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The mission of the Office of Inspector General (OIG), as mandated by Public Law 95-452, as 
amended, is to protect the integrity of the Department of Health and Human Services (HHS) 
programs, as well as the health and welfare of beneficiaries served by those programs.  This 
statutory mission is carried out through a nationwide network of audits, investigations, and 
inspections conducted by the following operating components: 
 
Office of Audit Services 
 
The Office of Audit Services (OAS) provides all auditing services for HHS, either by conducting 
audits with its own audit resources or by overseeing audit work done by others.  Audits examine 
the performance of HHS programs and/or its grantees and contractors in carrying out their 
respective responsibilities and are intended to provide independent assessments of HHS programs 
and operations.  These assessments help reduce waste, abuse, and mismanagement and promote 
economy and efficiency throughout HHS. 
          
Office of Evaluation and Inspections 
 
The Office of Evaluation and Inspections (OEI) conducts national evaluations to provide HHS, 
Congress, and the public with timely, useful, and reliable information on significant issues.  
Specifically, these evaluations focus on preventing fraud, waste, or abuse and promoting 
economy, efficiency, and effectiveness in departmental programs.  To promote impact, the 
reports also present practical recommendations for improving program operations. 
 
Office of Investigations 
 
The Office of Investigations (OI) conducts criminal, civil, and administrative investigations of 
allegations of wrongdoing in HHS programs or to HHS beneficiaries and of unjust enrichment 
by providers.  The investigative efforts of OI lead to criminal convictions, administrative 
sanctions, or civil monetary penalties.  
 
Office of Counsel to the Inspector General 
 
The Office of Counsel to the Inspector General (OCIG) provides general legal services to OIG, 
rendering advice and opinions on HHS programs and operations and providing all legal support 
in OIG’s internal operations.  OCIG imposes program exclusions and civil monetary penalties on 
health care providers and litigates those actions within HHS.  OCIG also represents OIG in the 
global settlement of cases arising under the Civil False Claims Act, develops and monitors 
corporate integrity agreements, develops compliance program guidances, renders advisory 
opinions on OIG sanctions to the health care community, and issues fraud alerts and other 
industry guidance.  

 



 
 
 

Notices 
 
 

THIS REPORT IS AVAILABLE TO THE PUBLIC 
at http://oig.hhs.gov 

 
In accordance with the principles of the Freedom of Information Act 

(5 U.S.C. 552, as amended by Public Law 104-231), Office of 
Inspector General, Office of Audit Services reports are made 

available to members of the public to the extent the information is 
not subject to exemptions in the act.  (See 45 CFR Part 5.) 

 
 

OAS FINDINGS AND OPINIONS 
 

The designation of financial or management practices as questionable 
or a recommendation for the disallowance of costs incurred or 

claimed, as well as other conclusions and recommendations in this 
report, represent the findings and opinions of the HHS/OIG/OAS.  

Authorized officials of the HHS divisions will make final determination 
on these matters. 

 
 
 

 
 
 
 

 

 



 

EXECUTIVE SUMMARY 
 
BACKGROUND 
 
Virginia uses a prospective payment system to reimburse hospitals for Medicaid inpatient stays.  
Under this system, reimbursement includes a preestablished amount for each discharge based on 
a diagnosis-related group (DRG) code that defines various medical and surgical cases based on 
type and complexity.  The DRG payment system includes a DRG payment for each case and an 
outlier payment for cases with extraordinarily high costs.  The State plan defines the DRG 
payment amount as the hospital-specific operating rate per case multiplied by a DRG weighting 
factor.  The Federal Government pays its share according to a formula defined in section 1905(b) 
of the Social Security Act.  During the audit period, the Federal share for Virginia ranged 
between 50.5 and 54.4 percent. 
 
The State rebases the DRG payment system every 1 to 3 years during its recalibration and 
rebasing process.  Each time the State rebases rates, it establishes a new base year.  Section 
12VAC30-70-221(C) of the Virginia Administrative Code defines the base year as “the state 
fiscal year for which data is used to establish the DRG relative weights, the hospital specific 
case-mix indices, the base year standardized operating costs per case, and the base year 
standardized operating costs per day.  The base year will change when the DRG payment system 
is rebased and recalibrated.”  Rates established from base-year data are used in subsequent State 
fiscal years (FYs).  Virginia used base-year cost report data from State FY 1998 to recalibrate 
and rebase the rates used to make payments for State FYs 2001 through 2003.   
 
Annually, hospitals submit preliminary unaudited cost reports to Virginia that are called 
“as-filed” cost reports.  The as-filed cost report data are entered in the cost report file and are 
updated and replaced by tentatively settled data at the completion of audits performed by the 
State or one of its contract auditors.  State auditors will revise tentatively settled data until the 
Medicare cost report is finalized.   
 
The State aggregates cost data from the two State-owned teaching hospitals, the Medical College 
of Virginia and the University of Virginia Health Systems, and establishes a single statewide 
operating rate per case for those two hospitals.  Accordingly, any change in base-year data on 
either cost report will affect subsequent DRG and outlier payments to both hospitals.  Cost report 
data for the 93 non-State-owned acute care hospitals are collectively used to establish a single 
statewide operating rate per case for those acute care hospitals. 
 
OBJECTIVE 
 
Our objective was to determine whether Virginia used allowable cost report data to establish 
rates used to calculate Medicaid DRG base and outlier payments to the two State-owned teaching 
hospitals during State FYs 2001 through 2003.  
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SUMMARY OF FINDING 
 
Virginia did not use allowable cost report data to establish rates used to calculate Medicaid DRG 
base and outlier payments to State-owned teaching hospitals.  Instead, Virginia used as-filed cost 
report data, which included overstated bed days and other unallowable costs, to develop the 
hospital-specific operating rates per case and cost-to-charge ratios.  Virginia stated that its State 
plan allowed the use of as-filed cost reports to develop the hospital-specific operating rates per 
case and cost-to-charge ratios.  However, the State’s contract auditor identified material 
misstatements and unallowable costs in as-filed cost report data using Medicare principles of 
cost reimbursement.  Although Virginia and the Medical College of Virginia agreed that the 
as-filed cost report included material misstatements and unallowable costs, Virginia did not 
adjust its rates until the next rebasing period—in this case, 3 years later.     
 
If Virginia had used tentatively settled cost report data instead of as-filed cost report data for the 
two State-owned teaching hospitals, it would have reduced payments to the two State-owned 
teaching hospitals by $18,088,512 ($9,351,348 Federal share) during State FYs 2001 through 
2003. 
 
RECOMMENDATION 
 
We recommend that Virginia consider amending its State plan to revise the operating rates per 
case and cost-to-charge ratios when material misstatements in a hospital’s base-year cost report 
data are identified after the State rebases. 

 
VIRGINIA AND THE CENTERS FOR MEDICARE & MEDICAID SERVICES 
COMMENTS 
 
In its comments, Virginia did not concur with the specific recommendation.  However, Virginia 
stated that it has taken steps to reduce the possibility of using cost-to-charge ratios with material 
misstatements in the context of the rebasing process.  Administratively it now uses desk audited 
cost reports as the source for hospital cost-to-charge ratios in the rebasing process.  Virginia 
admits that it will use as-filed cost reports when delays require it, but states that it now carefully 
reviews the ratios for reasonableness to ensure that they do not contain significant errors.  
 
In addition, Virginia stated that it has made State plan changes to the rebasing process, for other 
reasons, that also reduce the potential impact of such a misstatement.  Virginia has amended its 
State plan so that the operating rate for Type One hospitals is based on the operating rate for 
Type Two hospitals.  Because there are more than 90 Type Two hospitals, one cost-to-charge 
ratio can no longer have such a dramatic impact on the operating rate. 
 
In its comments, CMS believes that the changes already incorporated by the State of Virginia 
and the proposed administrative steps will be sufficient to correct and identify material errors in 
calculating the prospective rate. 
 
Virginia’s comments are included as Appendix A and CMS’s comments are included as 
Appendix B. 
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OFFICE OF INSPECTOR GENERAL RESPONSE 
 
Although Virginia’s actions differ from the audit recommendations, the State has taken steps to 
minimize the impact that material misstatements on a hospital’s submitted cost report would 
have on Medicaid reimbursements.  These actions are positive and in line with our 
recommendation.   

 iii
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INTRODUCTION 
 
BACKGROUND 
 
Medicaid Program 
 
Title XIX of the Social Security Act (the Act) established Medicaid as a joint Federal and State 
program.  Medicaid provides medical assistance to eligible low-income persons.  Each State 
administers its Medicaid program in accordance with a State plan that the Centers for Medicare 
& Medicaid Services (CMS) approves for compliance with Federal laws and regulations.  Within 
broad Federal rules, each State decides the payment levels for services and administrative and 
operating procedures.  The Federal Government pays its share according to a formula defined in 
section 1905(b) of the Act.  During the audit period, the Federal share for Virginia ranged 
between 50.5 and 54.4 percent. 
 
The Virginia State plan incorporates sections of the Virginia Administrative Code dealing with 
Medicaid hospital payments (12VAC30-70).  The Department of Medical Assistance Services 
administers the Medicaid program in Virginia. 
 
Virginia’s Medicaid Reimbursement for Inpatient Hospital Cases 
 
Virginia uses a prospective payment system to reimburse hospitals for Medicaid inpatient stays.  
Under this system, reimbursement includes a preestablished amount for each discharge based on 
a diagnosis-related group (DRG) code that defines various medical and surgical cases based on 
type and complexity.  The DRG payment system includes a DRG payment for each case and an 
outlier payment for cases with extraordinarily high costs.  The State plan defines the DRG 
payment amount as the hospital-specific operating rate per case multiplied by a DRG weighting 
factor.1   
 
The State rebases the DRG payment system every 1 to 3 years during its recalibration and 
rebasing process.2  Section 12VAC30-70-221(C) of the Virginia Administrative Code defines 
the base year as “the state fiscal year for which data is used to establish the DRG relative 
weights, the hospital specific case-mix indices, the base year standardized operating costs per 
case, and the base year standardized operating costs per day.  The base year will change when 
the DRG payment system is rebased and recalibrated.”  Rates established from base-year data are 
used in subsequent State fiscal years (FYs).  Virginia used base-year cost report data from State 
FY 1998 to recalibrate and rebase the rates used to make payments for State FYs 2001 through 
2003.   
 
Annually, hospitals submit preliminary unaudited cost reports to Virginia that are called 
“as-filed” cost reports.  The as-filed cost report data are entered in the cost report file and are 
updated and replaced by tentatively settled data at the completion of audits performed by the 

                                                 
1The hospital-specific operating rate per case is determined from the base-year standardized operating costs per case. 
 
2The recalibration process evaluates and adjusts the DRG relative weights and hospital case-mix indices.  The 
rebasing process reviews and updates the base-year standardized operating costs per case and the base-year 
standardized operating costs per day. 
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State or one of its contract auditors.  State auditors will revise tentatively settled data until the 
Medicare cost report is finalized.   
The State aggregates cost data from the two State-owned teaching hospitals, the Medical College 
of Virginia and the University of Virginia Health Systems, and establishes a single statewide 
operating rate per case for those two hospitals.3  Accordingly, any change in base-year data on 
either cost report will affect subsequent DRG and outlier payments to both hospitals.  
 
OBJECTIVE, SCOPE, AND METHODOLOGY 
 
Objective 
 
Our objective was to determine whether Virginia used allowable cost report data to establish 
rates used to calculate Medicaid DRG base and outlier payments to the two State-owned teaching 
hospitals during State FYs 2001 through 2003.  
 
Scope 
 
We reviewed selected portions of the Virginia rate-setting process for State FYs 2001 through 
2003.4  Virginia paid approximately $702 million in Medicaid operating payments for inpatient 
hospital services during that period:  $642 million for DRG base payments and $60 million for 
cost outlier payments.  We limited our review to the two State-owned teaching hospitals, which 
received more than 26 percent of Virginia’s Medicaid hospital inpatient payments during State 
FYs 2001 through 2003.   
 
We focused our review on the State’s rebasing process and did not review the recalibration 
process. 
 
A draft audit report was provided to Virginia on November 23, 2005, and Virginia responded to 
that draft on January 20, 2006.  After reviewing Virginia’s response, we modified the finding and 
recommendations.  We issued the modified draft report on November 17, 2006, for comment.     
 
We performed this review at the Virginia Department of Medical Assistance Services in 
Richmond, Virginia, the Medical College of Virginia in Richmond, Virginia, and the University 
of Virginia Health Systems in Charlottesville, Virginia. 
 
Methodology 
 
We conducted interviews and reviewed documentation to determine how Virginia rebased its 
rates used in the calculation of Medicaid DRG base and outlier payments.  We also reviewed 
those portions of the Virginia Administrative Code incorporated into the State plan that 
identified the methodology used to calculate hospital-specific operating rates per case and the 
cost-to-charge ratio for each hospital from Medicaid cost report data.   
                                                 
3Cost report data for the 93 non-State-owned acute care hospitals are collectively used to establish a single statewide 
operating rate per case for those acute care hospitals. 
 
4A second report, “Medicaid Hospital Outlier Payments in Virginia for State Fiscal Years 2001 Through 2003” 
(A-03-04-00212) covers the additional impact of using outdated cost-to-charge ratios on the prospective 
(DRG-based) payment system. 

 2



   

 
We used cost data from tentatively settled 1998 cost reports, which included audit adjustments to 
as-filed data reported by the two State-owned teaching hospitals, to recalculate the hospital-
specific cost-to-charge ratio and operating rate for each hospital, then used those rates to 
recalculate all Medicaid payments to the two hospitals during State FYs 2001 through 2003.5  
We compared the amounts paid by Virginia with the payment amounts using the audit-
determined rates to determine the impact on Medicaid hospital inpatient payments and calculated 
the amounts attributed to the changes in the hospital-specific cost-to-charge ratio and the 
operating rate for each of the two hospitals.   
 
We performed the review in accordance with generally accepted government auditing standards. 
 

FINDING AND RECOMMENDATION 
 
Virginia did not use allowable cost report data to establish rates used to calculate Medicaid DRG 
base and outlier payments to State-owned teaching hospitals.  Instead, Virginia used as-filed cost 
report data, which included overstated bed days and other unallowable costs, to develop the 
hospital-specific operating rates per case and cost-to-charge ratios.  Virginia stated that its State 
plan allowed the use of as-filed cost reports to develop the hospital-specific operating rates per 
case and cost-to-charge ratios.  However, the State’s contract auditor identified material 
misstatements and unallowable costs in as-filed cost report data using Medicare principles of 
cost reimbursement.  Although Virginia and the Medical College of Virginia agreed that the as-
filed cost report included material misstatements and unallowable costs, Virginia did not adjust 
its rates until the next rebasing period—in this case, 3 years later.     
 
If Virginia had used tentatively settled cost report data instead of as-filed cost report data for the 
two State-owned teaching hospitals, it would have reduced payments to the two State-owned 
teaching hospitals by $18,088,512 ($9,351,348 Federal share) during State FYs 2001 through 
2003.   
 
VIRGINIA’S REBASING PROCESS  
 
Section 12VAC30-70-221(C) of the Virginia Administrative Code defines “cost” to mean 
allowable cost as defined in the Virginia Administrative Code and by Medicare principles of 
reimbursement.   
 
Virginia rebases and recalibrates its prospective payment rates at least every 3 years, primarily 
using cost data captured in the cost report file and claims history file.  Final prospective rates are 
the results of various prospective adjustments, including assumed inflation, applied to the base 
year standardized costs in order to reflect cost trends expected in the rate years.  The State 
aggregates the data of the two State-owned teaching hospitals to develop their prospective rates.  
The two hospitals account for approximately 26 percent of Virginia’s total inpatient Medicaid 
payments.   
 

                                                 
5The cost data on the tentatively settled cost reports included corrections to as-filed data that was reviewed by 
Virginia and its contract auditors before the start of State FY 2001. 
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Virginia stated that its rebasing methodology was not designed to reimburse at cost for all cases, 
but rather to reimburse at what is expected to be cost at the time of the prospective calculation.  
Virginia further stated that once established, the hospital-specific operating rates per case and 
cost-to-charge ratio for all hospitals under a prospective payment system should not be changed 
for up to 3 years, the maximum period between rebasing of rates allowed by the State plan.   
 
Virginia used as-filed cost reports to develop the hospital-specific operating rates per case and 
cost-to-charge ratios used to establish prospective payment rates for the two State-owned 
teaching hospitals.  During the rebasing using State FY 1998 cost report data, Virginia was 
undergoing an upgrade in its systems that contributed to the delinquency and untimely review of 
hospital cost reporting data. 
 
Virginia stated that when it established its prospective payment rates, the as-filed cost report data 
was considered sufficiently reliable to perform its rebasing and recalibration process.     
 
MEDICAL COLLEGE OF VIRGINIA’S COST REPORT 
 
On January 11, 2000, the Medical College of Virginia submitted its State FY 1998 cost report—
410 days after it was due.  Virginia directed its auditors to review the hospital’s State FY 1998 
indigent-care cost report.  On April 3, 2000, at the start of the audit, the hospital notified the 
auditors that its State FY 1998 cost reports included unallowable costs related to its physician 
practice plan and that it was removing those costs from its Medicare cost report.  Virginia’s 
auditors subsequently removed those costs from its Medicaid and indigent-care cost reports.   
 
On April 10, 2000, Virginia accumulated all hospital cost report data that was used to calculate 
the hospital specific operating rates and cost-to-charge ratios for the State FY 2001 DRG-based 
prospective payment system.  
 
When Virginia and its auditors desk reviewed the Medical College of Virginia’s as-filed cost 
report during April 25-27, 2000, they noted that the cost report materially overstated Medicaid 
bed days and included other unallowable costs that resulted in routine cost report adjustments.  
The State tentatively settled the cost report on May 4, 2000.  Virginia agreed that the as-filed 
cost report for the Medical College of Virginia included unallowable costs, as defined by 
Medicare cost principles, but stated that it did not have this information when it rebased.   
 
Although Virginia had become aware of the material misstatements identified during its desk 
audit of the Medical College of Virginia as-filed cost report, no actions were taken to adjust the 
rates established on May 30, 2000, and implemented on July 1, 2000.  Virginia did not adjust 
those rates during the next 3 years, although it had determined that the misstatements in the cost 
report data would result in significant increases to the prospective rates of the two State-owned 
teaching hospitals.   
 
EFFECT OF USING MATERIALLY MISSTATED MEDICAID COST REPORT DATA 
 
Using as-filed cost reports, Virginia established a cost-to-charge ratio of 61.11 percent for the 
Medical College of Virginia and 57.49 percent for the University of Virginia Health Systems.  If 
Virginia had used tentatively settled cost data, the cost-to-charge ratios would have been 52.49 
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and 55.98 percent, respectively, and the hospital-specific operating rates per case using the 
tentatively settled cost data would have decreased.6   
 
If Virginia had used tentatively settled cost data to establish the prospective payment rates for the 
two State-owned teaching hospitals, or if Virginia had adjusted those rates at the start of the 
3-year period, it would have reduced payments to the two State-owned teaching hospitals by 
$18,088,512 ($9,351,348 Federal share) during State FYs 2001 to 2003.   
 
RECOMMENDATION 
 
We recommend that Virginia consider amending its State plan to revise the operating rates per 
case and cost-to-charge ratios when material misstatements in a hospital’s base-year cost report 
data are identified after the State rebases. 
 
VIRGINIA AND THE CENTERS FOR MEDICARE & MEDICAID SERVICES 
COMMENTS 
 
In its comments, Virginia did not concur with the specific recommendation.  However, Virginia 
stated that it has taken steps to reduce the possibility of using cost-to-charge ratios with material 
misstatements in the context of the rebasing process.  Administratively it now uses desk audited 
cost reports as the source for hospital cost-to-charge ratios in the rebasing process.  Virginia 
admits that it will use as-filed cost reports when delays require it, but states that it now carefully 
reviews the ratios for reasonableness to ensure that they do not contain significant errors.  
 
In addition, Virginia stated that it has made State plan changes to the rebasing process, for other 
reasons, that also reduce the potential impact of such a misstatement.  Virginia has amended its 
State plan so that the operating rate for Type One hospitals is based on the operating rate for 
Type Two hospitals.  Because there are more than 90 Type Two hospitals, one cost-to-charge 
ratio can no longer have such a dramatic impact on the operating rate. 
 
In its comments, CMS believes that the changes already incorporated by the State of Virginia 
and the proposed administrative steps will be sufficient to correct and identify material errors in 
calculating the prospective rate. 
 
Virginia’s comments are included as Appendix A and CMS’s comments are included as 
Appendix B. 
 

                                                 
6We estimated the change in the operating rates per case for the two State-owned teaching hospitals based on 
estimated changes using final cost report data for the Medical College of Virginia that were calculated by Virginia 
personnel. 
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OFFICE OF INSPECTOR GENERAL RESPONSE 
 
Although Virginia’s actions differ from the audit recommendations, the State has taken 
administrative steps to reduce the possibility of using cost-to-charge ratios with material 
misstatements in its rebasing.  In addition, linking the operating rates for Type One hospitals to 
Type Two hospitals should minimize the impact that material misstatements on a hospital’s 
submitted cost report would have on Medicaid reimbursements.  These actions are positive and 
in line with our recommendation.   
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