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Legislative Audit Commission 

Dear Senator Brandl: 

Minnesota has developed an extensive network of community residential facilities to deliver ser­
vices to mentally retarded persons. Currently this system depends on the private sector to own 
and operate facilities and the public sector to fund and oversee the system. The state retains its 
special responsibility to guarantee that people in need receive adequate services, and to control 
costs. 

In May 1990, the Legislative Audit Commission asked us to investigate complaints from providers 
that the Department of Human Services was not paying for services in a fair and consistent man­
ner. We studied the state's reimbursement system, interviewed providers and agency staff, and ex­
amined agency files. 

Overall, we conclude that some facets of the state's public-private service delivery system are not 
working well. Imprecise rules for reimbursement and inconsistent agency policies and practices 
have impaired the working relationship between the state and private providers. There is no evi­
dence that service quality has declined, but an atmosphere of mutual hostility does not serve the 
disabled. As guarantor of the system of care, the state needs to improve its administration of re­
imbursements without relaxing existing cost control mechanisms. 

We received the full cooperation of the Department of Human Services. We also thank numer­
ous local government officials and private providers for their assistance. 

This report was researched and written by Kathleen Vanderwall (project manager) and Deborah 
Woodworth. 
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ADMINISTRATION OF REIMBURSEMENT 
TO COMMUNITY FACILITIES FOR THE 
MENTALLY RETARDED 
Executive Summary 

Rule 53 is a 
good cost­
containment 
tool. 

T
he 1980s brought a growing conviction that individuals with develop­
mental disabilities function best in a homelike, community setting, 
rather than an institution. In Minnesota the most widely used commu­

nity alternatives to an institution are intermediate care facilities for the men­
tally retarded (ICFsIMR). Currently, all Minnesota ICFs/MR but one are 
privately owned but financed primarily through Medicaid reimbursement. 
The Department of Human Services· administers the reimbursement system 
through Rule 53.1 

Recently, many ICFIMR providers have expressed growing concerns about 
how the Department of Human Services interprets and administers Rule 53. 
In May 1990, the Legislative Audit Commission directed us to investigate 
providers' complaints that DHS was not paying for services in a fair and consis­
tent manner. These are some of the key questions we addressed: 

• Is Rule 53 clear, reasonable, and enforceable? Is the rule flexible 
enough to accommodate providers' cost changes in a timely manner? 

• How well does the Department of Human Services (DHS) reimburse 
ICF/MR costs and monitor the appropriateness of payment claims 
and expenditure reports? 

• Does the Department of Human Services administer Rule 53 
efficiently and consistently? Are appeals resolved in a timely 
manner? Is there adequate coordination among the various DHS 
divisions that work with the facilities? 

To answer these questions, we used several methods. We surveyed providers 
to identify their major complaints. We selected five cases which we felt were 
typical of the most prevalent complaints and studied them in more detail. We 
analyzed data maintained by the department and examined department files. 
We also interviewed providers, DHS staff, and advocates for people with de­
velopmental disabilities. 

Overall, we conclude that Rule 53 is a good cost-containment tool, but we 
think that some state policies and procedures are counterproductive and may 
be harmful to providers and residents of ICFs/MR. In our opinion, the De-

1 Minn. Rules Ch. 9553.0010 to 9553.0080. 
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The 
Department of 
Human 
Services must 
firmly regulate 
this industry. 
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Case Studies 

Problem 

Case 1 Class A to Class B conversion 

Case 2 Special needs rate exception 
and one-time rate adjust­
ment 

Case 3 Reclassification of costs 

Case 4 Reclassification of program 
costs 

Case 5 Interim rate for a new facility 

Issues 

Complexity, lack of flexibility in the 
process 

Lack of communication, cooperation 
to allow system to operate smoothly 

Poor relationship, inconsistency, no 
method to correct auditor errors 

Lack of communication, inconsistency 

Rigidity of system, lack of method to 
correct DHS errors 

partment of Human Services seems unneccesarily hostile to the current public­
private system for delivering ICF/MR services and has not taken appropriate 
steps to ensure that it operates smoothly. We recommend several specific 
changes that we think would help improve the system, although the effect of 
these changes will be diminished unless the relationship between DHS staff 
and providers is improved. 

The relationship need not, and probably should not, be overly friendly. The 
department must firmly regulate this industry, which relies almost exclusively 
on public funds, and such regulation will inevitably result in some friction. 
Moreover, providers must work within the system the state has laid out if they 
wish to continue to participate in the ICF/MR system. In addition, providers 
must share responsibility for maintaining a professional, businesslike relation­
ship with the state. Continued conflicts of the kind we observed in the course 
of our study can only have negative effects for ICF/MR clients. 

RULE 53 

The Department of Human Services developed Rule 53 in response to legisla­
tive concerns about rising ICF/MR costs and a 1983 study by the Legislative 
Auditor's Office, which documented weaknesses in the previous reimburse­
ment rule, Rule 52. As a result, the department greatly strengthened cost con­
tainment measures in the new rule, which took effect in 1985. Rule 53, in our 
opinion, is now an effective tool for controlling costs of ICFs/MR. We found, 
however, that: 
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Innovation and 
creativity may 
be stifled when 
providers lack 
funds. 

• Certain parts of Rule 53 are not clear or reasonable, which inhibits 
the department's ability to enforce the rule and creates conflicts with 
providers. 

xi 

The allocation of costs between program and administrative categories, the re­
quirements for time and attendance and time distribution records for employ­
ees of ICFs/MR, and the purchase of goods and services from related 
organizations, have all given rise to numerous cost disallowances and appeals. 

It is important to keep costs under control in ICFs!MR, but it is equally impor­
tant to assure that appropriate services are provided. Rule 53 includes an effi­
ciency incentive that is designed to control spending on administration and 
maintenance, while encouraging spending at or above historical levels for pro­
gram services. We found: 

• The efficiency incentive does not effectively encourage spending for 
resident care. 

The incentive is not very useful because providers must make expenditures 
for improved care before their rates can be increased. The increased rates 
may cover the increased expenditure in the future, but the increase in expendi­
tures during the initial period can never be recovered. In addition, an effi­
ciency incentive must be spent to correct deficiencies before other rate 
increases can be granted, so providers have little assurance that, once earned, 
the efficiency incentive will be available in the future. 

Providers' costs may at times change due to circumstances beyond their con­
trol. We found: 

• There is no provision in Rule 53 to accommodate most cost changes 
that are outside of the provider's control. 

Important examples of such costs are liability insurance, workers' compensa­
tion insurance, and personnel costs. We are concerned that: 

• The inability to meet program cost increases may adversely affect the 
quality of care residents receive. 

Not all providers have cash reserves to enable them to maintain spending for 
program services when other costs rise. Advocates for residents of ICFs/MR 
expressed concern that innovation and creativity are stifled when providers 
lack funds for program services. 

THE ADMINISTRATION OF RULE 53 

The complicated nature of the reimbursement system, combined with the 
stringent cost containment features of Rule 53, mean that the department 
should administer the system in a clear, consistent, equitable manner, so that 
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Most survey 
respondents 
reported 
problems with 
Rule 53. 
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providers can receive payments to which they are entitled. However, about 
95 percent of the providers who responded to our survey reported that they 
had problems working with Rule 53. In response to open-ended questions 
about their most common problems, providers most frequently mentioned 
(1) lack of clear communication from DHS, (2) lack of flexibility to meet cost 
changes, (3) difficulty classifying program and administrative costs, and 
(4) lack of clarity in Rule 53.2 

Our case studies helped to pinpoint the issues that caused problems for pro­
viders. Using survey results to identify key issues, we selected several case 
studies for detailed examination. Case study methods allowed us to examine 
each issue in its context and from the points of view of all participants. Each 
of the five case studies presents a somewhat different set of issues. For exam­
ple, the provider in one case study applied for a special needs rate exception 
and a one-time rate adjustment to meet the increased needs of its elderly cli­
ents. Then the provider operated for over 200 days without knowing whether 
it would be reimbursed for the extra expense it was incurring to provide the 
needed services. We learned that DHS delayed approval for a rate adjust­
ment because it was attempting to complete long term planning, but the de­
partment never clearly explained this to the provider. 

While the case studies present different circumstances and issues, in each case 
the problem described could have been prevented or alleviated by better com­
munication between the provider and staff of the DHS divisions that adminis­
ter the reimbursement system. We examined the way each division conducts 
its part of the reimbursement process to determine the causes of the problems 
we observed. Overall, we found that: 

• The Long Term Care Management, Audits, and Provider Appeals 
Divisions all have been reluctant to offer consistent interpretations of 
Rule 53. 

Furthermore: 

• All three divisions need to improve communications with providers. 

The Long Term Care Management Division of DHS has responsibility for de­
veloping, interpreting, and disseminating policy and rules regarding ICFs/MR. 
When providers or staff of other DHS divisions have questions about Rule 53, 
it should be the Long Term Care Management Division that answers them. 
The division must balance the need to control costs in ICFs/MR with the need 
to ensure that residents have access to necessary services. However, we found: 

• The Long Term Care Management Division gives little attention to 
the effects of cost containment on clients' care or the viability of 
providers. 

2 Providers also frequently mentioned that reimbursement levels were not adequate to meet their costs. 
We did not address this issue because it is outside the scope of our study, and because providers also told us 
that the level of reimbursements is less important than administrative problems. 
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Providers are 
most likely to 
ask auditors 
how to apply 
Rule 53. 
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Who Do ICF/MR Providers Contact at the Department 
of Human Services Contacts Preferred by ICF/MR 
Providers with Cost Report Questions 

Provider Organizations 

Contact Number Percent 

DHS Audit Division 33 32.0% 
Policy Center 13 12.6 
Developmental Disabilities Division 1 1.0 
Claims Processing 1 1.0 
Appeals Division 1 1.0 
Commissioner of Human Services 1 1.0 

Non-DHS Contacta 21 20.3 
Call No One/Don't Know Whom to Call 32 ..Qll 

Total 103 100.0% 

Survey Question: "Who at the Department of Human Services do you call when you have questions 
about completing your annual cost report?" 

Source: Office of the Legislative Auditor analysis of ICF/MR Provider Survey responses. 

BNon-DHS contacts named were private CPAs, the provider's staff accountant, an attorney, and con­
sultants. 

Audit Division staff conduct annual desk audits of providers' cost reports, as 
well as less frequent but more detailed field audits. The division establishes 
providers' per diem rates based on cost reports and audit adjustments. Nearly 
one-third of the respondents to our survey said that they turn to Audit Divi­
sion staff with questions about their cost reports. We found: 

Providers' Comments About the Department of Human 
Services Audit Division's Administration of Rule 53. 

Percent of Provider Organizations 

Always or Sometimes Rarely or 
Usually True True Never True 

The reasons for rate adjustments 8.2% 39.6% 52.1% 
are clearly explained to us. 

Decisions about allowable costs 5.2 47.1 47.6 
are understandable. 

Decisions about allowable costs 6.5 58.7 28.9 
are clearly linked to Rule 53. 

We know which costs are allow- 15.7 66.4 16.9 
able. 

N = 103 provider organizations. 

Source: Office of the Legislative Auditor analysis of ICF/MR Provider Survey responses. 

BPercentages may not total 100 percent due to rounding. 

Don't 
Know 

O.O%a 

0.0 

5.9 

1.0 



xiv 

There is a large 
backlog of 
appeals cases. 
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• DHS often communicates about Rule 53 through desk audits, field 
audits, and phone caUs from providers to DHS auditors. 

Since providers must rely on this method to learn how to account for and re­
port expenditures, it is important that auditors be consistent and that audit 
findings be clearly communicated. 

The Provider Appeals Division is supposed to resolve providers' appeals of 
their rates. We found a large backlog of appeals cases, some dating back more 
than ten years. We analyzed a sample of appeals that had been resolved dur­
ing the past five years, and found: 

• It took an average of about 15 months to settle the appeals in our 
sample. About 21 percent of the appeals took two years or more to 
resolve. 

Change in Providers' Per Diem Rates After Appeal 

Facility Type 

Single, For-Profit 
Single, Non-Profit 
Small Group, For-Profit 
Small Group, Non-Profit 
Large Group, For-Profit 
Large Group, Non-Profit 

Average Rate 
Before 

Settlement 

$67.50 
64.18 
65.50 
77.63 
58.14 
60.01 

After Rate 
After 

Settlement 

$71.04 
67.65 
71.80 
83.03 
62.04 
62.76 

Change 

5% 
6 

11 
8 
7 
5 

Average Time 
to Settle 
(days) 

512 
309 
474 
399 
682 
627 

Source: Office of the Legislative Auditor analysis of sample data from Provider Appeals Division files. 

Especially for small providers with limited access to funds, a delay of two years 
can cause serious difficulties. 

We found that the Health Care Support Division has done a better job of com­
municating and cooperating with providers to solve problems. In October 
1988, DHS began using a new computer system, the Residential Services In­
voice (RSI) system, to reimburse ICFIMR providers for services. The system 
had many problems during its start-up phase. However, we found: 

• Problems with the RSI system are being resolved through cooperative 
efforts by providers and DHS staff. 

A series of meetings between DHS staff and providers has resulted in solu­
tions to the problem of provider claims being suspended because of system er­
rors. Department data show that at least 96 percent of providers' claims are 
now paid within 30 days. 
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RECOMMENDATIONS 

In our opinion, the public-private service delivery system is not working well. 
The state and private providers must cooperate to provide services to vulner­
able citizens. To be sure, providers share responsibility for the deteriorating 
relationship. But ultimate responsibility rests on the state to develop and 
maintain a service delivery system that works efficiently and effectively. To 
that end, we recommend: 

• The Department of Human Services needs to identify ways of making 
the current public-private service delivery system operate more 
smoothly. 

• State reimbursement policy should be clarified and communicated 
consistently to department staff, providers, residents, and advocates. 

Providers should be able to predict the financial results of their business deci­
sions from one year to the next. Clarifying the "rules of the game" will help 
the reimbursement system to operate more smoothly, and should remove 
some important reasons for conflict. 

However, the poor relationship between DHS staff and providers has existed 
for some years, and attitudes of distrust and hostility may persist. We recom­
mend: 

• The department should consider consulting with the Department of 
Administration, Management Analysis Division, for help in 
improving working relationships. 

Finally, while it is essential that the ICFIMR system operate as a partnership, 
we also recommend: 

• The department should maintain a strong position in regulating the 
ICF/MR industry. The department has done a good job of containing 
costs, and they should continue to do so, but under a more clear and 
consistent set of policy goals. 

Some of the changes we suggest will require reordering spending priorities 
within DHS and may require additional expenditures by the state. The De­
partment of Human Services, like other state agencies, faces difficult budget­
ing decisions. Nevertheless, we think that spending for improved regulation 
and provider training will be cost effective in the long run, as less will need to 
be spent on auditing and appeals. 



 



INTRODUCTION 

Most ICFs/MR 
are privately 
owned and 
publicly funded. 

The 1980s brought a growing conviction that individuals with develop­
mental disabilities function best in a homelike, community setting, 
rather than an institution. The Welsch v. Gardebring suit, which was 

filed in 1972 as Welsch v. Liken and was settled in 1987, resulted in a decree 
which required the Department of Human Services to reduce the mentally re­
tarded population in state hospitals by 30 percent. As a result, Minnesota saw 
the development of privately run alternatives to large public institutions and 
the steady deinstitutionalization of residents to community settings. 

In Minnesota, the most widely used community alternative is the Intermediate 
Care Facility for the Mentally Retarded (ICF/MR). Currently most Minne­
sota ICFs/MR are privately owned, but supported primarily through Medicaid 
reimbursement. The Department of Human Services (DHS) administers the 
rule (Rule 53) and the process by which ICF/MR owners are reimbursed for 
the services they provide the state.1 

DHS developed Rule 53, which took effect in 1984, in response to legislative 
concerns about rising ICF/MR costs and a 1983 legislative audit study which 
documented the weaknesses in the previous rule, Rule 52.2 The department 
greatly strengthened cost containment measures in the new rule. 

ICF/MR providers have expressed growing concerns about how the Depart­
ment of Human Services has interpreted and administered Rule 53 since it 
took effect. Many providers claim that they will be unable to continue provid­
ing ICF/MR services because reimbursement is unpredictable. In April 1990 
the Legislative Audit Commission directed us to investigate providers' com- . 
plaints that the department was not paying for services in a fair and consistent 
manner. To do so, we asked the following questions: 

• How does the Department of Human Services reimburse ICFIMR 
owners and monitor the appropriateness of their payment claims and 
expenditure reports? How has the reimbursement system changed in 
recent years? 

1 Minn. Rules Ch. 9553.0010 to 9553.0080. 

2 Office of the Legislative Auditor, Evaluation of Community Residential Programs for Mentally Retarded 
Persons (St. Paul, 1983). 
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• Is Rule 53 clear, reasonable, and enforceable? Is the rule flexible 
enough to accommodate providers' cost changes in a timely manner? 

• Does the Department of Human Services administer Rule 53 in an 
efficient and consistent manner? Do DHS staff interpret the rule 
consistently and reasonably? Are appeals resolved in a timely 
manner? Does the department's billing system operate efficiently 
and are error-free claims paid promptly? Is there adequate 
coordination among the various DHS divisions that work with 
ICFs!MR? 

To answer these questions we used several methods. We surveyed providers 
to identify their major complaints. We then selected five "problem cases" so 
that we could study the most common types of complaints in more depth. We 
also used data maintained by the Appeals and Audit Divisions, examined de­
partment files, and interviewed providers and DHS staff. 

Overall, we found that: 

• While Rule '53 is generally an effective tool for controlling ICF!MR 
costs, some parts of the rule are unclear or unreasonable. 

• The relationship between DHS and providers is strained to the point 
that it may threaten the smooth delivery of services to ICF/MR clients. 

• Aside from the goal of cost control, DHS's administration of Rule 53 
lacks clear policy direction. 

We acknowledge both the importance of regulating the ICFIMR industry and 
the difficulties inherent in regulation. DHS staff have tried to resolve a num­
ber of problems which the reimbursement system has created for providers. 
For example, the department amended the rule for a provider who suffered 
unanticipated financial consequences while adapting a facility to care for resi­
dents with more serious needs. The department is successfully correcting 
problems in the long-term care billing system, as well. However, serious prob­
lems remain, which DHS, as a state agency, is responsible for addressing and, 
if possible, solving. For their part, providers must work within the system de­
veloped by state and federal regulators. Moreover, providers must bear some 
responsibility for encouraging a businesslike relationship with the department. 

Chapter 1 reports ICF/MR history and development in Minnesota. Chapter 2 
examines strengths and weaknesses in the reimbursement rule. In Chapter 3, 
we analyze the Department of Human Services' administration of Rule 53, 
particularly those areas of most concern to providers. 



BACKGROUND 
Chapter 1 

ICFs/MR 
depend on 
Medicaid funds. 

The number of privately owned Intermediate Care Facilities for the Men­
tally Retarded (ICFsJMR) in Minnesota grew dramatically after the 
mid-1970s, particularly since 1977, when small facilities (under 16 beds) 

became an optional service reimbursable under Medicaid.1 Substantial in­
creases in both the number and the cost to the state of ICFIMR facilities 
prompted the 1983 Legislature to: (1) enact a moratorium on the develop­
ment of new ICFJMR beds, and (2) require the Department of Human Ser­
vices to develop a new reimbursement rule emphasizing cost containment. 

In this chapter we describe the ICFIMR industry in Minnesota and the histori­
cal context in which the department developed Rule 53. Our discussion re­
volves around four major questions: 

• How did the ICF/MR industry develop in Minnesota? How is the 
industry changing? 

• What changes in the reimbursement system have been made in recent 
years? What triggered these changes and what was their purpose? 

• How does DHS reimburse ICFIMR costs and monitor the 
appropriateness of payment claims and expenditure reports? 

• What further changes does the department anticipate making in the 
reimbursement system? 

THE ICF/MR INDUSTRY IN MINNESOTA 

For at least 30 years, the number of mentally retarded state hospital residents 
has been declining due to several factors identified in our 1986 study of 
deinstitutionalization.2 At the same time, the number ofICF/MR facilities in 
Minnesota has grown dramatically. ICFs/MR have increased from just six be­
fore 1970 to about 300 in 1990.3 Several factors stimulated this rapid growth: 

1 Department of Human Setvices, Assessment of the Impact of the ICFIMR Moratorium (St. Paul, 1988), 2. 

2 Office of the Legislative Auditor, Deinstitutionalization of Mentally Retarckd People (St. Paul, 1986). 

3 We could not determine the exact number oflCFslMR because of receiverships and inconsistent re­
cord keeping among DHS divisions. 
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• On a national level, professionals in the field of mental retardation 
increasingly assert that even severely developmentally disabled 
individuals are best served in a community, rather than an institutional, 
setting. 

• In 1971, the Legislature required Minnesota school districts to provide 
special education programs, which enabled many families to keep their 
children in the community. 

• Beginning in 1971, federal money became available under the 
Medicaid program to fund ICFslMR. In 1977, Medicaid funding 
became available for smaller homes (fewer than 16 residents) than had 
previously been developed. 

• The Welsch decree required the Department of Human Services to 
reduce the state hospital population and encourage the development 
of community services. 

The Welsch case was brought by parents of mentally retarded youngsters con­
cerned about the quality of care in state hospitals. A consent decree was is­
sued in 1977 which clarified staffing and program requirements specifically at 
Cambridge State Hospital. A new consent decree was negotiated in 1980 
which required the Department of Human Services to reduce the mentally re­
tarded population in state hospitals by 30 percent. The mentally retarded pop­
ulation in state hospitals had been declining by an average of 5.3 percent 
annually since 1972, which helped the department meet this goal. Moreover, 
the department adopted a strategy of expanding the state's community ser­
vices to further speed the discharge of residents from state hospitals.4 

Currently, about 54 percent of the approximately 300 ICFIMR facilities in 
Minnesota are for-profit organizations and about 46 percent are not-for­
profit.5 Facilities range in size from four to 105 beds. As Table 1.1 shows, 
about half the facilities are medium-sized and contain 44 percent of the total 
beds. Approximately 81 percent of facilities belong to parent companies own­
ing from 2 to 35 homes each, and the remaining facilities are independently 
owned. In total, this amounts to over 4,000 ICFIMR beds across the state. li 

In 1982 the Legislative Audit Commission, concerned about the growing cost 
of ICFs/MR and the lack of alternatives available, directed our office to study 
community programs for the developmentally disabled.7 Our findings that 
ICF/MR development and costs were increasing rapidly prompted the 1983 

4 Legislative Auditor, Deinstitutionalization. 

5 Department of Human Services, Long-Term Care Management Division data base (July 26, 1990). 

6 This figure does not include regional treatment center beds. 

7 Legislative Auditor, Community Residential Programs. 



BACKGROUND 

DHSis 
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Table 1.1: Distribution of ICF/MR Beds and Size of 
Facility, 1990 

5 

Facilitv Size 
Percent of 
Facilities 

Percent 
of Beds 

Six or Fewer Beds 
More Than Six and Fewer Than 17 
More Than 16 Beds 

N = 302 facilities and 4,171 beds 

Source: Minnesota Department of Human Services. 

BTotal exceeds 100 percent due to rounding. 

34.8% 
51.7 
13.8 

100.3%a 

15.1% 
43.8 
41.1 

100.0% 

Legislature to place a moratorium on further ICFIMR development and to di­
rect the department to reduce the number of ICFIMR beds from 7,500 to 
7,000 by 1986.8 The department began denyinV all requests for additional 
ICFIMR beds submitted after March 31,1983. By 1987, the total number of 
ICFIMR beds had decreased to 6,818 from 7,559 in 1983.10 

The 1989 Legislature directed the Department of Human Services to further 
reduce the nuniber of mentally retarded residents in the state hospitals, now 
called regional treatment centers, to 350 by 1998 and 254 by 1999.11 In re­
sponse, the department is developing state-operated, community-based 
homes (SaCS), staffed primarily by former regional treatment center staff, to 
serve approximately 50 percent of the remaining developmentally disabled 
persons in RTCs. The other 50 percent will be placed in privately owned 
ICFs/MR. Construction of the first state-operated residence, in Moose Lake, 
began in September 1990. Department staff told us that they anticipate hav­
ing six facilities under construction by winter 1990. The Legislature granted 
the department funding for 18 sacs, each with six or fewer beds, to be devel­
oped by the end of fiscal year 1991. 

The new state-owned community homes represent a break with the current 
strategy of depending primarily on private providers to develop and maintain 
group homes in the community.12 The private providers have two major ques­
tions about the sacs. First, they question whether the department will be 
able to follow Rule 53 requirements because union-negotiated salaries are 
higher in RTCs than in private facilities. In response, staff of the RTC Imple­
mentation Project, the division responsible for developing sacs, conceded 
that the wage differential is a serious concern with potentially severe ramifica-

8 Minn. Laws (1983), Ch. 312, Article 9. 
9 Department of Human Services, Assessment of the Impact of the ICFIMR Moratorium (January 1988), 4. 

10 Department of Human Services, Assessment of the Impact of the ICFIMR Moratorium, 5. 

11 Minn. Laws (1989), Ch. 282, Article 6. 

12 The only county-owned ICF/MR, Lake Owasso Residence, is slated for closure, and Ramsey County 
may decide to move residents to privately owned homes. 
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tions for the industry as a whole. The state must use current employees as 
much as possible and is bound by union contracts covering wages and benefits. 
However, RTC Implementation Project staff assured us that they are follow­
ing Rule 53 to develop the sacs cost reports, and they expect close scrutiny 
of their procedures from both the DHS Audit Division and private providers. 
The Audit Division observed that the estimated costs of sacs seem similar to 
the interim rates being set for new private development. This process also de­
serves careful oversight by the Legislature. 

Second, providers expressed the fear that the department would take over the 
ICFIMR industry in Minnesota. The likelihood of such an outcome is uncer­
tain. However, if the department were to take over ownership and manage­
ment of all ICFs/MR, the cost to the state would be prohibitive for the reason 
providers have already identified-the state's high labor costs. Moreover, 
such an outcome would require the Legislature to alter its current policy, 
which encourages public-private cooperation for provision of ICF!MR ser­
vices. For the forseeable future, the Department of Human Services and pri­
vate providers must work in partnership to meet the needs of Minnesota's 
developmentally disabled population. 

ICF/MR FUNDING mSTORY 

The major funding source for ICFs!MR is federal-state cost sharing through 
Medicaid. ICFs!MR depend almost entirely on Medicaid reimbursement, un­
like nursing homes, which have some private-pay patients. 

In fiscal year 1989, the cost to the state ofICFIMR services was $116.4 mil­
lion, about 9 percent of the total Medicaid cost.13 Figure 1.1 shows that the 
rate of increase in state ICFIMR expenditures has slowed considerably since 
1984, when Rule 53 took effect. In other words, the department has 
successfully curbed the dramatic cost increases which the state experienced 
under Rule 52. DHS is controlling overall costs despite pressures such as ris­
ing health care costs, inflation, the costs associated with downsizing large facil­
ities, and increasing resident needs and program requirements. The 
department has used a number of techniques to accomplish this goal, includ­
ing decertification of ICF!MR beds and the development of community alter­
natives to ICFs!MR. 

From 1973 to 1984, the department followed Rule 52 to determine ICFIMR 
per diem rates and reimbursements. Rule 52 was a prospective, cost-related 
rate-setting system. In other words, providers' per diem rates were estab­
lished for the coming year, based on allowable expenses from the past year 
plus estimates of future cost chan~es and an incentive factor. Providers com­
plained that Rule 52 was unclear. 4 Moreover, our 1983 study of community 
facilities found that Rule 52 had several weaknesses, particularly in the area of 

13 Department of Human Services, 1CFIMR and DT&H Costs in Minnesota (St. Paul, 1990). 

14 Department of Human Services, Report to the Minnesota Legislature on the Proposed Rate System for 
Payments to 11ltennediate Care. Facilities for Persons with Mental Retardation (St. Paul, 1989). 
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cost control.15 We recommended limiting interest expense and paying an earn­
ings allowance based on capital investment. We also recommended that ad­
ministrative costs be defined more clearly and capped. 

The department replaced Rule 52 in 1984 with a temporary Rule 53, which 
was modified and became permanent in 1986.16 Rule 53 contains several cost 
control measures, including the following: 

• When an asset, such as a facility, is sold, DRS continues to make 
Medicaid reimbursements based on the historical value of the asset. 

• Interest rates and administrative costs are capped. 

• Providers have incentives to renegotiate high interest loans. 

• Providers must make a 20 percent down payment when they acquire 
new capital assets. 

• Providers must maintain a funded depreciation account, which is to be 
used when the principal portion of the provider's mortgage payment 
increases. 

Under Rule 53, the state reimburses ICF/MR owners for expenditures after 
they have been incurred. The intent of this process is to keep costs from esca-

15 Legislative Auditor, Community Residential Programs. 

16 For the remainder of this report, when we refer to Rule 53, we mean the permanent rule. 
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lating rapidly. Payment rates, which are based on each facility's historical 
costs, place upper limits on the amount each provider can be reimbursed an­
nually. 

Other factors also function, directly or indirectly, to control ICF/MR cost in­
creases. First, DHS auditors stringently examine the appropriateness ("al_ 
lowability") of expenditures under Rule 53 and disallow those that they 
believe are inappropriate. Second, DHS retains control of funds under dis­
pute until desk audit appeals are settled. Third, DHS requires paybacks of 
costs that auditors disallow during field audits. Providers retain control of 
field audit paybacks until the appeal is resolved, but the finding can be used to 
lower future rates if it affects the cost report period currently being desk­
audited. Systems used by some other states-such as negotiating rates with 
providers or paying them on the basis of estimated future costs-fail to give 
the state as many methods for keeping costs under control. 

The 1988 Legislature authorized the department to institute a case-mix reim­
bursement rule for ICFs/MR, similar to the system currently applied to nurs­
ing home reimbursement.17 The case-mix approach is designed to direct 
resources to service areas where need is greatest. Under the plan, the Depart­
ment of Health would annually assess the service needs of each ICF/MR resi­
dent and classify clients by level of severity. DHS would reimburse ICF/MR 
providers based on the case-mix classification of residents in each of their facil­
ities.18 

The Department of Human Services was unable to implement the case-mix re­
imbursement system as planned in 1989, primarily because of industry opposi­
tion which surfaced during the public hearings. Department staff said that 
they still plan to put the rule into effect by 1992. Currently, a committee of 
about 40 DHS staff, providers, and other interested persons is meeting to re­
vise some parts of the proposed rule, and the department anticipates holding 
hearings in February 1991. 

METHODS 

We used several techniques to study the ICF/MR reimbursement system, in­
cluding interviews, file review, a provider survey, and case studies. We an­
swered some questions using data maintained by the Department of Human 
Services. For instance, the DHS Health Care Support Division maintains re­
cords of claims rejections, suspensions, and payments, from which we were 
able to determine how quickly providers' error-free claims are paid. 

We surveyed providers to identify perceived problems with Rule 53 and to 
gauge the prevalence of these problems. A copy of the survey with coded re­
sponses is in Appendix A Providers had told us about a number of issues 
which concerned them, and we wanted to know if these were equally trouble-

17 Minn. Stat. §256B.501. 

18 Department of Human Services, Report to the Minnesota Legislature on the Proposed Rate System. 
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some for the many providers we could not interview personally. Conse­
quently, the survey questions emphasized problems-again, from the perspec­
tive of providers, not DRS. 

We mailed 216 questionnaires to providers and received 182 responses. Our 
intent was to survey provider organizations and a cross-section of facilities 
across the state, rather than all individual facilities. The lists we obtained 
from the department and from the ICFIMR industry contained incomplete 
and sometimes conflicting information. As a result, we sometimes did not 
know whether an organization was independent or owned by a parent organi­
zation until the survey was returned. We sent a questionnaire to each pro­
vider on our mailing list, except that we sent only one form (1) if more than 
one ICFIMR was listed at one address or (2) if more than one home in the 
same geographic area was listed as belonging to one parent organization. 
Given our high response rate, we are confident that we heard from a large ma­
jority of all types of ICFsIMR, despite the inaccuracies of the original list. 

As shown in Table 1.2, two-thirds of our respondents were ICFIMR adminis­
trators. In some cases, providers used one survey form or copied the blank 
form to respond for all of their ICFIMR facilities, while others responded for 
only one of their two or more facilities. To ensure that each provider organiza­
tion had an equal opportunity to be heard, we weighted responses so that 
each provider organization was counted only once. 

Table 1.2: Provider Survey Respondents 

Provider Organizations 

Respondent Number Percent 

Administrator 68 66.0% 
Provider's Accountant 19 18.4 
Clerical Staff 6 5.8 
Program Director 5 4.9 
CPA Firm Staff .2 -A:J!. 

Total 103 100.0% 

Source: Office of the Legislative Auditor analysis of ICF/MR Provider Survey responses. 

In all, we heard from 103 provider organizations out of a total of about 128, 
which gave us a response rate of approximately 80 percent. 

Using the survey results to identify key issues, we selected several case studies 
for detailed examination. Case studies are particularly useful for explaining 
why a problem arose and how it developed.19 Case study methods allowed us 
to examine each issue in its context and from the point of view of all partici­
pants. Complaints cited frequently in provider survey responses were: 

19 Robert K. Yin, Case Study Research: Design and Methods, revised edition (Newbury Park, California: 
Sage Publications, Inc., 1989). 
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• The inflexibility of Rule 53 and its administration. 

• Communication problems between providers and DRS. 

• Unclear or inconsistent definitions of allowable costs under Rule 53. 

At least 25 percent of our survey respondents discussed each of these issues in 
open-end responses. As shown in Table 1.3, we conducted five case studies 
that illustrate these problems in various combinations. 

Table 1.3: Case Studies 

Problem 

Case 1 Class A to Class B conversion 

Case 2 Special needs rate exception 
and one-time rate adjust­
ment 

Case 3 Reclassification of costs 

Case 4 Reclassification of program 
costs 

Case 5 Interim rate for a new facility 

Issues 

Complexity, lack of flexibility in the 
process 

Lack of communication, cooperation 
to allow system to operate smoothly 

Poor relationship, inconsistency, no 
method to correct auditor errors 

Lack of communication, inconsis­
tency 

Rigidity of system, lack of method to 
correct DHS errors 

We interviewed providers, DRS staff who were involved in the cases, and 
other involved individuals, such as the providers' outside accountants or legal 
counsel, when appropriate. We also reviewed documents given to us by pro­
viders, as well as appropriate DRS files, usually desk audit or appeals files. 
Findings are used as examples throughout this report. Brief case study 
summaries follow in Chapters 2 and 3, and more detailed versions are con­
tained in Appendix B. 



THE REIMBURSEMENT 
RULE FOR ICFs/MR 
Chapter 2 

T
he current reimbursement rule for ICFsIMR, referred to as "Rule 53," 
became effective for the rate year beginning on October 1, 1986.1 Min­
nesota law requires the Commissioner of Human Services to establish 

procedures and rules for determining payment rates for care ofICFIMR resi­
dents.2 The approved rates must provide for the necessary costs of quality 
care for residents in efficiently and economically operated facilities and ser­
vices. In developing reimbursement procedures, the commissioner is directed 
to include: 

• cost containment measures; 

• limits on reimbursement for property, administrative, and new 
facilities' costs; 

• requirements that facilities use generally accepted accounting 
principles; 

• incentives to reward the accumulation of equity; 

• provisions for revaluation on sale for certain facilities; and 

• appeals procedures that satisij the requirements of the Medical 
Assistance statutes and rules. 

The commissioner is also directed to consider the recommendations con­
tained in the report on community residential programs for the mentally re­
tarded published by the Legislative Auditor in 1983. 

In analyzing the reimbursement rule for ICFsIMR, we asked: 

• Is Rule 53 clear, reasonable, and enforceable? 

1 Minn. Rules Ch. 9553.0010 to 9553.0080. 

2 Minn. Stat. §256B.501. 

3 Minn. Stat. §256B.50, Minn. Rules Ch. 9510.0500 to 9510.0890 and 9553.0010 to 9553.0080, and 12MCAR 
2.05301 to 2.05315 (temporary). 



12 

Rule 53 
governs the 
way providers 
are reimbursed. 

ADMINISTRATION OF REIMBURSEMENT TO ICFs/MR 

• Does Rule 53 give the Department of Human Services an appropriate 
amount of discretion in reimbursement? 

• Has Rule 53 placed appropriate constraints on ICF/MR costs? 

• Does Rule 53 include incentives for facilities to provide the proper 
level of care for clients? 

• Does Rule 53 enable DHS to accommodate providers' cost changes in 
a timely manner? 

Th determine how well Rule 53 fulfills the requirements contained in statute 
and how the rule works for providers and clients, we drew on a number of 
sources. We compared current Rule 53 to the changes we recommended in 
our 1983 report on Rule 52. We interviewed DHS staff, providers, client advo­
cates, and staff of the Attorney General's office. We analyzed the incentives 
included in Rule 53, and the language of the rule. And we surveyed providers 
to determine how well they understood the rule and how successful they were 
in working with the rule. 

PROVISIONS OF RULE 53 

Rule 53 governs most aspects of how ICFIMR providers are reimbursed for 
the costs of providing services to residents. The rule lays out a prospective 
payment system, in which the rate to be paid this year is based on last year's al­
lowable costs, plus inflation. Allowable costs, as well as some specific non­
allowable costs, are defined within the rule. 

Costs are divided into several categories: 

• ''Program costs" are the direct costs of resident care. They include 
salaries of program staff, supplies, staff training, resident vacations, 
facility vehicles, and other costs associated directly with providing 
services to residents. 

• "Maintenance operating costs" include dietary, laundry, 
housekeeping, and plant operations costs. These are capped at their 
previous year's level plus an inflation factor. 

• "Administrative operating costs" are, in general, those costs of 
operating the facility which are not directly related to resident care. 
They include compensation for top management, clerical, and 
accounting staff, business office functions, general supplies, and others. 
Administrative costs are also capped at last year's level plus inflation. 
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• "Payroll and fringe benefits costs" are reported in a separate section 
of the cost report and then allocated to appropriate categories by 
DHS. 

• ''Property-related costs" are depreciation, capital debt interest 
expense, rental and lease payments, and payments in lieu of real estate 
taxes. 

• "Special operating costs" include real estate taxes, license fees, 
insurance, and others. Real estate taxes, special assessments, and real 
estate and professional liability insurance are reimbursed based on 
current year costs. 

In addition to defining cost categories, Rule 53 governs how rates are deter­
mined, how providers must report their costs, and how providers may receive 
increases in their per diem rates outside of regular rate-setting procedures. 

There are several methods by which providers may receive increased rates­
the one-time rate adjustment, the special needs rate exception, and the life 
safety code adjustment. The one-time rate adjustment can be used in only a 
few specific situations: 

1. When the Department of Health has issued an order to correct a health­
related deficiency; 

2. When the federal government has issued a deficiency order regarding the 
number or type of program staff; 

3. When the Commissioner of DHS has determined that a need exists 
based on a determination or redetermination of need plan; or 

4. When the Commissioner has approved a facili~'s plan to convert at least 
50 percent of its beds from Class A to Class B. 

The facility must also document that it cannot meet the need by reallocating 
resources or through a special needs rate exception. A one-time rate adjust­
ment is available to a facility only once every three years. 

The special needs rate exception is defined in Rule 186,5 but is sometimes 
used when a facility's rate under Rule 53 is inadequate for a particular client. 
The special needs rate exception is designed to fund short-term special needs 
of individual clients. The special needs are generally related to either a behav­
ior problem or medical condition of a specific client. Special needs funds are 
used to pay for additional staff or equipment during the time the behavior 
problem is being corrected or the medical problem is being treated. In addi­
tion, the condition must be one that would result in the client being returned 

4 Qass A beds are for use by residents who are capable of self-preservation in an emergency and who are 
ambulatory. Class B beds are for residents, ambulatory or not, who are incapable of self-preservation. The 
per diem rate for Class B beds is generally higher than for Class A beds. 

5 Minn. Rules Ch. 9510.1020-9510.1140. 
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to or kept in a regional treatment center if not corrected. Special needs rate 
exceptions are only granted after all other funding sources or alternatives 
have been exhausted. 

The life safety code adjustment is available when the state fire marshall has is­
sued a statement of deficiencies. The adjustment may be used for facilities 
with 16 or fewer beds, when modifying physical plant or adding depreciable 
equipment has been found to be the best method to correct the deficiencies. 
Again, all other funding alternatives must be used before the life safety code 
adjustment can be granted. 

CLARITY AND ENFORCEABILITY OF 
RULE 53 

In order for the reimbursement rule to achieve its purposes of fairly and eco­
nomically paying for services the state has agreed to purchase, it must be 
clear, reasonable, and enforceable. Both providers and DRS staff must be 
able to understand the "rules of the game" so they can operate efficiently. In 
addition, if rules are unclear, it is more difficult to hold providers accountable 
when the rules are broken. 

We found: 

• Certain portions of Rule 53 are not clear or reasonable. This is 
confusing to providers and inhibits the department's ability to 
enforce the rule. 

Perhaps the most problematic area of Rule 53 is the allocation of costs be­
tween program and administrative categories. Rule 53 treats "program" costs 
differently from "administrative" costs. Under the rule, "program" refers to 
functions and activities that contribute directly to the care of residents, while 
"administration" means the more general activities of running any business. 
As noted earlier, administrative costs are limited to the lesser of last year's lev­
els or an industry median, plus inflation, while program costs are not limited. 
Providers therefore have an incentive to place as many costs as possible into 
the program category. 

Our 1983 report recommended that "administrative costs" should be more 
clearly defined. We suggested that clarifying the category would enable the 
department to reduce its efforts to review those costs. In our current study, 
we found: 

• After seven years, "administrative costs" are still not clearly defined 
in the rule. 

The department and providers have worked to clarify the meaning, but have 
so far been unsuccessful. As a result, even more effort is expended now than 
in 1983 reviewing these costs and processing appeals arising from the lack of 
clarity. We discuss this issue in more detail in Chapter 3. 
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Other parts of Rule 53 are similarly open to disagreement between the depart­
ment and providers. A frequent source of appeals is the requirement for time 
and attendance records and time distribution records for employees of 
ICFs/MR. The rule is clear in requiring that payroll records for each facility 
must show the amount paid and days and hours worked for every employee. 
Disputes arise, however, over what constitutes adequate records of days and 
hours worked. Time distribution records are required for employees who 
work in more than one facility, or who perform multiple duties. Again, dis­
agreements arise over what constitutes adequate records. Rule 53 says, for ex­
ample, that providers may estimate the time spent in various activities by using 
"a statistically valid method." One provider used a statistical method, and 
hired an accounting firm to confirm its validity. Nevertheless, department au­
ditors disallowed the costs that had been allocated, because they felt the 
method was not valid. The provider is unclear as to what was done incorrectly. 

One particular component of the rule has given rise to civil and, in some in­
stances, even criminal cases against some ICF/MR providers. Rule 53 cur­
rently permits purchases from a related organization if that organization's 
sales to non-related organizations constitute at least 50 percent of its total an­
nual sales of comparable goods or services. If the 50 percent test is not met, 
the provider must report the cost, rather than the retail price, of the goods or 
services. The Attorney General cites this as a difficult provision to enforce, 
and open to misuse by providers. The provision is difficult to enforce because 
it is hard to determine exactly what portion of a company's sales is to non-re­
lated parties. At times providers buying goods or services from related enti­
ties may have paid too much or purchased unnecessary items, to their 
personal gain. The Attorney General would prefer that all related party trans­
actions be disallowed. 

COST CONTAINMENT MEASURES 

In our 1983 study, we found that the reimbursement rule, and the 
department's administration of the rule, did not adequately control costs in 
ICFs/MR. Our report included a number of recommendations designed to im­
prove cost control. We recommended that: 

• The rule should limit interest expense by setting a maximum rate 
which will be reimbursed, or by paying interest only on debt which 
does not exceed the value of the facility's fIxed assets. 

• The rule should pay an earnings allowance based on capital 
investment. 

• The rule should tie any further caps to administrative costs, rather 
than program costs. 
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• The rule should use a 96 percent occupancy factor, or 85 to 90 percent 
for facilities with fewer than 11 beds, to encourage high occupancy 
rates. 

• Leases should be defined using Generally Accepted Accounting 
Principles (GAAP). 

These recommendations have largely been included in Rule 53. We found 
that: 

• Rule 53 does include the necessary provisions to be a strong cost 
containment tool. 

The reimbursable interest rate is limited to 16 percent, or less in some circum­
stances. In addition, interest expense is allowable only for capital debt which 
does not exceed 80 percent of the cost of the particular asset or, together with 
all other capital debt, does not exceed the historical capital cost of all of the 
facility's assets. 

In 1983 we found that some facilities had debt which exceeded the value of 
their assets. Our study showed that providers that reduced debt and invested 
additional capital in their facilities would achieve improved cash flow. We rec­
ommended that the reimbursement rule should pay an earnings allowance 
based on capital investment, which would reward and encourage such invest­
ment. Rule 53 includes a reward for capital investment, called the "capital 
debt reduction allowance," although DRS staff told us that the provision was 
not intended to provide a return on investment. The allowance is a fixed dol­
lar amount which increases in increments as the percent of equity increases. 
This scheme produces less incentive to invest for newer or more expensive fa­
cilities than for older or less expensive ones, as the example in Table 2.1 illus­
trates. 

Table 2.1: Capital Debt Reduction Allowance Example 

Historical 
Debt 

Facility A $100,000 
Facility B 200,000 

Administrative 
costs are 
capped under 
Rule 53. 

Allowance 
Per 

Percent Resident Resident Total Allowance! 
Equity Equity ~ Days Allowance Equity 

$25,000 25% $.50 5,250 $2,625 10.50% 
50,000 25 .50 5,250 2,625 5.25 

Several other features of Rule 53 are designed to contain costs and improve 
accountability. We have already noted that administrative costs are capped, 
while program costs remain uncapped. Also, certain factors in the rule reward 
facilities for maintaining a high level of occupancy. This increases economy, 
as fIXed costs are spread over a larger number of residents. And, finally, leases 
are defined in Rule 53 to coincide with the definitions in Generally Accepted 
Accounting Principles (GAAP). Using the GAAP definitions helps to protect 
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the state from paying too much in interest and depreciation costs if the facility 
is sold. 

INCENT1VES FOR APPROPRIATE LEVELS 
OF RESIDENT CARE 

Rule 53 contains an "efficiency incentive" which is designed to control spend­
ing on administration and maintenance, while encouraging spending at or 
above historical levels for program activities. If a facility's total operating 
costs in the reporting year are less than the cost limits included in the rule, the 
provider may be paid up to the limit of $2 per resident day. However, if pro­
gram spending is below the rule's limit on program costs, the efficiency pay­
ment is cancelled. We found: 

• The efficiency incentive is of limited usefulness in encouraging 
spending for resident care. 

First, providers must spend money "up front" for increases in patient care and 
the dollars spent may eventually be added to their future per diem. Providers 
may be reluctant to incur the costs in the first place, however, because the re­
imbursement system will always lag one year behind, so a provider will never 
recover the first year's increase in expenditures. Second, any efficiency incen­
tive which a facility has received must be used to correct deficiencies before a 
one-time rate adjustment or a special needs rate exception can be granted. 
Therefore, providers have little assurance that, once earned, the efficiency in­
centive will be available in the future. 

Established ICFs/MR may not be designed to meet the more challenging 
needs of former RTC patients. Rule 53 addresses this problem by allowing for 
Class A to Class B conversions of beds. Figure 2.1 shows a case study which il­
lustrates the difficulties some providers have encountered when they tried to 
convert beds in their facilities to serve more disabled residents. As in the case 
of the efficiency incentive, providers find that they must spend their own 
money during the conversion process. If their preliminary estimates of costs 
are inaccurate, they may not recover those funds when their per diem rate is 
calculated. 

ABILITY TO ACCOMMODATE COST 
CHANGES 

Providers' costs may at times change due to circumstances beyond their con­
trol. However, we found that: 

• There is no provision in Rule 53 to accommodate most cost increases 
that are outside of the provider's control. 
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Figure 2.1: Case 1 - Class A to Class B Conversion 

Case 1 involves a 12-bed facility in Crow Wing County operated by a very 
large, nonprofit provider. The issue in this case is the process of converting 
beds from Class A to Class B. Class A beds are licensed for people who are 
capable of self-preservation in an emergency. Class B beds are for people 
who are unable to take appropriate action for self-preservation. It is often nec­
essary to convert to Class B in order to create a community placement for for­
mer RTC residents, and the per diem for Class B beds is generally higher than 
for Class A. This case illustrates the lack of flexibility and the complexity of 
this conversion process. 

Late in 1984 the provider was asked by its county to consider converting a fa­
cility from Class A to Class B. The county was attempting to plan for discharg­
ing residents from a regional treatment center to the community. The provider 
and the county agreed that the facility should be remodeled to accomodate 
both Class B and Class A residents. The provider planned to admit six Class 
B residents from the RTC by March 31, 1986. The provider had secured 
$70,000 financing from the Minnesota Housing Finance Corporation. 

In August 1986 the Department of Human Services set the interim payment 
rate at $91 .. 62. The effective date for the rate would be either the date the De­
partment of Health licensed the Class B beds or the date when the Class B 
beds were occupied by appropriate residents, whichever was later. In Janu­
ary 1987, the Class B beds still had not been filled. Two Class A residents had 
not been moved to the community because the county had been unable to lo­
cate services for them and an RTC resident was still being held there under 
her doctor's orders. Remodeling had been completed and additional staff em­
ployed at the facility by that time. 

In 1987 the provider converted another Class A facility to Class B. By mid-
1990, the provider reported that it had incurred over $93,000 in unreimbursed 
expenses for these two facilities. DHS amended Rule 53 to allow providers to 
receive the higher rate as soon as 60 percent of new Class B beds are occu­
pied. The provider has asked the department to repay the remaining un­
reimbursed costs, but the department is prevented by Rule 53 from granting 
any further relief to the provider. 

The issues in this case arise from two sources. First, Rule 53 operates to 
make a conversion from Class A to Class B difficult and expensive for the pro­
vider. The provider must spend its own resources preparing for the conver­
sion, but must rely on the county and others for the process to go forward. 
The second cause of difficulties in this case is inadequate planning by the 
county. It was the county's responsibility to arrange for alternative services 
for ICF/MR residents, so that their beds could be freed for use by RTC resi­
dents. Because the county was not prepared to arrange for community ser­
vices for its clients, the entire process was delayed, and the provider incurred 
additional, unnecessary expenses. 

Important examples of such costs are liability insurance and workers' compen­
sation insurance. When these costs increase the provider must pay for them 
for up to 21 months, after which the increased cost will be reflected in a new 
per diem rate. But the new per diem rate will only allow the provider to re­
cover the increased cost in the future; it will not retroactively reimburse the 
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Rule 53 should 
be flexible, yet 
reasonably 
consistent. 

provider for the increased cost paid out while the old per diem rate was in ef­
fect. 

Program costs may change either for the facility as a whole, or for an individ­
ual client. Under certain circumstances (described earlier) the provider may 
apply for either a one-time rate adjustment or a special needs rate exception 
when program costs increase. Both of these involve lengthy application and 
approval processes. Case study number 2, described in Figure 2.2, illustrates 
the problems and delays that are sometimes encountered by providers at­
tempting to receive one of these rate increases. The provider in that case has 
waited over 18 months for permanent funding to meet residents' increased 
needs. 

Program costs may also change if personnel costs increase, either because 
more highly-qualified staff are needed, or because higher wages are de­
manded. In the first case, either the one-time rate adjustment or the special 
needs exception may be appropriate. There is no provision for meeting 

increased wage costs which are due to a change in the local labor market. We 
are concerned that: 

• The inability to meet program cost increases may directly affect the 
quality of care residents receive. 

Some providers may respond by not making needed improvements in 
residents' programs, or by not hiring adequate staff. Other providers may at­
tempt to make the improvements or hire the staff. However, some may be un­
able to sustain that level of spending, with the potential result that they will 
have to go out of business, perhaps forcing residents to leave their homes. 

The proposed case-mix reimbursement system should help when program 
costs increase because residents' needs change. However, that system will not 
address changes in other factors, such as wages, that may affect program costs. 

APPROPRIATE DISCRETION IN 
REIMBURSEMENT 

The department should have enough flexibility to meet exceptional circum­
stances that may arise for individual providers, or for the industry as a whole. 
On the other hand, discretion should be limited so that reimbursement deci­
sions are reasonably consistent from year to year and provider to provider. 
We found that: 

• Rule 53 does not always provide for an appropriate level of discretion. 
The rule is sometimes interpreted narrowly and other times broadly. 
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Figure 2.2: Case 2 - Special Needs Rate Exception 
and One-Time Rate Adjustment 

Case 2 involves a facility located in Olmsted county, one of four six-bed 
ICFs/MR operated by a nonprofit provider. The problem in this case involves 
the steps for obtaining special needs rate exceptions and one-time rate adjust­
ments. The case highlights the lack of communication and cooperation to 
help the ICF/MR system operate smoothly. 

The facility's March 1989 inspection by the Department of Health showed that 
adequate staff were not always available to help evacuate residents in an 
emergency. The provider proposed to apply for a special needs rate excep­
tion for one resident and to initiate a redetermination of need with the county 
to address the changing needs of aging residents. 

In June, when the provider began the rate exception process, additional staff 
had already been hired. Special needs funds were approved by DHS on Au­
gust 4, for the period July 12 to January 12, 1990. The approval required the 
provider to apply for a one-time rate adjustment. 

In October the provider applied for a one-time rate adjustment. The county 
granted approval but DHS did not. As a result, the provider informed the 
county on January 29, 1990 that the special needs client would be discharged 
to an RTC. On January 31 the department authorized a 90-day extension of 
special needs funding, effective January 13, and on March 22 the rate adjust­
ment request was reviewed by a DHS committee. The committee did not act 
on the rate adjustment, but again directed the provider to apply for an exten­
sion of special needs funding. 

The previous special needs extension had expired on April 11. On July 18 
DHS approved the extension for the period April 12 to October 12, 1990. The 
provider must apply for extensions in October 1990 and January 1991. 

Between July 1989 and July 1990 the provider operated for 206 days without 
knowing if it would be reimbursed. During that time, the provider says, it 
made repeated phone calls to DHS staff, but many calls were not returned. 

Long Term Care Management Division staff explained that approval for special 
needs was delayed, in part, because the county or the provider did not supply 
needed information in a timely manner. In addition, when the provider re­
quested the rate adjustment, Developmental Disabilities Division staff had 
been considering an A to B conversion for the facility and would not approve 
a rate adjustment until long-term planning was completed. Division staff con­
cede that they may not have made the provider or Long Term Care Division 
staff fully aware of the reasons for not approving the rate adjustment. 

Most of the problems in this case were caused by lack of communication and 
coordination. We were told by developmental disabilities staff that they con­
sider this a good provider. There was no dispute over whether the clients in­
volved actually needed the additional services. It would have been in the best 
interests of the clients, the provider, and the state to give the provider the infor­
mation and assistance it needed to complete the application processes 
sooner. 
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Audit decisions 
are not always 
consistent. 

Because Rule 53 is vague in some parts, the department may sometimes have 
too much discretion. Different auditors often make different decisions on the 
same issue from year to year. One example is case study number 3, described 
in Figure 2.3, in which nursing salaries were disallowed in 1989, because the 
auditor assumed that the provider could not allocate the costs appropriately. 

Figure 2.3: Case 3 - Reclassification of Costs 

Case 3 involves a 12-bed facility in Sherburne county and a 6-bed facility in 
Ramsey county. The for-profit provider also operates two other 6-bed 
ICFs/MR and other services. The problem in this case is reclassification of 
nurses' wages from the program to the administrative category. The case 
shows the lack of trust between DHS staff and providers, exacerbated by lack 
of communication and inconsistency on the part of DHS auditors. 

In June 1989 a DHS auditor requested additional information about administra­
tive salaries included in the provider's 1988 cost reports. The provider ex­
plained that facility directors' wages could not be attributed to particular 
homes because each director is responsible for more than one home. Facility 
directors' salaries are included with central office costs and allocated among 
all operations. 

The facility received its rate notice in September 1989, and found that nursing 
wages had been transferred from the program to the administrative cost cate­
gory. The provider learned that the auditor had assumed that wages for 
nurses, who also serve more than one facility, could not be allocated because 
facility director salaries could not. Because the provider was already at the 
limit for administrative costs, the entire cost of nursing salaries was effectively 
disallowed. 

The provider appealed in October 1989, and was informed that the appeal 
would not be expedited because the issue was shared by other providers. 
The appeal over last year's disallowance has still not been resolved, although 
the same salaries were allowed this year. Until the appeal is resolved, the pro­
vider will not have use of about $10,000 to which it may be entitled. 

The provider asserts that "the assumption which (the auditor) made is com­
pletely wrong." Facility directors are full-time, salaried employees who often 
perform work that applies to more than one facility. The facility nurse position 
is a part-time, hourly job. Nurses maintain time records which identify the facil­
ities they have worked in. The provider believes that the issue could have 
been avoided if the auditor had asked during the audit for an explanation of 
the way nursing wages were recorded. 

The DHS auditor Involved informed us that his work had been reviewed by a 
more senior auditor, who told the desk auditor to reclassify and allocate the 
nursing wages. The reclassification occurred late in August, which the desk 
auditor told us was too late in the audit cycle for him to request backup docu­
mentation from the provider. 

It Is unclear whether the reclassification of nursing wages was an error. Never­
theless, some problems exist in the way the matter was handled. First, audi­
tors should not "assume" that a provider has done something wrong without 
asking for clarification. Second, it should never be too late in the audit cycle 
to ask for clarification. Finally, the fact that the nursing wages disallowed last 
year were allowed this year indicates that audits are sometimes conducted in­
consistently. 
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In 1990 the same costs were allowed. In the Appeals Division, the director 
has sole discretion over the resolution of appeals, and determines which ap­
peals will go through an expedited process (explained more fully in Chapter 
3). Providers are often told that, although their appeal fits within the expe­
dited guidelines, the department chooses not to use that process. 

On the other hand, some parts of the rule are interpreted very narrowly. For 
example, Rule 53 does not contain an explicit provision for correcting errors 
made during the desk audit process, once rate letters have been sent. The de­
partment has interpreted this to mean that they may not make such correc­
tions, even in cases where the error is a simple mathmatical one. 

RECOMMENDATIONS 

We found that Rule 53 generally includes adequate controls and incentives de­
signed to keep costs of ICFs/MR to a minimum. However, the rule includes 
some incentives that may not have the intended effect on providers, and in 
other cases the rule lacks needed incentives to provide quality care to resi­
dents. 

In order to improve the incentive for providers to invest in their property, we 
recommend: 

• The earnings allowance should be changed to a percent of equity, 
rather than a fixed dollar amount. 

Because investment per bed is already limited, this should not result in un­
necessary spending on property. The incentive could be defined so as to cost 
no more than the current incentive, and interest costs for the state will decline 
as equity increases. 

The state has made commitments to two groups-citizens with mental retarda­
tion and providers of ICF/MR services for those citizens. The state has 
agreed to provide retarded citizens appropriate care in the least restrictive en­
vironment possible and to purchase the services necessary for that care from 
providers. In order to meet those commitments, we recommend that: 

• A method for reimbursing providers for legitimate expenses above 
their per diems should be added to the rule. 

The current special needs and one-time rate adjustment processes may dis­
courage providers from taking more difficult clients or upgrading services 
when they should. There is also no mechanism to reimburse providers when 
administrative expenses, such as insurance costs, legitimately increase. The 
department has worked to make Rule 53 a cost containment rule, and that 
work should not be eroded. Costs which would be eligible to be reimbursed 
outside of the rates would need to be limited and carefully scrutinized. But 
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we think the effort is necessary if the state is to continue to honor its commit­
ment to residents of ICFs/MR and to their care providers. 

• The efficiency incentive, once earned by a facility, should only be 
recaptured by the state in a few circumstances. 

For example, providers who failed td maintain their physical plants properly 
should be expected to use efficiency incentives to pay for needed repairs. Sim­
ilarly, if residents' skills deteriorated because the provider was neglecting their 
care, the state should not pay for additional staff. 

Finally, certain parts of Rule 53 are unclear and have consistently led to disal­
lowances and rate appeals. Clarity may be improved either administratively or 
through rule change. We discuss the needed improvements in Chapter 3. 
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W:
ile we found some weaknesses in Rule 53, as we discussed in Chap­

ter 2, the source of most provider complaints about the ICFIMR re­
imbursement system is the way the various divisions of the 

Department of Human Services administer the rule. During the course of our 
study, we conducted numerous interviews with DHS staff, providers and their 
representatives, and advocates for people with mental retardation. We asked 
these questions: 

• How does the reimbursement process operate? What procedures do 
providers, DHS staff, and others follow? 

• Overall, how smoothly does the system operate? What are the 
problem areas? How are problems solved when they arise? 

In this chapter, we discuss how the different divisions within DHS administer 
the reimbursement system. We explain how the process works and the steps 
that providers go through to obtain reimbursement. Next, we discuss individu­
ally each DHS division that is part of the reimbursement system, describing 
the strengths and weaknesses we found in each division and suggesting 
changes that we believe would make the system more effective. Finally, we 
conclude that the current reimbursement system, while in need of improve­
ment, can be made to accomplish the goals of providing quality services to resi­
dents of ICFsIMR, while continuing to conserve state funds. 

THE REIMBURSEMENT PROCESS 

In our provider survey, 95 percent of respondents said that they had experi­
enced problems with Rule 53 during 1989. In citing examples, some providers 
mentioned DHS auditing procedures, appeals, or billing as sources of confu­
sion and conflict. In this section, we discuss the ICF/MR reimbursement pro­
cess and the agencies that administer reimbursements. Figure 3.1 shows the 
process used to establish reimbursement rates for ICF/MR providers. In gen­
eral, we found that: 
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Figure 3.1: The ICF/MR Reimbursement Process 
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• The ICF/MR reimbursement system is complex, and its 
administration involves several agencies and divisions within 
agencies. 

As we discussed in Chapter 2, state law directs the Commissioner of Human 
Services to establish rules for determining ICF/MR rates.1 The DHS Long­
Term Care Management Division sets policy for the department's administra­
tion of the rule and is the designated authority on rule interpretation. The 
division staffs the "Policy Center" which fields questions from providers about 
rule administration or policy. The Policy Center uses an answering machine 
which instructs callers to state their questions and related manual or rule cita­
tions, and which assures the caller that a written response will follow within 
five working days. In practice one DHS staff member handles most Policy 

1 Minn. Stat. §256.501, Subd. 3. 
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Center questions, sometimes after consulting with staff from other divisions, 
such as Audits or Provider Appeals. 

For each rate year ending December 31, every provider must complete a de­
tailed cost report, which must reach the DRS Audit Division by April 30 of 
the following year. Providers must report all ICFIMR costs, divided into cate­
gories such as program, maintenance, and administration. Sample pages of a 
cost report are shown in Appendix C. In addition, a provider must include a fi­
nancial statement and other supplemental information. 

Each cost report is then subjected to a desk audit at DRS. Initially, reviewers 
check for internal consistency, math errors, obvious coding errors, and com­
pleteness. If items are missing or inaccurate, the auditor asks the provider for 
the missing information or sends back the cost report. If the cost report is not 
complete by April 30 (or 21 days after Audit staff send a written request for 
more information), DRS can reduce the provider's rate by 20 percent until all 
correct information is supplied. The 20 percent reduction has seldom been 
applied, however. 

If the cost report is complete, the auditor follows desk audit procedures for 
additional checks. For example, auditors look for large changes in expendi­
tures since the previous year or for shifts in costs between categories. They 
also examine financial statements and supplemental information, such as time 
reports. Auditors sometimes move expenses from one category to another or 
disallow them altogether if, in their judgment, the costs seem to be misclassi­
fied. For example, they may decide that a provider has misclassified a salary as 
a program expense when it should be considered administrative. Disallowed 
costs are subtracted from cost report figures. 

The desk audit findings are reviewed by a senior auditor, who may suggest 
changes. The initial auditor makes those changes or corrections, and the se­
nior auditor reviews the findings again if the changes were significant. Desk 
auditors follow a check list and an audit manual, though staff told us, and the 
audit manual confirmed, that they must use a certain amount of judgment dur­
ing the desk audit process. 

Once the auditor has made adjustments to the cost report based on desk audit 
findings, the report is entered into a computer file. Rate-setting staff then 
generate each provider's per diem rate and send notices to the facilities in 
September for rates effective on October 1. Rates are based on historical 
costs and an annual cost-of-living increase, as we discussed in Chapter 2. 

DRS Audit Division staff also conduct field audits of some facilities. A field 
audit is less frequent and more detailed than a desk audit. It is defined in rule 
as an "on-site examination, verification, and review of the cost report, finan­
cial records, statistical records, and related supporting documentation of the 
provider or provider group.,,2 To complete a field audit, staff follow proce­
dures established by the Audit Division. DRS is required by federal Medicaid 
policy to complete field audits for 25 percent of ICF/MR facilities per year, 

2 Minn. Rules Ch. 9553.0020, Subp. 20. 
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and findings may be retroactive for up to four years. All items relating to 
costs reported on cost reports are subject to examination. 

If providers disagree with desk or field audit findings, they may submit written 
rate or audit appeals to the DHS Provider Appeals Division.3 The appeal 
must be filed within 60 days of receiving the rate notice or audit decision. Ap­
peals may be resolved in several ways. Some are informal, but the formal pro­
cesses are the expedited appeal process, which may be used for disputed 
amounts no larger than $100 per licensed bed, and, for contested cases, refer­
ral to the Office of Administrative Hearings, which makes recommendations 
to the commissioner regarding a resolution. The commissioner may choose to 
follow or not to follow the recommendation. 

The effect of adjustments on providers differs between desk and field audits. 
A desk audit adjustment could affect the provider's per diem (payment) rate 
for the coming year. DHS retains control of disputed desk audit dollars until 
the appeal is settled. In a field audit, on the other hand, the provider keeps 
the disputed amount until its appeal of the audit findings is settled. If auditors 
make adjustments based on field audit findings, they may require retroactive 
paybacks from providers (or the department may owe paybacks to providers). 

After rates are set, providers send monthly invoices that detail which clients 
resided in the facility, and for how many days, to the DHS Health Care 
Support Division. Staff of that division process providers' invoices and send 
checks for the amount equal to the provider's per diem rate multiplied by cli­
ent days. The billing system is computerized and requires accurate informa­
tion from both providers and the provider's county. County staff determine 
clients' Medicaid eligibility and place of residence. If either piece of informa­
tion is missing or inaccurate, the provider's invoice may be rejected or sus­
pended. 

The DHS Developmental Disabilities Division is responsible for ensuring that 
ICF/MR residents have appropriate program services. In particular, the divi­
sion is involved in determinations of need which enable facilities to receive 
special rates, such as one-time rate adjustments. Some providers and DHS 
staff told us that the division's program development role sometimes conflicts 
with the Audit Division's emphasis on cost control. At times, developmental 
disabilities staff require facilities to upgrade their services, but the facilities 
find that the costs they incur to do so may not be reimburseable according to 
Audit Division staff. 

The Department of Health is involved in the reimbursement process through 
its inspection of facilities for health, safety, and building code violations. For 
example, if a facility is cited for a "life safety" code violation, such as a need 
for more night staff or a sprinkler system, the facility may apply to the Com­
missioner of Human Services for an adjustment to its special operating cost 
payment rate. 

3 MilllL Rules Ch. 9553.0080. 
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Providers and DHS and Health Department staff alike mentioned the need to 
improve or simplify coordination among and within the agencies which are in­
volved with ICF/MR reimbursement. However, providers specifically com­
plained about unclear and inconsistent direction from the Department of 
Human Services. 

We evaluated the way the ICF!MR reimbursement process is administered by 
the Department of Human Services. We asked: 

• Does the Department of Human Services administer the ICFIMR 
reimbursement system so as to encourage the economical use of state 
resources? 

• Does the way the reimbursement system is administered help to 
ensure that quality programs and services are provided to people with 
mental retardation, as envisioned by the Legislature? 

Overall, we found: 

• The department does a good job of controlling costs, but pays less 
attention to the effects of cost controls on the quality or quantity of 
ICFIMR services available. 

In the following sections we discuss the Long Term Care Management, Audit, 
Provider Appeals, and Health Care Support Divisions individually, since most 
problems cited by providers concerned these divisions. 

THE LONG TERM CARE MANAGEMENT 
DIVISION 

The Long Term Care Management Division has several responsibilities with 
regard to ICFs!MR: 

• Develop, review, and analyze methods for reimbursing long term care 
services; 

• Analyze cost and program data to contain costs and improve services; 

• Develop rules and implement state and federal legislation; and 

• Coordinate and disseminate state long term care policy. 

While all DHS divisions with responsibilities for reimbursing ICFs/MR are at 
the same level of authority within the department, the Long Term Care Man­
agement Division has the position of coordinator. Staff of this division are re­
sponsible for developing, interpreting, and disseminating policy. When a 
question arises over the official interpretation of the rule, this division is 
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supposed to supply the answer. Since the rest of the reimbursement system 
depends on the policy and interpretations that emanate from the Long Term 
Care Management Division, the performance of its staff is critical. 

We reviewed the division's work agenda and asked: 

• Has the Long Term Care Management Division developed rules and 
policies that tend to contain costs and improve services? 

• Do staff within the division interpret policy consistently? 

• How well does the Long Term Care Management Division 
communicate its interpretation of Rule 53 and related policies to 
providers and to staff of other DHS divisions? 

Developing Policy and Rules 
It was clear from our interviews and written records that: 

• In general, the Long Term Care Management Division has developed 
Rule 53 as requested by the Legislature. 

The division was responsible for promulgating Rule 53 at the direction of the 
Legislature. Legislators were concerned about rapidly increasing costs in 
ICFsIMR, and directed the department to develop a reimbursement rule with 
stronger cost containment features. As we discussed in Chapter 2, Rule 53 is 
a strong cost-containment tool. 

The division is currently working to develop a case-mix reimbursement sys­
tem, as directed by the 1988 Legislature. A case-mix system would tie reim­
bursement more closely to the actual needs of individual residents of 
ICFs/MR, because reimbursement for program expenses would be based on 
the actual time needed to provide services for each resident. It has the poten­
tial to be a more fair system, from the perspective of providers. A provider 
under the current system who wishes to improve services must first spend the 
necessary money, and later apply for an increased rate. Under a case-mix sys­
tem, providers' rates could be updated whenever a resident's needs changed. 
A case-mix system also has the potential to be a better system for residents, as 
it can provide a financial incentive for providers to accept more difficult cli­
ents, and to provide all the services they need. Finally, a case-mix reimburse­
ment system could allow for more efficient use of state resources, as only 
services required by individual residents would be purchased. 

Although the department thought that its proposed case-mix system would 
benefit providers, when it attempted to promulgate the rule change providers 
raised numerous objections. The department withdrew the changes from the 
rule-making process, in large part because it believed the new reimbursement 
method could not work without the support of providers. The department 
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and providers are continuing to work on the rule, which DHS hopes to have 
in operation by October 1991. 

While the Long Term Care Management Division has developed Rule 53 as 
mandated by the Legislature, we also found: 

• The Long Term Care Management Division focuses almost 
exclusively on cost control, with less attention to the effects of cost 
containment on clients or on the viability of providers. 

The division has not integrated its two competing, equally important responsi­
bilities: containing costs and ensuring that quality services are available for 
residents of ICFs/MR. Division staff expressed a lack of concern over failing 
ICFs/MR. They expressed the opinion that those providers who failed de­
served to do so, because they were either bad providers or poor managers. 
We were told that the state has no responsibility to keep any specific provider 
in business. The division takes a "hands off" stance with respect to the finan­
cial condition of all providers, without regard to whether they are "desirable" 
providers from the state's point of view. 

Interpreting Policy and Rule 

Even where the division has developed rules and policy, in the area of cost re­
porting and cost containment, we found that: 

• The Long Term Care Management Division fails to offer full and 
consistent interpretations of rule or policy. Consequently, both 
providers and staff of other DHS divisions lack direction as to how to 
apply the rule. 

We found that, because of lack of direction by the division, the Audit and Pro­
vider Appeals Divisions have also become policy makers. However, neither 
of these divisions has a system-wide perspective on the reimbursement system. 
That would not be a problem if there were a clear policy for them to follow. 
Instead, both divisions are left to pursue their missions in isolation from 
broader policy issues. This is discussed further in later sections of this chapter. 

Communicating with Providers 

The division operates a Long Term Care Policy "hot line" which is designed to 
allow providers to phone in their questions about reimbursement policy. 
When providers phone with a question, they hear a recorded message that 
promises a response within five days. However, when we reviewed the Policy 
Center log of provider questions and division responses, we found that: 

• It sometimes took weeks for providers to get a response to their 
question, and some calls had not received a response even after 
several months. 
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Of providers who answered our survey, only about 13 percent said they rou­
tinely call the Policy Center with questions about their cost reports, as shown 
in Table 3.1. Many more, 32 percent, call the Audit Division with such ques­
tions. Providers frequently told us that the Policy Center was too slow to re­
spond or that they disliked using the Center's answering machine. 

Table 3.1: Who Do ICF/MR Providers Contact at the 
Department of Human Services with Cost Report 
Questions 

Provider Organizations 

Contact Number Percent 

DHS Audit Division 33 32.0% 
Policy Center 13 12.6 
Developmental Disabilities Division 1 1.0 
Claims Processing 1 1.0 
Appeals Division 1 1.0 
Commissioner of Human Services 1 1.0 

Non-DHS Contacta 21 20.3 
Call No One/Don't Know Whom to Call 32 .ll.1.. 

Total 103 100.0% 

Survey Question: "Who at the Department of Human Services do you call when you have questions 
about completing your annual cost report?" 

Source: Office of the Legislative Auditor analysis of ICF/MR Provider Survey responses. 

BNon-DHS contacts named were private CPAs, the provider's staff accountant, an attorney, and con· 
sultants. 

We were told by DRS staff that the Policy Center is the only official source of 
department interpretation of rule and policy. We think that represents a sen­
sible policy, one that should prevent misinterpretations or inconsistent inter­
pretations. In order for the policy to be useful, however, it must be followed, 
and the Policy Center must be helpful to providers. Instead, when we re­
viewed the Policy Center's log of questions and responses, we found: 

• Responses to questions asked of the Policy Center were rarely specific 
or clear. 

Often, the response consisted only of a quote from, or copy of, the relevant 
part of the rule, with no guidance as to how the rule should be applied to the 
provider's particular situation. In one instance, a provider asked a specific 
question about how to calculate the amount to be deposited in his funded de­
preciation account. The department's reply was "our attorneys have advised 
us not to answer that question." Another provider asked how to classify Pilr­
ticular staff of his facility. The response was that "Based on Rule 53's cost 
classification provisions, the provider must make the classification." The Pol-
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icy Center has maintained consistency in its responses by not interpreting the 
rule. 

As we described earlier in this chapter, the reimbursement system for 
ICFs!MR is complex. In addition, Rule 53 is complicated and in places vague. 
Some ICF!MR providers are large, with their own staff accountants. But oth­
ers are small, with only minimal accounting and legal assistance. Because the 
department has done a good job of removing the opportunity for excess profit 
from the system, it is even more important that providers know how to work 
within the system. They need to know how to conduct their business so that 
they can be reimbursed for all legitimate expenses. It is the responsibility of 
the Long Term Care Management Division to disseminate information about 
state policy and rule interpretation .. We found, however, that: 

• The wng Term Care Management Division generally does not 
educate providers about its interpretations of Rule 53. 

Only one training session has been offered to providers. That session took 
place just before Rule 53 (permanent) took effect, and was designed to in­
form providers about the changes from the old rule. No provider had at that 
time filled out a Rule 53 cost report. Neither the department nor providers 
knew what difficulties to expect. Now, after almost five years of experience 
with the rule, it is clear that additional training is needed. The department 
has offered none, and told us that it plans to offer none in the future, except 
for some training related to the proposed case-mix reimbursement system. 

The department also uses bulletins to disseminate information. For example, 
updated interest rate and investment per bed limits are transmitted in instruc­
tional bulletins, as is information about amendments to rule or recent legisla­
tion. However, the bulletins do not explain how providers should use the 
information for record keeping or filling out cost reports. We reviewed the 
bulletins sent by the Long Term Care Management Division and found: 

• Since December 1985, 15 informational or instructional bulletins 
have gone out to providers, but only two gave specific direction on 
allocating costs. 

Those two were in December 1985 and February 1986. One answered ques­
tions about the transition from temporary Rule 53 to permanent Rule 53, and 
the other dealt briefly with the question of estimating time spent by employ­
ees on various activities, although the answer given is vague, and has been of 
little help in avoiding problems since. No bulletin since 1986 has included any 
specific instructions or interpretation regarding Rule 53, despite repeated re­
quests from providers for guidance and a growing backlog of appeals. 

Recommendations 

The Long Term Care Management Division should take the lead in improving 
the relationship between DHS staff and providers. If the relationship is to 
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succeed, the division, with guidance from the Legislature and higher levels 
within DHS, must formulate a coherent, consistent overall policy towards the 
ICF/MR system. If the state is going to continue to rely principally on private 
ICFs/MR, DHS must develop a plan to make the public-private partnership 
work better. The plan should, of course, reflect legislative policy, and it 
should address what types of facilities are preferred, as well as how quality 
care will be encouraged. The plan should also set forth a cost control strategy 
that is fair and consistent, and that recognizes the state's interest in a finan­
cially viable service delivery industry. 

Once an overall policy direction has been determined, we recommend that: 

• In conjunction with other divisions that are part of the 
reimbursement system, the Long Term Care Management Division 
should clarify its interpretation of the rule. If necessary, the formal 
rule-making process should be used. But when possible the division 
should issue written interpretive policy statements. 

We recognize that the rule-making process is difficult. We also recognize that 
the question of whether or not interpretive statements require rule-making is 
clouded by conflicting case law. Finally, we recognize that no rule and no 
level of interpretation can ever result in a total absence of controversy. As 
much as providers demand consistent directions from the department, they 
also resist being told in too much detail how to conduct their business. How­
ever, the working relationship between the department and providers has de­
teriorated to such an extent that we believe the department must act, even 
though the legal and administrative processes it must follow are complex and 
even though it may lack the full support of providers. The impending change 
to a case-mix reimbursement system, with its own complexities and potential 
for conflict, makes it even more important that the department and providers 
cooperate. Therefore, we recommend: 

• Together with the Audit Division, the Long Term Care Division 
should clarify what constitutes adequate record keeping for various 
ICF/MR costs. 

The department should, whenever possible, develop and disseminate forms 
which providers can use to meet the requirements. Vehicle-use logs and em­
ployee time records are examples of problem areas which could benefit from 
clearer requirements. 

We also recommend: 

• The division should define administrative and program costs. 

Again, we realize this is a difficult task. The department has tried before, and 
continues to try, to reach agreement with providers on which costs belong in 
each category. However, any rational, consistent allocation of costs to each 
category would be preferable to the current situation in which most providers 
file appeals almost every year. 
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Once the division has formulated a policy and decided how it will interpret the 
various provisions of Rule 53, it must communicate that policy to providers. 
To assure that providers are aware of department policies, we recommend: 

• The division should prepare and make available training materials to 
assist providers in the proper allocation of costs and in filling out 
cost reports. . 

The training need not be onerous or costly to the department. For example, 
videotaped training sessions could be made available to providers, and up­
dated periodically, without a large commitment of time or money by the de­
partment. In addition: 

• Information bulletins should include specific, detailed information 
about DHS reimbursement policy; and 

• The Policy Center should answer provider inquiries within the five 
days it promises, or notify the provider that the response will take 
longer. Answers should include enough detail to be useful to the 
provider in its particular situation. 

Improving training and communication may require an initial commitment of 
state dollars, but we believe the expenditures would be economical in the long 
run. Audits should be less time-consuming when policy is more clearly de­
fined, and appeals staff may spend less time defending against providers' rate 
appeals. 

AUDIT DIVISION 

The ICF/MR reimbursement process requires the DHS Audit Division staff 
to work closely with providers. As we explained earlier in this chapter, audi­
tors conduct annual desk audits of facility cost reports and less frequent but 
more detailed field audits. As Table 3.1 shows, nearly a third of the providers 
in our survey said that they turned to auditors with questions about their cost 
reports. The relationship between the two groups is inherently difficult, but it 
should also be constructive. Ultimately, the ability of providers and DHS audi­
tors to communicate effectively affects the quality and consistency of services 
for ICFIMR residents. 

In this section we asked the following questions about the DHS Audit Divi­
sion: 

• How effectively does the auditing function contain ICF/MR costs? 

• What is the role of the Audit Division in communicating 
reimbursement rules to providers? Do audit staff communicate 
reimbursement rules clearly and consistel1,tly? Are interpretations 
consistent from year to year and from auditor to auditor? 
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• When auditors and providers disagree about interpretations, how do 
they resolve their differences? How do auditors correct errors they 
make during the auditing and rate setting process? 

Cost Containment Through Auditing 

As we discussed in Chapter 1, our 1983 study of community residential pro­
grams for mentally retarded persons recommended that DHS develop stron­
ger cost control measures. The department integrated most of our 
suggestions into Rule 53. Audit Division staff have an important role because 
they are in a position, through desk and field audits, to execute the cost con­
tainment stipulations in the rule. We observed during the present study that: 

• Audit Division staff have been very conscientious in their application 
of the cost control measures in Rule 53. 

In Figure 1.1, we showed that total ICFIMR expenditures leveled off and then 
declined between 1985 and 1990, following a period of dramatic increases. 
The 1983 moratorium on new ICFIMR development, the implementation of 
Rule 53, and the Audit Division's strict regulation of costs all contributed to 
this stabilization in ICFIMR expenditures. 

Our interviews and case studies showed that auditors strictly regulated areas 
in which costs had skyrocketed under Rule 52, such as administrative ex­
penses. We observed in Case 4, for example, that auditors questioned a pro­
posed facility's estimated costs because the costs were high compared with 
costs for the provider's other facility. In general, the auditors' skepticism is ap­
propriate, since the responsibility of the Audit Division is to monitor the use 
of state funds by private ICFIMR providers. However, as we pointed out ear­
lier in this chapter, at times their conclusions seem to lack a firm foundation 
in departmental policy. 

The Audit Division's Communication with 
Providers 

As we explained in the previous section, staff of the Long Term Care Manage­
ment Division are responsible for disseminating official DHS policy concern­
ing the interpretation of Rule 53 through the Policy Center. In reality, 
however, we found that: 

• DHS often-communicates about Rule 53 through desk audits, field 
audits, and phone calls from providers to DHS auditors. 

Table 3.1 shows that, of the providers who responded to our survey, nearly a 
third said they contacted a DHS auditor with questions about their cost re­
ports. According to providers, the auditors are often their most frequently 
contacted and sometimes their only source of information about Rule 53. 
Therefore, the auditors' interpretations of the rule are influential. 
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Figure 3.2: Case 4-lnterim Rate for a New Facility 

Case 4 involves a provider in Ramsey County. The provider is a privately 
owned corporation that delivers a variety of services to developmentally dis­
abled Minnesotans and those who work with them. The company owns two 
ICFs/MR, which constitute about 20 percent of its business. 

On July 14, 1989, the provider submitted an estimated cost report and re­
quested approval of an estimated interim rate for a new four-bed ICF/MR. At 
that time, the provider had not yet purchased a house and was hesitant to do 
so until DHS approved an interim rate. DHS preferred not to establish an in­
terim rate until the provider had purchased a facility. The auditor also ques­
tioned why estimated costs were high compared with the provider's other 
facility. In November 1989, DHS audit staff, at the urging of Legal Aid Society 
staff, established an estimated interim rate so that the provider could proceed 
with the purchase of a house. When a house for the new facility had been pur­
chased, the provider sent DHS a revised cost report for a projected opening 
date of April 1. A DHS auditor called the provider on April 13 and asked for ad­
ditional supporting detail for the revised cost report because it differed from 
the estimated one. The provider sent the materials on April 16, and the interim 
rate was issued on April 17. 

When the rate notice arrived, the provider noticed an error and notified the au­
ditor, who said that he could not correct the error at that point and that Rule 
53 makes no provision for appeals of interim rates. The provider would have 
to wait until the end of the first reporting year, the "settle-up period," to correct 
the problem. The provider then called an Audit Division supervisor, who cor­
rected the error and reissued the interim rate on May 7, 1990. 

The provider's representative was frustrated by the process of opening a new 
facility. In particular, the provider asserted that the process should be more 
flexible and should be completed more quickly. Audit Division staff told us 
that some difficulties in the case arose from complications inherent in the in­
terim rate setting process, especially when the provider is opening a new facil­
ity and has not yet purchased the property. The provider was approved to 
develop two additionallCF/MR facilities but decided not to proceed because 
of inflexibilities in Rule 53. 

Audit staff corrected the error in the interim rate because they discovered that, 
though it had officially begun, the rate had not yet been entered into the 
department's computer. Therefore, audit supervisors concluded that they 
could correct the error immediately. Had the information already been en­
tered into the computer, auditors said they probably would have insisted on 
waiting until settle-up, though Rule 53 does not forbid DHS from correcting its 
own errors. 

While the department responded to the difficulties this provider was having by 
establishing an estimated rate, the solution was reached in part at the insis­
tence of an outside force, legal advocates. The department does not currently 
have its own system for working with providers on the opening of new facili­
ties so that these services, which county staff have deemed necessary, can 
begin as quickly and smoothly as possible. 
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Many providers have indicated that they had difficulty understanding some 
parts of Rule 53 as interpreted by the Audit Division. As Table 3.2 shows, in 
our survey: 

• More than half of the providers said that the reasons DHS made rate 
adjustment were rarely or never clear to them. 

Table 3.2: Providers' Comments About the Depart­
ment of Human Services Audit Division's 
Administration of Rule 53. 

Percent of Provider Organizations 

Always or Sometimes Rarely or Don't 
Usually True True Never True Know 

The reasons for rate adjustments 8.2% 39.6% 52.1% 
are clearly explained to us. 

Decisions about allowable costs 5.2 47.1 47.6 
are understandable. 

Decisions about allowable costs 6.5 58.7 28.9 
are clearly linked to Rule 53. 

We know which costs are allow- 15.7 66.4 16.9 
able. 

N = 103 provider organizations. 

Source: Office of the Legislative Auditor analysis of ICF/MR Provider Survey responses. 

apercentages may not total 100 percent due to rounding. 

O.O%a 

0.0 

5.9 

1.0 

Providers in our case studies also commented that they had received rate ad­
justments with no explanation. Audit staff told us that they developed a more 
concise rate notice format in response to provider complaints, and in 1990 the 
division installed a watts telephone line so outstate providers can ask for ex­
planations. 

We spoke with providers who also complained that they could not get clear an­
swers from DRS staff; rather, they got information through desk and field au­
dits. Moreover, providers alleged that this information sometimes differed 
depending on which auditor provided it. In our survey: 

• Forty-seven percent of providers said that they rarely or never 
understood how DHS made decisions about what were allowable 
costs. 

In response to open-ended questions, about 24 percent of providers explained 
that they had particular trouble distinguishing program from administrative 
costs. 
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All of these communication problems were apparent in one of our case stud­
ies (Case 5), in which the provider was confused because the DHS desk audi­
tor reclassified some 1988 program costs that had not been questioned before. 
In that case, the provider had failed to maintain time distribution records as 
required by Rule 53. This provider was one of many who said they were un-

Figure 3.3: Case 5 - Reclassification of Program 
Costs 

Case 5 involves a provider who owns and administers two nonprofit Class A 
ICFs/MR. Both facilities serve adults with dual diagnoses of mental retarda­
tion and a variety of additional problems. 

In April 1989, the provider submitted to the Department of Human Services 
cost reports for the year ending December 31, 1988. DHS Audit Division staff 
requested position descriptions and daily calendars or diaries to help deter­
mine the allowability under Rule 53 of the Program Director and Unit 
Coordinators' salaries. The provider sent position descriptions but explained 
that no daily diaries had been kept for these positions. The provider's staff 
told us that these positions had been classified as program expenses since 
1979 and had not been questioned by DHS. 

In September 1989, the provider received its 1990 rate notice, based on the 
Audit Division's desk audit of the 1988 cost reports. The department had re­
classified the Program Director and Unit Coordinator positions to the adminis­
trative category, so that their salaries were no longer reimbursable as program 
expenses. Since the provider had exceeded the administrative reimburse­
ment cap, DHS would not reimburse the salaries as administrative costs. 
Moreover, with the salaries removed from program costs, the provider had 
"underspent" in the program category and was required to return the differ­
ence. Paybacks were due for both 1988 and 1989. The provider's accounting 
firm calculated that the total payback would be more than $120,000. 

In September 1989, the provider appealed the desk audit findings. DHS and 
the provider reached a partial settlement of the appeal in April 1990, but the 
program reclassification issue remained open. Payback was scheduled to 
begin on October 1, 1990. 

The provider's administrative staff told us that they will be unable to survive fI­
nancially if the paybacks are enforced. They also reported that DHS Appeals 
staff said they would not settle the program reclassification issue until after 
other such appeals have been settled by the administrative law judge, which 
DHS anticipated would take at least 18 months. 

DHS appeals staff and the provider are negotiating to resolve this case. Since 
program cost reclassifications have affected many providers recently, DHS 
has agreed not to collect paybacks through per diem rates until appeals are 
settled. 

In this case, it appears that both DHS and the provider have valid points. On 
the one hand, Rule 53 does state that staff who are not top management and 
who have mUltiple duties must keep records of time spent in each activity. 
The program director and unit coordinator position descriptions list many ac­
tivities that appear to be administrative, indicating that the provider should 
have kept time distribution records. On the other hand, DHS had not ques­
tioned these costs in previous cost reports, so the provider believed that they 
were allowable as program costs. This case demonstrates the poor communi­
cation between the Department of Human Services and providers and also 
shows some inconsistency in the department's interpretation of Rule 53. 
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clear about how to define program costs and time distribution records. We in­
terviewed both this provider's representatives and DHS staff and found that 
they were negotiating a resolution. However, the problem has involved many 
staff and still threatens the provider's financial viability. Using the auditing 
process to communicate about Rule 53 is costly and time consuming, particu­
larly without the guidance of clearly defined policies. 

Based on our case study findings, we believe that communication problems be­
tween auditors and providers are exacerbated by their suspicion of one an­
other. In Case 4, the provider's representatives, who believed they had a 
good relationship with DHS before 1988, used accountants and hired an attor­
ney to handle communication with DHS. Other providers also told us they 
had hired attorneys within the last few years to intervene with DHS. Some 
providers expressed concern that DHS auditors operate under a "quota sys­
tem" requiring them to make large disallowances. We were shown a memo 
recommending an auditor for a merit raise in part because he had disallowed a 
large sum in the past year. DHS staff told us that their attorneys have pre­
pared an affadavit denying that the department uses a disallowance "quota sys­
tem" as a basis for merit increases. This interchange is an example of the 
anger and suspicion which characterize the relationship between DHS and 
ICFIMR providers. 

Auditors frequently expressed to us their distrust of some providers. The audi­
tor in Case 3 clearly demonstrated this in a note in the work papers in which 
he assumed that the provider was allocating nursing costs to the program cate­
gory for his own benefit, without checking with the provider for additional in­
formation. We also were told by several auditors that they believe that 
providers "shop around" among auditors to get the Rule 53 interpretation 
that benefits them most. 

We concluded that: 

• The negative relationship between DHS auditors and providers 
hinders the communication flow essential to efficient administration 
of Rule 53. 

Some providers we spoke with believed that high turnover and inadequate 
training decreased the consistency in audit findings over time. However, in 
our examination of audit staffing, we found that: 

• Turnover in audit staff has declined in general and is very low at the 
supervisory level. 

Audit supervisors told us that turnover was 28 percent during fiscal year 1988. 
However, in the past two years, only three out of 32 staff have resigned, and 
three were transferred to the Appeals Division. The turnover rate was 12.5 
percent in fiscal year 1989 and 6.2 percent in 1990. At the supervisory level, 
no staff have left since 1986, when the previous director retired. 



THE ADMINISTRATION OF RULE 53 41 

Errors by DHS 
auditors are 
sometimes not 
corrected and 
require appeals 
by providers. 

Entry-level DRS auditors must have a four-year accounting degree or educa­
tion plus experience equal to four years, which DRS staff told us is standard 
for entry-level auditors. Moreover, we learned that the division usually pro­
motes from among current staff, which may reduce turnover. We conclude 
that: 

• Neither lack of staff training nor high turnover explain the 
inconsistencies in audit findings. 

Rather, the lack of clear department policy to guide auditors better explains 
audit inconsistencies. 

The Correction of DBS Auditing Errors 

A common complaint from providers was that DRS staff seemed unwilling to 
correct their own errors made during the rate setting and auditing process. 
For instance, in one case study (Case 4), DRS staff initially told the provider 
that they would not correct an error the auditor had made in the provider's in­
terim rate and that the provider could not appeal. The provider called audit 
supervisors, one of whom eventually corrected the error, but only because the 
interim rate was not yet entered into the computer. 

The department has a clear policy about error correction. Audit staff we 
spoke with said that they tell the provider to go through the appeals process, 
even if the auditor clearly made an error. Auditors told us they adhere to this 
policy to give themselves time to examine the alleged error carefully. While 
we acknowledge that this policy is prudent in general, providers can be finan­
cially damaged when no alternative exists. In Case 2, for example, a small non­
profit provider had to appeal a disallowance which auditors admitted was an 
error. For the provider, this error amounted to an unreimbursed expenditure 
of more than $14,000, a payback of about $26,000, and the loss of an effi­
ciency incentive payment. Since most of this money had been spent, going 
through the appeals process put the provider in financial difficulty. More­
over, turning to the appeals process when an auditor has made an error is 
costly to the state. 

In our review of Audit Division procedures, we found that, by their own admis­
sion: 

• Audit staff have been unable to complete the federally required 
annual field audits of 25 percent of ICFIMR providers. 

We believe that this problem will be eased if auditors work with other DRS di­
visions to clarify Rule 53 and to communicate more productively with provid­
ers. We also believe that the Audit Division would benefit from a thorough 
examination of the basis for desk and field auditing procedures. While compli­
ance auditing requires that expenditures be carefully scrutinized, an important 
concern should be for the provision of quality services in a timely manner. 
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DHS, including the Audit Division, should be alert to any problems that inter­
fere with the smooth and efficient provision of services. 

Recommendations 

We found that the Audit Division has done a conscientious job of administer­
ing the cost containment measures which were integrated into Rule 53 follow­
ing our 1983 report. However, in both our provider survey and case studies 
we found that DHS and providers have a seriously strained relationship that 
interferes with clear communication and smooth administration of the rule. 
We recommend that: 

• The Audit Division should work with other DHS divisions to devise a 
plan for repairing their relationship with ICF/MR providers. 

The relationship between providers and auditors need not be friendly, but it 
should be businesslike. While providers must share responsibility for the dam­
aged relationship, DHS is a state agency and, as such, has responsibility for 
providing services to Minnesota citizens with mental retardation. For the 
Audit Division, skepticism is appropriate and even healthy; animosity is not. 

While Long Term Care Management is responsible for Rule 53 policy cre­
ation, interpretation, and dissemination, the Audit Division staff must partici­
pate in any attempt to improve communication with providers. Because 
auditors are most directly involved in the application of Rule 53 and of ac­
counting procedures, we recommend that: 

• The Audit and Long Term Care Management Divisions should work 
together to define terminology in Rule 53 and to design methods and 
forms, such as those needed for maintaining time allocation records. 

As part of the process of improving communication between providers and 
the department: 

• The Audit Division should proactively seek out areas of confusion 
and should work with the rest of the department to help providers 
better understand Rule 53. 

In the long run, providers, the state, and clients will benefit when problems 
are solved before they result in large paybacks, lowered per diem rates, and 
wasted staff time. 

To address the issue of error correction, we recommend that: 

• The DHS Audit Division should develop a procedure for correcting 
auditing errors without resorting to the appeals process. 

This recommendation applies only when Audit Division staff determine that 
their auditor has made an error, not when providers and auditors disagree 
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over whether an error has been made. Rule 53 does not prevent DHS audi­
tors from correcting their own errors made during the rate setting and audit­
ing process. Moreover, it is costly to insist that even calculation errors made 
by auditors be submitted to the Appeals Division. A period of time such as 
two weeks should be sufficient for auditors to determine whether they are the 
source of an error and, if they are, to correct the problem. If the source of the 
error remains unclear or if DHS staff believe that the disputed issue is not an 
error, then we agree that appeals are appropriate. 

Finally, we recommend that: 

• The Audit Division should examine its own desk and field auditing 
procedures to identify and correct those that interfere with the 
smooth provision of services to clients with mental retardation. 

In general, we suggest that auditors consider their role to include helping pro­
viders to understand Rule 53 and to keep whatever records are necessary for 
efficient aUditing. This would enable providers to deliver services more effi­
ciently. It would also help DHS auditors fulfill their federal field audit quotas, 
and ultimately it would help prevent ICFIMR residents from being hurt by the 
effects of infrequent audits and large provider paybacks. 

THE PROVIDER APPEALS DIVISION 

The Provider Appeals Division is the last step in the ICF/MR reimbursement 
process. As such, it is important that the appeals process be open, understand­
able to providers, and consistent in its results. Because providers' appealed 
per diem rates cannot be increased until the appeal is resolved, it is important 
to them and to residents of their facilities that appeals be resolved as quickly 
as possible. We asked these questions about the Provider Appeals Division: 

• How many active appeals does the division have? Is the backlog 
growing or shrinking? 

• How long does it take for appeals to be resolved? 

• How does the division set priorities among pending appeals? 

• How well does the division communicate with providers about the 
status of appeals and reasons for settlement decisions? 

The Appeals Backlog 
When we studied the ICFIMR system in 1983, we found that the Provider Ap­
peals division had a backlog of 150 appeals from ICFIMR providers. We also 
found that the department had no information about the characteristics of 
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pending appeals, and no clear set of priorities among pending appeals. New 
appeals were added to the backlog with no obvious effort to prioritize cases. 

In 1990, we found that: 

• The backlog of appeals has grown to over 500, with an additional 200 
(approximately) expected, based on the September 1990 rate notices. 

Some of the appeals in the backlog are more than ten years old, dating back 
to Rule 52, the previous reimbursement rule. Although the oldest appeals 
have now been set on for hearing by the Office of the Attorney General, the 
growth in the backlog represents a serious problem. 

The Timeliness of Appeals Settlements 

Of providers who responded to our survey, 52 percent said that rate appeals 
are rarely or never settled in a timely manner. We drew a random sample of 
appeals that had been filed since 1985 and have since been settled. We chose 
to look only at appeals filed under permanent Rule 53 because they are more 
representative of the work the Provider Appeals Division does today. Almost 
400 Rule 53 appeals had been resolved by July 1990. We collected data on 
how long each appeal was open and how much the provider's rate changed as 
a result of the settlement. As Table 3.3 shows: 

• It took an average of about 15 months to settle the appeals in our 
sample. About 21 percent of the appeals took two years or more to 
resolve. 

Table 3.3: Change in Providers' Per Diem Rates After 
Appeal 

Facility Type 

Single, For-Profit 
Single, Non-Profit 
Small Group, For-Profit 
Small Group, Non-Profit 
Large Group, For-Profit 
Large Group, Non-Profit 

Average Rate 
Before 

Settlement 

$67.50 
64.18 
65.50 
77.63 
58.14 
60.01 

After Rate 
After 

Settlement 

$71.04 
67.65 
71.80 
83.03 
62.04 
62.76 

Change 

5% 
6 

11 
8 
7 
5 

Average Time 
to Settle 
(days) 

512 
309 
474 
399 
682 
627 

Source: Office of the Legislative Auditor analysis of sample data from Provider Appeals Division files. 

On average, the providers' per diem rates were $4.67, or 7 percent, higher 
after settlement. We have no way of knowing what the per diem rates would 
have been based on providers' original cost reports, so we do not know if the 
7 percent increase after appeal represents a gain for the department or the 
provider. In many cases, the final settlement may represent a compromise be­
tween the two parties. 
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Some providers told us they suspected that the department treats for-profit 
providers differently from nonprofits. Others felt that small providers had 
more difficulty with the appeals process. We analyzed our sample data based 
on the size and profit status of providers. We found: 

• On average, it took about five months longer to resolve appeals tiled 
by for-profit providers than nonprofit providers of the same size. 

It is by no means clear that this represents discrimination against for-profits, 
however. For-profit providers usually have more complicated financial 
structures, and so present more difficult appeals cases, than nonprofit provid­
ers. Appeals by providers who operate several facilities took the longest time 
to resolve. These providers also have more complicated financial arrange­
ments, so one would expect their cases to take longer. We found that: 

• The average time to settle for providers with several facilities was 
almost two years. 

Under Rule 52, while an appeal was outstanding the provider continued to re­
ceive the funds in question, and so had little incentive to resolve the appeal. 
Now, under Rule 53, the department holds the funds and has no financial in­
centive to settle. Some providers have been informed recently that the de­
partment will not address their appeals in any way until certain large, older 
appeals are resolved. The division estimates that it may take 18 months to re­
solve those appeals. However, the provider involved in several of the older 
appeals told us that they may never be resolved. This means that some ap­
peals could be open for three years or longer before any attempt is made to 
settle them. 

In some cases, such as our first and second case studies, recent appeals are 
based on what appear to be simply mistakes made by auditors. Yet, because 
the issues are in some way related to the older cases, the division refuses to 
settle them, and some providers must operate indefinitely with reduced rates. 

The Expedited Appeals Process 

The 1988 Legislature directed the department to develop an expedited ap­
peals process. The expedited process is applicable to desk audit appeal items 
with a value of $100 or less per licensed bed. The division director has sole 
discretion to determine which appeals or issues within appeals will be expe­
dited, although a provider may ask the Office of Administrative Hearings to 
review the director's decision. We found that: 

• There are no formal written rules for assigning an appeal to the 
expedited process. 

The department has in some cases informed providers that, while their ap­
peals fit the guidelines for expediting, the department has declined to do so. 
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Often no explanation is given for the decision. For example, the text of one 
letter from division staff to the provider in case study number 2 reads: 

The above-mentioned appeals contain issues which qualify for treat­
ment under the expedited appeal review process, but which are 
shared by other providers. The Department will not be addressing 
these issues through the expedited process by authority of Minnesota 
Statutes 256B.50, subd. ld.(t). 

As Table 3.4 shows, about half of the appeals filed in the two years the expe­
dited process has been operating have gone through that process. However, 
only 33 appeals, or about 8 percent, were completely resolved that way. 

Table 3.4: Results of Expedited Appeal Process 

10/1/88 10/1/89 Total 

Total Desk Audit Appeals Filed 226 191 417 

Appeals Subject to Expedited Process 113 100 213 
100 Percent Expedited 11 22 33 
Partially Expedited 102 78 180 

Resolved by DHS Determination 96 84 180 
Resolved by OAH Review 17 16 33 

Results of OAH Review 
DHS Removed From Process 0 3 3 
Conceded by DHS 10 5 15 
DHS Upheld 5 7* 12 
DHS Reversed 2 1* 3 

Source: Department of Human Services, Provider Appeals Division. 

*7 of the 8 decisions were mixed -some issues within the appeals were decided the opposite way. 
Appeals are listed here according to the most common result in each case, according to Appeals Divi­
sion staff. 

Assigning Priority to Providers' Appeals 

The Provider Appeals Division has instituted a computer system on which ap­
peals and the issues involved in each appeal are entered for each facility. But 
we found: 

• Appeals staff do not keep records on the importance or precedential 
'value of each outstanding appeal, and no one in the division was able 
to tell us the dollar value of outstanding appeals. 

One attorney is responsible for most ICF/MR appeals, although other attor­
neys do handle some cases. Each attorney keeps separate records, and should 
know where in the appeals process each case is. In some cases, the attorneys 
also know approximately how much money is involved. However, there has 
been some turnover among the appeals attorneys and, with no formal record 
keeping, each new attorney must virtually start over again. The attorney who 
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had been handling most ICF/MR cases left the department in September, for 
example. She told us that when she began in the division, she first had to de­
termine on her own the status of each case and whether it could be resolved 
quickly. 

We also found: 

• There is still no formal system for prioritizing appeals. 

One attorney in the division told us that, when she receives new appeals, she 
tries to determine which ones might be resolved quickly and informally, and at­
tempts to resolve those first. In other cases, if a provider calls repeatedly 
claiming that delay in resolving an appeal would cause great financial diffi­
culty, she will devote time to that appeal. Nevertheless, we found a number 
of appeals that have been given low priority, even though they might have 
been resolved, because they are related in some way to other cases the divi­
sion is intent on winning. 

Communication with Providers 

As is the case with the other DHS divisions that work with ICFs/MR, we 
found that: 

• The Provider Appeals Division resists committing itself to any 
binding interpretations of Rule 53. 

For example, we noted that: 

• Division staff frequently remind providers tbat expedited case 
settlements do not set precedent, and decisions by a bearing examiner 
are binding only on tbe current case. 

In one case, for example, the cost of insurance for a facility vehicle was disal­
lowed. The provider appealed and won. The next year, the same insurance 
on the same vehicle was again disallowed, and the issue again had to be ap­
pealed. Appeals Division staff told us that the Office of Administrative Hear­
ings usually takes the department's point of view. However, if the department 
does lose a case, staff sometimes assume that the hearing examiner made a 
mistake or the division's attorney did not present the case effectively. In 
those cases the division will force an appeal again the next year. 

The failure of the Provider Appeals Division to develop precedents on which 
providers can rely has contributed to the extremely poor relationship between 
providers and the department. It is frustrating to providers to be required to 
appeal what they view as the same issue over again. At times, the division has 
good reasons for not settling an appeal as quickly as the provider would like. 
However, division staff do not communicate the reasons to providers, who are 
left with the impression that decisions are made capriciously. 
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The attitude that some division staff have adopted toward providers has exac­
erbated the situation. During the course of our study, we reviewed a great 
deal of correspondence between division staff and providers. We were sur­
prised and disappointed at the tone taken by some staff. Some letters from 
staff to providers were condescending and contentious, and did not contribute 
to building a cooperative relationship. The following is an example. 

This issue will immediately be referred for hearing if I have not re­
ceived a letter of withdrawal from you by December 18 .... The provider 
is now complaining that what it requested and received is not fair be­
cause its efficiency incentive was decreased .... This provider must have 
or should have known that if it won this appeal its rate would decrease 
because the efficiency incentive would decrease. The provider cannot 
now complain that it has not been treated fairly or received what it 
asked for. The Department is merely enforcing this part of the rule ex­
actly as written. If the provider has a complaint it is with its legislator 
not the Department of Human Services.4 

Regardless of any provocation by providers, division staff have a duty as civil 
servants to treat the public respectfully and to act in a professional manner. 
This letter, addressed to a provider's representative and copied to the pro­
vider, may not be representative of the behavior of all staff. But the fact that 
any such correspondence is tolerated is regrettable. 

Recommendations 

At the current rate of disposition, the backlog of appeals by ICF/MR provid­
ers will continue to grow indefinitely. Meanwhile, some providers will wait 
years for their appeals to be settled. The Provider Appeals Division needs to 
work to reduce the current backlog of appeals. This wi11likely require more 
staff, at least temporarily, and the department should reassign existing staff to 
work on this project or, if it believes that all current priorities supercede this 
project, seek additional funding for the necessary complement. 

New appeals should be resolved more quickly in the future. An average of al­
most two years to settle appeals is far too long, from the point of view of both 
the state and providers. We understand that it is sometimes the provider who 
delays settlement, and we think that should not be allowed, either. We recom­
mend: 

• Any appeal that cannot be resolved informally within 180 days of 
filing should be set for hearing by the Office of Administrative 
Hearings. 

The Commissioner is not required to accept OAR recommendations, but the 
department should consider the results of previous hearings in attempting to 
resolve appeals. Forcing providers to appeal the same issues year after year is 
wasteful of state resources, which could be better spent providing care for 
ICF/MR residents. After five years of operating under Rule 53, the division 

4 From the files of the DHS Provider Appeals Division. 
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has a body of settlements and court decisions with which to work. With that 
information, both staff and providers should be able to predict the outcome of 
provider decisions, and avoid appeals of issues that have been resolved in the 
past. 

We also think that the expedited appeals process should be more certain. We 
recommend: 

• The Provider Appeals Division should write and adhere to guidelines 
for the use of the expedited appeal process. 

When an appeal or an issue within an appeal falls within the guidelines, the 
process generally should be used. If the division manager determines that an 
appeal is not within the guidelines, then the provider should promptly receive 
a written explanation of the decision. 

Any state agency should be able to show the costs and benefits of its work. 
Currently, the Provider Appeals Division has no way of knowing how much 
benefit is gained from its work, because it has no information about what rates 
would have been in the absence of appeals. We recommend: 

• Together with the Audit Division, the Provider Appeals Division 
should begin compiling data that would show providers' rates based 
on their original cost reports, versus the rate established after the 
desk audit and appeal process. 

In our opinion, it is not strictly necessary that the two divisions recover more 
money than they spend. Lawmakers and citizens need to know how state 
money is spent, and providers need to be held accountable, even if that entails 
net cost to the state. But with good data both divisions would be better able 
to prioritize their work, concentrating more effort on cases with the potential 
to save significant amounts of state funds. 

Finally, as with all of the divisions working with the ICFIMR reimbursement 
system, we recommend: 

• The Provider Appeals Division needs to improve its working 
relationship with providers. 

Perhaps because of their experience and legal training, division staff take a 
skeptical view of providers' claims. While that is appropriate for a regulatory 
agency, a hostile, disrespectful attitude is neither necessary nor appropriate. 

HEALTH CARE SUPPORT DIVISION 

The DHS Health Care Support Division operates the residential services in­
voice (RSI) billing system. In October 1988, DHS began using this new com­
puter system to reimburse ICF/MR (and nursing home) providers for their 
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services, based on billing invoices which providers submit each mOIlth for each 
facility. 

The RSI system contains a number of edits. For example, the system can be 
used to check for duplicate claims, identify billings for hospitalized clients, and 
track changes in Medicaid eligibility. Many edits require a manual review, but 
if a problem has generally been caused by provider error, the system automati­
cally rejects the claim and returns it to the provider. For the system to work 
accurately, counties must provide up-to-date information, especially about 
Medicaid eligibility and living arrangements. 

Some providers told us that the RSI billing system has inaccurately suspended 
claims and was slow to process error-free claims, especially when the system 
first went into operation. To examine the efficiency of the RSI billing system, 
we asked: 

• How often are claims suspended, and for what reasons? How long are 
claims held in suspension? 

• How quickly and easily are billing system errors corrected? 

• Are error-free claims paid promptly? 

Overall, we found that: 

• The Health Care Support Division is working productively with 
provider representatives to resolve RSI problems. 

The Suspension of Provider Claims 

Providers told us that, in general, billing problems were less troublesome to 
them than other issues, such as unpredictable cost disallowances. Some pro­
viders said that, while they had experienced many billing problems earlier, the 
situation has improved. However: 

• Half of the survey respondents complained that they rarely or never 
knew how to correct claims that had been suspended. 

Provider representatives and DHS staff have met several times in the past 
year to discuss RSI problems. In part as a result of this cooperation, DHS de­
cided to conduct training and refine the system. 

Many providers complained about having claims held in suspension for a year 
or more and reported being told that after a year the claims were no longer 
payable. DHS invoice processing staff reported that they were aware of pro­
cessing delays and would still consider older claims when the provider was 
clearly attempting to resolve the issue. 
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Both DRS staff and some providers said that sometimes counties provide inac­
curate data or fail to update data promptly. Providers alleged that more than 
half of their suspended claims could be traced to the counties' inability to pro­
cess Medicaid eligibility claims before providers submit their invoices to 
DRS.5 To resolve this problem, the department is scheduling RSI training for 
county staff throughout the seven-county metro area and for some staff in 
non-metro counties where the need seems to be greatest. 6 

Correction of Billing System Errors 
In our survey, some providers complained that sometimes their claims were re­
jected because of billing system problems, such as errors that occur during ma­
chine scanning of the claim forms. Billing staff told us that the original 
program lacked override capabilities, so many claims were rejected or sus­
pended which could have been corrected manually. Currently, programmers 
are correcting this problem by building manual overrides into the program. 
Staff also said that some larger providers have begun to bill electronically, 
which eliminates scanner errors because providers can transmit their claims di­
rectly and correct errors at their facilities. 

DRS staff believe that billing system (and other) errors will be more easily cor­
rected with a new on-line information system, Maxis, which is planned for full 
production by October 1991. The Maxis system should provide quicker 
turnaround and will automate the determination of Medicaid eligility, so 
county staff will be able to provide more timely information. 

Payment of Correct Claims 
Some providers we spoke with said that their claims were not paid quickly 
enough. We used our provider survey to see if this perception was 
widespread. Table 3.5 shows that in our survey: 

• More than 84 percent of providers said that their invoices were 
generally paid within 30 days. 

A minority, about 15 percent of respondents, said that this was rarely or never 
true. Data from the billing system records, shown in Table 3.6, corroborate 
the providers' responses. According to records for January to June 1990: 

• At least 96 percent of claims for each month were adjudicated-that 
is, paid, rejected, or suspended and resolved-within 30 days. 

For example, for claims filed in January 1990, 112 out of 4,475 claims were 
still in suspension after 30 days. DRS records further showed that within 90 
days, the number of suspended January claims was reduced to 40. Most pro-

5 David Kiely, Rick Carter, and Gayle Kvenvold, letter to Ann Wynia, Commissioner of Human Services 
(August 3, 1990). 

6 Ann Wynia, Commissioner of Human Services, letter to Rick Carter, President of Care Providers of 
Minnesota (August 8, 1990) 
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Table 3.5: Providers' Comments About the Depart­
ment of Human Services Health Care Support Division 

Percent of Provider Organizations 

Always or Sometimes Rarely or Don't 
Usually True True Never True Know 

Our provider invoices are paid by 
DHS within 30 days. 

When our claims are suspended, 
we know what to do to correct the 
problem. 

N = 103 provider organizations. 

38.1% 

4.9 

46.1% 14.8% 

39.0 53.7 

Source: Office of the Legislative Auditor analysis of ICF/MR Provider Survey responses. 

Table 3.6: ICF-MR Claims Suspended and 
Adjudicated for January to June 1990 

Average 
Days From Average 

Total Data Entry to Number of Number 
Number of Payment or Suspended of Days in 

Claims Rejection Claims Sus[:!ension 

January 4,475 1.79 634 9.4 
February 4,449 1.39 852 5.17 
March 4,530 2;73 2,588 3.07 
April 4,526 2.14 2,392 2.77 
May 4,561 3.31 2,823 3.83 
June 4,463 1.05 576 3.04 

Source: Department of Human Services. 

1.0% 

2.4 

Percent 
Claims 

Adjudicated 
in 30 Days 

97.5% 
98.6 
98.2 
97.8 
96.2 
97.1 

viders we contacted and DRS staff seem to agree that, with a few exceptions, 
recent claims are paid promptly. 

Recommendations 
DRS claims processing staff and providers appear to be making a concerted 
and successful effort to resolve problems in the billing system. According to 
providers in our survey, these efforts are beginning to speed up the payment 
process, though many of these providers are still confused about how to cor­
rect errors in their claims. We encourage DRS to continue its efforts, paying 
special attention to provider and county staff training. 
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I
n this chapter, we discuss the reimbursement systems used in some other 
states and their potential for use in Minnesota, and we articulate our over­
all conclusions about Minnesota's current reimbursement system for 

ICFs/MR. 

ALTERNATIVE REIMBURSEMENT SYSTEMS 

While we think that it is appropriate for a regulatory agency to maintain a cer­
tain distance from the regulated industry, and that provider claims should be 
viewed with some skepticism, regulation should be thoughtful and thorough. 
In addition, in order for a complex system such as Minnesota's ICF/MR reim­
bursement process to operate smoothly, it is important that regulators and the 
regulated industry work together cooperativly. 

Because we have found some provider complaints about Minnesota's reimbur­
sement system to be justified, we looked into the reimbursement systems useo 
in several other states to see if a different way of reimbursing ICF/MR costs 
had potential for use in Minnesota. Providers had expressed interest in sys­
tems where the audit and rate-setting functions were contracted to private 
vendors, and in those systems where providers contracted with counties, 
rather than with the state. 

One state that contracts for audit and rate-setting services is Indiana. Minne­
sota providers told us that Indiana's system works well and is not costly. How­
ever, we found that Indiana has a very small ICFIMR system, with less than 20 
facilities. That state has not had difficulty finding private firms that are able 
to take over audit and rate-setting functions, and the state is able to oversee 
the work. Minnesota, with a much larger ICF/MR system, would find it diffi­
cult to locate firms large enough to handle the task. This is particularly true 
because compliance auditing is different from the type of financial auditing 
that private accounting firms generally conduct, and would require specialized 
training of auditors. The state would continue to require an Audit Division to 
oversee the work of contractors, so it is not clear that money would be saved 
and, in fact, such a system would likely be more expensive. Finally, as we ex­
plained earlier, we think Audit Division staff have been very concientious in 
their efforts to conserve state dollars. We doubt that private auditors would 
have the same motivation. 
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Minnesota providers also recommended to us Wisconsin's system for reim­
bursing some residential facilities. Wisconsin gives counties a grant to pay for 
several types of social services, and counties contract with providers individu­
ally. We learned that, while providers in Wisconsin are satisfied with the sys­
tem, the state is less satisfied, and counties are quite dissatisfied. From the 
state's point of view, costs have been reasonably well-controlled, although the 
official we talked to expressed the opinion that the state could do a better job 
of controlling costs. That official said that counties do not have enough lever­
age with providers, and so sometimes spend more than they would like. If 
counties spend more than the state has provided, they must pay for it out of 
county funds. We think the situation would be similar in Minnesota. Coun-. 
ties would be in a weaker negotiating position than the state, especially where 
only one provider is operating in the county. In addition, in Minnesota, the 
counties' share of Medicaid costs is very small, so counties do not have the 
same incentives as the state to control costs. 

Finally, as we discussed earlier, Minnesota will soon move to a case-mix reim­
bursement system. We talked to a state official in Maryland, where a case-mix 
reimbursement system has been in operation for about one year. He told us 
that, while the system does a good job of more equitably distributing funds to 
providers, it cannot solve the underlying problem of insufficient funding. Min­
nesota undoubtedly will face the same problem. In addition, as DHS staff 
pointed out, the case-mix system will have little chance of succeeding without 
the support and cooperation of providers. Nevertheless, if the relationship be­
tween the department and providers can be improved, the case-mix system 
should be better than the current one for both providers and clients. 

CONCLUSIONS 

In this report we have recommended some changes in the way the Depart­
ment of Human Services administers the ICF/MR reimbursement system. We 
believe the changes would make the system operate more effectively and effi­
ciently. However, technical and administrative changes alone will not correct 
the overriding problems we found. 

The ICF/MR system was originally envisioned as a public-private partnership 
designed to allow mentally retarded citizens to receive the care they need in 
the community, with DHS staff and providers cooperating to create a service 
delivery system that is financially stable and provides quality care to ICF/MR 
residents. 

As we conducted our study, we were struck by the extremely poor relation­
ships between DHS staff and providers. The system we found has degener­
ated into one of conflict, distrust, and animosity between providers and DHS 
staff, where too often the needs of clients are forgotten. Advocates we inter­
viewed worried that the conflicts between DHS and providers would result in: 
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• Increased spending on lawyers and accountants rather than direct 
services to clients; 

• Cutbacks on programs or staffing when providers face large paybacks; 

• Anxiety for clients and their families when faced with the threat of a 
facility closing; and 

• Stifled innovation or creativity in providing services. 

Providers must share responsibility for the current situation. Because they 
rely almost exclusively on public funds, and because DRS staff have a duty to 
regulate the use of those funds, some level of friction between providers and 
the department is perhaps inevitable. But providers have agreed to provide 
ICF/MR services, and must work in a businesslike, professional manner within 
the reimbursement system the state creates. 

Nevertheless, we believe the state must take the lead in restoring the system 
to one in which the needs of clients come first and reimbursement issues are 
resolved in a timely and professional manner. To that end, we recommend: 

• The Department of Human Services needs to identify ways of making 
the current pUblic-private delivery system operate more smoothly. 

• State reimbursement policy should be clarified and communicated 
consistently to department staff, providers, residents, and advocates. 

Also, to foster a better ICFIMR system, the Legislature needs to articulate an 
overall policy which addresses these key questions: 

• Is the state still committed to a system of community residential care 
that relies primarily on private sector providers? 

• If service providers are to be principally private, should for-profit or 
nonprofit providers be preferred? What size provider should be 
preferred? 

• What level of service is the state willing and able to provide for 
developmentally disabled people? 

Reimbursement policy cannot operate in isolation from the rest of the 
ICFIMR system. At least in the immediate future the state must rely primarily 
on private providers for ICFIMR services. The reimbursement system affects 
the viability of those providers and the care they provide. Conflicts between 
department staff and providers should not be allowed to deteriorate to their 
current level. DRS staff must maintain an objective attitude and treat provid­
ers in a professional, businesslike manner. After several years of conflict, it 
will be difficult to repair the relationship between providers and staff. To 
begin the process, we recommend: 
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• The department should consider consulting the Department of 
Administration, Management Analysis Division, for help in 
improving working relationships. 

If necessary, staff should be reassigned when relations are beyond repair. 

While we believe it is crucial that DRS staff and providers begin to cooperate 
in providing ICFIMR services, we also believe that the ICFIMR industry, like 
other public-private enterprises, requires strong regulation. We recommend: 

• The Department of Human Services should continue its firm 
regulation of ICFs/MR. 

Before regulation was tightened in the ICFIMR industry, some providers 
were accused of misusing state funds and of not providing appropriate ser­
vices to residents. A system in which public money is used to finance opera­
tions, and where clients are vulnerable people, is susceptible to such abuses 
and requires vigilant regulation by the state. 

Other reimbursement systems which we examined probably would not do a 
better job of meeting the objectives of providing appropriate quality services 
to clients, reimbursing providers' legitimate costs, and conserving state funds. 
We think it is possible and appropriate to make the necessary changes to 
Minnesota's current reimbursement system so that it can better perform its in­
tended function: a public-private partnership working to provide community . 
services to developmentally disabled Minnesota citizens. 



ICF/MR REIMBURSEMENT SURVEY 
Appendix A 

1.0.# ____________ _ 

1. Since October 1988, have you had any problems working with Rule 53 (the payment rule for intermediate care facil­
ities) or with how the Department of Human Services administers the rule? Please answer these questions 
based only on your own experience in your facility(ies). 

94.6% a. Yes Continue to question 2. 

5.4% b. No Go to question 18 on page 2. 

For each of the following statements (2 through 11), please select (circle) the response that best 
matches your own experience since October 1988. How true is each of the statements, in your own expe­
rience? 

r-------~~~ri!-----------l-----~=:~~=:~--------l--------~:~Z------------l----------~::::--------------i No Re-

i True : True i True : Know : sponse 

2 

3. 

The Department of Human Services 
settles rate appeals within six 
months. 

We have enough information to com­
plete our cost reports correctly. 

4. Per diems adequately cover the costs 
of our facility(ies). 

5. The reasons for rate adjustments are 
clearly explained to us. 

6. Decisions about allowable costs are un­
derstandable. 

7. Decisions about allowable costs are 
clearly linked to Rule 53. 

8. Our provider invoices are paid by 
DHS within 30 days. 

9. We know which costs are allowable. 

10. When our claims are suspended, we 
know what to do to correct the 
problem. 

11. One-time adjustments and special 
needs funding give us the flexibil­
ity to respond to changing costs. 

i I i I 1 

6.8%a i 20.8% 52.4% i 13.6% 

l j 

j ! 
22.4 I 44.3 19.3 I 5.7 

: : 

1.9 33.1 59.1 0.5 

7.8 37.5 49.3 0.0 

4.9 44.0 44.5 0.0 

5.8 53.1 26.2 5.4 

36.0 43.6 14.0 1.0 

14.6 62.0 15.8 1.0 

4.5 36.5 50.3 2.3 

1.5 26.3 51.3 14.6 

i. ___________________________________ .! ____________________________________ i ______________ . ___ 
u 

________________ _ 

aResponses are weighted by parent organization. That is, if one organization responded for two or more facili­
ties, they were counted as only one response. 182 facilities responded, representing 103 provider organiza­
tions. 

6.3% 

8.3 

5.4 

5.4 

6.7 

9.6 

5.4 

6.7 

6.3 

6.3 
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Do you agree or disagree with the following statements (12 through 14)? 

r···~~~~~~;·······l·····~~;~~·········l··~~~~;~~······l···~~~~~~~;·······~······~~~~·~··········~o Re-

i Agree i Somewhat i Somewhat i Disagree Know sponse 

12. Rule 53 is clearly written. 

13. Working with Rule 53 has become 
easier in the past year or two. 

14. DHS treats providers equally in deci­
sions about allowable costs. 

! ! j j 

0.0% 20.0% 28.5% 

0.0 19.5 28.7 

1.0 8.3 17.0 

45.2% 

40.6 

32.8 

0.0% 

3.9 

34.6 
: 
: 

--------------------------------~ .... = ... = ... = ... = ... = ... = .... = ... = ... ~ ... = .... = ... = ... = ... = .... = ... = ... = ... ~.= .... = ... = ... = ... = .... = ... = ... = ... ~ ... = ... = ... = ... = ... = ... = .... = ... = ... = ... ~' .. = .... = ... = ... = ... = .... = ... = ... = ... j 

6.3% 

7.3 

6.3 

15. Using the statements listed above (questions 2 through 14), what are the two or three biggest problems for your fa­
cility(ies)? (Circle the statements that apply or list them below.) 

1. The most frequently mentioned problems were questions 4 (37% of provider organizations, 11 (20%), 

2 and 12 (22%). 

3. ______________________________________________________________________ __ 

16. Please give one or two specifIC examples of recent problems you have had. (Use another sheet if necessary. If you 
have documentation that you are wi1JiI{g to share, please include.) 

When we combined responses from questions 16, 17, and 20a, the dominant categories of com­
plaints were: (1) lack of clear communication (15 responses); (2) lack of flexibility (25 responses); 
and (3) program/administrative cost classification (34 responses). 

17. In the past year, what problems have you had with the cost reporting and reimbursement process that have not 
been covered above? 

18.b Approximately how many claims are currently in suspension for your facility(ies)? _______ (number of 
claims) 

18a. What is the dollar amount involved? $ ________ _ 

19. How many rate appeals have you filed since October 1988? ____ _ 

19a. How many of these appeals have been decided? ______ _ 

19b. How many were decided in your favor? ______ __ 

bResponses to questions 18 and 19 were unreliable. Respondents interpreted the questions differently, so their 
answers were inconsistent. 
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20. Would you like to have training in how to categorize your facility's costs under Rule 53? 

73.2% 

19.5% 

7.3% 

Yes _ What areas in particular? (20a) 

No 

Missing 

59 

21. In what ways was the Department of Human Services helpful to you as you completed your 1989 cost reports? 

DHS not helpful 
Auditors or Policy Center 

answered questions 
Sought no help 

..N.. 
45 

11 
9 

CPA or attorney handles 
cost report 

Other 
TOTAL 

14 
---.a 

87 

22. If Rule 53 remains the same, what could the Department of Human Services do to ease the cost reporting and re­
imbursement process for you? 

Some responses contained more than one idea. The ideas reported were: 

..N.. ..N.. 
Clarify Rule 53 & interpre- Better communication & 

tations 38 cooperation 15 
Accelerate reimbursement A personal contact in DHS 11 

process 28 Other ---.a 
Training for all parties 16 TOTAL 103 

23. Who at the Department of Human Services do you call when you have questions about completing your annual 
cost report? 

See Table 3.1. 

In the event we have any questions, please complete the following: 

Name of person completing survey 

Title 

Thank you for your belp! 

Please return by July 6,1990 to: 

Office of the Legislative Auditor 
Program Evaluation Division 
122 Veterans Service Building 

St. Paul, Minnesota 55155 

Phone number 





CASE STUDIES 
AppendixB 

The following pages contain the results of five case studies that we con­
ducted as part of our study of the reimbursement system for ICFs/MR. 
During our study, many providers contacted us, participated in our 

open meeting, or responded to our survey. Each had something to tell us 
about difficulties they had had with the system. Many providers also sent us 
documentation that further explained the problems they were having. 

We chose the following cases because they were representative of problems 
shared by a number of providers. We selected the type of problem based on 
the number of providers who mentioned it when they responded to our sur­
vey. Then, we chose the specific cases which we found to be the best docu­
mented, both by the provider and by DRS staff and records. The providers in 
these cases represent some of the major groupings of ICF/MR providers in 
the state. They are small and large, for-profit and nonprofit, metro and non­
metro. 

The issues involved in the studies are: converting beds from Class A to Class 
B status; the special needs rate exception and one-time rate adjustment pro­
cesses; reclassification of providers' costs by DRS auditors; and the process 
for establishing an interim rate for a new facility. In our survey, we found that 
problems in each of these areas were quite prevalent. For example, over half 
of our respondents said that the special needs and one-time rate adjustment 
processes rarely or never gave them enough flexibility to to meet clients' 
changing needs. In response to open-ended questions, about 25 percent of re­
spondents wrote that they had trouble properly classifying program and ad­
ministrative costs. 

While each case study presents a different set of issues, all have one thing in 
common. In each case, the problem described could have been avoided or al­
leviated by better communication between the provider and DRS. We think 
the cases show quite clearly what we found during our study. Because of the 
poor relationships between regulators and providers, they often conflict need­
lessly. Each side thinks the other is "out to get them." Both sides too often 
forget that those who may be harmed by their lack of cooperation are the cli-

o \ 

ents. 

In most cases, responsibility for the problems must be shared by providers and 
regulators alike. But we think that, as a state agency, DRS must take the lead 
in improving communication and cooperation with providers, and in ensuring 
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that the reimbursement process operates in a way that results in efficient, ef­
fective provision of ICF!MR services. 

CASE 1: CLASS A TO CLASS B CONVERSION 

The problem in this case is the process of converting a facility's beds from 
Class A to Class B status, so that more disabled residents can be served. This 
case illustrates the lack of flexibility and the complexity of the provisions in 
Rule 53 which are designed to meet providers' costs of caring for more dis­
abled residents. 

Methods 

Case 1 involves a 12-bed facility in Crow Wing County. The facility is one of 
many operated by a very large, nonprofit provider. During the course of this 
study we spoke with the provider and collected documentation from the pro­
vider and from DHS that illustrated the steps in the conversion process. 

Class A beds are licensed for ambulatory and mobile people who are capable 
of self-preservation in an emergency. Class B beds are for people who are un­
able to take appropriate action for self-preservation. Conversion from Class 
A to Class B is one method of increasing the state's capacity to care for for­
mer RTC residents in the community. We chose this issue for a case study be­
cause the conversion process has been a source of frequent complaints from 
providers. 

Background 

Late in 1984 the provider was asked,by Crow Wing county to consider convert­
ing a facility in Brainerd from Class A to Class B. The county was attempting 
to plan for the discharge of some of its residents from Brainerd Regional 
TIeatment Center to the community. The provider agreed to consider the 
conversion, and sought advice from the Department of Health and the De­
partment of Human Services regarding the process for conversion. 

A May 1985 letter from a DHS assistant commissioner explained how Rule 53 
(temporary) would affect projected costs, and suggested that conversion plans 
could proceed after June 30, 1985. In October, the provider and the county 
agreed that the facility should be remodeled to accommodate Class B resi­
dents, but that the facility should be licensed for both Class B and Class A resi­
dents, to maintain flexibility. DHS agreed to consider using the conversion as 
a department pilot project. The provider planned to admit six Class B resi­
dents from the Brainerd RTC by March 31, 1986. The provider had secured fi­
nancing from the Minnesota Housing Finance Corporation for the $70,000 
cost of remodeling. 
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In February 1986, one DHS staff member recommended against approving 
the conversion. The recommendation was based on apparent lack of support 
by the county of its clients in the community, and inadequate county documen­
tation for the need determination. The memo also noted that the rate pro­
posed by the provider seemed excessive, and that the rate increase might be a 
"mechanism to prop up (the provider) which is rumored to be in some finan­
cial distress." 

In March the provider formally requested approval for the conversion from 
the Department of Health, the DHS notified the county that approval had 
been granted for the need determination. In August the facility received a no­
tice setting its interim payment rate at $91.62. The rate was to become effec­
tive when the Department of Health licensed the Class B beds or when the 
Class B beds were occupied by appropriate residents, whichever occurred 
later. 

By December 1986 the facility still needed three Class B residents. Two Class 
A residents were prepared to move to different community settings, and Class 
B residents were set to be admitted from Brainerd RTC. One additional Class 
B resident was prevented from leaving Brainerd RTC by her physician, who 
was associated with the RTC. In January 1987, the Class B beds still had not 
been filled. Two current Class A residents had not been moved to the commu­
nity because the county had been unable to locate services for them. The 
Brainerd RTC resident was still being held there, though the county had ap­
pealed the doctor's decision which kept her from being discharged. The pro­
vider inquired of DHS about a way to begin receiving its interim rate before 
all Class B beds were full. Remodeling had been completed and additional 
staff employed by that time. DHS responded that nothing in Rule 53 would 
permit reimbursement at the interim rate until all beds were in use. 

Crow Wing county attempted to intervene on behalf of the provider. The 
county pointed out that the provider had incurred unreimbursed costs in ex­
cess of $50,000 and that DHS staff had initially encouraged the conversion 
and promised support. 

In 1987 the provider converted another 12-bed Class A facility to Class B. By 
mid-1990, the provider had incurred over $93,000 in unreimbursed costs oper­
ating these two facilities. In addition to costs incurred because of the delays 
in occupying beds, the provider has lost money because administrative costs 
for Class B facilities are capped at the same level as for Class A facilities. The 
provider has administrative expenses which are higher for its Class B facility, 
because the same expenses must be spread over fewer beds, and more staff 
per bed must be supervised. 

The Provider's Point of View 
The provider states that it was originally asked by Crow Wing county to con­
vert some of the beds in its facility from Class A to Class B. At the time, the 
provider was encouraged to do so by the Department of Human Services. 
The provider spent the necessary funds to provide for services for more de-
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pendent residents, who the county was required to remove from the Regional 
'freatment Center, on the assumption that its costs would be reimbursed by 
the state. 

Only after it had committed the funds did the provider encounter difficulties. 
Clients who had occupied some of its Class A beds were to move out to the 
community using Waivered Services slots. Some of those moves were delayed 
by the county's inability to arrange necessary services in the community. In ad­
dition, one client's move from the RTC was delayed by objections from her 
physician. The provider states that it had no control over these factors, but 
bore the cost of them. 

The Department's Point of View 
After meeting with the provider, DRS staff amended Rule 53 to allow the pro­
vider to receive the full payment rate when the Class B beds were 60 percent 
occupied. The department made the rule change retroactive so that the pro­
vider could receive payment for some prior days during which the 60 percent 
requirement was met. 

The provider has asked the department to repay the remaining unreimbursed 
costs. The department position is that it has done what it could to help the 
provider, but is prevented by Rule 53 from granting further financial relief. 
The department answered the provider's most recent request for relief with 
the suggestion that he present his complaints to the Legislative Auditor. 

Conclusions 

The issues in this case arise from two sources. First, Rule 53 operates to make 
a conversion from Class A to Class B difficult and expensive for the provider. 
The provider must spend its own resources preparing for the conversion, but 
must rely, to some extent, on the county and others for the process to go for­
ward. The second cause of difficulties in this case is, in fact, inadequate plan­
ning by the county. It was the county's responsibility to arrange for 
alternative services for ICF/MR residents, so that their beds could be freed 
for use by RTC residents. Because the county was not prepared to arrange 
for community services for its clients, the entire process was delayed, and the 
provider incurred additional, unnecessary expenses. 

CASE 2: SPECIAL NEEDS RATE 
EXCEPTION AND ONE-TIME RATE 
ADJUSTMENT 

The problem in this case involves the steps for obtaining Special Needs Rate 
Exceptions and One-Time Rate Adjustments. This case study illustrates the 
lack of communication between DRS staff and providers, and among staff of 
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different DHS divisions. The case also demonstrates the department's un­
willingness to work with individual providers to make the ICF/MR system op­
erate more smoothly. An additional issue in this case involves costs that were 
disallowed by an auditor, apparently in error, and the way the department han­
dled the situation once the error was discovered. 

Methods 
Case 2 involves a six-bed ICFIMR located in Olmsted county. The facility is 
one of four six-bed ICFs/MR operated by a nonprofit provider. In studying 
this case, we spoke several times with the provider involved. We collected 
documentation from the provider which added to his description of the 
events. We reviewed files regarding the case at the Department of Human 
Services, and we interviewed DHS staff from the Developmental Disabilities 
and Long Term Care Management divisions. 

Special needs rate exceptions are designed to allow providers to hire addi­
tional staff or purchase equipment that is needed to meet the temporary 
needs of an individual client. The special needs are generally related to either 
a behavior problem or medical condition. A one-time rate adjustment is a per­
manent increase in: the facility's per diem rate. It can be used for only a few 
purposes, such as to correct a deficiency cited by the state health department 
or the federal government. 

We chose this example because it highlights the only ways providers can ob­
tain additional funds to serve more difficult clients or to upgrade services 
when clients' needs change. Over half of the respondents to our survey re­
ported that the established procedures rarely or never gave them enough flexi­
bility to handle increasing costs due to changes in clients' needs. 

Background 
The Minnesota Department of Health inspected this facility on March 28, 
1989. The inspector found that an adequate number of staff were not always 
available to handle the evacuation needs of residents in case of a fire or other 
emergency. Because the need was thought to be based on one resident, the 
provider proposed to apply for a Special Needs Rate Exception for that resi­
dent. At the same time, the provider planned to initiate a redetermination of 
need with Olmsted county, to seek a one-time rate adjustment to address the 
changing needs of the elderly residents. In its response to the provider's plan, 
the Department of Health noted that all residents of the facility had shown de­
teriorating ability to respond to fire drills and other events, and that increased 
staffing was probably the best method for correcting the situation. Thus, the 
one-time rate adjustment would be the appropriate means of addressing the 
deficiency. 

On June 20, when the provider initiated a request for a Special Needs Rate 
Exception with Olmsted county, the facility had already hired additional staff. 
Even though funding had not yet been approved, the provider was required to 
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correct the deficiency noted by the Department of Health inspector. The De­
partment of Human Services approved special needs funds on August 4, effec­
tive July 12, and they were scheduled to expire on January 12,1990. The 
temporary funding was to be used for one new staff member to manage one 
client's behavior, and for additional night staff to comply with life-safety codes 
and improve evacuation for that client and others. The department agreed 
that the needs of many of the residents had changed, and its approval of spe­
cial needs funds included the requirement that the provider apply for a one­
time rate adjustment, to be used to permanently increase the number of staff. 

In a September 14, 1989 letter to Olmsted county the provider submitted its 
plan for improving the client's ability to evacuate in an emergency. On Sep­
tember 26, after receiving documentation from the county and the provider, 
DHS set the special needs amount at $12,095-enough for 12 weeks of addi­
tional staff. By then, 11 of those weeks had already passed. 

On October 24 the provider applied to the county for approval of a one-time 
rate adjustment, noting that the client deficiencies were primarily due to de­
generative disease associated with aging, and so could not be permanently cor­
rected through special needs funding. Olmsted county approved the rate 
adjustment, but DHS did not. As a result, the provider informed the county 
on January 29,1990 that the special needs client would have to be immedi­
ately discharged to a Regional Treatment Center, with other clients to follow. 

On January 31 the department authorized a 90-day extension of special needs 
funding, effective January 13. DHS did not address the requested one-time 
rate adjustment. 

On March 22 the rate adjustment request was reviewed by a DHS committee. 
The committee decided not to act on the rate adjustment, and instead di­
rected the provider to apply for another extension of special needs funding. 
On May 10 the facility requested the extension as directed. 

The previous special needs extension had expired on April 11, but the depart­
ment did not approve the new extension until July 18, for the period Apri112 
to October 12, 1990. The provider was told to apply for additional extensions 
in October 1990 and January 1991. Between July 12,1989 and July 18,1990, 
the provider operated a total of 206 days without knowing whether it would 
be reimbursed by the department for the additional services it was supplying. 
During that time, the provider repeatedly attempted to contact DHS staff to 
learn the status of its applications. Many phone calls went unanswered. 

At the beginning of September 1990, the provider received the annual rate no­
tice for this facility, for rates effective October 1, 1990. The notice showed 
that the DHS desk auditor had disallowed $14,344 which, he said, represented 
special needs funds which should have been accounted for separately on the 
provider's annual cost report. The auditor stated that the additional money 
was disallowed because of a report which showed that the provider had been 
approved for $30,153 of special needs funds. The audit division was unable to 
produce the report, chose not to discuss the matter with the provider, and ad-
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vised the provider that, even if the disallowance was an error on the part of 
the auditor, the provider's only recourse was through the appeal process. 

67 

The disallowance of $14,344 in program costs resulted in the provider being 
required to pay back $11,590 from the previous year, because of apparent un­
derspending on program activities. The provider also lost an efficiency incen­
tive payment because of the disallowance. The net result was a per diem rate 
about $15 lower than expected by the provider. 

The Provider's Point of View 
The provider asserts that the Special Needs Rate Exception should never 
have been used to support extra staffing needed to comply with life safety 
codes, and that the appropriate funding source for safety code corrections is 
the One-Time Rate Adjustment. 

The provider also believes that it was unfair to make him carry the burden of 
continuing to provide services while at risk of never being paid for them, and 
to refuse to respond to his questions during the process. The provider states 
that on several occasions during this period extensions were approved only 
after he had initiated discharge proceedings for the resident, which would 
have resulted in the client's placement in a Regional Treatment Center. The 
provider asserts that it was unreasonable for the department to place the cli­
ent in jeopardy in that way. 

Finally, the provider states that the special needs money he did receive was ac­
counted for correctly in his cost reports. The disallowance of additional 
money, he says, was based on misinterpretation by the auditor of the 
department's own report. Therefore, since the disallowance represents an 
error on the part of DHS, the provider believes it was unreasonable to force 
him to appeal it and to wait until the department was ready to settle the ap­
peal to recover money which he had already spent in good faith. 

The Department's Point of View 
DHS staff characterized the problems encountered by this provider as caused 
by a lack of communication and coordination, both between DHS divisions 
and between the department and the provider. 

Long Term Care Division staff explained that delays in special needs funding 
can occur for a variety of reasons. Approval for special needs funding is some­
times delayed because the county or the provider does not supply all of the 
necessary information in a timely manner. According to staff, this was part of 
the reason for the delays in this case. 

Long term care staff did direct the provider to apply for a one-time rate ad­
justment, and special needs funding was approved only so that it would cover 
resident needs until the rate adjustment was approved. However, long term 
care staff learned later that the Developmental Disabilities Division had 
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changed somewhat its criteria for one-time rate adjustments. Because the De­
velopmental Disabilities Division has been trying to plan for the discharge of 
most of the remaining RTC residents and for the sacs system, division staff 
wanted some assurance that the increased rate would increase capacity in the 
county to care for its RTC residents in the future. Developmental disabilities 
staff therefore delayed approval of a one-time rate adjustment for this facility. 

Staff of the Developmental Disabilities Division agreed that lack of internal 
communication had contributed to the problems in this case. At the time the 
provider requested the rate adjustment, the division had been considering ask­
ing the facility to convert beds form Class A to Class B status. Division staff 
assumed that special needs funds could be used to meet residents' needs until 
the conversion could be completed. 

The division did not want to approve a one-time rate adjustment, which would 
have resulted in a permanent rate increase, until long-term planning was com­
pleted. Developmental disabilities staff concede that they may not have made 
the provider or Long Term Care Division staff fully aware of the reasons for 
not approving the rate adjustment. Staff also said that the provider may need 
to resolve serious financial difficulties before devoting its attention to the con­
version process. Developmental Disabilities Division staff said that they 
might have made different decisions if they had known that the process would 
take so long. 

The final issue in this case is the disallowed special needs funds from the 
provider's 1989 cost report. Audit Division staff agree that the disallowance 
was an error on their part. The billing system sent auditors a new report 
which did not clearly differentiate between rejected and accepted claims. Sev­
eral other providers were affected by the problem, and the Appeals Division 
is attempting to resolve the issues quickly. 

Conclusions 

We conclude that most of the problems in this case were due to lack of com­
munication and coordination. This is a small provider who had a good reputa­
tion among developmental disabilities staff. There is no dispute over whether 
the clients involved actually needed the additional services. It would certainly 
have been in the best interests of the clients, the provider, and the state to 
give the provider the information and assistance it needed to complete the ap­
plication processes in a more timely way. 

The error that was made during the desk audit process was understandable. 
What is less understandable is the need to jeopardize the financial viability of 
this provider and the future of the residents over what the department has 
agreed was simply a mistake their part. As we discuss in Chapter 3, the depart­
ment lacks a method for correcting its own errors in a simple, timely manner. 
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CASE 3: RECLASSIFICATION OF COSTS 

The problem in this case involves a decision by DHS auditors to reclassify 
costs from the program to the administrative category. This type of action by 
the state has been a source of considerable disagreement and friction between 
the department and providers. This case illustrates the distrust between DHS 
staff and providers, which in this case was exacerbated by lack of communica­
tion and inconsistency on the part of DHS auditors. 

Methods 
Case 3 involves a 12-bed facility in Sherburne county and a 6-bed facility oper­
ated by the same provider in Ramsey county. In studying this case, we spoke 
several times to the provider involved. We collected documentation from the 
provider which supported its description of the events. We reviewed files re­
garding this case at the Department of Human Services, and we interviewed 
DHS staff from the Audit and Provider Appeals Divisions. 

Background 
The provider's cost reports for 1988 showed nursing staff wages of $4,871 at 
one facility and $5,086 at the other. On June 27, 1989 the DHS auditor re­
quested additional information about administrative salaries but did not ask 
for clarification of the nursing wages allocation. 

The provider responded to the request on July 31, explaining that facility 
directors' wages could not be assigned to particular homes because each direc­
tor is responsible for more than one home. Facility directors' salaries are in­
cluded with central office costs and allocated among all operations. 

The facilities received rate notices in September. The notices showed that 
nursing wages had been transferred from the program to the administrative 
cost categories. The provider requested the auditor's work papers, and from 
them learned that the auditor had made the assumption that, since facility di­
rector salaries could not be allocated, then neither could nurses' wages, be­
cause nurses also serve more than one facility. The auditor noted that the 
provider "is DIDing [directly identifying] the cost where it is to his benefit 
(program) and not DIDing cost where it is also to his benefit (admin)." Be­
cause the provider was already at the limit for administrative costs, the entire 
cost of nursing salaries was effectively disallowed. 

The provider appealed the issue on October 20, 1989. The provider was in­
formed that the appeal would not be expedited because the issue was shared 
by other providers. The provider requested that the appeals be resolved prior 
to the time new rates were issued in September 1990, because of concerns 
that the same disallowances would again be made and would have to be ap­
pealed. The department informed the provider that it was highly unlikely that 
the appeal would be resolved in that time period. 
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In September 1990 rate letters based on 1989 cost reports were sent. The 
provider's nursing wages were not disallowed on this year's report. The ap­
peal over last year's disallowance has still not been resolved. 

The Provider's Point of View 
The provider asserts that "the assumption which (the auditor) made is com­
pletely wrong." Facility directors are full-time, salaried supervisory employ­
ees, responsible for the daily management of several group homes. They 
frequently perform work, for example developing policies and procedures, 
which applies to more than one facility. The facility nurse position is a part­
time, hourly, non-supervisory job. Nursing staff are required to maintain con­
tinuing time records which identify the facilities they have worked in. 

It is the provider's opinion that the issue could have been avoided if the audi­
tor had asked for an explanation of the nursing wage allocation during the 
audit process. Now that the error has been made and the desk audit rate no­
tice has been sent, the auditor has informed the provider that the appeal pro­
cess is the only available way of correcting the error. Until the appeal is 
resolved, the provider will not have use of approximately $10,000 to which it is 
entitled. 

The Department's Point of View 

The DRS auditor who performed the desk audit informed us that his work 
had been reviewed by a more senior auditor. The reviewer told the desk audi­
tor to reclassify and allocate the nursing wages. The reclassification occurred 
late in August, which the desk auditor told us was too late in the audit cycle 
for him to request backup documentation from the provider. 

Conclusions 
It is unclear whether the reclassification of nursing wages was an error. The 
Audit Division has had nothing further to do with the case since it sent rate 
letters in 1989. The Provider Appeals Division has not yet resolved the issue. 
Regardless of whether an error was made, the way the Audit Division handled 
the matter was problematic. 

First, we do not think that auditors should "assume" that a provider has done 
something wrong without asking for documentation or clarification. Second, 
it should never be too late in the audit cycle to ask for that documentation. 
Because the auditor did not have time to clarify his findings, a great deal of 
time and money must now be spent to resolve the issue through the appeals 
process. Finally, the fact that the same nursing wages were allowed this year 
that were disallowed last year indicates, at least, serious inconsistencies in the 
way audits are conducted at DRS. 
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CASE 4: INTERIM RATE FOR A NEW 
FACILITY 
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This provider had difficulty obtaining a timely and error-free interim rate for a 
new facility. The case illustrates the way DRS interprets Rule 53 and its ef­
fect on the delivery of services for ICF/MR residents. 

Methods 
Case 4 involves a provider in Ramsey County. We interviewed DRS Audit Di­
vision staff, as well as the provider. We also examined DRS audit files and 
documents given to us by the provider. 

The provider's experience with opening a new ICF/MR and obtaining an in­
terim rate was selected as a case study because it reflects a category of pro­
vider complaints relating to communication problems with the Department of 
Ruman Services. In our provider survey, nearly half of the respondents found 
it rarely or never true that the reasons for rate adjustments were clearly ex­
plained to them. In response to open-ended questions, about 21 percent of 
providers in our survey discussed communication difficulties they had with 
DRS, including the complaint that DRS staff seem unwilling to correct errors 
made by the department. 

Background 
The provider is a privately owned corporation that delivers a variety of ser­
vices to developmentally disabled Minnesotans and those who work with 
them. The company owns two ICFs/MR, which constitutes about 20 percent 
of its business. In addition, the organization offers home and community 
based waiver services, semi-independent living services (S.I.L.S.), foster and 
respite care, behavior analysis, and case management. 

On July 14, 1989, the provider submitted an estimated cost report and re­
quested approval of an estimated interim rate for a new four-bed ICF/MR. 
At that time, the provider had not yet purchased a house and did not plan to 
do so until DRS approved an interim rate. The provider's representative said 
that he hesitated to commit his organization to a mortgage and was uncertain 
whether a bank would even negotiate with him unless he knew what his in­
terim rate would be. In September 1989, Audit Division staff wrote to the pro­
vider requesting copies of loan agreements, contracts, real estate tax 
statements, and the purchase agreement. The auditor also questioned why 
the estimated costs were higher for the new home than for the provider'S 
other ICF/MR. The provider's October 13, 1989, response explained that no 
home had been purchased and the July cost report was an estimate, so none 
of the items the auditor requested had yet been developed. The provider also 
explained that the higher estimated costs were due to the current labor mar­
ket situation and to the more severely disabled clientele expected in the new 
home. 
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The Legal Aid Society intervened with the department on behalf of the par­
ents of a regional treatment center client who could not be moved into the 
community until the new facility was completed. On November 1, 1989, DHS 
Audit Division staff established an estimated interim rate so that the provider 
could proceed with the purchase of a house. In their rate notice, DHS staff 
told the provider that the final interim rate would be based on actual cost pro­
jections that the provider needed to submit before opening the facility. When 
a house for the new facility had been purchased, the provider sent DHS a re­
vised cost report. The report was sent on February 26, 1990, for a projected 
opening date of April 1. A DHS auditor called the provider on April 13 and 
asked for additional supporting detail for the revised cost report because it dif­
fered from the estimated one. The provider sent the materials on April 16, 
and the interim rate was issued on April 17. 

On April 18, when the rate notice arrived, the provider noticed an error. The 
provider called the auditor and asked for the work papers used in the calcula­
tion. The cost report was for a.l0-month period, but the auditor had used 12 
months to calculate the monthly interest rate. As a result, the per diem rate 
was lower than it should have been by $1.15. On April 19, the provider called 
DHS and pointed out the error. The auditor said that he could not correct 
the error at that point and that Rule 53 makes no provision for appeals of in­
terim rates. The provider would have to wait until the end of the first report­
ing year, the "settle-up period," to correct the problem. The provider then 
called an Audit Division supervisor, who corrected the error and reissued the 
interim rate on May 7, 1990. 

The Provider's Point of View 

The provider's representative was frustrated by the process of opening a new 
facility. In particular, the provider asserted that the process should be more 
flexible and should be completed more quickly. The provider's representative 
felt he had been in danger of not receiving an interim rate unless he persis­
tently asked for one, and he was frustrated by the department's resistance to 
giving him an interim rate before he committed to buying property. He was 
uncertain about why a DHS error could not be corrected and feared that, if it 
were not, he would "not get the full benefit of the provisional rate adjustment 
allowed in Rule 53 at settlement." That is, he was concerned that his full in­
terim expenditures would be underrepresented in the calculation of his histori­
cal rate, upon which his facility's future payment rates would be based. The 
provider was approved to develop two additional ICF/MR facilities in Wash­
ington County, but decided not to proceed because of inflexibilities in Rule 53. 

The Department's Point of View 

Audit Division staff told us that some difficulties in the case arose from com­
plications inherent in the interim rate setting process, especially when the pro­
vider is opening a new facility. The provider wanted an interim rate before 
investing in the property, and the department could not establish a rate until 
the provider could submit loan and other information about the property. 
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With the urging and assistance of staff from the Legal Aid Society, the depart­
ment reached a compromise. Audit Division staff asked the provider to sub­
mit an estimated cost report, and the department calculated an estimated per 
diem rate, to be adjusted based on actual costs. 

When the provider discovered an error in the final interim rate, Audit Divi­
sion staff initially said they could not correct the problem until the settle-up 
period because Rule 53 expressly forbids any change in an interim rate once it 
has begun. Staff said that they then discovered that the interim rate, though it 
had officially begun, had not yet been entered into the department's com­
puter. Therefore, audit supervisors concluded that they could correct the 
error immediately. Had the information already been entered into the com­
puter, auditors said, they probably would have insisted on waiting until the set­
tle-up period to correct the error. 

Conclusions 

Though the process was cumbersome, we believe the department acted appro­
priately when it worked with legal aid to establish an estimated interim rate 
for this provider. On the other hand, the error in the interim rate could have 
caused more difficulty than it did had the provider not pursued the matter im­
mediately. Moreover, a less sophisticated provider might not have acted so 
quickly or persistently. 

While the department responded to the difficulties this provider was having 
by establishing an estimated rate, the solution was reached in part at the insis­
tence of an outside force, legal advocates. The department does not currently 
have its own system for working with providers on the opening of new facili­
ties so that these services, which county staff have deemed necessary, can 
begin as quickly and smoothly as possible. 

Finally, this case re-emphasizes a problem that many providers have com­
plained about-the department's apparent unwillingness to correct its own er­
rors. We discuss this issue in more detail in Chapter 3. 

CASE 5: RECLASSIFICATION OF PROGRAM 
COSTS 

The problem we examine in this case study is the classification of program and 
administrative costs. The case demonstrates the underlying issues of unclear 
communication and lack of consistency from DHS. 

Methods 

Case 5 involves a provider headquartered in Stearns County. To complete 
this case study, we interviewed the provider's Division Director and the Bud­
get and Finance Director. We also interviewed Department of Human Ser-
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vices Audit Division and Appeals Division staff involved in the case, and we 
spoke with the provider's accounting firm. We examined desk audit files and 
appeals files for both ICFs!MR belonging to the provider, as well as documen­
tation given to us by the provider. 

The provider experienced a problem which is representative of a complaint 
brought up by respondents to our provider survey: the department's disallow­
ance of salaries previously classified as program costs. About 44 percent of re­
spondents said that it was rarely or never true that decisions about allowable 
costs were understandable. In response to open-ended questions, about 25 
percent of our survey respondents wrote that they had particular difficulty 
classifying program and administrative costs, and many of these providers spe­
cifically requested training in this area. 

Background 
The provider owns and administers two nonprofit ICFs/MR, one with 14 beds 
and one with 6 beds. Both are Class A homes serving adults with dual diagno­
ses of mental retardation and a variety of additional problems. 

In April 1989, the provider submitted cost reports for both homes for the year 
ending December 31,1988 to the Department of Ruman Services.1 In early 
July 1989, DRS Audit Division staff sent the provider a letter requesting that 
it send further information within 20 days. Auditors stated that they needed 
the additional information to help determine the allowability under Rule 53 of 
the Program Director's and Unit Coordinators' salaries. The documentation 
requested included position descriptions and daily calendars or diaries for 
May, July, October, and November of 1988. 

The accounting firm serving the provider responded to the auditor's request 
within 20 days. The accountants sent position descriptions but explained that 
no daily diaries had been kept for the Program Director or the Unit Coordina­
tors. The Unit Coordinators had completed time sheets, but their duties were 
not itemized on these records, so they would not help to clarify the proportion 
of time spent on program activities. The provider's staff told us that the Pro­
gram Director and Unit Coordinator positions had been classified as program 
expenses since 1979 and had not been questioned previously by DRS. 

In September 1989, the provider received its 1990 rate notice, based on the 
Audit Division's desk audit of the 1988 cost reports. The department had re­
classified the Program Director and Unit Coordinator positions to the admin­
istrative category, so that their salaries were no longer reimbursable as 
program expenses. These expenses caused the provider to exceed its adminis­
trative reimbursement cap, so DRS would not reimburse the salaries as admin­
istrative costs. Moreover, with the salaries removed from program costs, the 
provider had "underspent" in the program category-that is, it had not spent 
at least 98 percent of the program funding it had received, so was required to 
return the difference between the funding and expenditures. Paybacks were 
due for both the 1988 and 1989 rate years. The provider's accounting firm cal-

1 Since the provider had the same problem with cost reports for both homes, we discuss them together. 
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culated that the total payback would be more than $120,000, including the 
1989 salaries which had already been paid by the time the rate notice arrived. 
The department told the provider that it intended to take the payback out of 
the provider's per diem payments for each ICF/MR for a 12-month period be­
ginning October 1, 1990. 

In September 1989, the provider submitted an appeal of the desk audit find­
ings to the Appeals Division of DRS. The reclassification of program costs 
was one of four issues appealed for one home and one of seven issues for the 
other. In its appeal of the reclassification of Program Director and Unit Coor­
dinator salaries, the provider cited a provision of Rule 53, which states that al­
lowable program costs include "salaries of program staff, including the 
program director, unit coordinators, and nursing staff.,,2 In Apri11990, DRS 
settled some of the issues in the appeal, but the program reclassification issue 
remained unsettled. 

The Provider's Point of View 
The provider's administrative staff told us that they will be unable to survive fi­
nancially if the paybacks are enforced, and they have hired a lawyer to negoti­
ate with the department. They told us that DRS appeals staff said they would 
not settle the program reclassification issue until after other such appeals 
have been settled by the administrative law judge, which appeals staff antici­
pated would take at least 18 months. 

The provider has sent position descriptions, time sheets, and descriptions of 
typical days for the program director and unit coordinators to the Appeals Di­
vision. The provider's representatives believe that-the Unit Coordinator is en­
tirely a program position and assert that administrative tasks are performed by 
the central office. 

The provider has also initiated a more detailed time sheet on which employ­
ees attempt to classify program and administrative time .. This time sheet was 
sent to DRS with a request for feedback about its adequacy under Rule 53. 
The provider told us that so far DRS has not responded to this documenta­
tion. In March 1990, the provider's accountant asked to meet with DRS to 
clarify the definition of program duties. A DRS auditor declined to discuss 
the issue and said that he preferred to receive time records. 

The Department's Point of View 
The department's appeals files contained information about how DRS has re­
sponded, and we talked with both Audit Division and Appeals Division staff 
about their work on this issue. The desk auditor for this case told us that the 
program costs listed on the 1988 cost report seemed high when compared 
with other facilities, so he asked for further detail. Re received only position 
descriptions, which seemed to include many administrative duties for both po­
sitions under dispute. Since the provider could not provide any documenta-

2 Department of Human Services Rule 9553.0040 Subp. lA 
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tion of how their staff members' time was actually spent, the auditor reclassi­
fied the Program Director and Unit Coordinators' salaries to the administra­
tive cost category. 

Legal staff of the Appeals Division report that they are negotiating with the 
provider's accountants and legal counsel to solve the problems presented in 
this case. The provider is trying to produce staff calendars or some method of 
demonstrating how staff spent their time. Since program cost reclassifications 
have affected many providers recently, DHS has agreed not to collect pay­
backs through per diem rates until appeals are settled. Appeals staff told us 
that Rule 53 is not specific about what constitutes adequate time distribution 
records, and that they hope to educate providers on such matters through the 
appeals process. 

Conclusions 

In this case, it appears that both DHS and the provider have valid points. On 
the one hand, Rule 53 does state that staff who are not top management and 
who have multiple duties must allocate their time "to the appropriate cost cat­
egories on the basis of time distribution records that show actual time spent, 
or an accurate estimate of time spent on various activities.,,3 The program di­
rector and unit coordinator position descriptions list many activities that ap­
pear to be administrative, indicating that the provider should have been 
keeping time distribution records. On the other hand, DHS had not ques­
tioned these costs at any time since 1979, leading the provider to believe that 
the salaries were allowable program costs. This case demonstrates the poor 
communication between the Department of Human Services and providers. 
The case also shows that the department has been inconsistent in its interpre­
tation of Rule 53, since it did not question the provider's program classifica­
tions from 1979 until 1988. Inconsistency of audit decisions from year to year 
is a complaint we heard from many providers. 

3 Minn. Rules 9553.0030, Subp. 1D. 
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SELECTED PROGRAM 
EVALUATIONS 

Board of Electricity, January 1980 80-01 
Twin Cities Metropolitan Transit Commission, February 1980 80-02 
Infonnation Services Bureau, February 1980 80-03 
Department of Economic Security, February 1980 80-04 
Statewide Bicycle Registration Program, November 1980 80-05 
State Arts Board: IndividualArtists Grants Program, November 1980 80-06 
Department of Human Rights, January 1981 81-01 
Hospital Regulation, February 1981 81-02 
Department of Public Welfare'S Regulation of Residential Facilities 

for the Mentally nz, February 1981 81-03 
State Designer Selection Board, February 1981 81-04 
Corporate Income Tax Processing, March 1981 81-05 
Computer Support for Tax Processing, April 1981 81-06 
State-sponsored Chemical Dependency Programs: Follow-up Study, April 1981 81-07 
Constmction Cost Overrun at the Minnesota Co"ectional Facility-

Oak Park Heights, April 1981 81-08 
Individual Income Tax Processing and Auditing, July 1981 81-09 
State Office Space Management and Leasing, November 1981 81-10 
Procurement Set-Asides, February 1982 82-01 
State Timber Sales, February 1982 82-02 
Department of Education Infonnation System, * March 1982 82-03 
State Purchasing, April 1982 82-04 
Fire Safety in Residential Facilities for Disabled Persons, June 1982 82-05 
State Mineral Leasing, June 1982 82-06 
Direct Property Tax Relief Programs, February 1983 83-01 
Post-Secondary Vocational Education at Minnesota's Area Vocational-

Technical Institutes, * February 1983 83-02 
Community Residential Programs for Mentally Retarded Persons, * 

February 1983 83-03 
State LandAcquisition and Disposal, March 1983 83-04 
The State Land Exchange Program, July 1983 83-05 
Department of Human Rights: Follow-up Study, August 1983 83-06 
Minnesota Braille and Sight-Saving School and Minnesota School for 

the Deaf, * January 1984 84-01 
The Administration of Minnesota's Medical Assistance Program, March 1984 84-02 
Special Education, * February 1984 84-03 
Sheltered Employment Programs, * February 1984 84-04 
State Human Service Block Grants, June 1984 84-05 
Energy Assistance and Weatherization, January 1985 85-01 
Highway Maintenance, January 1985 85-02 
Metropolitan Council, January 1985 85-03 
Economic Development, March 1985 85-04 
Post Secondary Vocational Education: Follow-Up Study, March 1985 85-05 
County State Aid Highway System, April 1985 85-06 
Procurement Set-Asides: Follow-Up Study, April 1985 85-07 



88 ADMINISTRATION OF REIMBURSEMENT TO ICFs/MR 

Insurance Regulation, January 1986 86-01 
Tax Increment Financing, January 1986 86-02 
Fish Management, February 1986 86-03 
Deinstitlltionalization of Mentally III People, February 1986 86-04 
Deinstitlltionalization of Mentally Retarded People, February 1986 86-05 
Management of Public Employee Pension Funds, May 1986 86-06 
Aid to Families with Dependent Children, January 1987 87-01 
Water Quality Monitoring, February 1987 87-02 
Financing County Human Services, February 1987 87-03 
Employment and Training Programs, March 1987 87-04 
County State Aid Highway System: Follow-Up, July 1987 87-05 
Minnesota State High School League,* December 1987 87-06 
Metropolitan Transit Planning, January 1988 88-01 
Fann Interest Buydown Program, January 1988 88-02 
Workers' Compensation, February 1988 88-03 
Health Plan Regulation, February 1988 88-04 
Trends in Education Expenditures, * March 1988 88-05 
Remodeling of University of Minnesota President's House and Office, 

March 1988 88-06 
University of Minnesota Physical Plant, August 1988 88-07 
Medicaid: Prepayment and Postpayment Review - Follow-Up, 

August 1988 88-08 
High School Education, * December 1988 88-09 
High School Education: Reporl Summary, December 1988 88-10 
Statewide Cost of Living Differences, January 1989 89-01 
Access to Medicaid Services, February 1989 89-02 
Use of Public Assistance Programs by AFDC Recipients, February 1989 89-03 
Minnesota Housing Finance Agency, March 1989 89-04 
Community Residences for Adults with Mental Illness, December 1989 89-05 
Lawful Gambling, January 1990 90-01 
Local Govemment Lobbying, February 1990 90-02 
School Disl1ict Spending, February 1990 90-03 
Local Govemment Spending, March 1990 90-04 
Administration of Reimbursement to Community Facilities for the 

Mentally Retarded, December 1990 90-05 
Pollution ControlAgency, pending 
Teacher Compensation, pending 
Corrections Policy, pending 
State Investment Perjonnance, pending 
Game and Fish Fund, pending 
Nursing Homes: A Financial Review, pending 

Evaluation reports can be obtained free of charge from the Program Evalua­
tion Division, 122 Veterans Service Building, Saint Paul, Minnesota 55155, 
612/296-4708. 

*These reports are also available through the U.S. Department of Education ERIC 
Clearinghouse. 




