6.1 Background

The Balanced Budget Act of 1997 included the implementation of a Prospective Payment
System (PPS) for skilled nursing facilities (SNFs) and hospitals with a swing bed agreement,
consolidated billing, and a number of related changes. The PPS system replaced the retrospective
cost-based system for SNFs under Part A of the program (Federal Register Vol. 63, No. 91,
May 12, 1998, Final Rule). Effective with cost reporting periods beginning on or after July 1,
2002, SNF-level services furnished in rural swing bed hospitals are paid based on the SNF PPS
instead of the previous, cost-related method (Federal Register Vol. 66, No. 147, July 31, 2001,
Final Rule). However, the Medicare, Medicaid, and SCHIP Benefits Improvement and
Protection Act of 2000 included an exemption of critical access hospital swing beds from the
SNF PPS.

The SNF PPS is the culmination of substantial research efforts beginning as early as the 1970s
that focus on the areas of nursing home payment and quality. In addition, it is based on a
foundation of knowledge and work by a number of States that developed and implemented
similar case-mix payment methodologies for their Medicaid nursing home payment systems.

The current focus in the development of the Federal payment system (i.e., PPS) for nursing home
care is based on recognizing the differences among residents, particularly in the utilization of
resources. Some residents require total assistance with their activities of daily living (ADLs) and
have complex nursing care needs. Other residents may require less assistance with ADLs but
may require rehabilitation or restorative nursing services. The recognition of these differences is
the premise of a case-mix system. Reimbursement levels differ based on the resource needs of
the residents. Residents with heavy care needs require more staff resources and payment levels
should be higher than for those residents with less intensive care needs. In a case-mix adjusted
payment system, the amount of reimbursement to the nursing home is based on the resource
intensity of the resident as measured by items on the Minimum Data Set (MDS). Case-mix
reimbursement has become a widely adopted method for financing nursing home care. The case-
mix approach serves as the basis for the PPS for skilled nursing facilities and swing bed hospitals
and is increasingly being used by States for Medicaid reimbursement for nursing homes.



