
(3) possible phase in for operating costs; needed if negative
for operating costs; (4) against budget financial impact on
(4) implement as a neutrality. providers;
budget neutral system (3) phasewin should inclUde

a temporary hold harmless
provision for direct care
operating costs to ensure
that nursing facilities do
not receive less under the
new system for nursing
salaries;
(4) may not be supported
by JLARC staff analysis.

Type of Payment (1 )totally prospective (1 )agree with (1) agree with prospective
System with no cost settlement; prospective with no system with no cost

(2) use 1997 nursing cost settlement, settlement;
facility cost data and (2) prefer that 1998 (2) DMAS should use 1997
trend forward; nursing facility cost cost data to develop the
(3) new system will data used, will new model for the system,
have four cost accept 1997; but substitute 1998 data
components: direct (3) have a three cost for final determination of
patient care, indirect component system payment rates;
care, administration, with direct patient (3) benefits of the four cost
and capital; care, indirect care, component system need to
(4) for capital system, and capital. Indirect be more clearly expressed,
implement a fair rental care should be a and need to be weighed
system price.based system, against the added

which excludes the complexity involved;
need for payment (4) agree with DMAS
ceilings and and providers
efficiency incentives;
(4) agree capital
system should be a
fair rental system.

Peer Groups (1) examine the need (1) would like to see (1) peer groups on bed
for peer groups based the model for bed size and geographic
on geographic areas size (o-SO and 61 regions are needed;
and bed size; and more beds) and (2) no comment on
(2) treat hospital-based geographic areas hospital-based issue
facilities like all other using MSAs or because cost data were
nursing facilities Planning Districts; not available.

(2) reserve option on
hospital-based
proposal until
models are
oresented. (table continues)
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: Exhibit 10 (continued) :

Summary of Options for a Revised Medicaid
Nursing Facility Reimbursement System

DMAS Preliminary Nursing Facility
Optionsllssues Proposals Providers' Position JLARC Staff Analysis

Patient Case Mix (1) use federal case (1) supports the (1) supports RUGS-III
System mix system (RUGS-III), RUGS-III methodology;

1997 version with 34 methodology, defers (2) agree with single
classes rather than 44 comment on which payment system;
classes; . version until DMAS (3) adjust direct care costs
{2} include specialized produces models; only.
care residents into one (2) agrees with one
single payment system; single payment
(3) adjust direct care system, wants
cost component of rate outlier payment for
only certain specialized

residents;
(3) agree with
DMAS, except
wants to add more
items to direct care
costs category.

Ways to Improve (1) develop quality (1) agree with (1) develop a quality
Quality of Care incentive program tied DMAS, but phase in incentive program that is

to Medicaid after reimbursement tied to the federal quality
reimbursement system implemented indicator program. Phase

in this system a year after
new reimbursement
system;
(2) remove restrictive
payment methodology on
direct care costs, which
impact nursing staff levels.

Ways to Simplify (1) eliminate some (1) agree with (1) agree with DMAS;
the Payment tasks related to cost DMAS; (2) agree with DMAS;
System settlement; (2) agree with (3) agree with nursing

(2) have a single DMAS, except facility providers;
payment system for wants special In addition, DMAS should
nursing facility care, consideration for develop a long-range plan
including specialized some resident care to incorporate a totally
care needs; prospective system based

(3) would move on the Medicare nursing
indirect care costs to facility reimbursement
a price-based system.
system

(table continues)
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: Exhibit 10 (continued) :

Summary of Options for a Revised Medicaid
Nursing Facility Reimbursement System

DMAS Preliminary Nursing Facility
Optionsllssues Proposals Providers' Position JLARC Staff Analysis
Ways to Control (1) recalculate costs and (1) recalculate costs (1) recalculate costs and
Costs adjust upper payment and adjust upper adjust upper payment

ceilings or rates payment ceilings or ceilings annually, set the
periodically; rates every two upper payment limits for
(2) eliminate automatic years; the direct care cost
use of inflation factor (2) utilize an inflation ceiling at a percentage
increase determined factor annually, do over the median;
annually by the General not require General (2) utilize an annual
Assembly; Assembly to inflation factor;
(3) maintain current 95 determine every (3) remove occupancy
percent occupancy year; standard on direct care
standard; (3) remove costs; reduce occupancy
(4) continue to use upper occupancy standard standard to 90 percent
payment ceilings for from direct care on indirect and capital
direct care costs costs and indirect costs;

care payments; (4) agree that the direct
(4) consider setting care ceilings should be
the direct care set a percentage over
ceilings at 120 the median, the specific
percent over the amount is a policy
median decision.

Sources: JLARC staff analysis of DMAS documents produced for DMAS Nursing Facility Work Group meetings April·
October, 1999; responses to JLARC staff Nursing Facility Provider Survey, Summer 1999; and other reports on
nursing facility reimbursement sYStems.

OPTIONS TO REIMBURSE DIRECT CARE COSTS AT
LEVELS THAT PROMOTE QUALITY

Based upon the findings of this report that the current Medicaid reimburse
ment methodology and level of payment does not appear to be adequate to ensure
quality services for Medicaid nursing facility residents at all facilities, JLARe staff
has developed a number of possible funding options that the General Assembly may
wish to consider for increasing the Medicaid nursing facility reimbursement level.
JLARC staffutilized DMAS' 1997 nursing facility cost report data for the general nurs
ing facility population and the Medicaid rate-setting formula to model the potential
changes and their fiscal impact. The 1997 data, which was effective for FY 1998, was
then trended forward to FY 2001 with a 3.5 percent inflation factor per year. Projected
funds for hospital-based nursing facility days are included.

JLARC staff developed four funding options. Except for the first funding op
tion, there are variations provided for each option depending on how the methodology
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is changed. These funding recommendations are limited to adjusting restrictive Med
icaid cost controlling mechanisms on case mix, occupancy standards and upper pay
ment ceilings for direct care costs. Because the direct care costs are for the nursing
staff and salaries, this is the area that is likely to be associated with a higher level of
care.

The results from the JLARC staff analysis are that funding level increases
could range from approximately $1.7 million to $31.8 million (the State share is 48.19
percent) depending on the extent which the General Assembly wants to remove cur
rent restrictions on the nursing facility reimbursement methodology.

Funding Option 1: Restore Funding for the Negative Impact in Funding of
the Case Mix Adjustment

The first funding option eliminates the application of the PIRS case mix score
from the current Medicaid rate-setting formula. In examjning the PIRS case mix scores
impact on the nursing facility reimbursement rates (in Chapter II), JLARC stafffound
that the methodology had a negative impact ofover $1.4 million dollars in 1997. JLARC
staff support the need for a case mix. adjusted reimbursement system in determining
the funding that each facility receives. However, the adjustment should not have an
adverse impact on the total amount of funding available to reimburse facility costs.
This funding recommendation would cost $1.7 million in FY 2001 based on 1997 costs
that are trended forward with an inflation factor (the federal share is 51.81 percent,
the State share is 48.19 percent).

Funding Option 2: Restore the Funding for CaseMixLoss, Reduce Occupancy
Standard, and/or Eliminate Occupancy Standard for Direct Care Costs

As described in Chapter II, the current occupancy standard in Virginia has
three problems. First, the current occupancy standard of95 percent is more restrictive
than other states. Second, the overall occupancy standard in Virginia nursing facili
ties has decreased to 91 percent in 1998 and may be lower today. Third, the use of the
occupancy standard on direct care costs reduces the facilities ability' to recover the
costs that they spend on nursing staff salaries, which translates to their ability to
provide quality patient care.

Therefore, JLARC staff developed a series of funding variations, which are
based on restoring the case mix funding loss, and decreasing the occupancy standard
for all three cost components (direct, indirect and capital costs) and/or removing it
from the direct care costs. Thus, the estimated cost of each change is shown in this
option is inclusive of the $1.7 million cost to restore the case mix funding loss. The
results are shown in Table 30 and range from approximately $3.0 million to $5.3 mil
lion (federal share is 51.81 percent, State share 48.19 percent).
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-----------...-.011 Table301~-----------

Funding Option 2: Restore the Funding for Case Mix Loss,
Reduce Occupancy Standard and/or Eliminate

Occupancy Standard for Direct Care Costs

Additional Funding
Changes to the Medicaid Reimbursement Methodology Required for Fiscal Year

2001
A. Remove the 95 percent occupancy standard from the direct care

costs component only $3.0 million
B. Reduce the occupancy standard to 93 percent for all cost

components: direct, indirect, and plant $3.4 million
C. Reduce the occupancy standard to 93 percent for indirect and

plant costs and remove from direct care costs $4.3 million
D. Reduce the occupancy standard to 90 percent for all cost

comoonents: direct, indirect, and plant $4.7 million
E. Reduce the occupancy standard to 90 percent for indirect and

plant costs and remove from direct care costs $5.3 million
Note: The federal share of the funding is 51.81 percent, the State share is 48.19 percent.

Source: Jl.ARC staff analvsis of DMAS' 1997 nursing facility cost data.

Funding Option 3: Restore the Funding for Case Mix Loss and Adjust the
Direct Care Upper Payment Ceilings

DMAS' current methodology for setting the upper payment limits for direct
and indirect care ceilings also has an impact on the ability of facilities to recover the
costs of nursing staff. First, these ceilings have not been recalculated in nine years,
which has pushed 63 percent of the nursing facilities costs over the CUlTent direct care
cost ceiling. Second, the current methodology sets the ceilings at the median, which is
more restrictive than most other states, especially for the direct care cost component.

As shown in Table 31, JLARC staff developed a series of funding variations for
this option, which is again based on restoring the case mix funding loss, plus adjusting the
direct care upper payment ceiling in order to recognize more costs for nursing staff and
their salaries. The funding for this option range from approximately $8.7 million to $24.6
million (the federal share is 51.81 percent, the State share is 48.19 percent).

Funding Option 4: Restore the Funding for Case MixLoss, Reduce Occupancy
Standard, Remove from Direct Care Costs, and Adjust the Direct Care Upper
Payment Ceilings

In Chapter II, JLARC staff recommended that both the occupancy standard
and the upper payment ceiling should be changed in order to the increased the amount
of Medicaid reimbursement that nursing facilities' receive for their nursing staff costs.
Table 32 presents the results of the fourth funding option. This option restores the
case mix funding loss, reduces the occupancy standard to 90 percent for the indirect
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------------1 Table311-----------
Funding Option 3: Restore the Funding for Case Mix Loss and

Adjust the Direct Care Upper Payment Ceilings

Additional Funding
Changes to the Medicaid Reimbursement Methodology Required for Fiscal

Year 2001
A. Recalculate the upper payment ceilings for direct care so that all the

costs are set at the median. $8.7 million
B. Recalculate the upper payment ceilings for direct care so that all the

costs are set at 105 percent over the median. $14.2 million
C. Recalculate the upper payment ceilings for direct care so that all the

costs are set at 110 percent over the median. $18.4 million
D. Recalculate the upper payment ceilings for direct care so that all the

costs are set at 115 percent over the median. $21.5 million
E. Recalculate the upper payment ceilings for direct care so that all the

costs are set at 120 percent over the median. $23.4 million
F. Recalculate the upper payment ceilings for direct care so that all the

costs are set at 125 percent over the median. $24.6 million
Note: The federal share of the funding is 51.81 percent, the State share is 48.19 percent.

Source: JLARC staff analysis of DMAS' 1997 nursing facility cost data.

case mix funding loss, reduces the occupancy standard to 90 percent for the indirect
operating and plant costs, removes the occupancy standard entirely from the direct
care costs, and provides examples of how these changes in combination with adjusting
the upper payment ceiling for direct care would impact costs. The funding require
ments for this option range from approximately $15.5 million to $31.8 million (the
federal share is 51.81 percent, the State share is 48.19 percent).

These estimates were based on the spending patterns of nursing facilities in
1997 and trended forward. However, JLARC staff found that the spending patterns of
for-profit facilities may be low because they appear to base their spending on their
expected rate of reimbursement from Medicaid. If Medicaid payment rates were in
creased in the direct care area, it is likely that nursing facilities would also increase
spending in this area. .

In the future, if nursing facilities spend more in direct care costs, such as to
hire more staff, increase wages of nursing staff, or to fill vacancies, some of these costs
will be recouped over time through the submission of cost reports and the frequent
recalculation of upper payment ceilings for direct care based on all facility costs. This
will address some of the funding discrepancy between the JLARC staff analysis and
the nursing facilities' much higher request for funds.

Recommendation (14). The General Assembly may wish to consider
the funding options for increasing the level ofMedicaid nursing facility reim
bursement. Combined federal and State costs for the options range from $1.7
million to $31.8 million. The costs of the options are in addition to the $21.7
million annual increase that was appropria~edin 1999.
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-------------iITable321f-----------
Funding Option 4: Restore the Funding for Case Mix Loss,

Reduce Occupancy Standard, Remove from Direct Care Costs, and
Adjust the Direct Care Upper Payment Ceilings

Additional Funding
Changes to the Medicaid Reimbursement Methodology Required for Fiscal Year

2001
A. Reduce the occupancy standard to 90 percent for indirect and

plant costs, remove the occupancy standard from direct care
costs, and recalculate the upper payment ceilings for direct care $15.5 million
so that all the costs are set at the median.

B. Reduce the occupancy standard to 90 percent for indirect and
plant costs, remove the occupancy standard from direct care
costs, and recalculate the upper payment ceilings for direct care $21.1 million
so that all the costs are set at 105 percent over the median.

C. Reduce the occupancy standard to 90 percent for indirect and
plant costs, remove the occupancy standard from direct care
costs, and recalculate the upper payment ceilings for direct care $25.4 million
so that all the costs are set at 110 percent over the median.

D. Reduce the occupancy standard to 90 percent for indirect and
plant costs, remove the occupancy standard from direct care
costs, and recalculate the upper payment ceilings for direct care $28.4 million
so that all the costs are set at 115 percent over the median.

E. Reduce the occupancy standard to 90 percent for indirect and
plant costs, remove the occupancy standard from direct care
costs, and recalculate the upper payment ceilings for direct care $30.4 miflion
so that all the costs are set at 120 percent over the median.

F. Reduce the occupancy standard to 90 percent for indirect and
plant costs, remove the occupancy standard from direct care
costs, and recalculate the upper payment ceilings for direct care $31 .8 million
so that all the costs are set at 125 percent over the median.

Note: The federal share of the funding is 51.81 percent, the State share is 48.19 percent.

Source: JLARC staff analysis of DMAS' 1997 nursina facility cost data.

Conclusion

The 1999 General Assembly directed JLARC staff to examine the Virginia
Medicaid program's methodology for determining nursing facility reimbursement. Based
on the study mandate, six different broad goals were identified. These goals were used
in varying degrees to assess the current Medicaid nursing facility reimbursement sys
tem and potential alternatives for simplifying and/or changing the system.

The highest-priority primary goal was strongly rooted in the language of the
study mandate, which states that "access to quality nursing facility care is an impor
tant part of a long-term continuum of care" and requires that the review specifically
consider "the adequacy of reimbursement levels for providing quality care." JLARC
staff addressed this goal through recommendations about revising the Medicaid meth
odology to remove restrictive standards from the direct care cost components. Because
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direct care costs are the costs associated with nursing staff levels and salaries, these
costs can have an impact on the quality of care. The development of quality of care
incentives in this area may also help to improve the quality of care in facilities.

The second primary goal was that the nursing facility should be encouraged to
admit heavier care residents by reimbursing them according to the nursing resources
required. JLARC staff addressed this goal through recommendations for the adoption
of the federal RUGS-III case mix methodology, stronger validation surveys, and the
correction of methodological problems in DMAS' use of facility's case mix scores.

The third primary goal was that the new reimbur~ementsystem should con
trol costs and ensure efficiency. JLARC staff add!essed this goal through the recom
mendation that the new Medicaid payment system still needs to recognize facility size
and geographic location in the development of peer groups for costs. Further, proposed
increases in reimbursement should be directed to allowable expenditures in the cat
egory of direct care.

The fourth goal stated that the new nursing facility reimbursement system
should meet current State and federal law, as well as anticipated future federal re
quirements. JLARC staff addressed this goal through recommendations that DMAS
adopt the federal case mix system and develop a long-range plan to develop a reim
bursement system similar to the uniform Medicare nursing facility payment system.

The fifth stated goal was that the nursing facility system should maximize
simplicity wherever possible by reducing the administrative burden to D:MAS and pro
viders. While a certain amount ofcomplexity is inherent in a Medicaid reimbursement
methodology, JLARC staff addressed this goal by supporting DMAS' efforts to develop
one payment methodology which includes specialized care residents, and eliminating
some of the more routine aspects of cost settlement. An additional recommendation
that simplifies the system is the movement of the indirect care costs to a price-based
system instead of one that is based on individual facility costs. In the future, the
development of a system similar to Medicare's payment system will also simplify the
methodology.

The sixth and final goal for a new reimbursement system is that implementa
tion of changes to the nursing facility reimbursement system should minimize the
short-term disruption to facility operations, and allow some time for operational ad
justments at the homes, by minimizing funding losses in the short-term (hold harm
less or minimal loss provisions). JLARC staff addressed this goal through recommen
dations for delaying the implementation of the system until funding issues can be
addressed, and the phase-in period should include a temporary hold harmless provi
sion. This provision would be for direct care costs only to ensure that nursing facilities
do not receive less under the new system for nursing staff salaries.

And finally, JLARC staff proposed funding options ranging from $1.7 to $31.8
million depending on the extent to which the General Assembly wants to lift current
restrictions from the Medicaid nursing facility reimbursement methodology. These
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options amount to approximately $819,000 to $15.3 million in general funds increase
annually due to the federal matching requirements. Such 'an increase would ensure
that nursing facilities statewide would receive adequate funding to provide Medicaid
residents with quality care. Depending on which funding option is chosen, the nursing
facilities will receive an annual increase of $23.4 million to $53.5 million in Medicaid
reimbursement through actions of the 1999 and 2000 General Assembly (includes the
$21.7 million annual increase appropriation in 1999).
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Appendix A

General Assembly ofVirginia -1999 Session

SENATE JOINT RESOLUTION NO. 463

Directing the Joint Legislative Audit and Review Commission to examine the
Virginia Medicaid program 's methodology for determining nursing facility
reimbursement.

Agreed to by the Senate, February 4, 1999
Agreed to by the House of Delegates, February 25, 1999

WHEREAS, the Virginia Medicaid program. finances nearly 70 percent of the
nursing facility care in the Commonwealth; and

WHEREAS, Medicaid nursing facility expenditures exceeded $400 million in FY
1998; and

WHEREAS, nursing facility expenditures account for approximately 78 percent of
Medicaid long-term care expenditures; and

WHEREAS, access to quality nursing facility care is an important part of a long
term care continuum of care; and

WHEREAS, concern has been expressed about the appropriateness of both the level
of Medicaid nursing facility reimbursement in the Commonwealth and the
complexity of the system for determining reimbursement levels; and

WHEREAS, in 1992 the Joint Legislative Audit and Review Commission (JLARe)
completed a study of Medicaid Long-Term Care; and

WHEREAS, JLARC is currently conducting a broad review ofhealth and human
resources agencies and issues, pursuant to House Joint Resolution No. 137 (1998);
now, therefore, be it

RESOLVED by the Senate, the House of Delegates concurring, That the Joint
Legislative Audit and Review Commission be directed to examine the Virginia
Medicaid program's methodology for determining nursing facility reimbursement.
This review shall include, but not be limited to, (D a comparison ofVirginia's
approach to nursing facility reimbursement with the approach of other states, (li)
the adequacy of reimbursement levels for providing quality care, (iii) options for
simplifying the nursing facility reimbursement process, (iv) the extent to which
patient acuity levels are factored into current and proposed reimbursement
approaches, and (v) other issues as may seem appropriate.

The Department of Medical Assistance Services shall cooperate fully as requested
and shall make available all records, staff, and information necessary for the
c.ompletion of work by JLARC and its staff.
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The Auditor of Public Accounts shall provide technical assistance, upon request.
The Joint Legislative Audit and Review Commission shall consult with interested
provider organizations during this study, including the Virginia Association of
Nonprofit Homes for the Aging, the Virginia Health Care Association, and the
Virginia Hospital and Healthcare Association.

The Joint Legislative Audit and Review Commission shall report its fmdings and
recommendations to the Governor and the 2000 Session of the General Assembly as
provided in the procedures of the Division of Legislative Automated Systems for the
processing of legislative documents.
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AppendixB

Collected Data on Virginia Medicaid Nursing Facilities

Table B-1

Virginia Medicaid Nursing Facilities' Profit Status
By Chain Status

for Calendar Year 1997

Non-Profit For Profit
Number (%) Number (%)

Non-Chain 28 (12%) 41 (180/0)
Chain 29 (13%) 131 (57%)

Source: JLARC staff analysis of DMAS 1997 cost report data.

Table B-2

Virginia Medicaid Nursing Facilities' Profit and Chain
Status Combinations By Selected Characteristics

for Calendar Year 1997

Facility Characteristics
Facility Characteristics Non-Profit For Profit

Non-Chain Chain Non-chain Chain
N=29 N=28 N=131 N=41

Number of Ucensed
Beds in Facility

1 to 60 32% 34% 34% 31%
61 to 120 21 34 32 30
120 or more 46 31 34 40

Region
Northwestern 29% 7% 15% 22%
Northern 14 11 15 9
Southwestern 32 7 20 34
Central 18 14 25 16
Eastern 7 61 25 20

Occupancy Rates
(Mean)

Total Occupancy 94% 87% 83% 92%
Medicaid OccuPancy 64% 50% 64% 69%

Source: JLARC staff analysis of DMAS 1997 cost repOrt data.

B-1



Table B-3

Virginia Medicaid Nursing Facility Total and Medicaid
Occupancy Levels By Selected Characteristics

for Calendar Year 1997

Occupancy Rate Levels
Nursing Facility Total Medicaid
Characteristics Less than 95% 95% and Greater Less than 70% 70% and Greater

N=106 N=123 N=116 N=113
Profit Status

For-Profit 75% 76% 66% 84%
Not-for-Profit 25 24 34 16

Chain Status
Chain 66% 73% 67% 73%
Non-Chain 34 27 33 27

Number of Licensed Beds
in Facilitv

1 to 60 24% 39% 32% 32%
61 to 120 33 27 29 30
120 or more 43 34 39 38

ReQion
Northwestern 19% 20% 20% 19%
Northern 15 7 17 5
Southwestern 21 34 25 32
Central 15 19 16 19
Eastern 30 20 23 26

Source: JLARC staff analysis of DMAS 1997 cost reoort data.

Table B-4

Virginia Medicaid Nursing Facilities' Profit and Chain Status
By Facilities' Costs, Medicaid Payment Rates
and Coverage Rates for Calendar Year 1997

Nursing Home Costs· and Facilitv Characteristics
Medicaid Payment Rates Non-Profits For Profits Non-Chains Chains

N=57 N=172 N=69 N=160

Total Costs Mean $98 $80 $87 $84
Median 90 77 78 78

Direct Operating Costs Mean $47 $38 $41 $40
Median 41 36 39 36

Indirect Operating Costs Mean 42 33 38 34
Median 38 31 35 31

Plant Costs Mean 9 10 7 10
Median 7 9 7 9

Total Medicaid Rate Mean $81 $78 $78 $78
Median 77 76 74 77

Direct Operating Rate Mean $37 $35 $36 $35
Median 34 33 33 34

Indirect Operating Rate Mean 35 33 34 33
Median 34 32 34 33

Plant Rate Mean 8 9 7 10
Median 7 8 7 9

CoveraQe Rate 83% 98% 90% 93%
• Costs are allowable costs. Allowable costs are facilities' actual costs that are eligible for reimbursement after
adjustments are made according to Virginia's Medicaid regulations.

Source: JLARC staff analysis of DMAS 1997 cost report data.
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Table B-5

Virginia Medicaid Nursing Facilities' Profit and Chain Status
Combinations By Facilities' Costs, Medicaid Payment Rates

and Coverage Rates for Calendar Year 1997

Nursing Home Costs· and Facility Characteristics
Medicaid Payment Rates Non-Profit For Profit

Non..chain Chain Non-Chain Chain
N=28 N=29 N=41 N=131

Total Costs Mean $94 $102 $82 $80
Median 90 88 77 77

Direct Operating Costs Mean $47 $48 $37 $38
Median 42 39 35 36

Indirect Operating Costs Mean 40 44 37 32
Median 37 38 33 31

Plant Costs Mean 7 10 8 10
Median 7 8 7 10

Total Medicaid Rate Mean $81 $81 $76 $78
Median 74 78 74 77

Direct Operating Rate Mean $38 $36 $36 $35
Median 34 34 33 34

Indirect Operating Rate Mean 35 35 33 32
Median 34 34 33 32

Plant Rate Mean 7 9 7 10
Median 7 8 7 10

CoveraQe Rate 86% 79% 93% 98%
.. Costs are allowable costs. Allowable costs are facilities' actual costs that are eligible for reimbursement after adjustments are
made according to Virginia's Medicaid regulations.

Source: JLARC staff analysis of DMAS 1997 cost repOrt data.

Table B-6

Virginia Medicaid Nursing Facilities' Bed Size
By Facilities' Costs and Medicaid Payment Rates

for Calendar Year 1997

""ursing Home Costs· and Number of Licensed Beds in Facility
Medicaid Payment Rates 1 to 60 Beds 61 to120 Beds 120 or more Beds

N=73 N=68 N=88
Total Costs Mean $89 $84 $81

Median 82 78 76
Direct Operating Costs Mean $38 $41 $41

Median 35 36 38
Indirect Operating Costs Mean 39 35 32

Median 34 31 31
Plant Costs Mean 12 9 8

Median 12 8 7
Total Medicaid Rate Mean $81 $77 $78

Median .80 74 73
Direct Operating Rate Mean $34 $35 $37

Median 33 33 34
Indirect Operating Rate Mean 35 33 33

Median 35 32 32
Plant Rate Mean 12 9 8

Median 12 8 7
.. Costs are allowable costs. Allowable costs are facilities' actual costs that are eligible for reimbursement after adjustments are
made according to Virginia'S Medicaid regulations.

Source: JLARC staff analysis of DMAS 1997 cost report data.
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Table B-7

Virginia Nursing Facility Geographic Location
By Facilities' Costs and Medicaid Payment Rates

for Calendar Year 1997

Nursing Home Costs· and Medicaid Geographic location of Facility
Payment Rates Northwestern Northern Southwest Central Eastern

N=44 N=24 N=63 N=39 N=55

Total Costs Mean $85 $122 $76 $85 $80

Median 79 112 73 78 77

Direct Operating Costs Mean $39 $62 $35 $41 $37

Median 39 56 34 39 34

Indirect Operating Costs Mean 36 51 31 34 33

Median 33 42 31 32 32
Plant Costs Mean 9 9 9 10 10

Median 9 8 9 8 8

Total Medicaid Rate Mean $78 $101 $73 $79 $74

Median 79 103 72 78 74

Direct Operating Rate Mean $35 $51 $32 $38 $33

Median 33 50 32 38 33
Indirect Operating Rate Mean 34 41 32 32 32

Median 34 42 32 33 33
Plant Rate Mean 9 9 9 10 9

Median 8 8 9 8 8
.. Costs are allowable costs. Allowable costs are facilities' actual costs that are eligible for reimbursement after adjustments are made
according to Virginia's Medicaid regulations.

Source: JLARC staff analvsis of DMAS 1997 cost reoort data.

Table B-8

Virginia Medicaid Nursing Facilities Direct and Indirect Cost Efficiency
By Facilities' Costs and Medicaid Payment Rates

for Calendar Year 1997

Efficiency Ceilings
Nursing Home Costs· and Medicaid Direct Cost Efficiency Indirect Cost Efficiency Ceiling

Payment Rates Ceiling
Over Ceiling Under Ceiling Over Ceiling Under Ceiling

N=146 N=83 N=82 N=147

Total Costs Mean $90 $75 $100 $76
Median 82 75 90 74

Direct Operating Costs Mean $44 $33 $46 $36
Median 39 32 41 34

Indirect Operating Costs Mean 37 32 44 30
Median 34 31 38 30

Plant Costs Mean 9 10 9 9
Median 8 9 8 8

Total Medicaid Rate Mean $79 $77 $82 $76
Median 75 77 80 73

Direct Operating Rate Mean $36 $35 $37 $35

Median 34 33 34 33
Indirect Operating Rate Mean 34 33 36 32

Median 34 33 35 31
Plant Rate Mean 9 10 9 9

Median 8 9 8 8
• Costs are allowable costs. Allowable costs are facilities' actual costs that are eligible for reimbursement after adjustments are
made according to Virginia's Medicaid regulations.

Source: JLARC staff analysis of DMAS 1997 cost reoort data.
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Table 8-9

Virginia Medicaid Nursing Facilities Total and Medicaid Occupancy Levels
By Facilities' Costs and Medicaid Payment Rates

for Calendar Year 1997

Occupancy Rate Levels
Nursing Home Costs· and Medicaid Total Medicaid

Payment Rates Less than 95% 95% and Less than 70% and
N=106 Greater 70% Greater

N=123 N=116 N=113
Total Costs Mean $92 $79 $91 $79

Median 82 77 85 76
Direct Operating Costs Mean $44 $36 $44 $36

Median 39 35 40 34
Indirect Ope'rating Costs Mean 39 32 38 33

Median 35 32 34 31
Plant Costs Mean 9 10 9 10

Median 8 9 8 9
Total Medicaid Rate Mean $79 $78 $81 $76

Median 75 n 80 75
Direct Operating Rate Mean $37 $35 $37 $34

Median 33 34 34 33
Indirect Operating Rate Mean 34 33 34 32

Median 34 33 34 33
Plant Rate Mean 8 10 9 9

Median 7 9 8 8
• Costs are allowable costs. Allowable costs are facilities' actual costs that are eligible for reimbursement after
adjustments are made according to Virginia's Medicaid regulations.

Source: JLARC staff analysis of DMAS 1997 cost report data.
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Appendix C

JLARC Staff Nursing Facility Provider Survey,
Summer 1999

In response to a JLARC survey conducted in the summer of 1999 of all
nursing facilities that participate in the Medicaid program, 83 percent of the nursing
facility administrators who responded to the survey stated that they "strongly agree"
with the following statement: "the current Medicaid reimbursement rate for your
facility is too low to provide quality services to your residents." For those who
agreed with this statement, four additional questions were asked. First, each
nursing facility administrator was asked to list the top five changes they had made
to the operation of their facility to accommodate this shortfall. They were also asked
which of the five changes had the most significant impact on their facility. Third,
they were asked what top five changes would they make if Medicaid funding were
increased. And finally, of the changes they would make, they were asked which
would have the most significant impact on their facility. All facility administrators
were also asked how they felt about several potential changes to the Medicaid
reimbursement system.

Table C-1 represents the frequency with which facilities identified an area
of change as among their top five changes made to accommodate the Medicaid
reimbursement shortfall. Their responses are grouped by the three Medicaid cost
component categories for direct patient care operating costs, indirect operating costs,
and plant costs. In addition, a fourth group was for the other response categories,
such as increasing private pay rates or reducing admission of heavier care residents.
By far the most frequently cited change in operations was to decrease facility profits
or increase losses (62 percent). The second most commonly cited compensation for
low Medicaid rates was to increase the rate that private residents pay for care (51
percent). The delay of building renovations came in a strong third (43 percent).
While a decrease in nursing hours was cited by 32 percent, at least one adverse
effect on nursing staff in general was cited by almost half of facility administrators.

Facility administrators were then asked of the top five changes they have
made to accommodate the Medicaid shortfall, which one had the most significant
impact on their facility. Table C-2lists the responses that were mentioned most
often. More than one-third of facility administrators agreed that,
of all of the changes made to offset reduced Medicaid reimbursement, the reduction
of profits or increase in losses had the most significant impact on their facility. For
profit administrators were twice as likely to cite profit or losses compared to non
profit facilities (among whose profit status was known). One fifth of facility
administrators, all of whom operated for-profit facilities, cited their decrease in
nursing hours as most influential.
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Table C...1

Changes Nursing Facilities Made to Accommodate the Medicaid
Reimbursement Shortfall

Question Sa: "lf you agree that your Medicaid nursing facility reimbursement rate is too
low to provide quality services to your resident, what are the top five
changes you have made to accommodate this shortfall?"

Percentage Who
Changes Facilities Made Responded One of

Their Top Five Changes
(N=196)

Direct Patient Care Operating Costs
Decreased nursing hours 32CYo
Reduced use of ancillary services 21%
Reduced nursing employee benefits 19CYo
Decreased other nursing staff levels 15CYo
Reduced the ratio of licensed nurses to nurses aides 100/0
Decreased certified nurses aide staff levels 7%
Reduced referrals to rehabilitative therapies 4%
Froze nursing salaries 3°;/0
Indirect Operating Costs
Reduced maintenance and operation of physical plant expenses 20%
Reduced administrative expenses 15%
Decreased overall employee compensation 12%
Reduced dietary expenses 11 CYo
Reduced housekeeping expenses 10%
Reduced staff education and training 8%
Reducedlaund~expenses 3%
Reduced patient activity expense 3%
Reduced medical records expenses 20/0
Reduced quality assurance services 2%
Reduced social service expenses 2%
Plant Costs
Delaved building renovations 43%
Delayed purchase of new equipment 280/0
Increased financing to make building renovations 180/0
Increased financing to purchase new equipment 5%
Other

.

Decreased overall profits/increased losses 62%
Increased private pay charge per day 51%
Reduced admission of heavier care residents 310/0
Reduced administrative/owners compensation package 80/0

Note: Respondents could select five answers, so the totals do not add up to 100 percent.
Source: JLARC staff Nursing Facility Provider Survey, Summer 1999.
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Table C-2

Most Frequently Mentioned Change Nursing Facilities Made to
Accommodate the Medicaid Reimbursement Shortfall
Which Had the Most Significant Impact on the Facility

Question 5b: "Of the five changes checked above, which had the most significant
impact on your facility?"

Percentage
Changes Facilities Made (N=179)

Decreased overall orofitslincreased losses 38°,10
Decreased nursing hours 200/0
Increased private pay charge 8%
All other changes 34%

Source: JLARC staff Nursing Facility Provider Survey. Summer 1999.

Table C-3 illustrates the top five changes that nursing facility
administrators would make to utilize any increased funding from Medicaid. The
four most agreed-upon changes all were related to improving staffing conditions.
Increasing employee compensation and nursing salaries ranked highest (63 percent
and 60 percent, respectively). Also near the top were increases in staff education
and training (49 percent) and certified nurse aid staff levels (48 percent). Almost
one quarter of nursing facility administrators hoped to increase profits or decrease
losses, while few anticipated decreasing their private pay charge (4 percent).

Facilities were then asked, of the top five changes they would make to
utilize increased Medicaid funding, which one would have the most significant
impact on their facility. Table C-4 lists the responses that were mentioned the most
often. Over half (53 percent) of the facilities cited a need to increase overall
employee compensation, particularly nursing staff compensation. Twice as many
nursing facility administrators believed increasing nursing staff salaries (33
percent) was the most important use of increased Medicaid reimbursement
compared to those needing increased nursing staffhours (14 percent). While for
profit and non-profit facilities were as likely to mention increasing nursing staff
salaries as an important use of increased Medicaid funding, for-profit facilities were
four times as likely to increase nursing staffhours than non-profits. This is an
indication that for-profits realize that they need to increase staffhours in order to
improve quality of care. Non-profit facilities already expend more dollars in this
area.
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Table C-3

Changes Nursing Facilities Would Make
To Utilize Increased Funding From Medicaid

Question 6a: "If your Medicaid nursing facility reimbursement rate were increased t what
would be the top five changes you would make to utilize the increased
funding from Medicaid?U

Percentage Who
Changes Facilities Would Make Responded One of

Their Top Five Changes
(N=201)

Direct Patient Care Operatina Costs
Increase nursina salaries 60%
Increase certified nurses aide staff levels 48%
Increase other nursing staff levels 280/0
Increase nursina hours 270/0
Increase nursing employee benefits 18%
Increase the ratio of licensed nurses to nurses aides 15%
Increase referrals to rehabilitative therapies 5%

Increase use of ancillary services 50/0
Indirect Operating Costs
Increase overall employee compensation 63%
Increase staff education and training 490/0
Increase maintenance and operation of physical plant expenses 19%
Increase patient activity expense 11%
Increase Qualitv assurance services 10%
Increase dietary expenses 6%
Increase housekeeping expenses 30/0
Increase medical records expenses 2%
Increase social service expenses 2%
Increase administrative expenses 1%
Increase laundry expenses 1%
Plant Costs -.

Purchase of new eQuipment 30%
Begin building renovations 29%
Reduce financina to make buildina renovations 3°.10
Reduce financing to purchase new eQuipment 2%
Other
Increase overall profits/increased losses 23%
Increase admission of heavier care residents 18%
Decrease private pay charge per day 4%

'ncrease administrative/owners compensation packaae 1%

Note: Respondents could pick five answers so the totals do not add up to 100 percent.
Source: JLARC staff Nursing Facilitv Provider Survey. Summer 1999.
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Table C·4

Most Frequently Mentioned Change Nursing Facilities Would Make to
Utilize Increased Medicaid Funding Which Would Have the Most

Significant Impact on the Facility

Question Sa: "Of the five changes checked above, which has the most significant
impact on your facility?"

Percentage
Changes Facilities Would Make IN=167)

Increase nursinq staff salaries 330/0
Increase overall employee compensation 200/0
Increase nursing hours 140/0
Increase certified nurses aide staff levels 11 °k
All other chanaes 22%

Source: JLARC staff Nursing Facility Provider Survey, Summer 1999.

Nursing facility administrators were also asked about their perception of a
variety of possible changes to the Medicaid reimbursement system, including .
specifics of a new system, and when a new system should be implemented. Their
aggregated responses are presented in Table C-5.
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Table C-5

Options for Simplifying the Medicaid Nursing
Facility Reimbursement System

Question 7: "For each potential change to the Medicaid nursing facility reimbursement system
described below, please indicate whether you "strongly agree," "agree," "disagree," or
"strongly disagree" that this potential change is acceptable to you. (Please circle one
answer only. If you "disagree" or "strongly disagree, n please provide an explanation in the
Comment Section.)

Number of Nursing Facility Administrators This potential change is
Responding =202 Acceptable to me
Potential Changes to the Medicaid Nursing Strongly Strongly

Facility Reimbursement System Agree Agree Disagree Disagree

1. Implementation Time Schedule:
a. Submit regulations for public comment by late 47.5% 47.0% 3.50/0 2.00/0summer in order to implement a new nursing

facility reimbursement system on July 1, 2000.
12.2 30.1b. Implement the system with no phase-in period 26.0 31.6

for the new capital reimbursement system.
c. Implement the system with no phase-in period 10.1 47.5 26.8 15.7

for a new operating system.

2. Type of Payment System:
a. Design a system that will be totally prospective. 18.1 49.7 16.1 16.1There will be no retrospective cost settlement

for capital or operating payment.
60.0 38.0 2.0b. Adjust the reimbursement rates to reflect 0

changes in acuity and costs at set intervals.
c. Payment rate changes will be made on July 1 of 12.4 62.7 12.4 12.4

each year for all facilities.
d. Continue to have direct and indirect rate

12.6 34.3 31.8categories. 21.2

3. Patient Classification System:
a. Utilize the resident assessment data from the 58.2 38.3 3.0 0.5MDS and the Resource Utilization Groups,

Version 3.0 (RUGS-III) to classify patients into
patient classification groups.

b. Develop one case mix score for each facility 8.5 32.0 28.5 31.0
that reflects the service needs for all its
Medicaid residents.

c. Continue normalizing the facility's case mix
6.1 22.2 30.3score with the statewide norm, with periodic 40.9

rebasing.

4. Medicaid Specialized Care: Incorporate 46.8 29.4 4.5 19.4
payment for specialized care services into the
new reimbursement system.
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Table C-5 (continued)

Number of Nursing Facility Administrators This potential change is
Responding =202 Acceptable to me
Potential Changes to the Medicaid Nursing Strongly Strongly

Facility Reimbursement System Agree Agree Disagree Disagree

5. NATCEP and Criminal Records Costs:
Consolidate these costs with nursing staff 24.2 41.9 18.2 15.7
costs and no longer pay separately.

6. Peer Grouping:
a. Eliminate adjustments to rates for small 8.2 28.1 26.5 37.2

nursing facilities.
b. Pay hospital-based facilities under the 64.2 27.9 6.0 2.0

same methodology as freestanding
facilities.

c. Adjust rates for the geographic location of
10.0 3.5facilities. 43.3 43.3

7. Occupancy Rates: Eliminate the use of 40.6 49.0 8.4 2.0
occupancy rates in setting the payment rate.

8. Capital Payment System: Implement a 40.3 45.9 3.6 9.7
"fair rental" capital per diem rate.

9. Base Year for Modeling: Utilize the 1997
settled cost reports for the development of 6.0 63.5 11.5 19.0
the new reimbursement system.

10. Cost Settlement:
a. Eliminate cost settlement. 15.6 33.9 37.5 13.0
b. At set intervals, examine cost report data

and determine whether rates need to be 31.0 51.8 16.8 0.5
adjusted.
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Table C-5 (continued)

Number of Nursing Facility Administrators This potential change is
Responding =202 Acceptable to me
Potential Changes to the Medicaid Nursing Strongly Strongly

Facility Reimbursement System Agree Agree Disagree Disagree

11. Reimbursement Levels:
a. Design the new reimbursement

methodology so that it will not payout more 3.0 8.1 24.7 64.1
than the current payment system for the
general nursing home population and
specialized care residents.

b. Direct future increases in the overall level of
reimbursement to nursing salaries. 6.6 21.7 36.4 35.4

12. Incentives: Develop incentive payments 29.2 48.0 13.4 9.4
that are tied to quality of care outcomes.

13. Inflation: Eliminate the automatic inflation
index. Instead. annually examine changes 21.9 29.9 11.9 36.3
in cost, including nursing salaries. to
determine whether increases should be
included in the Governor's budget.
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AppendixD

Agency Responses

As part of an extensive data validation process, the major entities in
volved in a JLARC assessment effort are given an opportunity to comment on an
exposure draft of the report. Page numbers used in the agency responses refer
to the exposure draft and may not correspond to page numbers in this final
report. Appropriate technical corrections resulting from the written comments
have been made in this version of the report.

The appendix contains responses from the following:

• Department of Medical Assistance Services

• Virginia Health Care Association, Virginia Hospital and
Healthcare Association, and Virginia Association of Nonprofit
Homes for the Aging
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DENNIS G. SMITH
DIRECTOR

COMMONWEALTH of VIRGINIA
Department ofMedical Assistance Services

December 10, 1999

SUITE 1300
600 EAST BROAD STREET
RICHMOND, VA 23219
8041786-7933
~25~512(Faxl

80()1343.0634 (TOOl

Phillip A. Leone, Director
Joint Legislative Audit and Review Commission
Suite 1100, General Assembly Building
Richmond, Virginia 23219

Dear Phil:

Thank you for the opportunity to comment on the exposure draft of the Joint Legislative
Audit Review Commission's (JLARC's) report entitled Virginia's Medicaid Reimbursement to
Nursing Facilities.

Overall, we are pleased with the degree ofconcurrence that exists between the conclusions of
the study and the goals identified by the Department ofMedical Assistance (DMAS) related to the
development ofa new Payment system. We agree with the recommendations relating to the
implementation ofa new payment system that is prospective and tied directly to patient care needs.
In April 1999, DMAS initiated the process oftransitioning to a new payment system by establishing
a workgroup comprised of industry representatives to jointly develop a new methodology. The
workgroup has been meeting monthly to discuss various models and their impacts on nursing
facilities. It is our intention to continue to move fOlWard, with the assistance of and input from the
nursing home industry, with the design and implementation ofthe new payment system, as soon as
feasible. -

As we have discussed, we believe the issue of the level of funding for the new system reaches
well beyond this agency.

Our detailed comments and suggestions are summarized in the attached document. I would
like to commend your staff for their efforts in getting up to speed on a very technical and complex
subject matter in a very short timeframe.

I look forward to working closely with the legislature during the upcoming General
Assembly Session on this issue.

Sincerely,

~-A;lcu:er
Dennis G. Smith

DGS/msg
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ATTACHMENT

DMAS RESPONSE
JLARC STUDY: VIRGINIA'S MEDICAID REIMBURSEMENT TO NURSING

FACILITIES

The following comments are based on the exposure draft dated November 24, 1999, and
on communication between DMAS and JLARC staff since that date. There are several
issues discussed in the report that we consider ofmajor consequence to the agency, and
these will be addressed first in these comments. There are also technical issues of
considerable importance, and these will be addressed second. Finally there are a number
of items in the report about which we have comments that are of less consequence, but
that we feel we should share with you in the interest of clarity.

1.0 MAJOR ISSUES

1.1 BUDGET NEUTRALITY IN A NEW REIMBURSEMENT SYSTEM

A major theme of the exposure draft appears to be that DMAS is committed to a policy of
"budget neutrality" in the future reimbursement system, and that its adherence to this
principle is the source ofa number of serious problems. In the Report Summary on page
x. of the exposure draft, it is stated that in meetings with industry representatives "DMAS
articulated a view that the new reimbursement system should not cost any more than the
current system." Throughout the report it is stated repeatedly that the DMAS position
has been that a new reimbursement system should be "budget neutral", or should not
increase total state expenditures. Finally, on page 156 of the exposure draft, it is stated
that DMAS' position on budget neutrality has stalled development of a new
reimbUrsement system.

The approach taken by DMAS in developing the nursing facility reimbursement method
is to separate the issues of system design and funding levels. Accordingly, in meetings of
the industry work group, DMAS has stated that it must propose reimbursement
regulations that would provide funding within the amounts appropriated by the General
Assembly and signed into law. It proposed that regulations be written in a budget neutral
fashion, but that they could be revised before final adoption to reflect the funding level
that would come out of the 2000 General Assembly session. This idea has since been
abandoned at the request of the industry.

The discussion ofcapital reimbursement is delayed because providers were not fully
satisfied with the models developed by DMAS and volunteered to develop a capital
reimbursement model of their own using data provided by DMAS. DMAS and industry
representatives will discuss this model at the December meeting. In addition, ReFA has
delayed giving DMAS access to Minimum Data Set (MDS data, which has resulted in
delays in modeling of the operating system.
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1.2 BUDGET NEUTRALITY IN THE PAST AND PRESENT

The report suggests in a nwnber ofplaces that the history ofDMAS' operation of the
.reimbursement system for the past nine years has been one ofpursuing budget neutrality
with little attention to quality of care, rate adequacy, or other important issues. DMAS
does not agree with this impression that we believe is given by the 'exposure draft. The
following are specific examples and responses to them.

• On page 21 ofthe exposure draft a number of features of the reimbursement
system are described. These include use of ceilings, efficiency incentives,
occupancy standards, infrequent rebasing, and normalization of case mix
scores. The pwpose of these system features is summed up as being to ensure
a "budget neutral" financing system. In fact each ofthe reimbursement
system features described exists for a slightly different purpose, and none of
them is budget neutrality, although many of them relate to ensuring that
payment rates are reasonable. One of the system features identified 
infrequent rebasing - is not an explicit element of the system at all. When the
regulations were first developed, a rebasing provision was not included. The
providers were as involved as DMAS in the design of the system and we are
not aware that they or DMAS sought to include a rebasing provision. In fact,
DMAS has not been requested to rebase the system since a prospective
method ofpayment was implemented in 1982.

• On page 56 ofthe exposure draft it is stated that the reimbursement system is
based on a philosophy of "budget neutrality." As in every state, the Virginia
Medicaid reimbursement system is based on regulations. The existing
regulations were developed and promulgated with the full participation and
concurrence of the industry. Ifafter nine years the regulations produce some
adverse outcomes, it does not mean DMAS intended or endorses those
outcomes. DMAS has in fact played a major role in fostering discussion of
how to change and improve the reimbursement system.

• On page 56 of the exposure draft it is stated that "Virginia's cost containment
measures...have not been reevaluated in nine years to adjust these measures to
reflect the costs ofcaring for the current nursing facility population." This is
not correct. DMAS' reevaluation of the reimbursement system. began with the
issuance ofan RFP in 1995, to procure consulting assistance to develop a new
reimbursement methodology for nursing home operating and capital cost.
This effort has encountered a number of delays, but for most of the time since
1995 there has been ongoing work and consultation with the providers to
develop a new methodology.

DMAS believes its role in the recent history of the nursing home reimbursement system
is less central than may be suggested in the report. The reimbursement system was a
joint product ofthe industry and DMAS. The system has had many goals, among them
the dual goals ofcost control and fair reimbursement. For the past nine years DMAS has

DMAS Response 2



implemented the regulations that govern this system and has made few changes to them.
DMAS has also been working with the industry to try to develop a new system for the
past few years. The system that exists may be in need ofoverhaul and may sometimes
result in adverse outcomes, but that does not mean that all outcomes have been
intentional on DMAS' part or that their continued existence is part ofDMAS' design.

One additional factor that should not be forgotten in this discussion is the impact of the
Boren Amendment (federal legislation enacted in 1982 and repealed in 1997). From the
1980s until it was repealed in 1997, no state took any action on hospital or nursing home
rates without considering the implications of the Boren Amendment. This tended to
inhibit states' interest in making changes to existing reimbursement systems because of
the threat of a Boren lawsuits. It would be hard to overstate states' concern about the
possible loss ofcontrol over their expenditures if a suit led to their rates being set by a
court. The existing reimbursement system was developed to be in compliance with the
Boren Amendment.

1.3 PRIVATE PAY RATES

Throughout the report, statements are made concerning private pay rates and the
relationship between private pay rates and the appearance of subsidization of the
Medicaid rates.

• Only two states have a "rate equalization" regulation applied to all nursing
facility payers. In the remaining 48 states and the District ofColumbia
providers charge private-pay residents at a higher rate than Medicare or
Medicaid. Rates for private pay residents are derived from the
marketplace and the usual rate is the highest rate the market will bear.
The rates are not detennined based on what it would take to "subsidize"
Medicaid rates. This would not be possible in a competitive market. (pp.
vii & 46-49)

• The exposure draft refers to past research findings that as cost controlling
reimbmsement features increase, so does the difference between private
pay and Medicaid rates. From the report, it is not clear what research
supports this statement. Further, the basis of the comment that nursing
facilities absorb an average loss of $6.50 per day is not clear.

• Federal regulations require that Medicaid be the "payer of last resort" and
that the average Medicaid rate not exceed the Medicare upper payment
limit. Thus, Medicaid rates cannot exceed Medicare rates and Medicare
rates are usually lower than private pay rates.

• The fact that the Medicaid rates are not as high as the private pay rates
does not, in i~self, suggest that the Medicaid rate does not adequately
reflect the full cost ofproviding nursing facility care. (p. vii)
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• The exposure draft does not document the comparability ofrates paid for
nursing facility services by different payers. The report does not indicate
what services are included in the Private Pay rates, i.e., prescription drugs,
Durable Medical Equipment, and Therapy services. The analysis does not
indicate that many providers use outside therapy service contractors that
bill the program directly and are paid separately by DMAS.

• The analysis comparing the average Medicaid per diem rate to private pay
rates used the average Medicaid per diem rate ofthe general nursing
facility population. This does not make note of an important caveat. The
analysis does not include the rates for the hospital-based nursing facilities
nor the rates for the specialized care residents, the two groups of
facilities/residents for which the highest rates were paid. (pp. vii & 46-49)

In a tightly regulated industry, such as the nursing facility industry, one of the factors
over which each provider has control is the charge rate for private pay residents. The
incentive for providers is to increase the profits, or operating margin, to the degree
possible by charging what the market will bear. Market rates are not directly correlated
with Medicaid rates.

1.4 VIRGINIA NURSING FACILITY RESIDENTS HAVE IDGHER CARE
NEEDS THAN THE NATIONAL AVERAGE

Given the current science ofmeasurement of intensity ofcare needs, it is difficult to
detennine the relative needs ofnursing facility residents across states. While Activities
ofDaily Living (ADLs) are very important in the detennination of the intensity ofcare
required by nursing facility residents, ADLs alone do not give the refinement that has
been developed in the RUG-ill patient classification system. In the future, when many of
the initial implementation problems of the national MDS database have been corrected
and nursing facilities are submitting accurate and timely data, it will be possible to use
the RUG-ill case mix classification system to detennine the case-mix index score for
each resident assessment and to examine the average case-mix index scores across states.

It is true that Virginia has the highest average nwnber ofADLs per resident, according to
the HCFA - OSCAR data from March 1999. The correlation ofADLs to intensity of
care and cost of care is less clear.

• There are five activities of daily living: eating, bathing, dressing, toileting,
and transferring reported in the OSCAR data. Virginia reports an average
of4.29 ADLs per resident. Other states with an average number of four or
more ADLs are West Virginia, South Carolina, Kentucky, Maine, and
Hawaii - states that would not be expected to be serving the "sickest"
nursing facility residents. Actually, when ADLs alone are considered,
without medical conditions, you would expect to find states that have very
large Medicaid populations. The Medicaid population generally includes
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many individuals who have no in-home supports, who may not have
complicated medical conditions, but who cannot live alone. (pp.51-55)

• In the RUG-III patient classification system, only four ADLs are included,
because the addition of the fifth, bathing, does not increase the degree of
explanation between the variables and costs. Data are not available at this
time to detennine how many ofthe residents may have had an average of
three ADLs, ifbathing were not counted. No state has an average number
ofADLs below 3.26.

• Table 6 ofthe report displays a comparison ofVirginia, the US, and
neighboring states with percents ofresidents with special conditions.
There is variation in Virginia's position relative to the US and the
neighboring states, however, Virginia's position appears to fall into the
range of comparative percents for all but mobility - chairbound (already
accounted for in the ADL score) and bladder and bowel incontinence,
which could to some degree be the result of lack of training programs.
(p.53)

• Note that the OSCAR data are for all nursing facility residents in Medicare
and/or Medicaid certified nursing facilities, not for the Medicaid
population.

• The current patient classification system used for the general nursing
facility population in Virginia is the PIRS. This system classifies residents
into three groups based almost entirely on the ADL score. The ADL
scores are used in reimbursement and may have become an artifact of that
system, as was stated in the report on pp. 73-76: "'Most ofthe changes
made through these on-site visits are to move patients originally classified
as Class C residents to the Class B category." The reason that most of the
changes are from Class C to Class B is based on DMAS's sampling
process. That process is to review all of the Class C residents in a nursing
facility and part of the Class A residents. The Class A residents are those
residents with a score of3 or less. The Class A residents are targeted
because they may be appropriate for change to a less restrictive level of
care. The Class C population is reviewed in its entirety to detennine that
the facility is supplying the additional care to the resident in order to
qualify for the heavy care indicator. DMAS does not routinely review the
Class B residents. This is because, based on historical data, facilities tend
to understand the Class B category and classify individuals appropriately.
Class C residents have an ADL score of9-12 plus at least one heavy care
indicator, and Class B residents have an ADL score of7-12 with no heavy
care indicators. If the accuracy of the data are in question, to state that
Virginia treats the "sickest" nursing home residents in the country is
questionable. (pp.73-76)
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• In absence ofcase-mix index scores across states, indicators used to
examine the possible intensity of care required by nursing facility
residents have included: age of residents in nursing facilities, and primary
source ofpayment of residents. In Virginia, the US Bureau of the Census
population number for nursing facility residents 65 years and over is
87.2%, compared to a national average of 89.8%. Generally, older
residents require more intensive care. Another indicator of intensity of
care is the payer source. Generally, Medicare residents have a higher
intensity of care than Medicaid residents or than private pay. The HCFA
OSCAR data for 1998 shows Virginia to have 8.9% Medicare residents,
67.2% Medicaid residents, and 23.80/0 other, compared to the US average
of9%, 67%, and 23% respectively. Virginia's distribution is almost
exactly the same as the national average, which again does not support the
statement of the Virginia nursing facilities providing care to the '4;sickest"
residents.

The average number ofADLs per resident does not, in itself, confirm that the residents
are "sicker." No definition of"sicker" was included in the report, however, generally it is
assumed that it means intensity in use ofresources, which is directly related to costs.

1.5 QUALITY OF CARE AND NURSING FACILITY COST

Chapter IV of the report discusses Virginia nmsing facilities and quality of care. The
discussion notes that quality ofcare is a complex concept that is difficult to measure. .
However, most Virginia nursing facilities do not provide substandard care, and the
facilities in aggregate compare favorably to the national average for quality indicators.

A statement on p. vi of the Exposure Draft proposes that the high occupancy facilities in
Virginia as a group tend to perform more poorly on quality ofcare indicators than other
facilities. This statement is included in a section of the report that discusses reducing the
occupancy standard. This implies that high occupancy is a cause ofpoor quality ofcare.
DMAS does not believe that there is necessarily a direct correlation between poor quality
ofcare and high occupancy.

Quality ofcare can always be improved and DMAS has consistently stated its intent to
design a new case-mix payment system that will support and improve the quality ofcare.
There are at least three ways that the Work Group is considering to assure the payment
system supports and improves the quality ofcare.

• First, the system can be ftmded to a level that provides the resources for
services needed by the nursing facility residents. The data available for
analysis concerning the extent to which the Virginia nursing facilities meet
the federal and State regulations for quality ofcare do not indicate that
there are problems with nursing facilities meeting federal health, safety,
and program standards. In addition, the HCFA - OSCAR data reports the
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daily direct care staffhours to bed ratio in Virginia is 3.15 compared to the
U.S. average of2.83 average.

• Second, the system can be designed to give providers incentives to spend
more on certain cost categories, e.g., direct patient care. Discussions of
the new case-mix system have included options of setting the ceiling for
direct care at a higher percentile, or percent ofmedian; setting the ceiling
for indirect care (those items that impact patient care but are not direct,
hands-on care) at a slightly lower percentile or percent ofmedian; and
setting the ceiling for administrative costs at the 50th percentile or the
median.

• Third, the system can be designed to include a payment to providers who
provide quality ofcare. The difficulty in implementing this option is in
designing a reasonable and fair methodology. As the study points out, 24
quality indicators (QIs) have been developed and are now available for use
by each nursing facility but not for public use The JLARC
recommendation is to use the QIs for a payment incentive. The way that
the quality indicators are interpreted requires careful structuring and there
are other considerations that playa role in quality ofcare - quality of life
and consumer/family satisfaction are the most frequently cited
considerations. The complexity of a payment incentive cannot be
overestimated, and this is what prompted the Nursing Facility Payment
Work Group to appoint a subcommittee. DMAS would welcome the
participation of the Virginia Department ofHealth (VDH) on the
subcommittee and did not perceive this to be a serious problem, as
indicated in the report (pp135-136). A VDH representative serves on the
Nursing Facility Payment Work Group and did not propose a
representative for the subcommittee. Consumer advocates have not been
included in the design phase of the nursing home payment system because
of the technical expertise required to participate in the discussions. As
with any State regulations, the public will be given notice and the
opportunity to comment prior to the adoption ofregulations.

Also, in reference to the development ofa quality incentive, the report
(p.136) states that this issue will require more time than DMAS has
allowed. DMAS has not stated a timeframe.for completion of the
development ofsuch an incentive, and in fact has stated that it is not likely
that a payment incentive would be developed by the time the new
operating system would be implemented.

Summary: DMAS and the Nursing Facility Work Group is working with other interested
parties to design a new nursing facility payment system that will promote quality of care.
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2.0 IMPORTANT TECHNICAL ISSUES

The exposure draft is a very extensive report and it addresses complex technical issues.
Below, DMAS has noted factual infonnation about some of the important technical
issues.

2.1 COMPARISON TO RATES OF OTHER STATES

On pages 41 through 46 of the exposure draft it is reported that Virginia's nursing home
payment rate is one of the lowest in the country. The same section discusses the steps
taken to develop rate infonnation that allows comparison among states. This is necessary
because each state is different with respect to the cost items that are paid in the rate as
opposed to being paid in addition to the basic nursing home per diem rate. This
discussion demonstrates very effectively that meaningful comparison among states is not
possible.

2.2 ADEQUATE ADJUSTMENT TO MEDICAID RATES

On page 69 ofthe exposure it is stated that "Most nursing facilities in Virginia do not
receive an adequate adjustment to their Medicaid rates based on the case mix of their
residents". One of the findings that supports this statement is that "Virginia's current
case mix reimbursement methodology reduces payments across all facilities by more than
one million dollars" (exposure draft, pages 76 - 77). Two main points need to be made in
connection with these findings. First, to conclude that the "correct" adjustment for most
facilities would be greater than that detennined under PIRS requires knowledge of the
''true'' case mix of facilities. This is unknown at the present time. Second, the sub
finding, that the current methodology reduces payment by over one million dollars (and
the resulting recommendation (#4) and funding option), needs to be put in perspective.
The PIRS methodology applies to direct cost reimbursement, which totals over $200
million statewide. The JLARC analysis used historical data obtained from DMAS to
model the existing system as well as a hypothetical system that does not adjust for case
mix. A difference of$1.4 million was found between the two models, with the
unadjusted model paying more than the adjusted model. This represents a change in
payments ofabout seven-tenths ofa percent when theoretically one would expect no
change at all. Before a conclusion is drawn about the correct operation of the system, it
should be determined whether this finding is reliable and whether it recurs in data from
other years. It should also be evaluated for materiality. Certainly the specific nature of
the system flaw, ifany, should be identified before a decision is made to correct it. A
difference of this magnitude may not suggest a systemic issue.

2.3 REASONS FOR SHORTFALL

On page 105 of the exposure draft, it is stated that facilities with occupancy below 95%
received on average 86% oftheir costs in 1997 because of the occupancy requirement.
We believe it is very unlikely the occupancy requirement is the main cause of these
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facilities receiving 86% oftheir costs. Many facilities that fall short of the occupancy
standard also have costs above the direct ceiling. When this is the case, eliminating the
occupancy requirement would increase the facility's imputed cost per day, but the facility
would still be paid the ceiling rather than its own cost. Therefore the revision ofthe
facility specific cost per day would be ofno benefit to the facility. Because of this it is
very doubtful whether eliminating the occupancy requirement would significantly affect
the Medicaid operating revenue ofmany providers.

2.4 FREQUENT REBASING AND QUALITY

On page 58 of the exposure draft it is stated that the purpose of frequent rebasing is to
detennine whether facilities are in danger of failing to meet the resident's care needs or
are in excess ofcosts that would be incurred by economic and efficient facilities.
Rebasing accomplishes neither of these things. Each rebasing sets the new rates
consistent with a more recent year's actual costs. Thus frequent rebasing simply ensures
that rates closely follow actual costs, whatever those are. It does nothing to detennine
whether needs are being met or if costs are reasonable. It simply determines what the
costs are and uses them to set new rates.

2.5 OCCUPANCY REQUIREMENTS

On page 66 ofthe exposure draft it is stated that "Medicaid payment systems are
designed to limit reimbursement to facilities for not reaching an occupancy rate equal to
or greater than the occupancy standard set by the state." This discussion ofthe rate
setting rules in most states fails to convey the real dynamics ofoccupancy and its effect
on rates. It also fails to convey the main reason for occupancy requirements. For many
facilities the final payment rate is simply the facility's historical cost per day adjusted for
inflation. Ifpatient days decline due to low occupancy, and costs remain about the same,
the cost per day will significantly increase. This can leave the payer in the position of
paYing a much higher per diem rate and the same total amount ofpayments to the facility
for far fewer days or residents. This cannot be considered getting value for money, and it
is fair to infer that most state Medicaid programs do not feel it is a good use ofpublic
funds.

The report does not discuss the options available to nursing facilities when overall
occupancy declines. Those options include reducing the number ofcurrently licensed
beds, not continuing to add beds to current facilities, and not building new facilities when
COPNs are available. Any of these actions would keep occupancy rates high. The report
also does not address the fact that as the "baby boomers" age and can no longer be taken
care ofat home or in assisted living facilities, there will most likely be an increase in the
nursing home census and occupancy will increase.

2.6 MOST CURRENT FACILITY CASE-MIX SCORES

Recommendation 6 (page 83 of the exposure draft) says that DMAS "should utilize the
most current facility case mix scores." DMAS does use the most recent scores available
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at the time the prospective rate is set. However, the recommendation appears to be that
the rates for 1998 (for example) should be based on case mix scores from 1998 (see page
82 of the exposure draft). On the surface this sounds reasonable, but it is a difficult thing
to accomplish, and before this recommendation is made the pros and cons should be
discussed. In order to use 1998 case mix scores in 1998 rates, the state would have to
either: 1) recalculate and change prospective rates after year's end using the case mix
data that would then be known, or 2) require that the billing for each resident reflect the
case mix of that resident, and then pay a per diem rate for each resident based on that
resident's case mix. Medicare is using the second of these options, but we are aware of
only two Medicaid programs that have attempted either one because the administrative
cost to the state and to providers is significant (Indiana and Mississippi). There is some
question whether the degree of accuracy added by using such a methodology is sufficient
to justify the added administrative cost, which is extensive for both providers and the
State. DMAS believes that before a legislative requirement is laid down there should be
more discussion with the industry of the pros and cons of this issue.

2.7 CEILING ADJUSTMENT

On page 104 of the exposure draft it is stated that Medicaid has not adjusted the ceilings
to reflect actual costs in nine years, that "ceilings are supposed to be set at the median
costs for all facilities," and that the median has increased (by more than inflation) over
time, while the ceilings have not. It is true that the ceilings have not been rebased in nine
years, but the statement quoted above appears to suggest that DMAS has not done
something it was "supposed" to do. In fact there is no state law or regulation that
suggests that ceilings are "supposed" to be re-set periodically at the median cost. When
the current system was begun the ceilings were set higher than the median that existed
then, and then those ceilings (not the principle ofusing a median) were promulgated in
regulations. There is no provision ofany kind for updating the ceilings except for the
annual inflation. We would also add that while the direct cost median is now higher than
the direct cost ceiling, the indirect cost median is lower than the indirect cost ceiling.

2.8 REIMBURSEMENT LEVELS ADEQUATE FOR PROVIDING QUALITY
CARE

On page 140 of the exposure draft it is stated that DMASlIndustry work group meetings
"did not address the question ofwhat reimbursement levels are adequate for providing
quality care." Most ofthe September 1999 meeting was devoted to allowing the industry
representatives to present their analysis in support of increasing payments by $104
million.

2.9 POSITIONS OF DMAS, JLARC, AND THE INDUSTRY

Exhibit lOin the exposure draft reports "positions" on various detailed methodological
issues that have been discussed by the work group. It reports positions attributed to
DMAS and to the industry representatives, and also reports the JLARC staffposition on
each issue. Two important points need to be made in connection with this.
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We believe most participants in the discussion of the reimbursement
methodology would characterize their positions as very tentative and subject
to change. Certainly no participant would want to finalize any position until
modeling results are available for review.

- We believe it would be premature to make a decision on any of the issues
listed. There is considerable discussion that needs to take place on a number
ofthe issues identified and modeling of options needs to be reviewed before
decisions are made.

2.10 HOLD HARMLESS VS. PHASE-IN

Recommendation 12 (page 163 ofthe exposure draft) recommends a hold harmless
provision so providers are not hurt by implementation of the new system. Elsewhere the
report suggests a phase-in ofa new system. A hold harmless provision and a phase-in are
very different things. A hold harmless usually means all providers are paid under the
new method except those that receive more revenue under the old system. These remain
under the old system for a period of time. Clearly this has a cost associated with it above
and beyond any increase in funding associated with the new system. Ifa hold hannless is
recommended the related cost should be estimated. A phase-in generally does not
increase costs in and of itself, because each provider receives a blend ofthe old and the
new system for a time.

2.11 MEDICARE MODEL

Recommendation 13 (page 164 ofthe exposure draft) appears to recommend that the new
system be patterned after the Medicare system. If this recommendation is adopted the
requirement needs to be made more specific, as it is unclear to DMAS exactly what it
would mean.

2.12 FUNDING OPTIONS

Funding options are presented starting on Page 164 of the exposure draft. Comments are:
- We understand that the Funding Options that involve changing the direct care

ceilings (Funding Options 3 and 4) would be intended to also eliminate the
direct care efficiency incentive. However this is not stated in the discussion of
the Funding Options in the exposure draft. This should be clarified, because
while the estimates ofrequired funding appear to be reasonably correct if the
direct efficiency incentives are eliminated, they would be far too low if the
ceilings were changed as stated and the incentives remained in place.
It is apparent from the discussion in the exposure draft that one purpose of
increasing the direct ceilings is to allow providers to spend more on direct
care to residents. However, the estimates of funding requirements are based
on the assumption that provider spending remains at the status quo level. This
may be accurate in the first year, because WIder the existing methodology the
first year's payments would be based on the new ceiling and the prior year's
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actual cost. The prior year's actual cost would not yet have been affected by
the increased level of funding made available by the new ceiling, so the rate
calculation would be altered by the new ceiling only. In the second year
however, ifproviders respond to the new level of funding available, the rate
calculation would yield a level ofexpenditure higher than that in the first year.
If, for example, all providers spent the maximum amount possible without
exceeding the new ceiling, the secondary effect of increased spending by
providers could exceed the amount of first year increase due to the ceiling
change.

3.0 OTHER TECHNICAL ISSUES

Other issues were identified that are not critical to the purposes ofthe study, but where
nevertheless it may be important to ensure accuracy. These are identified below.

3.1 BOREN AMENDMENT

On page 5 and 6 it is stated that the Boren Amendment required states to pay "reasonable
and adequate" rates, and that the response ofstates was to adopt prospective systems.
The logic ofthe historical situation was actually the reverse ofwhat is stated in the
report. Federal statutory changes in the early 1980s freed states from the requirement to
pay actual costs, allowing them to use prospective systems to contain costs. As a
safeguard against too zealous cost saving efforts however, the "reasonable and adequate"
provision of the Boren Amendment was adopted.

3~2 DISCUSSION OF FUTURE CHANGES IN MEDICAID
REIMBURSEMENT

On pages 8-11, the report discusses the likelihood that there will soon be a single unifonn
payment system for Medicaid reimbursement. Since the implementation of the federal
regulations for the Medicaid Program, the program has been a federally approved and
state administered program. As such, the Single State Agency has the responsibility of
detennining, among other things, the payment methodology for all Medicaid services.
The discussion of a federally administered program is prominent in the report. Is there in
documentation from the USDHHS that states that HCFA is planning to mandate a federal
Medicaid reimbursement system for all states?

3.3 FEDERALLY DESIGNED CASE MIX SYSTEM

The tenn "federally-designed case mix system" is used in several places in the report
(e.g., p.1 0). There is no system referred to as the "federally designed case mix system"
unless the Medicare PPS is referred to by this tenn. The term "case~mixsystem"
generally refers to a payment system. that includes a component that measures the
intensity ofresource use of the patients. The component that measures the intensity of
resource use ofthe patients is a patient classification system, such as the Resource
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Utilization Group (RUG) patient classification system. The development of the multiple
versions of the RUGs has been sponsored by HCFA.

3.4 MEDICARE REIMBURSEMENT

The statement on p.94 of the Exposure Draft that"...when the Medicare hospital days
have expired, the patient is discharged to a hospital-based nursing facility, whereby
Medicaid becomes the primary payer" is incorrect. First, a patient when discharged from
a hospital stay paid for by Medicare will be discharged to the most appropriate setting,
which may be a nursing facility, another hospital, home, etc. Second, reimbursement
may be made for a resident by Medicare for SNF services, if the resident satisfies the
necessary conditions, with full coverage for the first 20 days and then Medicare as the
primary payer and Medicaid as the secondary payer for days 21-100.

3.5 RECOMMENDATIONS

Recommendation 1
This recommendation should be modified to acknowledge that DMAS is considering
setting the upper payment ceilings for the direct care operating costs at a certain
percentage over the median and developing a price-based approach for the indirect care
operating costs. The material to support such an approach was provided by DMAS to
JLARC. Further, it should be noted that states generally set the ceiling for direct care
operating costs at a percentage over the median to provide an incentive for facilities to
make expenditures for direct patient care, not to better address the costs associated with
caring for a diverse population. Case-mix adjustment in a payment system is used to
address the costs associated with providing services for the specific types ofresidents the
nursing facility is serving.

Recommendation 2
This recommendation should be modified to acknowledge that DMAS is considering a
more frequent review ofthe need to rebase the ceilings and is considering the nursing
facility input on the frequency. The recommendation should also note that DMAS and
the nursing facilities provided the research and materials to support this approach.

Recommendation 3
This recommendation should acknowledge that DMAS is discussing with the industry the
option ofreducing the occupancy standard to 90 percent for indirect/administrative and
capital and not having an occupancy standard for direct patient care. The
recommendation should make clear that DMAS has provided JLARC with the research
and material to support their analysis and the recommendation.

Recommendation 5
The DMAS does not have the authority to conduct quality assurance reviews, this is the
responsibility of the survey and certification agency (VDH). The tenn utilization review
should be substituted for quality assurance. The second sentence of the recommendation
addresses sanctions which are specified in the Medicaid Program Code ofFederal
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Regulations. The State does have the authority to specify certain sanctions and those will
be discussed as the regulations for the new system are drafted.

Recommendation 6
The recommendation should acknowledge that DMAS is reviewing with the industry the
patient classification system and how the case-mix adjustment will be made in the rate
calculation. Case-mix adjustments are never made to any cost category other than the
direct patient care operating costs. The most current case mix scores have always been
used in the PIRS rate calculations and have been used in the specialized care system since
the end of 1996. DMAS intends to use the most current case mix scores in the new case
mix payment system.
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December 9, 1999

Philip A. Leone
Director
Joint Legislative Audit and Review Commission
Suite 1100, General Assembly Building
Capitol Square
Richmond, Virginia 23219

Dear Mr. Leone:

The Virginia Health Care Association, the Virginia Hospital and
Healthcare Association and the Virginia Association ofNonprofit
Homes for the Aging appreciate the opportunity to review and
comment on the draft report of the Joint Legislative Audit and
Review Commission (JLARC) addressing Medicaid payment issues
for Virginia nursing facilities. Based upon our reviews of the report
draft, we believe that JLARC has conducted a well-planned,
comprehensive and fair study ofa very complex topic. We also
wish to recognize the efforts ofCynthia Jones, JLARC's project
lead on the study who, we believe, has responded to a challenging
assignmeilt in a professional, competent and unbiased manner.

In the interest ofbrevity, we will not individually address each
specific report observation and conclusion with which we are in
agreement other than to state that collectively we are in general
agreement with the vast majority of the findings contained within
the report.

Patient Acuity

We believe that the single biggest issue which is responsible for the
dire state ofMedicaid nursing facility paYment in Virginia is the
significant increase in acuity experienced by providers since the
inception of the existing Patient Intensity Rating System (PIRS)
reimbursement methodology in 1990. Virgjnja's high nursing
facility acuity is well documented in data released annually by the
Health Care Financing Administration. The failure ofthe existing
payment methodology to recognize changes in acuity levels, as well
as decisions by DMAS to not periodically "rebase" the direct care
reimbursement ceilings has had a devastating impact on providers.

While the report draft does state in the first conclusion that average
paYment increases in Virginia between 1991 and 1997 were 3.1 %,
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we believe more emphasis should be placed on the fact that this low rate of increase
occurred during the same period when acuity, as measure by the aggregate statewide
Service Intensity Indicator (SU) scores reported by DMAS, was rapidly raising. Indeed,
between February 1991 and October 1998, the state reported an 8.2% increase in the
aggregate SIT. Interaction of these factors, quite low overall payment levels with very
high acuity means that adjusted for severity differences, Virginia's nursing facility
payments are the near the lowest in the country.

Implementation of New Payment Systems

We concur with the recommendation contained within the report draft that the
implementation of a new payment methodology based upon the Resource Utilization
Group (RUGs) concept should not occur until issues related to adequate funding have
been addressed and detailed data models are developed to accurately detennine the
impact of the new methodology. Although we generally agree with the report
recommendation that the RUGs methodology should apply to the entire Medicaid
population, we are very concerned about the impact ofany new payment system on heavy
care patients. Recent studies have shown that the RUGs methodology does not fully
recognize the resource requirements ofcertain patient populations, especially the highly
medically complex. As such, special payments and outlier pools will likely have to be
established for the higher staffing and specialized equipment and services required for
these patients. Further study and analysis needs to be undertaken on this issue.

Prior to implementation ofRUGs, we believe that DMAS should demonstrate that the
Agency, from an infrastructure perspective, can support the proposed methodology.
Other states have utilized a concept of"shadow rates" whereby facilities are provided
with infonnation to detennine what their payment rate would have been if the new system
were in effect. We believe that such a shadow rate or test period should be in place for a
minimum ofsix months prior to full RUGs implementation.

Given the fragile state of the nursing facility economy, we suggest that it would be a
fairly simple process to apply a uquick fix" to the existing PIRS methodology as a vehicle
for application of any additional funding made available either by the Administration or
the General Assembly until such time as a RUGs approach can be implemented. This
"quick fix'" would largely be comprised of the three components addressed in the JLARC
report draft - first, return the PIRS case-mix methodology to a budget neutral adjustment;
second, reduce the minimum occupancy standard to 90% for indirect and capital-related
costs and eliminate the requirement for direct care costs; and third, recalculate the
operating cost medians and set them at an appropriate percentage above the median to
encourage increased spending to address specific operational issues.
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Funding Recommendations and Options

In the draft report, JLARC has taken a fundamentally different approach than that used by
provider representatives to the DMAS payment work group in developing funding
options. In August, DMAS asked our representatives to the work group to develop a
funding recommendation for nursing facility funding and payment for the state fiscal year
beginning July 1, 2000. After performing a comprehensive analysis of current cost and
payment data, we developed a recommendation that the Commonwealth needed to
increase funding by $104.6 million for Medicaid nursing facility services. It is our
understanding that JLARC will present various increased funding options to the
Commission members next week ranging from $1.7 million to $30.4 million.

The JLARC funding approach incorporates a provision for rebasing, or recalculating, the
direct care operating costs and setting the recalculated ceiling at some percentage of the
median (options range up to 125% of the median) coupled with an annual update of the
ceilings based upon the prior year's reported operating costs. While this approach results
in significantly fewer dollars being directed toward funding increases in state fiscal year
2001, it will result in significant funding increases over subsequent years as providers
incur and report cost increases which have been artificially constrained Wlder our existing
PIRS methodology. While we do not disagree with the JLARC funding approach, we
feel efforts should be made to anticipate future spending increases and minimize the
likelihood that restrictions will be placed on much needed funding increases.

In connection with the recommendation to recalculate the direct care cost median, we
believe that DMAS should always use the most recently available provider cost report
data. This is increasingly important as facility costs change to respond to a constantly
and rapidly changing competitive environment.

The draft report contains a recommendation for reimbursing indirect costs under a priced
based approach where the "rate" is set at the median of aggregate provider cost. While
we support this approach, we believe that the rate should be set at a level which will
encourage providers to address operational issues, including wage parity problems
resulting from the recent CNA wage add-on, which exist within the various indirect care
areas including dietary, housekeeping and laundry services. In addition, rates need to be
high enough to support implementation ofrequired new systems to insure high quality
care delivery as efficiently and economically as possible. Providers' cost will increase in
the areas of information technology, care and case management, quality assurance and
monitoring, employee education and training, and development and implementation of
corporate compliance plans. We suggest that the indirect price be set at 110% of the
median to facilitate resolution ofwage parity issues and promote implementation of these
new systems.
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We would welcome the opportunity to discuss our comments and recommendations with
you.

Very truly yours,

Hobart M. Harvey
Virginia Health Care Association

Marcia Melton
Virginia Association ofNonprofit Homes for the Aging
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