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Learning Objectives

 Discuss basic PPS Rate payment calculation
 Illustrate the flow of Wage Index reporting and some tips for favorable 

reimbursement
 Discuss the wage index timeline, including important deadlines and 

strategy considerations
 Discuss and describe some of the strategic PPS hospital payment 

strategies and how it might change Medicare reimbursement for your 
hospital



What is PPS?

From the CMS website:

A Prospective Payment System (PPS) is a method of reimbursement in which Medicare payment

is made based on a predetermined, fixed amount. The payment amount for a particular service

is derived based on the classification system of that service (for example, diagnosis-related

groups for inpatient hospital services). CMS uses separate PPSs for reimbursement to acute

inpatient hospitals, home health agencies, hospice, hospital outpatient, inpatient psychiatric

facilities, inpatient rehabilitation facilities, long-term care hospitals, and skilled nursing

facilities.



Hospital Inpatient Prospective 
Payment System (IPPS)

– Paid on a per-case basis (based on discharge)
– Base rate is adjusted by certain factors for each case

• Wage Index adjustment
• Disproportionate Share Hospital (DSH) add-on
• MS-DRG (Medicare Severity Diagnosis Related Group) relative 

weight
– Each case categorized into a MS-DRG based on diagnosis, 

required procedures, other factors
• Federal fiscal year for IPPS = October 1-September 30



Hospital Inpatient Prospective 
Payment System (IPPS)

Hospital Inpatient Prospective Payment System (IPPS)
– Each Medicare patient is assigned to a specific MS-DRG

• Medicare contractors and most hospitals use a software program called 
GROUPER to determine MS-DRG assignment (although it is possible to 
determine manually)

• MS-DRG assignment is based on:

– Principal diagnosis, which is what is determined to be the chief reason for 
the patient’s admission to the hospital, and is expressed in terms of an 
ICD-10 diagnosis code

– Additional diagnoses

– Procedures performed, expressed in terms of ICD-10 procedure codes

– Gender

– Discharge status



DRG Payment Calculation
based on Proposed 2025 Rule



Hospital Inpatient PPS:
Other Payment Factors

• Outlier Payment

• Payment for Transfer Patients

• Adjustment to MS-DRGs for Hospital-Acquired Conditions

• Value Based Purchasing

• Low Volume Adjustments

• DSH

• Sequestration



WAGE INDEX



Wage Index

• Wage Index reflects the 
relative hospital wage level 
for each geographic area 
compared to the national 
average 

• Geographic areas are based 
on the Core Based Statistical 
Areas (CBSA) defined by the 
Office of Management and 
Budget

• Data used to calculate the 
wage index is the aggregate of 
all PPS hospitals located 
within each CBSA



WAGE INDEX
Sources of data for Wage Index:

• Cost Report

• Worksheet S-3 Parts II - V

• Occupational Mix Survey

There is a three-year lag prior to wage data being included in the AHW

• FY 2026 wage index is based on wage data from cost reporting periods beginning in 
Federal Fiscal Year 2022 

• The first day of a cost report period determines what FY it falls into – FFY 2022 
includes 9/30/22, 12/31/22 and 6/30/23 year-end cost reports

Wage Index Timeline:

• File wage index schedules with cost report by the filing date

• Request revisions during review period (usually due September the following FFY)

• Final Adjusted data will set the rate for the third FFY from cost report filing (2022 
sets rate effective 10/1/25)



Wage Index Impact

• Sole Community Hospital
– If paid on HSR, no inpatient impact
– Outpatient, subproviders, etc., still impacted

• Medicare Dependent Hospital
– Part of inpatient computation is based on federal rate
– Outpatient, subproviders, etc., also impacted

• Occupational Mix computations (every 3 years)
– Most Recent OMS completed based on Calendar Year 

2022 data earlier this summer
– Expecting next round to be completed based on 

Calendar Year 2025 data likely due in Summer 2026



Wage Index Impact

• Redesignated from urban to rural
– Data is included in urban CBSA
– Data is included in rural CBSA
– Inpatient & outpatient based on redesignated 

CBSA
– The rest based on base CBSA



What is Wage Index?

• CMS applies a methodology to compute average 
hourly wage (AHW) compared to national AHW 
based on
– Worksheets S-3, Part II, III, IV & V Form 2552-10

• CBSA AHW/National AHW = Wage Index
– Average is aggregate of all hospitals in the area
– There are multiple issues—midpoint adjustment factor, 

occupational mix adjustment factor, budget neutrality 
adjustment



Worksheet S-3, Part II



Worksheet S-3, Part II



Worksheet S-3, Part II



Worksheet S-3, Part III



Worksheet S-3, Part IV



Action Steps for Beyond FFY 2026

Evaluate if there are long-
term steps that need to 

occur to improve the 
process

Why don’t we 
have the Part A 
physician data?

Is there a different 
way to compile 
contract labor?

Are we paying our 
self-insurance at 
market &, if not, 

what could we do 
differently without 

impacting our 
employees?

& so forth



SALARY & HOUR TIPS

Meet with payroll & 
see what is taxed on 

W-2 & where it is 
recorded on the G/L 

Get actual payroll 
hours by paycode 
(key codes have 

errors)

Test impact of 
groupings & 
structure of 
organization



CONTRACT LABOR TIPS

Vendor listing 
review, not just G/L 

review
Contact vendors 

early & be persistent

Put in a gatekeeper 
in Accounts Payable  

Missing info = No 
payment



PHYSICIAN TIPS

When possible, update 
the employment 
agreement or the 

contract to state dollars 
& hours specifically

If time studies are 
required, implement a 

gatekeeper
Ask your MAC what 
support is needed



WAGE-RELATED COSTS TIPS

Meet with HR &/or 
review your website 
re: benefits offered 
& compare to G/L

Look at the 
allocation basis & 
alignment of the 

WRC

Evaluate your self-
insurance for 

reasonableness & 
discount compared 

to other payors



MEDICARE SPECIAL DESIGNATIONS



Medicare Special Designations

• Sole Community Hospital (SCH)
• Medicare Dependent Hospital (MDH)
• Rural Referral Center (RRC)
• Low Volume Payment Adjustment



Sole Community Hospital

• 412.92 Special treatment: Sole community hospitals
• Eligibility Criteria

– Located at least 35 miles from a like hospital, or
– Located in a rural area, is between 25 and 35 miles from a like hospital, 

and meets one of the following criteria:
• No more that 25% of all IP or 25% of Medicare IP in its service area may be admitted to other 

like hospitals within 35 miles or its service area if larger.
• It must have fewer than 50 beds and would have met the above criteria, except that some 

patients had to seek care outside the service area due to unavailability of necessary specialty 
services.

• Nearby like hospitals are inaccessible for at least 30 days in 2 out of 3 years because of local 
topography or severe weather.

• Located in a rural area and is between 15 and 25 miles from a like hospital, but because of local 
topography or periods of prolonged severe weather conditions, nearby like hospitals are 
inaccessible for at least 30 days in 2 out of 3 years.

• Because of distance, posted speed limits and predictable weather conditions, the travel time 
between the hospital and the nearest like hospital must be at least 45 minutes.



Sole Community Hospital

• Must continue to meet the criteria (self-report/track)
• Benefits

– For Medicare IP services, paid the highest of:
• The Federal rate applicable to the hospital,
• Adjusted/updated hospital-specific rate based on FY 1982, 1987, 1996 or 2006 

costs per discharge
– Additional 7.1% above standard Outpatient PPS payment rates on most 

services
– If applying for geographic reclassification, an SCH does not have to be 

within 35 miles of the area for which reclassification is sought
– Qualify for 340b with 8% DSH adjustment factor instead of 11.75% but 

not eligible for 340b pricing for orphan drugs unless they meet the 11.75% 
criteria

– Eligible for volume decrease adjustment 



• §412.108 Special treatment: Medicare-dependent hospital
• MDH designation protected through 12/31/2024
• Eligibility Criteria

– Hospital must be located in a rural area
– Hospital must not have more than 100 beds
– Hospital can not also be classified as a SCH
– Hospital has at least 60% Medicare for inpatient days or discharges during 

one of the following: 
• FY 1987, or
• 2 out of 3 most recent settled cost reports
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Medicare Dependent Hospitals



Medicare Dependent Hospital
• If using 2 of the 3 most recently audited cost reports, can include 

Medicare Advantage days, preferably submitting “no-pay” bills
• Ongoing analysis required--have 30 days to notify if no longer 

meet criteria
• For Medicare IP services, paid the highest of:

• The Federal rate applicable to the hospital,
• A blend of 25% of the Federal rate and 75% of the hospital-

specific rate based on FY 1982, 1987, or 2002
• Federal payment comes from E Part A line 47 includes DRGs, 

Outliers, IME, DSH
• Eligible for volume decrease adjustment 



• §412.96 Special treatment: Referral centers.
• Eligibility Criteria

– Located in a rural area AND has 275 or more beds, OR
– The hospital reflects the following three elements

• At least 50% of the hospital’s Medicare patients are referred from other 
hospitals or from physicians who are not on the staff of the hospital

• At least 60% of the hospital’s Medicare patients live more than 25 miles from the hospital
• At least 60% of all services the hospital furnishes to Medicare patients are furnished to 

patients who live more than 25 miles from the hospital, OR
– The hospital meets items 1 and 2 below and one of items 3,4, or 5 at right

1. Have a case mix index (CMI) meeting 
specified threshold
2. Has at least 5,000 annual discharges 
(at least 3,000 if an osteopathic hospital)

3. More than 50% of the hospital’s active medical staff 
are specialists who meet certain conditions.
4. At least 60% of all discharges are for inpatients who 
reside more than 25 miles from the hospital
5. At least 40% of all inpatients treated at the hospital 
are referred from other hospitals or from physicians not 
on the hospital’s staff

Rural Referral Centers



• Benefits
– Not capped at 12% for Medicare DSH

– If applying for geographic reclassification, an RRC does not have to 
be within 35 miles of the area for which reclassification is sought, 
as usually required is not required to demonstrate that its average 
hourly wage (AHW) is at least 106% of the average in the area in 
which it is located in order to qualify

– RRCs qualify for 340B with 8% DSH adjustment factor instead of 
11.75% but not eligible for 340B pricing for Orphan Drugs unless they 
meet the 11.75% criteria
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Rural Referral Centers



• §412.103 – Special Treatment: Hospitals located in urban areas and that 
apply for reclassification to rural

Note that Rural/Urban designation is based on CBSA (Core-Based 
Statistical Area) but that is not the only way to determine urban or rural 
status. 

Eligibility Criteria for redesignation
• Hospital is in a rural census tract of the MSA they are assigned to.
• Hospital is located in an area deemed rural by state law or regulation.
• They would otherwise qualify for Sole Community Hospital Status or 

Rural Referral Center status if they were located in a rural area.

Rural Redesignation



• Urban to Urban criteria to file a MGCRB 
reclassification
– Within 15 miles to urban CBSA
– 84% AHW of the area reclassifying to
– 108% AHW of the area reclassifying from

• Rural to Rural or Urban criteria to file a MGCRB 
reclassification
– Within 35 miles of CBSA
– 82% AHW of the area reclassifying to
– 106% AHW of the area reclassifying from

• Exceptions to criteria based on designation
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MGCRB Reclassifications



• Effective for 3 years unless you rescind
– Can file more than 1 request but must mark the primary 

request and must keep track of which one you want to 
keep effective

– Carefully word any changes in the middle of this cycle
• Can be a 412.103 rural hospital and still file MGCRB 

reclassification
• MGCRB is an inpatient/outpatient request
• FFY 2026-2028 requests are due September 1, 2024

– Electronic filing—must be registered to file!
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MGCRB Reclassifications



• Low Volume Adjustment (LVA) – Hospitals with a low volume of discharges 
can receive an additional payment up to 25% of their IPPS/ HSR rates.  
Currently the provisions for qualification extend through December 31, 2024 as 
follows. 

• Under the modified criteria, the payment increases are applicable for hospitals 
that have less than 3,800 total discharges and are located more than 15 road 
miles from another hospital (excluding critical access, psychiatric, 
rehabilitation, long-term care, cancer, research and children’s hospitals). 

• If the provision is not extended, it will revert to an old criteria where hospitals 
must have less than 200 total discharges and be located more than 25 road miles 
from the nearest PPS hospital.
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Low Volume Adjustment



• Applies to Sole Community and Medicare Dependent Hospitals
• Request must be submitted within 180 days of NPR date (but can be submitted 

anytime after filing)

Criteria: 
• Total acute discharges decreased at least 5% from prior cost reporting year
• Decrease occurred from unusual situation beyond control of the hospital

– Must provide evidence that the hospital took action to mitigate 
circumstances and decrease semi-fixed costs

Benefit:
• If granted, the hospital would receive payment to partially compensate for the 

difference between Medicare IP cost and Reimbursement
• Calculation considers fixed, semi-fixed and variable costs
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Volume Decrease Adjustment



Learning Objectives

 Discuss basic PPS Rate payment calculation
 Illustrate the flow of Wage Index reporting and some tips for favorable 

reimbursement
 Discuss the wage index timeline, including important deadlines and 

strategy considerations
 Discuss and describe some of the strategic PPS hospital payment 

strategies and how it might change Medicare reimbursement for your 
hospital



Questions?


