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The Patient Protection and Afford-
able Care Act of 2010, as amended 
by the Health Care Education Af-
fordability Reconciliation Act of 
2010 (collectively “Healthcare 
Reform”) will force a dramatic 
change in the Medicare payment 
methodology.1  Within the next 
two-and-a-half years Medicare will 
undergo a complete transformation 
so that Medicare reimbursement 
will be based on quality of care 
delivered and not just quantity of 
care delivered.  In order to compel 
this change in Medicare payment 
methodology, Healthcare Reform 
not only sets in place the process 
to establish financial rewards for 
hospitals that attain certain quality 
measures and improve from base-

line measurements, but also penal-
izes hospitals financially for poor 
performance or failure to improve.
This article explores a few of the 
ways in which changes to Medi-
care reimbursement for hospitals 
will create winners and losers un-
der Medicare since some hospitals 
will receive additional money un-
der Medicare and others will re-
ceive less. 
A Carrot (maybe)—Hospital 
Value-Based Purchasing
Healthcare Reform directs the Sec-
retary of the Department of Health 
and Human Services (HHS) to 
establish for implementation by 
fiscal year 2013, a hospital value-
based purchasing (HVBP) pro-

gram.  The HVBP will establish 
positive incentive payments for 
each fiscal year for hospitals that 
meet or exceed the performance 
standards of the HVBP for that fis-
cal year.  Since the HVBP is to be 
implemented for fiscal year 2013, 
it will apply to Medicare payments 
for discharges occurring on or af-
ter October 1, 2012.
The performance standards or 
measurements, once decided upon, 
must be posted on the “Hospital 
Compare” website maintained by 
HHS.  No measure may be includ-
ed for use in the HVBP unless it 
has been identified and posted on 
“Hospital Compare” at least 60 
days before the beginning of the 
fiscal year.  
For fiscal year 2013, HHS is di-
rected to contain measures that 
include at least the following five 
specific conditions or procedures:  
(1) acute myocardial infarction; 
(2) heart failure; (3) pneumonia; 
(4) surgeries; and (5) healthcare 
associated infections.

For fiscal year 2014 and beyond, 
HHS is directed to establish per-
formance standards taking into ac-
count factors such as:  (1) practical 
experience with the measures in-
volved, including whether a signif-
icant proportion of hospitals failed 
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to meet the performance standard 
during the previous performance 
periods; (2) historical performance 
standards; (3) improvement rates; 
and (4) the opportunity for contin-
ued improvement.
HHS is directed to develop a meth-
odology for assessing the “total 
performance” for each hospital 
based on the performance standards 
established which will result in a 
“hospital performance score.”  The 
methodology established must en-
sure an “appropriate distribution” 
of value-based incentive payments 
among hospitals achieving differ-
ent hospital performance scores, 
with hospitals achieving the high-
est hospital performance scores 
receiving the largest value-based 
incentive payments.  Each hospital 
will receive as its “hospital per-
formance score” the achievement 
score, which measures its ability 
to meet or exceed the performance 
standards, or its improvement 
score, which measures its improve-
ment as compared to an established 
baseline, whichever is higher.
The starting point for Medicare 
payments for hospitals will be their 
“base DRG payment amount.”  
Beginning in fiscal year 2013, 
every hospital will have its “base 
DRG payment amount” reduced 
for each fiscal year (prior to con-
sidering any value-based incentive 
payments awarded to the hospital) 
as follows:
(i) Fiscal year 2013 base DRG 
payment reduction, 1.0 percent;
(ii) Fiscal year 2014 base DRG 
payment reduction, 1.25 percent;
(iii) Fiscal year 2015 base DRG 
payment reduction, 1.50 percent;
(iv) Fiscal year 2016 base DRG 
payment reduction, 1.75 percent; 
and

(v) Fiscal year 2017 and beyond, 
base DRG payment reduction, 
2.00 percent.

The reductions in Medicare pay-
ments noted above will then be 
used to fund the payments for the 
hospital value-based incentives.  
The total cost to Medicare for the 
HVBP program must be budget 
neutral.  Therefore, the amount 
paid out for value-based incentives 
cannot exceed the amount col-
lected by the base DRG payment 
reductions noted above.  

The bottom line for hospitals is 
that their Medicare payments will 
be reduced automatically and they 
will suffer overall reductions in 
Medicare payments unless they 
can recoup these guaranteed los-
es through the HVBP program or 
some other new payment source.

The First Stick—
“Excessive Readmissions”

In addition to the financial incen-
tives noted above, Healthcare 
Reform also contains financial 
reductions in Medicare payments 
as disincentives.  For example, 
beginning in fiscal year 2013, if 
a hospital experiences “excessive 
readmissions” when compared to 
“expected” levels of readmissions 
for certain conditions, the hospi-
tal’s Medicare inpatient payments 
will be reduced.  Healthcare Re-
form identifies three initial con-
ditions to evaluate for “excessive 
readmissions”:  (1) heart attack; 
(2) heart failure; and (3) pneumo-
nia.  The reduction in Medicare 
payments would be the larger of a 
floor adjustment factor established 
under the Healthcare Reform laws2  
and the “excess readmissions ra-
tio.”3   Beginning with fiscal year 
2015, HHS is instructed to expand 
the list of applicable conditions 

beyond the three noted above to 
include the conditions identified 
by the Medicare Payment Advi-
sory Commission in its report to 
Congress in June of 2007 and also 
include “other conditions and pro-
cedures as determined appropriate 
by [HHS].”  HHS is also instruct-
ed to make all of the readmission 
rate information available to the 
public.  Hospitals will be provided 
with the opportunity to review and 
comment on their hospital-specific 
data prior to this information being 
made public.

It should be noted that this portion 
of the Medicare payment changes 
does not apply to critical access hos-
pitals or post-acute care providers.

The Second Stick—Payment 
Adjustments for “Hospital Ac-
quired Conditions”

Beginning in fiscal year 2015, and 
thereafter, hospitals in the top 25 
percent of all hospitals for cer-
tain hospital acquired conditions 
(HAC) for the previous fiscal year 
will have their payments for dis-
charges for the current fiscal year 
set at 99 percent of the amount 
of payment that would otherwise 
have applied to the discharges.  In 
other words, hospitals that make it 
into the top 25 percent for HACs 
for the prior fiscal year will have 
their payments reduced by 1 per-
cent in the current fiscal year.

The Inpatient Prospective Payment 
System (IPPS) Final Rule issued in 
fiscal year 2009 by CMS included 
10 categories of conditions that 
were identified as “Hospital Ac-
quired Conditions”:  (1) foreign 
objects retained by the patient af-
ter surgery; (2) air embolisms; (3) 
blood incompatibility; (4) Stage III 
and Stage IV pressure ulcers; (5) 
falls and traumas (e.g. fractures 
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and dislocations); (6) manifesta-
tions of poor glycemic control 
such as diabetic ketoacidosis; (7) 
catheter-associated urinary tract 
infections; (8) vascular catheter-
associated infections; (9) surgical 
site infections; and (10) deep vein 
thrombosis (DVT)/pulmonary em-
bolism associated with total knee 
replacement or hip replacement.
In addition to the 10 identified 
above, HACs will also include 
“any other condition determined 
appropriate by [HHS] that an indi-
vidual acquires during a stay in an 
applicable hospital. . . .”

Conclusion

This article touches on only a very 
small portion of Healthcare Reform 
and its impact on Medicare pay-
ments to hospitals.  There are many 

other incentives and disincentives 
included within the Healthcare Re-
form laws.  Healthcare Reform will 
directly impact what Medicare pays 
and how hospital payments are cal-
culated.  Hospitals should begin 
now assessing their capabilities 
to meet the expected new quality 
standards and make the necessary 
adjustments to ensure full Medicare 
payments in the future.

Stephen Rose has more than 25 years 
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matters relating to Medicare/Med-
icaid reimbursements, government 
audits, and corporate compliance 
plans.  He can be reached at srose@
gsblaw.com or 206.816.1375. 
Carla DewBerry represents health-
care clients in Medicare/Medicaid 

reimbursement matters, including 
related audits and litigation. She 
can be reached at cdewberry@
gsblaw.com or 206.816.1371.

***
1The “official” name of Title III of the 
Patient Protection and Affordable Care 
Act is “Title III—Improving the Qual-
ity and Efficiency of Health Care; Sub-
title A—Transforming the Health Care 
Delivery System; Part 1—Linking Pay-
ment to Quality Outcomes Under the 
Medicare Program.
2The floor adjustment factors are:  for 
fiscal year 2013, 1 percent; for fiscal 
year 2014, 2 percent; and for fiscal year 
2015 and subsequent fiscal years, 3 per-
cent.
3The excess readmissions ratio is de-
fined as 1 minus the ratio of the aggre-
gate payments for excess readmissions 
and the aggregate payments for all dis-
charges.
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