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DECISION 

The Karyland Department or HGalth and Mental Hystene (State) 
appealed II determination by the Health Care Financing 
Ad~inl~tratlon (HefA or Agency) diSallowIng '3,189,90) in 
federal financial participation for operation of the State', 
Hedtcaid program between July 1, 198) llnd June 3D, 19811. The 
ba,i, for the disallowance was HeFA', determination that the 
State haa not met the requirements or section 190)<,) of the 
Social Security Act (Act) and Implementing regulations, which 
provides iii one percent offset to reductions in Medicaid 
funding to states for fiscal years 1982 through 198J1. 

Section 1903(5) of the Act providell for progressive percel'ltage 
reductions Irl federal Medicaid funding for each of thesll 
years, vhich could nevertheless be Offset by an amount equal 
to one percent of funding (the ~one percent offset~) if 
certain criteria vere lIIet. The Sute here alleged that it !let 
the one percent offset by Virtue of its having a S1ste. to 
detect ~fraua and abus.- that woula -divert~ III specIfied 
alllount of funds which would otherwise be spent In the Medicaia 
prOlra.. The Stat.e arguea that it had diverted funds attribu
table to the detection of fraUd and abuse by operation of a 
~two-step prepay.ent screening process- tor all hospital 
adclsslons. Tne Agency deterlllined that the State's systell for 
detecting fraud and abuse was Ineligible for the offset under 
the terms of the applicable regulations_ 

Specifically, the Agency denied the olaim of diverted funds 
frolll the first stage of the State's process because stage one 
occurred before the hospital invoLce for services had been 
sub~itted to the State Medicaid agency and was not, therefore, 
In the Agency's view, a -clalms processing ~y~telll of prepay_ 
lIIent screen,s- a,s required by 112 erR 1133.203. The Agency also 
objected to stage two of the State's systee since, altboush 
the screening operatIons occurred after the Involce had been 
sub.ltted, they were nonetheless ~routine~ and -clerlcal.
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As explained below, wa reverse the disallowance ~ince we 
conclude that amounts diverted under both stages or the 
State', two-5t~ge screening 5Y5te~ qualify for purpose, of the 
(raLld and abuse off39t. We find that the scrt!ening prooess 
provided by a Professional Standards Review Orianl~atLon in 
stag. one of the Stata'S sYllte~ was a part of the State's 
·claims processing system," as required by regulation, since 
the PSRO'li review occurred after dIscharge or the patient and, 
In .rrect. reviewed the hospital's de.and for Hedicaid payment 
for services provided. For stage two of the State's 31st•• , 
we reject the Agency's arlUBent that the review was "routine" 
and ·clerical,· since we find that the State demonstrated that 
the	 stage two review involved an independent appraisal of 
the clai~ and only Included screens which the regulations 
:specifically provided to be eligible for the fraud and abu:se 
ofhet. 1/ 

Statutory and regulatory background 

Section 1903(3) of tne Act provided for reductions In fed~ral 

l1edicald funding of" 3 percent for fhcal year (F'i) 1982, II 
percent for Fr 1983, and .5 percent Cor FI 19811. Section 
1903(s)(I)(A). The section Curther provided, however, that 
these percentages shall De -reduced • • • by one percentage 
point IC the total a.ount oC the State's third party and Craud 
and abuse recoverlea Cor the previOUS quarter is equal to or 
exceeds one parcent of the amount or Federal payments that the 
Secretary estimates are due the State •• , for that previous 
quarta,'." Section 1903(s)(2){Cl. "Third party and fraud and 
abuse recoveries" are defined as: 

the total amount that State demonstrates to the Secretary 
that it haa racovered or diverted ... tn the quarter 

.!7	 The State In this appeal bad Challenged the authority of 
tne Agency to e~fectuate the percentage reductions of 
Medicaid funding, Incorporat.1ng by reference an Ilrll'Ullltlllt 
lII~de by Pennsylvania in a related ca3e, Docket No. 85-224. 
Penn3ylvania argued that the Agency could not effectuate 
the disallowance becau,e tt had f~iled to co~ply with 
certain pr~requisites provided 1n section 1903(s), In 
our decision on the Pennsylvania appeal, we explained 
Why the State's arll'ulllents did not cause us to reverse 
the disallowance; we Incorporate by reference the sa.e 
analysts tn this deols10n. See Pennsylvania De~ertlllent 

of Public \lelfere, DeClston No. 811, Noveillber 19, 1986, 
pp. 11-6. 
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on lobe bash of (I) third-party payments .••• (II) thft 
operation or it.s State medicaid rr~ud control untt • 
and (Ill) other fraud or abuse control actlvlt.i~~•••• 

Section 190]{s)( 5HA)( 1). 

"Diverted~ amounts or "fraud and abuse control activities" are 
not defined in the statute. Reiulatlon~ implementing section 
1903(s), however, provide: 

. DefinitiOns. 

for purposes of this subparl __ "Abuse" .eans provider 
practices that are inconsistent with sound riscal, 
bu~lness or medical practices, and result In unnecessary 
cost to the Hedicaid progriloll, or In rel.bursecent for 
services that sre not medIcally necessary or that fall to 
Ileet professionally recognized standards for health care. 

"Diverted funds· Ileans program fund3 not spent because 
claims were denied or reduced in amount as a r~sult of 
the tollowing: 

• • • 
(3) Use in clalm~ processIng systems of prepayment 
screens that are-

(lit Specifically desIgned to detect fraud or ~bus. 

and applied to all clal~s sub.itted by all providers or 
by a general category of providers. 

~2 CYR 33.203 (1982). 

The	 State's screening system 

As explained by the State, the first stage of the State" 
screening process be~lns when a hospital completes a 
Departroent of Health and Mental Hygiene "3808" form. On 
the 3808 form, the hO",pital ,.ill claitll for each admi.!l.!lion a 
certa\n length of stay for which the hospital believes it is 
entitled to Medicaid funding_ The hospital also includes 
other r~ievant infor.atlon, such as "the patient's ad.IssIon 
and di.!lcharge dates, the diagno313, the plan of treatment 
provided and the procedures performed." State's OpenIng 
Brief, p. 4. 21 

27	 The leal! form is completed for 100 percent of hospital 
admissions. The State explained, however, that it claimed 
the diverting of funds attributable to the detection or 
(cont{nued on the next pagel 
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The hospItal sends the completed 3808 Corm to the State_ 
esl,naled ~Util11atton Review· agent, whl~h ouring the time 
n questIon was a federally-approved Professional Standard, 
ev!ew Organ11ation (PSRO). The PSRO revIews the 3808 for. to 
eter.ine the medleal necessity of the length or treatment 
rovided. In 90lle cases, the PSRO will also review the 
atIent'S ~edical records. The PSRO then certIfIes on the 
808 form the number or days which it has approved as 
edically necessary, a8 well a~ tdenttfying those days or care 

or which the hospital Is scoklng reimb<.lrl5t!lllent but which artl 
eing den led by the PSRO. The denied days or treatment are 
he basls for computing the dIversion of fundS when the 
ospital next SUbmits the actual tnvolce for the ~ervice, 

hich mU$t be accompanied by the 38~8 form it~elf. 

he second stage of th~ State's system begins when the 
ospital submits to the State the 3808 for. along with the 
nvoIce for services rendered. At tbe State agency, the 
nVOice and accoepanylng 3808 are revtewed by ~a team or 
edical and profe~slonal personnel,~ which analy%es the 

nvoice and 3808 rorm for three types of fraud and abuse: 
Fraudulent billing, overutill%atlon and fragmented claims." 
tate's Opening Brief, p. 5. Fraudulent, or "erroneous,~ 

illing, according to the Stllte, 15 detected by examining 
hether the hospital's claim was based on some misrepresen

ation or whether thtil information provided on the InvoIce 
iffers frOlll Information earlier provided to th", PSRO. rd.; 
r., p. 23. "OverLltilizatlon" Is apparently 1I.1so detected by 

ing whether there have been misrepresentations. Tr., 
·Fragmented" clalm8 Is a technical term, referring to 

ple billings for the different components of a single 
ion," State's Openlng BrIet, p, 5. n. 6. Tne State 
xamines Ilhether the hr;>spHal Is billing tor a 
overed service,· but the Stete doe~ not Include Ilny 
s detected by this screen In its calculation of diverted 
since the State conceded that the regulation's preamble 
icaily exclLlded ~uc~ screen~ from the definltion of 
ted (uod~." State's Reply Brief, p. 5; ~7 Fed. Reg. at 
(SeptemDer 30, 1982). 

ontloLled frOlll the previoLlS page) 
fraLld and abuse for only tho~e adllll~slons for which the 
3808 (orm 13 completed after dIscharge, about 15 percent 
or the total. According to the State, these admissions 
are for ·non-~lectlve. urgent or emergency procedLlres and 
the admissIons wnere the patient Is determIned to be 
retroactively elIgible after dtscharge.~ State'~ OpenIng 
BrIef, p. 3, n. Z. 
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The	 Agency's basts for the disallowance 

The Agency had independent objections to both stages of the 
State's two-stagl lIcreening proce35. The Agency in its 
written briefs, however, focused Its objections on the first 
stage of the system, the review or the form 3808 by the PSRO. 
According to the Agency, Hthe issue [tn this appeal] I' 
Whether the PSRO'II activities can be construed as a prepayment 
screen used in a claims procissini lIYlltem.~ quoting the regu
latory definition of "diverted fundS· provided by ~2 CPR 
1133.20]. Agency's Brief. p. II. tile Agency argued that stage 
one of the State', system cannot qualtfy as II prepayment 
screen In II claims processing system since the PSHO', revtew 
ooeur5 before a "clai." is ever s~b.itted by the hospitsl to 
the State. The Agency defined the term "clal~" to mean the 
huspltal's "invoice" or "bill." 

Altho~lfh the term "claim" is not defined by the regulations 
itllphHll<:!nting the fraud Ilnd abuse off",et provision, the Agency 
cited a definition or "claim" appearing In a section of the 
Medicaid regul1tions which Implement section 1902(a)(]7) of 
the Act, establishing deadlines for the sub_Iss Ion and 
processing or "cIa Ie"'" by a provider. See '12 Ci'R 'I 7.115. One 
definition of a clai3 In that relf~latlon-1s a -bill for 
services. - 11 
As well 85 drawing signIficance from the fact that the State's 
system was "pre-invoice," the Agency argued that the State's 
system was part of its system for "utlltzatlon control" whIch 
WIlS intended to fulfill other stat~tory and regulatory 
requirements, including 42 CPR Part 456 ("Utilization 
Control"). The Asency IlIillntained, therefore, that the State'S 
syste. was ineligible for the fraud and abuse Offset since the 
system was not "(s]peclflcally destined to detect fraud and 
abuse." 42 CfR 433.203; eee Agency', Brief, pp. 5-6. 

The Ag9ncy also argued that stage two of the State's syste. 
failed to meet the requirements or the offset reg~latlons. In 
the Aiency's View, the stage two screening was "a clerical 
function and not a prepayment screen spccifically d~signed to 
detaot fraud and abuse." Agency's nottce of disallowance dated 
January 13, 19B6, p. 2. The Agency Curther described stage 
twO of the 3ystem as rllerely "a screen desIgned to determIne if 
the 3ervlces received the medical reviewer's (the PSRO'a) 
approval," l.2. 

11	 The Agency also noted that a sl=llar derlnition or claim 
ia contatned in the State's MedicaId stllte plan, Which, 
unaer the heading "Ti~ely Clal.s Payment," providea, "A 
clal. Is defined as a bitl for servlces." Agency's Ex. 2. 
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The Board's analysIs 

Suge One 

We flncl that the stage one review maets the regulatory 
requirements or !l. ~prepayment sCreen" used tn a "claims 
processing system," Before a hospital can receive Medicaid 
reimbursement for services provided under the State's 
processing system, the hospital after diSCharge of the patient 
is required to SUbmit a statement of the days (form 3808) for 
which it should receive relmburse.ent. The hospital then 
submits an Invoice consistent with the PSHO's review of ~orm 
3808, which .wst be accompanied by the 3808 Itself. The State 
has thus funotlonally broken the billing process Into two 
stages. The process requires an tnltlal review of the medical 
nece381ty or the hospital 5tay by submission of the for", 3808 
and then consideration of other elements of the claim 
fOllowing SUbmission of an Invoice, including flJl'thel' evallJa
tion of medical necessity. Any action taken on the for", 3808 
review by the PSRO is clearly an action on the hospital', 
claim ror reimbursement. An approval means the requested days 
were round to be medically necessary and authorizes payment If 
no further proble.s are identified through review or t~e 
invoice. A denial of days requested by form 3808 effectively 
denies reimbursement for days of services provided and 
precludes the possibility of favorable action on those days 
rollowing a sUb.ission of an Invoice. 

Ije f1rHI that, lJnder its cwn current regulations, the Agency 
here places undue weight on the actual SUbmission of an 
~invoice" in the State's process and does nOt consider the 
claims functions served by the form 3808 review. The regula
tiOns do not refer anyWhere to an Invoice and US9 only the 
more generic terms ·clal.,· and ·clalms proces,lng system.· 
The term "claim" i8 derined in the Webster's Third New 
Internatlonai DictIonary as a ·de.-nd for compensation.· The 
facts or this case clearly show that the 3808 review, JU5t as 
the in~olce, is an esaentlal part or the proce"sing or a 
nosPital's demand for compensatlon for days or service" 
actually rendered and, as such, fits wIthin the com~ooly 

accepted or plato meaning or "clai~" and "claims proces
sing." 4/ 

'I Tne regulation's reference to the ·processing" of a cia1. 
In a "system" appears to enco_pAsS something broader and 
~ore rlexible than the .ere submission and review of an 
l'l~oice. ileb3ter's Third New International Dictionary 
provides as one deflnitlon or "system": ." complex unity 
ror.ed or many di~erse parts subject to a co..on plsn or 
serving a comlllon purpos•• " 
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rne Agency has pointed to program regulations In a different 
context which define claim ilS a ~bill for servlces,n Agat ... , 
wl1He the forlll 3808 13 not denominated a "bill" as such, it 
serves directly and ['(llly as the fir-lilt step In the claiming 
or billlng proce:" for a service r~ndered lind thu" \3 func_ 
tionally the sallie. 

The Agency gives the impr~'alon that it the 3808 form ilnd the 
ho,~ital Invoice arrived at the same time at the State 
Medicaid agency and then the 3808 VIS sent to the PSRO for a 
.edical necessity review, the review could qualify as claims 
processing. The State gave unrefuted testimony at the hearing 
that Its approach (having a 3808 rovlew precede an Invoice) 
fulfilled the same purpose as a review in which both steps 
were conducted cOnourrently and, furthermore, served to ~ake 

its overall claims proces~lng more off Ie lent. The State's 
witness ex~lalned: 

We had the hospital tell the UR Agency [the PSRO) be rare 
It prepared a complex type of 0111 ... what it intended 
to Oill and what it was going to put on its 0111, tell us 
if all those days are medically necessary. If we did It 
any other way, wa'd have to ... look at the Invotce, 
••• send tt back to the hospital If the UH Agency found 
out that there were medIcally unnecessary day$, and then 
the Invoice would then have to be resubmitted, addtng to 
the amount of time substantially occurring over our 
presen t process. 

Tr., pp. 10_11. 

Accordingly, we conci~de that the Agency's objectIon to the 
timing of tnc stage one review Is one of furlll over substance 
and docs nOt proverly take into aooount the actual olaims 
processll'1g funatiOUi!! being :lorvad by the review or the ror .. 
38v8. ~I 

ii)	 In a coapanion decision wnich lola also issue today, we 
concluded that the tere ~elal.s processing systelll~ in the 
offset regulations was not intended to Include prior 
~uthurl~atlon review$ performed before or shortly after 
the patient's Kdmlsslon to the hospital and before 
cO~pl8tion of the servlC8S and th~s before submission of 
what represents e demand for compensatIon for services 
rendered. See P@nnsylvanla Department or Public Welfare, 
DeCIsIon No-:-lJll , Novelllber 19, 1996. The alleged diver
sion In Pennsylvania was not a de~lal of pay.ent for 
actual servIces rendered (as In t~e case of Maryland) but 
rather was a denial of a requested length or stay .ade by 
(continued on the next page) 
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t~e Agency 813Q argued that the State', 3tag8 one or for. 3808 
review did not repreaent an additional effort to detect fraud 
or abuse, which the regulatory preaMble identified a, the 
purpo~tl of qualifying 5creens (117 F8d. Reg_ 43340, 43)1111 
(September 30, 1982», and. \<las lnstead intended to lDeet the 
lltiliz<ltion control requirements Or 42 CFR Part 1156, which, 
for the tilDe period relevant here, could be lJIllt by oOntracttng 
with a PSRO. Agency's Brief, pp. 5-6. 

In respo.,se, the St<lte explained that, whUe the review by the 
PSRO did fulfill federal requirements for utilization oontrol, 
the State's system here went well beyond those requirements. 
The State explained that federal regulations during thO period 
in dispute required only a review of a sa=ple of ad_isslons 
for utilization control and did nat require the review of 100 
~erCent of admissions, as was done by the PSRO in Haryland-.- 
ee State's Heply Brief, pp. 2_4; Tr., pp. 46-47. further,

the State could have delegated the review function to the 
hospitals themselves, rather than contracting with the PSRO. 
Tr., pp. 59-60. The Agency did not di.spute this explanation 
by the State, but apparently continued to maintain that since 
the PSRO review fulfilled utilization control requirements, 
the State was not undertaking an "extra effort" to detect 
fraud and abuse, as Intended by the statute and regulations. 
~ Tr., pp. 55-56. 

We conclude that the regulatory requlre~ent. regarding 
utilization control do not precl~de the State's sY5tem here 
from qualifying for purposes of the fraud and abuse offset. 

II)	 (continued from the previous pagel 
the hospital at the time of admission. The dlversion in 
Pennsylvania was computed, in effect, by estimating the 
coat of services that would have been proyided it the full 
length Of stay had been granted and if the requested 
services had actually been rendered. (In Maryland, of 
course, serVices have already been rendered before ~edical 
necessity 1s revlewed.) We concluded thet Pennsylvania's 
process did not comply w1th the plain ~eanlng of tnc 
regulatory r~~uire~ents In that the State was not 
processIng a demand for co~pensation for act~al services 
rendered. We al~o round that Pennsylvania's process was 
not authorized as a qualifying screen under the preambles 
to the int~rl~ and final regulations, as the State had 
specifically argued. Finally, we concl~ded that the 
Agency's posItion furthered an taportant statutory purp058 
3S Identified in the legislative history since it li.lted 
diversions to what could be documented as actual, rather 
than estiaated, savings. In the instant case, there Is no 
question that the State would only receive credit for 
documented actual savings to the program. 
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The	 Ageney .lght have a stronger point if the State's system 
tn toto was independently required by regulatIons other then 
tEe-rriud ~nd abuse provisions. However, this was clearly not 
the	 case here, sinee, as the State eJiplalned, 11,8 llYlltelll went 
well beyond thos. other requirements, an explanation whiCh 
HCFA never sought to dispute. We therefore conclude that 
insofar as utilization control reQuirements were concerned, 
tbe	 State':l system provided an "extra effort" to detect rra~Hl 
and	 abuse. 

We alsO note that the preamble to the ftnal regulations 
expressly Clarified that qualifying prepayment screens ~y 

inclUde screens that rev lew overutlllzation and medical 
neC8831ty. 41 Fed. Reg. 43344 (Septelllber 30, 1982). The 
stage one process here reviewed overutili%atiOn and ~edical 

nece~~lty for 100 percent of certain type~ or hos~ital stays. 
As a direct result of these reviews. no payments were aade to 
a hospital for any portion of e stey that was found to be 
overutil1%ation of serVices or medically unnecessary. 

Accordingly, on the basis of the foregoing. we oonclude that 
these soreens meet the regulatory requirements since they 
functionally were part of the State's claims processing system 
and sinoe they performed actions speelflcally r·ecogni:z;ed by 
the preamble as being performed by qualifying soreens. 

Stage Two 

The Agency had no objection to the timing of stage two, ,lnce 
it was performed after submission of the invoIce, but Instead 
objected that the stage two screens were only ~clerlcal· and 
~routine~ and thus did not fulfill the purposes of the statute 
and re.ulatlons. 51 the Agency relied specifically upon 
language In the prea.ble to the regulations, which excluded 
from the definition of diverted fundS ~routine monitoring 
screens that are required by good business practices,~ and 
which Instead required that to be acceptable a screen must 
represent an ~add1tlonal efror~ to detect fraud or 
!lbl.l:se ••. ~ 47 Fed. ROlli. 11331111 (Septemher 30,1982). 

The Agency provided no sUbstantial suppor~ fvr its description 
of the second :stage function as ~clerical~ and ~a routine 
bu~iness practlce.~ While the Agency tn Its brief charac
terlzed tne State'$ description of the stage two review as 

51	 We note that even If the Board were to find stage two 
unacceptahle, the State documented that the amount 
diverted from stage one ~lone would qualify it for the 
one percent Offset. See fr., pp. 12, JO; State's Hearing
EXIi. 4_D.	 - 
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Mconclu~ory and uninformattve M (Alency'~ Brter, p. 6), tne 
State explained that all or the functions performed by stale 
two whloh the State counted as creatIng diversions were listed 
as acceptable screens by the regulatory preamble. The 
preamole 3pec1(lea11y authorized reviews for "fragmented 
claims," "medic
services and pro
Reg. at 4)3 " (S
p. 5. 

al neoessity of services," "overutLlization of 
gram benerits," and "False billings." ~7 Fed. 
eptember 30, 1982); see State's Reply Brief, 



At the hearing, the State elicited testimony from ita Director 
of the State Kedlcal Assistance Compliance Adminlstration who 
aublltantlated the St",te's explanllotion that the "lUge two 
review involved only these acceptable activitte"l. The 
official further llxplalned that the review wa", cunducted 
by registered nurses and other prore:'!l:'!ltonal IItaff. Tr., 
pp. 21-ZZ. The Agency called no witnesses to rebut this 
telltimony, nor di~ the Alency provide any IIpecifie argument 
3S to why these screenll would still not qualify. Seo Yr., 
pp. 36-112. 

~e therefore concl4Qc that ~tage two or the State's ~ystem 

performed ~creons ~hlch ~ere acceptable under the fraUd and 
abuse reg~lation~. 

Conclu51on 

As explained aDO'., we conclUde that the State l~ ellglble for 
the one percent offset to reductions in Hedicald fundlng ba,ed 
on the operation of lt~ tvo_staie ~ereenlng ,yste. and we 
therefore r8ver5e the dt~allowanee. 


