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K. Rural Community Hospital Demonstration Program
In accordance with the requirements of section 410A(a) of Pub. L. 108-173, the Secretary has
established a 5-year demonstration program (beginning with selected hospitals' first cost
reporting period beginning on or after October 1, 2004) to test the feasibility and advisability of
establishing "rural community hospitals" for Medicare payment purposes for covered inpatient
hospital services furnished to Medicare beneficiaries. A rural community hospital, as defined in
section 410A(f)(1), is a hospital that—
•
•
•
•

Is located in a rural area (as defined in section 1886(d)(2)(D) of the Act) or is treated as
being located in a rural area under section 1886(d)(8)(E) of the Act;
Has fewer than 51 beds (excluding beds in a distinct part psychiatric or rehabilitation
unit) as reported in its most recent cost report;
Provides 24-hour emergency care services; and
Is not designated or eligible for designation as a CAH.

Section 410A(a)(4) of Pub. L. 108-173 states that no more than 15 such hospitals may participate
in the demonstration program.
As we indicated in the FY 2005 IPPS final rule (69 FR 49078), in accordance with sections
410A(a)(2) and (a)(4) of Pub. L.108-173 and using 2002 data from the U.S. Census Bureau, we
identified 10 States with the lowest population density from which to select hospitals: Alaska,
Idaho, Montana, Nebraska, Nevada, New Mexico, North Dakota, South Dakota, Utah, and
Wyoming (Source: U.S. Census Bureau Statistical Abstract of the United States: 2003). Nine
rural community hospitals located within these States are currently participating in the
demonstration program. (Of the 13 hospitals that participated in the first 2 years of the
demonstration program, 4 hospitals located in Nebraska have become CAHs and have withdrawn
from the program.)
In a notice published in the Federal Register on February 6, 2008 (73 FR 6971 through 6973),
we announced a solicitation for up to six additional hospitals to participate in the demonstration
program. Four additional hospitals were selected to participate under this solicitation. We are
planning for each of these hospitals to begin under the demonstration payment methodology with
its first cost report year starting on or after July 1, 2008. The end date of participation for these
hospitals is September 30, 2010. The February 6, 2008 notice specifies the eligibility
requirements for the demonstration program.
Under the demonstration program, participating hospitals are paid the reasonable costs of
providing covered inpatient hospital services (other than services furnished by a psychiatric or

rehabilitation unit of a hospital that is a distinct part), applicable for discharges occurring in the
first cost reporting period beginning on or after the October 1, 2004 implementation date of the
demonstration program (or the July 1, 2008 date for the newly selected hospitals). Payments to
the participating hospitals will be the lesser amount of the reasonable cost or a target amount in
subsequent cost reporting periods. The target amount in the second cost reporting period is
defined as the reasonable costs of providing covered inpatient hospital services in the first cost
reporting period, increased by the inpatient prospective payment update factor (as defined in
section 1886(b)(3)(B) of the Act) for that particular cost reporting period. The target amount in
subsequent cost reporting periods is defined as the preceding cost reporting period's target
amount, increased by the inpatient prospective payment update factor (as defined in section
1886(b)(3)(B) of the Act) for that particular cost reporting period. Covered inpatient hospital
services are inpatient hospital services (defined in section 1861(b) of the Act), and include
extended care services furnished under an agreement under section 1883 of the Act.
Section 410A of Pub. L. 108-173 requires that, "in conducting the demonstration program under
this section, the Secretary shall ensure that the aggregate payments made by the Secretary do not
exceed the amount which the Secretary would have paid if the demonstration program under this
section was not implemented." Generally, when CMS implements a demonstration program on a
budget neutral basis, the demonstration program is budget neutral in its own terms; in other
words, the aggregate payments to the participating providers do not exceed the amount that
would be paid to those same providers in the absence of the demonstration program. This form
of budget neutrality is viable when, by changing payments or aligning incentives to improve
overall efficiency, or both, a demonstration program may reduce the use of some services or
eliminate the need for others, resulting in reduced expenditures for the demonstration program’s
participants. These reduced expenditures offset increased payments elsewhere under the
demonstration program, thus ensuring that the demonstration program as a whole is budget
neutral or yields savings. However, the small scale of this demonstration program, in conjunction
with the payment methodology, makes it extremely unlikely that this demonstration program
could be viable under the usual form of budget neutrality. Specifically, cost-based payments to
participating small rural hospitals are likely to increase Medicare outlays without producing any
offsetting reduction in Medicare expenditures elsewhere. Therefore, a rural community hospital’s
participation in this demonstration program is unlikely to yield benefits to the participant if
budget neutrality were to be implemented by reducing other payments for these providers.
In order to achieve budget neutrality for this demonstration program for FY 2009, as we
proposed in the FY 2009 IPPS proposed rule, we are adjusting the national inpatient PPS rates by
an amount sufficient to account for the added costs of this demonstration program. We are
applying budget neutrality across the payment system as a whole rather than merely across the
participants in this demonstration program. As we discussed in the FY 2005, FY 2006, FY 2007
and FY 2008 IPPS final rules (69 FR 49183; 70 FR 47462; 71 FR 48100; and 72 FR 47392), we
believe that the language of the statutory budget neutrality requirements permits the agency to
implement the budget neutrality provision in this manner. For FY 2009, using data from the cost
reports from each of the nine currently participating hospitals' first year of participation in the
demonstration program, that is, cost reports for years beginning in CY 2005, and estimating the
cost of four additional hospitals selected based on cost report periods that include CY 2006, we
estimate that the additional cost will be $22,790,388. This estimated adjusted amount reflects the

estimated difference between the participating hospitals’ costs and the IPPS payment based on
data from the hospitals' cost reports. We discuss the payment rate adjustment that is required to
ensure the budget neutrality of the demonstration program for FY 2009 in section II.A.4. of the
Addendum to this final rule.

