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DATE:  June 15, 2006 
 
TO:  IRM Business Partners 
 
RE:  Proposed Changes to Medicare’s DRG System 
  Per Federal Register of April 25, 2006 
 
 
 
OVERVIEW 
In the Federal Register of April 25, 2006 CMS proposed some revolutionary changes to 
DRG reimbursement methodology.  The changes are tentatively scheduled to be 
implemented via a two-step process: 

2007 - DRG weights based on hospital costs versus current method using charges 
2008 - Severity adjusted DRGs implemented.  

 
The implementation of severity adjusted DRGs has been discussed at various times in the 
past few years. It is not a surprising addition to DRG reimbursement methodology.  The 
proposed change for 2007, using hospital costs rather than charges to compute DRG 
relative rates, is more unexpected. It is particularly interesting that CMS has elected to 
not use the specific methodology recommended by MedPac to calculate DRGs using 
costs.   Instead CMS has proposed their own version of how cost based calculations will 
be developed.  Details are available in the entire Federal Register of April 25, 2006 at 
http://a257.g.akamaitech.net/7/257/2422/01jan20061800/edocket.access.gpo.gov/2006/pd
f/06-3629.pdf 
 
It is unknown if any or all of the proposed changes will come to fruition. CMS did offer 
the public an opportunity to comment on the proposed changes. The comment period 
expired on June 12, 2006.  CMS is now formulating their responses to comments they 
received.  It is expected there will be a published response by the beginning of August 
2006.  
 
Until the final rule is published it is not possible to formulate a specific strategy to 
address these proposed changes.  The purpose of this document is to give a brief 
overview of some of the proposed changes.  IRM will continue to provide updates on this 
topic.  
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NEW TERMINOLOGY 
 
 
APR DRGs  
“…the term ‘‘APR DRGs’’ means the severity DRG system designed by 3M Health 
Information Systems that currently is used by the State of Maryland;…” (From page 
24011) 
 
“The APR DRG system subdivides the base DRGs by adding four severity of illness 
subclasses to each DRG. Under the APR DRG system, severity of illness is defined as the 
extent of physiologic decompensation or organ system loss of function. The underlying 
clinical principle of APR DRGs is that the severity of illness of a patient is highly 
dependent on the patient’s underlying problem and that patients with high severity of 
illness are usually characterized by multiple serious diseases or illnesses.”  (From page 
24012) 
 
 
CMS DRGs 
“The term ‘‘CMS DRGs’’ means the DRG system we currently use under the IPPS…”;  
(From p age 24011) 
 
“The focus of the CMS DRGs is on complexity. Complexity is defined as the relative 
volume and types of diagnostic, therapeutic, and bed services required for the treatment 
of a particular illness. Thus, the focus of payment in the CMS DRG system reflects the 
relative resource use needed by the patient in one DRG group compared to another.”  
(From page 24012) 
 
 
Consolidated Severity-Adjusted DRGs 
“… the term ‘‘consolidated severity-adjusted DRGs’’ means the DRG system based on a 
consolidated version of the APR DRGs …In the remainder of this proposed rule, 
‘‘consolidated severity-adjusted DRGs’’ refers to the DRG system we have analyzed.   
(From page 24011) 
 
 
HSRV cost center methodology (HSRVcc):   
Page 24007 
“This method involves developing hospital specific charge relative weights at the cost 
center level to remove the bias introduced by hospital characteristics (that is, teaching, 
disproportionate share, location, and size, among others) and then scaling the weights to 
costs using the national cost center charge ratios developed from the cost report data.” 
(From page 24007) 
 
 



PROPOSED DRG CHANGES 
PER FEDERAL REGISTER OF 4/25/06 

 Page 3 of 7 

 
 

Change in DRG reimbursement methodology 
 
 
I. 2007 
 
DRG Relative Weight Calculation - HSRV cost center (HSRVcc) methodology 
 
“This method involves  

• developing hospital specific charge relative weights at the cost center level to 
remove the bias introduced by hospital characteristics (that is, teaching, 
disproportionate share, location, and size, among others) and then 

• scaling the weights to costs using the national cost center charge ratios developed 
from the cost report data.”  (from page 24007) 

 
 
Computing HSRVs for Each Cost Center for Each DRG 
An average charge was computed for each provider for each of 10 proposed cost centers 
See a portion of Table A, from pages 24009-24020, below. 
 

Charge Line Items Included in 
Ten Cost Center Charge Groups 

Cost Center MedPar Charge Description 
Routine Days Private Room Charges 
  Semi Private Room Charges 
  Ward Charges 
Intensive Days Intensive Care Charges 
  Coronary Care Charges 
Drugs Pharmacy Charges 
Supplies & Equipment Medical/Surgical Supply Charges 
  Durable Medical Equipment Charges 
  Used Durable Medical Charges 
Therapeutic Service Physical Therapy Charges 
  Occupational Therapy Charges 
  Speech Pathology Charges 
  Inhalation Therapy Charges 
Operating Room Operating Room Charges 
  Anesthesia Charges 
Cardiology Cardiology Charges 
Laboratory Laboratory Charges 
Radiology Radiology Charges 
  MRI Charges 
  Lithotripsy Charges 
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Other Services & Charges Other Services 
  Blood Charges 
  Blood Administration Charges 
  Outpatient Services Charges 
  Emergency Room Charges 
  Ambulance Charges 
  ESRD Revenue Setting Charges 
  Clinic Visit Charges 
 
  
 
 
 
II. 2008 
 
Severity of illness 
“In conjunction with analyzing MedPAC’s relative weight recommendations, we looked 
at refining the current DRG system to better recognize severity of illness. Starting with 
the APR DRG GROUPER used by MedPAC in its analysis, we studied Medicare claims 
data. Based on this analysis, we developed a consolidated severity-adjusted DRG 
GROUPER that we believe could be a better alternative for recognizing severity of 
illness among the Medicare population”  (From page 24006) 
 
Currently there are 527 DRGs.  It is anticipated there will be 861 severity adjusted DRGs. 
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