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PREFACE 

In June 1982, the Legislative Audit Commission directed the 
Program Evaluation Division to study community programs for mentally 
retarded persons. Legislators and others were concerned that the 
state was not providing an appropriate mix of services. They were 
also concerned by the growing cost of programs the state has devel­
oped. 

Our study focused on residential services provided to 
mentally retarded persons. I n this report, we document problems in 
how state agencies plan and regulate the financing of residential 
services. However, this report1s most important conclusion is that 
Minnesota has continued to place too much emphasis on long-term 
residential care. To reduce .the population of state hospitals, the 
state has encouraged development of community residential facilities 
that are too restrictive and expensive. At the same time, Minnesota 
has not adequately developed alternative services that could enable 
retarded persons to live more independently. 

We hope that this report will help legislators understand 
important issues relating to community residential services for the 
retarded. We also hope that our conclusions and recommendations will 
help guide policy makers in the legislature and state agencies as they 
debate these issues. 

We were assisted in our study by the full cooperation of the 
staff in the Department of Public Welfare, Department of Health ,and 
the Department of Energy, Planning, and Development. This study 
was conducted by Allan Baumgarten (project manager), Jack Benjamin, 
and Marie Scheer. 

Gerald W. Christenson 
Legislative Auditor 

James Nobles 
Deputy Legislative Auditor 

for Program Evaluation 





PROGRAM EVALUATION DIVISION 

The Program Evaluation Division is part of the Office of the 
Legislative Auditor. The divisionis general responsibility, as set 
forth in statute, is to determine the degree to which activities and 
programs entered into or funded by the state are accomplishing their 
goals and objectives and utilizing resources efficiently. A list of the 
divisionis studies appears at the end of this report. 

Topics for study are approved by the Legislative Audit 
Commission (LAC), but the findings, conclusions, and recommenda­
tions in Program Evaluation Division reports are solely the responsi­
bility of the Legislative Auditor and division staff and are not neces­
sarily the position of the LAC or any of its members. Upon comple­
tion, reports are sent to the LAC for review 'and are distributed to 
other interested legislators and legislative staff. 
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EXECUTIVE SUMMARY 

In recent years, Minnesota has made major efforts to pro­
vide residential care to mentally retarded persons in community set­
tings. Nearly 5,000 mentally retarded children and adults now live in 
more than 300 community residential facilities in all parts of the state. 

We evaluated how the state plans, regulates, and finances 
residential services for retarded persons. Our study examined these 
questions: 

• Has the Department of Public Welfare (DPW) effectively 
planned and encouraged a mix of residential services for 
the retarded? Do recently opened facilities meet identified 
needs? 

• Are the mechanisms used to set reimbursement rates for 
community residential facilities effective in containing costs? 

A. MENTALLY RETARDED PERSONS IN MINNESOTA 

Various estimates place the number of mentally retarded 
persons in Minnesota between 35,000 and 125,000. Most are mildly 
retarded, live independently or with their families, and have little 
contact with the services that are described and analyzed in this 
report. 

During the 1960s, more than 6,000 retarded persons lived 
in Minnesota's state hospitals. As in other states, the number of 
state hospital residents has dropped sharply since then. At the end 
of 1982, state hospital population was under 2,400. A judicial decree 
requires further reductions during the next five years. 

The locus of residential care for the retarded has shifted 
from state hospitals to community homes, known as Intermediate Care 
Facilities for the Mentally Retarded, or I C Fs-MR. National surveys 
have identified Minnesota as the highest state user of community 
I CF-MR services. In 1977, there were 170 community facilities in 
Minnesota. By the end of 1982, there were 311 facilities, serving 
4,900 children and adults. Although the population of state hospitals 
continues to decline: 

• The total number of mentally retarded persons in long-term 
care settings--state hospital and community--has increased 
steadily in recent years. 

In 1978, the average population in hospitals and community facilities 
was about 6,300. By 1982, it had increased to more than 7,100. 
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Most community facilities, especially newer ones, are small, 
serving six to twelve residents. A few of the older facilities are 
quite large; six have more than 100 beds each. The ownership of 
these facilities is almost evenly divided between non-profit organiza­
tions and for-profit providers. 

Retarded persons are also s~rved by three other types of 
residential programs. During 1981, about 1,650 children and adults 
lived in county-supervised foster care homes. A second program. 
provides semi-independent living services (SI LS) to about 600 re­
tarded persons living in their own homes and apartments. Through 
that program, licensed vendors assist retarded persons with money 
management, transportation, food preparation, and other needs. 
Finally, the state provides a monthly subsidy to about 180 families to 
assist them in caring for their mentally retarded children at home. 

About 25,000 mentally retarded persons participate in pub­
licly supported educational and training programs through develop­
mental achievement centers and sheltered workshops and in special 
education classes. These programs provide mentally retarded persons 
with training in daily living and employment skills. Education and 
training programs are briefly described in this report but are not the 
focus of analysis. 

B. PLANNING AND REGULATING COMMUNITY 
RESIDENTIAL SERVICES 

For the past ten years, in a case now known as Welsch v. 
Noot, the state has been involved in litigation over the services 
provided to mentally retarded persons in state hospitals. A consent 
decree in the case requires a major reduction during the next five 
years in the number of mentally retarded persons living in state 
hospitals. To meet this mandate, DPW has stressed transferring state 
hospital residents to community ICFs-MR, and has encouraged devel­
opment of new ICFs-MR. 

At the same time, we found that: 

• DPW has not effectively limited new admissions to state 
hospitals. 

The department has paid little attention to screening new admittees 
and developing alternative community services that would help to 
avoid institutionalization. As a result, the rate of population reduc­
tion in state hospitals has slowed, as the number of discharges de­
clines and new admissions continue. 

DPW's efforts to plan residential services for the mentally 
retarded are inadequate in several areas. For example, in its 1981 
Six-Year Plan, DPW calls for development of additional ICF-MR capac­
ity and expansion of other programs. But the plan does not identify 
needs or service priorities in different areas of the state. Thus, 
DPW and county boards cannot critically review proposals for new 
facilities. 
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I n the absence of comprehensive planning, distribution of 
ICF-MR capacity is uneven. While there are .868 ICF-MR beds per 
1,000 population in counties in the Brainerd State Hospital service 
area, there are more than twice as many beds per 1,000 population in 
the Willmar State Hospital area. 

We also found that alternatives to ICF-MR care are inade­
quately developed and not widely available in Minnesota. Services 
such as SI LS (Semi-I ndependent Living Services), professional foster 
care, and home assistance are less restrictive and less expensive than 
ICF-MR programs, but they are not widely used. These programs 
are funded through a combination of state categorical grants and 
county social service budgets. Because of different funding for­
mulas, it usually costs counties more to use these programs than to 
place a mentally retarded person in Medicaid-funded community facil­
ities or state hospitals. 

Development of new ICF-MR capacity has already exceeded 
DPW's 1987 goal. But, we found that new facilities are not ade­
quately meeting identified state needs, such as reducing the popula­
tion of state hospitals. In a survey of recently opened facilities, we 
found that only 22 percent of the residents come from state hospitals. 
Most come from family homes or from other community residential 
facilities. 

New facilities are serving only a small number of persons 
who are very dependent because of mobility or behavior problems. 
Residents of new facilities are generally no more dependent than 
residents living in ICFs-MR in 1979. 

We therefore conclude that: 

• The process by which state agencies plan and regulate new 
facilities is not effective in meeting state needs. 

Development of a new community ICF-MR requires a series 
of applications and approvals. Several divisions within the Depart­
ment of Public Welfare and the Department of Health conduct separate 
reviews of a proposal, as do county boards and regional health plan­
ning agencies. Some of the reviews are not well coordinated, result­
ing in overlapping and sometimes inconsistent decisions. Also, some 
key issues, such as cost containment, are neglected during these 
reviews. 

During each review, state and local agencies analyze a 
proposed reimbursement rate that has been approved by DPW. How­
ever, the provider may request a higher "interim rate II after the 
reviews are completed and before the facility begins operation. In 
the past, DPW has routinely granted such requests. Furthermore, a 
provider may seek a retroactive "settle-up rate" after the first year 
of operation, in order to recover higher actual costs. In our analysis 
of recently opened facilities, we found that: 

• The settle-up per diem rate was on average 38 percent 
higher than the rate seen during the review process. 
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• The settle-up rate was on average 22,4 percent higher than 
the interim rate used during the first year of operation. 

The Department of Public Welfare, as manager of the state 
Medicaid budget, must work more aggressively to contain the rates of 
new facilities. 

C. FINANCING COMMUNITY RESIDENTIAL SERVICES 

Medicaid pays the costs of residential care for almost all 
mentally retarded persons living in ICFs-MR. The availability of 
Medicaid funding has been a major factor in the rapid growth and 
high utilization of community facilities. 

During fiscal year 1982, more than $68 million was spent in 
Medicaid funds on residential care for the retarded in community 
facilities. This cost is shared by federal, state, and county govern­
ments as follows: 55.6 percent federal, 40 percent state, and 4.4 
percent cOUhty. Community ICF-MR services are a growing part of 
the state1s Medicaid budget, and now account for nine percent of 
Medicaid expenditures. State hospitals and community ICFs-MR to­
gether account for nearly 20 percent of Minnesota1s Medicaid budget. 

The Department of Public Welfare sets a reimbursement rate 
for each ICF-MR through DPW Rule 52. The department establishes 
prospective per diem rates by examining the historical costs and 
predictable cost changes reported each year by providers. Although 
the rule requires consideration of licensing and program requirements 
in setting rates, Rule 52 does not link r~tes to resident character­
istics or program quality. Instead, reimbursement rates are set on a 
cost-plus-profit basis. 

~he average per diem rate in 1982 was $51.71, nearly 
double the 1978 average. By comparison, the average per diem rate 
in skilled nursing facilities was $50.32. ICF-MR rates range from a 
low of $22.87 to a high of $117.00. The per diem rate covers the 
cost of operating the facility plus an earnings allowance. It does not 
cover the cost of day activities, such as attending a developmental 
achievement center. That cost is paid out of the county social ser­
vice budget. Nor does the per diem rate cover costs of resident 
medical care, which are paid for elsewhere in the Medicaid budget. 

Certain provisions of Rule 52 make it relatively easy for 
providers to develop new facilities. For example, the rule does not 
require a minimum capital investment, does not limit reimbursable 
interest rates on debt, and does not limit the initial per diem rate 
which can be paid. 

xiv 



D. EFFECTIVENESS OF RULE 52 

We analyzed the effectiveness of Rule 52 in achieving state 
objectives and examined how community facilities might be affected by 
changes in the rule or in Medicaid reimbursement. Our analysis 
covered certain categories of costs as well as specific provisions 
designed to limit rate increases or to reduce Medicaid expenditures. 
Data reported in this section are based on our analysis of the 1981 
cost reports of 238 ICFs-MR. 

1. INTEREST AND EARNINGS 

Recently opened ICFs-MR have per diem rates that are 
significantly higher than the rates paid to older facilities. For ex­
ample, the average per diem rate for facilities opened in the past 
three years is $55.85, while the average rate for older facilities is 
$48.23. 

Much of this increase is because of increased costs in two 
categories--earnings and property--and not because of increases in 
the costs of direct resident care. The rule's earnings allowance 
attempts to provide a reasonable return on the provider's investment. 
Property costs include interest payments on debt and depreciation 
allowance. Property costs have increased because of inflation in 
construction costs, the extensive use of debt financing, and high 
interest rates in recent years. 

We conclude that: 

• Rule 52 does not effectively limit interest expense. 

The rule places no limits on interest expense for non-profit 
providers. While the rule imposes a nominal limit on interest expense 
for proprietary providers, we found the rule also enables a provider 
to easily avoid the effect of that limit through an alternative method 
of calculating the earnings allowance. 

To calculate a for-profit facility's rate, the rule presumes 
that the provider has capital invested equal to 35 percent of the 
value of the facility's fixed assets, and has debt equal to the remain­
ing 65 percent. I nterest expense is allowed only on the presumed 
amount of debt. An earnings allowance is calculated to provide a ten 
percent, after tax, return on the presumed capital investment. 

However, most facilities are heavily debt-financed, and few 
providers actually have 35 percent capital investment. I n fact, some 
facilities are indebted in excess of the value of their fixed assets. 
As a result, many providers are better served by an alternative 
method of calculating the earnings allowance. Under that method, 
known as the minimum cost of capital, a provider receives an allow­
ance for each resident day, plus all disallowed interest expense. 

Our analysis showed that many providers incurred large 
amounts of disallowed interest, but were able to recover their expense 
through the minimum cost of capital allowance. 
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We found two important problems in this area: 

• Because there are no effective limits on interest expense, a 
provider has no incentive to negotiate a lower interest rate, 
to delay development in a time of high interest rates, or to 
invest personal capital and reduce debt. 

• Because the state pays an earnings allowance based on 
presumed equity or based on disallowed interest, the allow­
ance bears no relationship to a fair return on actual capital 
invested. The rule discourages provider investment. 

We therefore recommend that: 

• DPW should revise Rule 52 to establish effective limits on 
reimbursable interest expense. 

This might include setting limits on interest rates or limiting the 
amount of debt on which interest expense can be recovered. 

We also recommend that: 

• DPW should revise Rule 52 to pay an earnings allowance 
that is based on actual capital investment, and that encour­
ages and rewards investment. 

2. EQUITY AND LONG-TERM FISCAL SOLVENCY 

Because Rule 52 does not require any capital investment by 
a provider, most new facilities are largely debt-financed. Of facilities 
opened in 1981, none had the presumed equity of 35 percent, and 
only two had 25 percent equity. Several facilities were indebted 
above the value of their fixed assets. 

The Department of Health and other state agencies are 
concerned that low equity increases property costs and per diem 
rates, burdens a provider with high fixed costs, and limits flexibility 
to deal with possible reductions in occupancy or Medicaid reimburse­
ment. The Department of Health has raised these questions in its 
review of recent applications for Certificates of Need to develop new 
ICFs-MR. 

We analyzed these issues through a series of simulations 
and concluded that: 

• Large amounts of debt financing do increase I CF-MR per 
diem rates, and increased equity reduces them. 

But the reduction is not large, averaging about $.50 for each $10,000 
of added equity. Also, increased equity does not usually provide a 
better return to the provider. 
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We also found that: 

• Highly debt-financed facilities are particularly vulnerable to 
reductions in Medicaid reimbursement. 

Under the current system, most facilities can anticipate 
positive cash flows for the next twenty years. However, cash flows 
become low in the sixth to eighth years of operations, and remain 
positive only if the provider incurs debt to finance the purchase of 
new furnishings and equipment. 

If the state reduced reimbursement, as it did for the first 
half of 1983, a heavily indebted facilty would soon face negative cash 
flows. In order to continue to make debt payments, the provider 
would have to invest additional capital. Or, the provider may seek to 
sell or refinance the facility. In our analysis, we noted that facilities 
with less debt are in a much better position to handle temporary or 
sustained reductions in reimbursement. 

3. CAPS AND PAYMENT REDUCTIONS 

The state has limited ICF-MR reimbursement in two impor­
tant ways. First, the state imposed caps on annual rate increases in 
per diem rates. Until June 30, 1983, such increases are limited to 
ten percent. Second, the state imposed a temporary four percent 
reduction in reimbursement to Medicaid providers, which is due to 
expire at the same time. 

We found that: 

• The ten percent cap has been effective in limiting rate 
increases. 

In our analysis, average rates for 1982 increased 9.5 per­
cent over 1981, to $50.44. Our analysis showed that if there had not 
been a ten percent cap, the average rate would have increased 14 
percent, to $52.56. If the state continues to impose a cap of ten 
percent or less, then savings will accumulate, since a lower rate in 
one year becomes the base for the next year. 

We also found that: 

• Reductions in reimbursement could have a more significant 
effect than caps. 

The current four percent reduction cuts directly into a 
provider's cash flow. If the reduction were continued for more than 
six months, it would affect the solvency of many providers, particu­
larly those who al ready face financial problems. 

Both caps and payment reductions are effective ways of 
limiting the state1s Medicaid budget. But because they affect facility 
revenues across-the-board, they may hurt an efficient provider more 
than an inefficient one. Furthermore, the limits do not distinguish 
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between costs of direct resident care and other costs, such as prop­
erty or administration. Caps discourage providers from modifying 
their programs or facilities to meet state needs. Finally, they may 
also encourage the development of new facilities, whose initial rates 
would not be limited by the caps. 

Nevertheless, Rule 52, by itself, is ineffective in containing 
ICF-MR rates. We therefore recommend that 'effective July 1, 1983: 

• The Legislature and DPW should impose a cap on rate 
increases of no more than ten percent, based on anticipated 
inflation rates. 

We also recommend that: 

• The Legislature and DPW consider the use of caps on reim­
bursement for specific cost categories, such as adminis­
tration. 

4. INCENTIVES 

Rule 52 rewards providers who maintain high occupancy 
rates. If occupancy exceeds 93 percent, the provider benefits from 
an increased per diem rate. In 1982, this incentive added $0.77 to 
the average per diem rate. I n some cases, though, the provider did 
not benefit from the incentive because the rate increase was limited 
by the ten percent cap. 

Occupancy in ICFs-MR has traditionally been high and 
currently averages 97 perGent. We question whether DPW needs to 
pay a premium to reward high occupancy and recommend that at least 
the premium be reduced. 

5. LEASES 

A growing number of residential facilities are operated 
through lease arrangements. We found that the language of Rule 52 
is not consistent with Generally Accepted Accounting Principles and 
does not protect the state's interests. For example, the state may be 
asked to pay twice for certain property costs when a provider pur­
chases a facility that he or she previously leased. I n Chapter III we 
recommend changes in Rule 52 that would better protect the state's 
interests in lease arrangements. 

E. ADMINISTRATION OF RULE 52 

Department of Public Welfare auditors are responsible for 
reviewing a facility's annual cost report and setting rates for the 
following year. We found two problems in this area. First, Rule 52 
limits reimbursement to IIreasonable costs, II but this term is poorly 

xviii 



defined in the rule and is somewhat arbitrarily enforced by DPW. 
Second, DPW adjusts cost reports and a provider's proposed rate 
without adequately documenting the justification for the change. 

The absence of documentation hampers the department's 
efforts to resolve rate appeals prompted by such adjustments. DPW 
faces a growing backlog of rate appeals, but has inadequate informa­
ti,on about the issues to be resolved and about the state's potential 
liability in each case. In Chapter III we offer a series of recommen­
dations designed to make rate-setting more predictable and to resolve 
the appeals backlog. 

F. POLICY OPTIONS 

I n our view, the state relies too heavily on ICFs-MR for 
residential care for retarded persons. Alternatives that are less 
expensive and less restrictive have been largely neglected. We 
recommend that the Legislature consider a series of policy changes 
that would provide opportunities for mentally retarded persons to 
develop and live more independently. 

The Legislature should: 

• Increase the availability and use of alternatives to ICF-MR 
care, including SI LS, professional foster care, and family 
assistance programs. 

We present our views in Chapter IV on how these programs can be 
strengthened and provided with more stable funding. Various esti­
mates suggest that ten to twenty percent of current ICF-MR residents 
could benefit from $ILS or other programs. 

We also recommend that: 

• The Legislature and DPW should encourage existing facilities 
to serve more dependent clients. 

If alternatives to long-term residential care were available, then 
existing capacity could be used to serve more dependent persons. 
State licensing and reimbursement systems should be modified so that 
providers are encouraged to change their facilities as needed to serve 
persons now in state hospitals or who may be at risk of entering a 
hospital. 

Finally, we recommend that: 

• DPW and the Legislature should limit development of new 
facilities. 

New development should be allowed only to meet very specific, tar­
geted priorities, and where those needs cannot be served within 
existing facilities or through alternative services. 
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INTRODUCTION 

During the last 20 years, the number of mentally retarded 
people in Minnesota1s state hospitals has fallen from 6,100 to 2,400. 
At the same time, the state has made major efforts to provide residen­
tial care to mentally retarded persons in community settings. Legis­
lators and others have asked if the state is developing an appropriate 
array of community residential services. They have also expressed 
concerns over the growing costs of some of those services. 

The Program Evaluation Division has conducted an evaluation 
of community residential programs for the mentally retarded. We 
studied the activities of state agencies who are responsible for plan­
ning, regulating, and financing these programs. 

This report presents the results of our study. Chapter I 
provides descriptive information on mentally retarded persons in 
Minnesota and the programs that serve them. Chapter II presents 
our analysis of how state agencies plan and regulate community resi­
dential programs. Chapter III examines DPW Rule 52, the mechanism 
used to set reimbursement rates for providers of residential services. 
Finally, Chapter I V analyzes policy questions about the state1s role in 
providing residential services, and presents a series of recommenda­
tions. A glossary of terms and a, table presenting statistics about 
services available in Minnesota1s counties are appended to this report. 
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I. MENTALLY RETARDED PEOPLE IN MINNESOTA: 
CHARACTERISTICS, SERVICES, AND FUNDING 

This chapter describes mentally retarded people in Minne­
sota--where they live, learn, and work. The chapter reviews the 
major residential and developmental services for mentally retarded 
people and funding for these services. We present evaluation find­
ings, conclusions, and recommendations in later chapters. 

Attitudes about and programs for mentally retarded persons 
have changed dramatically in recent years. The number of persons 
in institutions (state hospitals) has declined as more retarded persons 
remain with their families or reside in residential facilities in com­
munity settings. Opportunities in the community for education and 
development have increased, and a significant number of mentally 
retarded persons learn basic living and employment skills close to 
where they live. The cost of residential and developmental services, 
not including special education classes, was more than $175 million in 
1982. 

A. WHO ARE MINNESOTA'S MENTALLY RETARDED PEOPLE? 

1. DEFINITION OF MENTAL RETARDATION 

According to the American Association on Mental Deficiency, 
mental retardation is IIsubaverage general intellectual functioning 
w~ich . ori~inates during ~he devel<:pme~tal p~riod a.n~. is ~ssoc~ated 
with Impairment of adaptive behavior. II This ~efJnltlon IS widely 
accepted in the field of developmental disabilities. It contrasts with 
common opinions of the nineteenth century, which viewed mentally 
retarded persons aj subhuman, a menace to society, objects of pity, 
or diseased people. 

I ntelligence tests determine different levels of retardation. 
Table 1 depicts ranges in measured intelligence and associated levels 
of mental retardation, based on a test commonly used in Minnesota 
and el sewhere. 

1 President's Committee on Mental Retardation, Mental Retar­
dation: The Known and the Unknown, February 1975, p.2. 

2Department of Public Welfare Rule 34, which provides 
licensing standards for residential facilities for mentally retarded 
people, incorporates this definition of mental retardation. 

3phillip 
Mentally Retarded, 
tion, pp. 2-4. 

Roos, Trends in Residential Institutions for the 
the University Council for Educational Administra-
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TABLE 1 

LEVELS OF MENTAL RETARDATION 

Level of Mental Retardation 

Borderline 
Mild 
Moderate 
Severe 
Profound 

Stanford-Binet Score 

69 - 84 
52 - 68 
36 - 51 
20 - 35 

19 and below 

Source: President's Committee on Mental Retardation, Mental Retar-
dation: The Known and The Unknown, February 1975, 
p.5. 

2. PREVALENCE OF MENTAL RETARDATION 

The prevalence of mental retardation is a measure of the 
number of mentally retarded people in a given population, and is im­
portant in estimating the need for services. Nevertheless, expert 
estimates of the prevalence of mental retardation in Minnesota vary 
widely, depending on which definition is used. I n Figure 1 three 
frequently used eS4imates of prevalence are applied to 1980 census 
data for Minnesota. They yield estimates that range from 36,700 to 
122,300. 

The highest estimates include a large number of people who 
are mildly retarded and who live independently. The only firm data 
are on those mentally retarded people aided by public services. 
Approximately 25,000 mentally retarded people in Minnesota receive 
some form of residential or developmental service through a public 
agency. 

4Census data for 1980 show Minnesota's total population to 
be 4,077,148, and the state1s school age population to be 1,029,860. 
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FIGURE 1 

PREVALENCE AND POPULATION 
OF MENTALLY RETARDED PERSONS IN MINNESOTA 

Estimated Prevalence of 
Mental Retardation 

1. Conley: Three percent of the 
total population are retarded, 
with variations related to socio­
economic factors. * 

2. Bock: Three percent of 
school age children and 1.2 
percent of adults may need 
some attention from public 
service agencies. ** 

3. Baroff: 0.5 percent of the 
total population are mildly 
retarded, and 0.4 percent 
are moderately to profoundly 
retarded. *** 

* 

Estimated Number of 
Mentally Retarded 

People in Minnesota 

1. 122,300, including 30,900 
of school age. 

2. 63,800, including 30,900 of 
school age. 

3. 20,400 mildly retarded and 
16,300 moderately to pro­
foundly retarded, of all 
ages. 

Conley in President's Committee on Mental Retardation, 
Mental Retardation: The Known and the Unknown, February 1975, 
p.12. 

** Mental Retardation Program Division, Department of Public 
Welfare. 

*** George S. Baroff, II Predicting the 
Retardation in I ndividual Catchment Areas, II 
vol. 20, no.3, June 1982, p.134. 
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B. WHERE DO MENTALLY RETARDED PEOPLE LIVE? 

The majority of mentally retarded persons in Minnesota live 
either in their own homes or with their families. Approximately 7,100 
mentally retarded people live in community settings which are licensed 
and supported by public agencies. The state administers a variety of 
programs to help mentally retarded persons maintain independent, 
non-institutional living, and to pay families for certain costs of home 
care for their mentally retarded children. Mentally retarded persons 
still in state hospitals are generally more dependent and disabled than 
those living in the community. 

1. STATE HOSPITALS FOR MENTALLY RETARDED PERSONS 

The first residential facility for mentally retarded s>eople in 
the United States was established in Massachusetts in 1848. Within 
thirty years similar institutions, now called state hospitals, were built 
in most other states. According to one authority, this earliest phase 
in the development of state hospitals was one of optimism and habilita­
tive efforts, in which these institution~ tried to prepare mentally 
retarded persons for a return to society. By the 1880s, this philos­
ophy had changed to one of protecting mentally retarded people from 
society. From 1880 until 1925, the focus was reversed, ancJ state 
hospitals were viewed as custodial warehouses necessary to protect 
society from mentally retarded persons. The role of these public 
institutions has changed since 1925, as attitudes about dependent 
populations have changed. For example, during the last two decades 
there has been increased concern about the quality of state hospital 
care, and about the types of mentally retarded persons who should be 
served in state hospitals. 

The number of mentally retarded persons in state hospitals 
in this country 7increased from 2,429 in 1880 to a peak of nearly 
195,000 in 1967. Figure 2 illustrates national population trends in 
institutions since 1880, and shows that the number of mentally re­
tarded persons in state hospitals fell to approximately 140,000 by 
1980. 

The population of mentally retarded persons in Minnesota's 
state hospitals has followed a similar pattern. Figure 3 shows that 
this population reached a peak of nearly 6,100 in 1963, and decreased 
to 2,371 by 1982. Note that the decline in Minnesota's institution­
alized populations has been m~ch more dramatic for mentally ill than 
for mentally retarded persons. 

5K. Charlie Lakin, Demographic Studies of Residential Facil-
ities for the Mentally Retarded, University of Minnesota, p. 1. 

Welfare. 

6Roos, Trends in Residential Institutions, pp. 2-3. 

7Lakin, Demographic Studies, p.70. 

8Research and Statistics Division, Department of Public 
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In 1980, Minnesota had 66 mentally reta§ded persons in 
state hospitals for every 100,000 general population. This rate was 
slightly above the national average. North Dakota had the highest 
rate, more than double that of Minnesota. 

2. DEINSTITUTIONALIZATION 

The decline in institutional populations is consistent with 
the development known as deinstitutionalization, whereby fewer per­
sons enter state hospitals, those entering stay for shorter periods, 
and many long-term residents are discharged. Normalization is a 
companion philosophy, which holds that mentally retarded persons 
should be provided the most normal, least restrictive settings for 
their daily living, learning, and working routines. 

A major impetus for deinstitutio9fllization in Minnesota was 
the court case known as Welsch v. Likins. (The name of the case 
was changed to Welsch v. Dirkswager in 1977 and to Welsch v. Noot 
in 1979 to reflect changes in the administration of DPW). THis was a 
class action suit brought in 1973 by six mentally retarded residents of 
Minnesota1s state hospitals. On February 15, 1974, the U.S. District 
Court held that mentally retarded persons committed to Minnesota 
state hospitals have a constitutional right to minimally adequate care, 
in the least restrictive setting. The court also held that certain 
conditions at Cambridge State Hospital violated constitutional rights 
under tge cruel and unusual punishment clause and the due process 
clause. An order issued on October 1, 1974, imposed 27 standards 
affecting operations at Cambridge, including these six requirements: 

(1) use of services in the community before admitting persons 
to Cambridge; 

(2) achievement of specified staff-resident ratios; 

(3) development of individual treatment plans; 

(4) changes to the physical plant; 

(5) limits on the use of seclusion and restraints; and 

(6) a written plan for the orderly placement in the community 
of all appropriate Cambridge residents. 

9 Gordon C. Krantz, Robert H. Bruininks, and Jane L. 
Clumpner, Mentally Retarded People In State-Operated Residential 
Facilities: Year Ending June 30, 1980, December 1980, p. 43. 

10 Welsch v. Likins, 373 F. Supp.487 (D. Minn., 1974). 

11 Welsch v. Likins, United States District Court, District of 
Minnesota, No. 4-72-Civ. 451, October I, 1974. 
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I n December 1977, the state and the plaintiffs in the case 
reached an agreement, known as a consent decree, which fwther 
clarified staffing and program requirements at Cambridge. A 
September 1980 consent decree cove'3d all state hospitals serving 
Minnesota's mentally retarded people. This agreement imposed on 
DPW more than one hundred requirements, including the following: 

(1) a scheduled reduction in the number of mentally retarded 
persons in state hospitals from 2,650 to 1,850 by July 1, 
1987; 

(2) limits on new admissions; 

(3) specified· staffing ratios; 

(4) changes in resident treatment; 

(5) a request by DPW for state funding for the expansion of 
various services in the community; and 

(6) funding of a court monitor. 

From 1977 to 1982 Minnesota had programs for mentally 
retarded people at eight state hospitals. Table 2 shows that the 
number of mentally retarded persons in these institutions decreased 
by nearly 20 percent between 1978 and 1982. Faribault has the 
largest program, serving nearly one-third of the mentally retarded 
people in Minnesota state hospitals. State hospitals provide room and 
board, daytime activities, training in basic living skills, and medical 
care. 

12 Welsch v. Dirkswager, United States District Court, 
District of Minnesota, No. 4-72-Civ. 451, December 28, 1977, p. 2. 

13 Welsch v. Noot, United States District Court, District of 
Minnesota, No. 4-72-Civ.451, September 1980. 
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TABLE 2 

MENTALLY RETARDED i=>EOPLE 
IN MINNESOTA STATE HOSPITALS 

(Average Daily Populations) 

1978 1979 1980 --
* Brainerd 511 470 440 

Cambridge 576 553 527 

Faribault 856 833 807 

Fergus Falls 288 282 278 

Moose Lake 143 141 133 

** Rochester 151 149 153 

St. Peter 208 191 192 

Willmar 162 161 158 

Total 2,895 2,780 2,688 

1981 --
396 

510 

774 

268 

129 

129 

184 

158 

2,548 

1982 

366 

514 

764 

259 

119 

186 

163 

2,371 

Source: Residential Facilities Division, Department of Public Welfare. 

* I ncludes Minnesota Learning Center. 

** Closed July 1, 1982. 

3. COMMUNITY RESIDENTIAL FACILITIES 

As state hospital populations have declined, the number of 
mentally retarded people living in community-based interme~1Fte care 
facilities for the mentally retarded (ICFs-MR) has increased. These 
are residential facilities licensed by -RfW and the Department of Health, 
and certified as Medicaid providers. They provide room and board, 

141n this report, we use the terms community residential 
facility and ICF-MR interchangeably. It should be noted that Minne­
sota1s state hospitals are also certified as Medicaid-eligible ICFs-MR, 
and that two community facilities licensed by DPW are not certified as 
ICFs-MR. 

15Medicaid originated in 1965 amendments to the Social 
Security Act, and pays for specific medical and ancillary services to 
needy recipients. Counties implement the program through require­
ments in federal and state laws and regulations. Medicaid is also 
known as Medical Assistance or Title 19. 

11 



and arrange for other services such as medical or dental care, and 
speech or physical therapy. They do not provide day programs for 
their residents. DPW licensing rules require such activities to be 
provided outside the facility. 

The number of certified community residences in Minnesota 
grew dramatically in the mid-1970s. Before 1970 there were six 
licensed residences; in January 1983, there were 311, with capacity 
for 4,900 residents. Figure 4 shows that DPW licensed 46 new facili­
ties in 1976 alone. There are certified community residences in all 
regions of Minnesota with -more than 40 percent located in the 
Minneapolis-Saint Paul region. 

Approximately 55 percent of Minnesota1s ICFs-MR are for­
profit operations. Some providers, both for-profit and non-profit, 
operate systems of facilities. Twenty providers, out of a total of 
151, own facilities .y;ith capacity for 2,300 persons, nearly one-half of 
statewide capacity. The largest provider operates 27 facilities with 
capacity of 520. 

Figure 5 shows that even as state hospital population has 
declined, the total number of mentally retarded persons in long-term 
care settings--state hospital and community--has increased steadily in 
recent years. In 1978, the average population in hospitals and com­
munity facilities was about 6,300. By 1982, it had increased to more 
than 7,100. There are now nearly 4,800 persons in community resi­
dences, 116 per 100,000 general population. On a per capita basis, 
Minnesota relies on certified community facilities more than any other 
state. 

Certified community residences serve an average of 16 
persons each and 75 percent of facilities have 16 or fewer residents. 
These facilities are licensed as either Class A or Class B residences, 
depending on the self-preservation skills of their occupants--Class B 
facilities serve more dependent populations. Minnesota1s certified 
community residences serve mentally retarded people of all ages, and 
all degrees of impairment. There are approximately 500 children and 
nearly 4,300 adults in community residences. 

4. CHARACTERISTICS OF RESIDENTS 

Mentally retarded persons still in state hospitals are much 
more dependent and disabled than those now in community facilities. 
Nearly 90 percent of mentally retarded persons still in state hospitals 
are severely or profoundly retarded, compared to 40 percent of those 

. now in community facilities. 

16We discuss geographical distribution of services in Chap-
ter 2. 

17 Mental Retardation Program Division, Department of Public 
Welfare. 
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Figure 6 and Table 3 are profiles of mentally retarded 
persons in state hospitals and community facilities. 

5. OTHER RESIDENTIAL PROGRAMS 

The discussion so far has concentrated on two residential 
settings--state hospitals and certified community facilities. However, 
three residential programs serve about 2,300 mentally retarded per­
sons who live independently, with their families, or in foster care 
arrangements. 

a. Semi-Independent Living Services 

Semi-independent living services (SI LS) are provided by 
licensed vendors or county social service agencies to mentally re­
tarded persons living in their own homes or apartments, often shared 
with other retarded people. The SI LS provider helps with money 
management, transportation, food preparation, or other activities, 
depending on each participant's need. The goal is to support the 
S I LS client in whatever manner is necessary to maintain independent 
functioning and to reduce the need for institutional placement. The 
state and participating counties fund and administer S I LS. The 
legislature first appropriated funds in 1981, although several counties 
had previously developed their own programs. I n fiscal year 1982, 30 
licensed vendors served 652 clients. DPW estimates that nearly 500 
more persons could have benefited from SI LS during that year. Total 
SILS expenditures were $1.2 1ljl~lion in 1982, with 48 percent state 
and 52 percent county funding. 

b. Family Subsidy 

A subsidy is available to a small number of families who 
care for their mentally retarded children at home. DPW pays families 
up to $250 per month for certain costs of home care for mentally 
retarded children who are at risk of placement in a state hospital or 
certified community facility. Reimbursable expenses include medical 
equipment, child sitting, respite care, transportation, and special 
diets. Families apply to county social service agencies, and DPW 
selects participants based on severity of handicap, need, and poten­
tial for development. Eligibility is not related to family income or 
county of residence. Approximately 60 counties participate. 

The program is entirely state-funded, except for county 
administrative costs. The family subsidy program began in 1976, with 
an appropriation of $150,000 for 50 participating families. In 1982, an 
appropriation of $398,200 supported 150 families. There is a waiting 
list of 80 families, which DPW expects will more than double in fiscal 
year 1983. 

18 These figures do not include housing and food costs for 
51 LS clients, which are generally paid by Supplemental Security 
Income (SSI), Minnesota Supplemental Aid (MSA), Social Security 
Disability, or earnings. See Table 5 on page 22. 
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TABLE 3 

DAILY LIVING SKILLS OF MENTALLY RETARDED PERSONS 
1979 

State Hos~ital Communit~ Facilit~ 
Grooming 

Normal 9% 41% 
Some Impairment 42 53 
Total Impairment 49 6 

Eating 
Normal 31 79 
Some Impairment 53 20 
Total Impairment 16 1 

Behavior 
Normal 17 48 
Some Impairment 35 39 
Total Impairment 48 13 

Toilet Training 
Normal 43 84 
Some Impairment 29 11 
Total Impairment 28 5 

Source: Quality Assurance and Review, Department of Health, 
1979. 
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c. Foster Care 

Foster care homes provide children or adults with alterna­
tives to their own homes, or to other living arrangements. Providers 
offer household services in a family-living situation, to a maximum of 
four adults or seven children. The Department of Public Welfare 
licenses foster care homes for children under DPW Rule 1, and 5019 
counties certify foster care homes for adults under DPW Rule 51. 
For calendar year 1981, 50 counties reported providing foster care 
services 2fP 1,653 mentally retarded persons- -761 adu Its and 892 
children. State support for foster care is included in social ser­
vices block grants to counties. Many foster home residents pay for 
room and board through Supplemental Security Income or Minnesota 
Supplemental Aid. 

C. WHERE DO MENTALLY RETARDED PEOPLE LEARN? 

Residential care is only one of many services which mentally 
retarded persons may need. Others include training in daily living 
skills, special education programs, work activities, transportation, 
and health care. Table 4 shows that more than 2~000 mentally 
retarded people received developmental services in 1982. 

1. SPECIAL EDUCATION 

Since 1971, Minnesota law has required every school district 
to ensure that "all handicapped children are provided with the spec~ 
instruction and services which are appropriate to their needs. II 
State law requires school districts to provide special instruction for 
all handicapped students between ages 4 and 21; and authorizes 
districts to provide special education for pre-school handicapp'2~ 
children, or trainable mentally retarded students through age 25. 

19 . 
12 MCAR §2.001, and 12 MCAR §2.051. 

20Social Services Bureau, CSSA Effectiveness Report, 
Department of Public Welfare, 1981. 

21 The figures may double-count recipients of more than one 
service. 

22Minn . Stat. §120.17, Subd. 3a.(a). 

23Minn . Stat. §120.17, Subd. 1 and 1a. Subd. 1a, autho­
rlzmg classes for trainable mentally retarded persons from ages 21 
through 25, expires June 30, 1983. 

18 



TABLE 4 

DEVELOPMENTAL SERVICES FOR MENTALLY RETARDED PERSONS 
FISCAL YEAR 1982 

Number of 
Programs Enrollment 

Special Education --
School Districts a 15,135 

Day Programs --
State Hospitals 135 1,900 

Developmental Achievement 
Centers -- Community 144 4,300 adults 

1,475 children 

Work Activity Centers 28b 
1,300 

Sheltered Workshops 28b 
1,600 

Sources: Department of Education, 1981-83 Proposed Biennial Budget. 
Developmental Disabilities Planning, Policy Analysis Series, 
1981 and 1982. 
Department of Public Welfare, Six Year Plan of Action. 
Licensing Division, Department of Public Welfare. 
Division of Vocational Rehabilitation, Background Information 
on Minnesota's Long-Term Sheltered Employment/Work Activ­
ity Program, Department of Economic Security, May 1982. 

aEach of the state's 437 school districts must ensure that all 
handicapped children receive special education. 

bPI u s affi Ii ated satell ites • 
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Rules of the State Board of Education require that school 
districts provide: 

(1) access to a free appropriate public education; 

(2) use of the least restrictive classroom setting; 

(3) individual educational plans; 

(4) procedural safeguards; 

(5) parental involvement; and 

(6) "t h " I f "I"t" 24 approprla e p YSlca aCI lies" 

Fe~eral law25 and regulations from the mid-1970s contain similar re­
qUI rements . 

The State Department of Education reported that on 
December 1, 1981, there were 10,357 persons in classes for the edu­
cable mentally ret~Efed and 3,729 persons in classes for the trainable 
mentally retarded. Many consider special education to be a signifi­
cant development for mentally retarded children, which has ensured 
appropriate education, raised expectations, and provided more normal 
daily routines. 

2. DEVELOPMENTAL ACHI EVEMENT CENTERS 

Prior to legislation requiring schools to provide special 
education, many retarded children attended day acti~lfY centers, now 
known as developmental achievement centers (DACs). These centers 
now provide developmental training to many pre-s'2W01 and adult 
mentally retarded persons who live in the community. DACs teach 
basic living skills, such as eating and grooming; offer training for 
independent functioning, such as job readiness and the use of public 

245 MCAR §§1.0120-1.0129. 

25 P.L. 94-142, 20 U.S.C. §§1401, 45 C.F.R. §121 a.1, and 
45 C.F.R. §84.33. 

26state Department of Education, Special Education Undupli­
cated Child Count, December 1, 1981. These figures do not include 
391 mentally retarded persons at state hospitals who are the re?ponsi­
bility of local education agencies, and do not include trainable men­
tally retarded students ages 21 through 25. 

27 State law first authorized DACs in 1961. 

28DAC participants live in certified community facilities (41 
percent), foster homes (5 percent), nursing homes (5 percent), or 
with their families (46 percent). 
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transportation; and provide enrichment opportunities. Each partici­
pant's program follows an individual plan. Most DACs operate during 
normal school hours--six hours a day, five days a week. The Depart­
ment of Public Welfare licenses the centers under DPW Rule 3, and 
county boards have primary responsibility for their funding. There 
were 144 licensed DACs in 1982, with a capacity of 5,800. All DACs 
are owned by non-profit organizations. 

3. DAY PROGRAMS AT STATE HOSPITALS 

State hospitals provide day programs for their residents 
similar to developmental activities offered by community DACs. Resi­
dents leave their immediate living areas and go to their day activities 
locations on each state hospital campus. Programs run five days a 
week, six hours a day--a pattern corresponding to that of community 
DACs and schools. 

4. WORK .ACTIVITIES 

Sheltered workshops and work activity centers provide 
employment and training to handicapped workers, including mentally 
retarded persons. Federal regulations authorize these workshops and 
centers to employ persons whose handicaps prevent competitive e~§ 
ployment and to pay these workers less than the minimum wage. 
Under state law sheltered workshops are to provide employment for 
rehabilitation pur3ij>ses. or when opportunities do not exist in competi­
tive employment. , Work activity centers emphasize the development 
of basic vocational skills, while providing limited wages. In 1982, 
there were 28 private non-profit workshops and activity centers, 
employing approximately 2,900 mentally retarded persons. State 
appropriations subsidize these operations, and the Commissioner of 
Economic Security monitors their compliance with various standards. 
Utilization of these centers stays near 100 percent. 

D. FUNDING PROGRAMS FOR MENTALLY RETARDED PEOPLE 

Approximately 10,000 mentally retarded persons received 
publicly-supported residential or developmental services in 1982, not 
including special education. Total costs which can be attributed 
directly to care for mentally retarded people were more than $175 mil­
lion in 1982, and residential care required 75 percent of this total. 
Table 5 lists major categories of residential and developmental ser­
vices, with levels of participation and expenditure. 

29 29 u. S . C . §201, 29 U. S . C . §214 (a), 29 C. F . R . §525. 

30Minn . Stat. §129A.01. 
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TABLE 5 

SERVICES FOR MENTALLY RETARDED PERSONS 
FISCAL YEAR 1982 

Residential Services 

State Hospital 
Certified Community Facility 
Sl LS--Residential Costs 
Family Subsidy 

Total 

Developmental Services 

State Hospital DAC 
Community DAC, Adults 
Community DAC, Children 
SI LS-- Service Costs 
Work Activity 

Total 

Average Annual 
Number of Budget 
Recipients (in millions) 

2,371 $ 60.2 
4,744 68.7 

552c 1.2 
150 0.4 

7,817 $130.5 

1,900 $ 10.6 
3,893 19.1 
1,254 7.8 

552 1.2d 2,900 6.5 

10,499 $ 45.2 

$175.7 

Average 
Daily 
Cost 

a $74.76b 51.71 
11.51 
7.27 

$13.19a 

25.75 
38.26 
8.49 
5.61 

Sources: Mental Retardation Program Division, Department of Public 
Welfare. 
Department of Public Welfare, Minnesota Income Maintenance, 
1982, pp. 14, 16, 47. 
Department of Public Welfare, Cost Containment Proposal, 
October 28, 1982, p. 2. 
State of Minnesota, Detailed Biennial Budget Proposal, 1981-
83 for Health, Welfare, Corrections, p. D-0538. 

a DPW staff estimate that 85 percent of the state hospital per 
diem payment is for residential services, and that 15 percent is for 
developmental services. 

b Average as of August, 1982. 

c A total of 652 persons participated. 

dTotal estimated 1982 budget of the Division of Vocational 
Rehabilitation, Department of Economic Security, for work activity and 
sheltered workshops. Approximately 65 percent of the clients are 
retarded persons. 
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Table 5 shows that 1982 per diem rates were $87.95 in sta~T 
hospitals, and averaged $51.71 in certified community facilities. 
Per diem rates for community residences ranged from $22.87 to 
$117.00. In general, newer facilities, those serving more dependent 
people, and those located in the Minneapolis-St. Paul region have the 
highest per diem rates. 

State hospitals and certified community facilities offer the 
most intensive--and most costly--residential services. However, daily 
costs are difficult to compare. For example, in addition to room and 
board, state hospital per diem rates cover developmental, medical, 
and transportation costs, which are not included in per diem rates for 
certified community residences. 

Since 1971, Medicaid has paid for care provided by certified 
vendors to mentally retarded persons in state hospital programs, 
community residential facilities, and nursing homes. In Minnesota, 
1982 Medicaid costs were shared as follows: 3255.64 percent federal, 
39.92 percent state, and 4.44 percent county. 

5 I LS, the family subsidy program, and DACs have not kept 
pace with demand, because these programs rely on state or county 
funding sources which have become less predictable in recent years. 
The state pays all family subsidy program costs and approximately 50 
percent of 5 I LS costs, through categorical appropriations. The state 
pays part of the costs of DACs through social services block grants 
to counties. 

The availability of federal funds for facilities certified 
under the Medicaid program has encouraged the development or use of 
certified community facilities, nursing homes, and state hospitals as 
residences for mentally retarded people. Table 6 shows that the 
costs of state hospitals and community facilities for mentally retarded 
persons are nearly 20 percent of all Medicaid expenditures in 
Minnesota. 

Table 6 shows: 

• Medicaid expenditures in Minnesota increased nearly 85 per­
cent between 1978 and 1982, when they reached three­
fourths of a billion dollars. 

• Long-term care expenditures are now 66 percent of all 
Medicaid costs. 

31prior to fiscal year 1983, state hospitals set one per diem 
rate for all residents regardless of diagnosis. For fiscal year 1983, 
the per diem rate for mentally retarded people was set at $109.50, the 
rate for the mentally ill was $83.65 and that for the chemically depen­
dent was $65.55. 

32The Department of Public Welfare reported that the basic 
federal matching rate will drop to 52.67 percent on October 1, 1983. 
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• Expenditures for community ICF-MR facilities nearly tripled 
between 1978 and 1982. 

• Per diem rates for community ICF-MR facilities nearly 
doubled between 1978 and 1982. 

These trends have important implications for the Meditaid 
program, and for the development of the mix of servites needed by 
Minnesota's mentally retarded persons. 
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II. REGULATING AND PLANNING COMMUNITY PROGRAMS 
FOR THE MENTALLY RETARDED 

The Department of Public Welfare is responsible for planning 
and, regulating residential and developmental services for mentally 
retarded persons as required by state legislation, ~ederal Medicaid 
regulations, and the Welsch v. Noot consent decree. This chapter 
examines the planning and regulation of community residential ser­
vices. 

We asked: 

• Has the Department of Public Welfare effectively planned 
and encouraged community services for mentally retarded 
persons that are cost effective, properly distributed 
throughout the state, and of acceptable quality? 

• Do recently opened residential facilities meet needs identi­
fied in state laws, administrative rules, and the Welsch v. 
Noot consent decree? 

A. PLANNING RESPONSIBILITIES 

Past legislative actions and the consent decree have shaped 
state planning for mental retardation services. Each has implications 
for planning and policy. The consent decree establishes objectives to 
be met within a specific time period, and legislation mandates pro­
grams and provides authority fpr their implementation. This section 
looks at the effectiveness of planning to meet these mandates and 
objectives. 

1. ROLE OF THE DEPARTMENT OF PUBLIC WELFARE 

The Commissioner of Public Welfare exercises planning 
authority through three administrative functions: 

(1) licensing residential programs as required by DPW Rule 34; 2 

1Minn . Stat. Chapter 252. Under Minn. Stat. §252.28, lithe 
Commissioner of Public Welfare may determine the need, location, and 
program of public and private residential and day care facilities and 
services for mentally retarded children and adults. II 

212 MCAR §2.034. 
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(2) approving pro~osed facilities and programs as required by 
DPW Rule 185; and 

(3) complying with 4state responsibilities in the Welsch v. Noot 
consent decree. 

The primary purpose of Rule 34 is to establish minimum 
standards for community residential programs for mentally retarded 
persons. It also provides broad authority for coordinating other 
planning activities. Rule 34 requires facility developers to comply 
with Rule 185 to obtain a letter of recommendation from the county, 
and with Department of Health Rule 391 to obtain licensure as a 
supervised living facility. Therefore, Rule 34 provides a viable 
mechanism for the Department of Public Welfare to coordinate, plan, 
and shape the development of new community residential services. 

2. RESPONSIBILITIES DELEGATED TO THE COUNTIES 

The Commissioner of Public Welfare delegates certain plan­
ning responsibilities to counties through DPW Rule 185. That rule: 

• establishes minimum standards for case management and the 
planning, coordination, and development of services for all 
individuals who are mentally retarded; 

• defines responsibilities of county officials in reviewing 
facility proposals including determining need for a proposed 
facility or service, obtaining citizen participation, and 
employing qualified personnel to ensure that informed de­
cisions are made; 

• requires the service developer to describe characteristics of 
potential residents, show where they currently reside, and 
to identify daytime program or work activities available to 
them; and 

• authorizes the county board to forward an approved pro­
posal with a letter of recommendation to the Commissioner of 
Public Welfare. 

Through Rule 185, the counties provide critical input at the 
initial planning and proposal step. This would be an appropriate time 
to conduct a comprehensive assessment of the proposal, including cost 
effectiveness, alternative service needs, and the appropriateness of 
each residential placement. This information could be useful for 
statewide planning, cost containment, and equitable distribution of 
services. 

312 MCAR §2.185. 

4 Welsch v. Noot, United States District Court, District of 
Minnesota, No. 4-72-Civ. 451, September, 1980. 
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3. REQUIREMENTS OF THE CONSENT DECREE 

Under the Welsch v. Noot consent decree, the Commissioner 
of Public Welfare is responsible for reducing the number of mentally 
retarded residents in state hospitals, increasing staff-resident ratios, 
and providing community-based services as an alternative to institu­
tional care. The consent decree requires that: 

• persons discharged from state institutions be placed in 
community programs which appropriately meet their individ­
ual needs; 

• mentally retarded persons be admitted to state institutions 
only when no appropriate community placement is available; 
and 

• reductions in state hospital population and planning for new 
services be based on annual assessments of mentally re­
tarded residents conducted by interdisciplinary teams. 

4. SIX-YEAR PLAN 

The Department of Public Welfare developed a six-year plan 
in response to the Welsch v. Noot consent decree. The six-year plan 
states that IIMinnesota has a basically sound system of services to the 
mentally retarded population, which requires no major change of 
direction from what has been in place for two decades. II Neverthe­
less, we found the following problems with the depClrtment's six-year 
plan for services to mentally retarded persons. 

• The plan identifies many of the problems in the service 
system and sets goals for resolving them, but falls short of 
providing statewide guidelines for development of services. 

Little attention is given to the importance of planning for 
statewide distribution of facilities and services. The objectives and 
principles of the plan focus on increasing certain services, providing 
additional technical assistance to counties and developers of services, 
and establishing an information system for planning purposes. How­
ever, there is no attempt to set priorities for service development or 
to determine appropriate geographic distribution of services. The 
lack of such specific and substantive direction encourages uneven 
development of services. 

• The plan calls for developing 400 additional ICF-MR beds by 
1987, but does not address geographic distribution of these 
facilities. 

Thus, the determination of need process is necessarily 
limited by county boundaries, and does not view proposals in a re­
gional or statewide context. In the absence ofa comprehensive 
analysis of local service needs, county and state officials cannot 
critically review proposals for new facilities and services. 
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• The plan focuses on planning for the needs of persons 
coming out of state hospitals, but does not give equal 
weight to the service needs of mentally retarded persons in 
the community who may be candidates for institutional or 
residential care. 

The lack of uniform screening criteria and the limited 
availability of alternative services may result in inappropriate place­
ment in long-term residential facilities. Placement criteria are not 
uniform across the state and may even vary among caseworkers in a 
given county. 

• The plan does not address the future role of state hospitals. 

State hospitals consume a significant portion of the Medicaid 
budget and have resources and expertise in providing care and 
services to mentally retarded individuals. Under the plan, the popu­
lation of state hospitals is to be reduced by 800 residents, but no 
attention is given to the future role of state hospitals, alternative 
uses of staff, or how money could be shifted to other services. 

The absence of a statewide plan for geographic distribution 
of residential and deyelopmental services reduces the department's 
effectiveness in planning because: 

• There are no statewide planning guidelines for approving or 
disapproving proposals. 

• Planning roles and accountability are unclear. 

• Priorities for future development of services have not been 
established. 

5. DPW'S POLICY FOR REDUCING STATE HOSPITAL POPULATION 

The Welsch v. Noot consent decree mandates reduction in 
the state hospital population to 2,375 residents in July 1983, 2,100 
residents in July 1985, and 1,850 residents in July 1987. As of 
October 1982, state hospital reports showed the current population to 
be 2,343, which is somewhat ahead of schedule. 

State hospital population reductions have been accomplished 
primarily through discharges rather than limiting new hospital admis­
sions. The department's policy has been to encourage transferring 
residents out of state hospitals as the primary approach in reducing 
population. For example, DPW informational Bulletin 82-12 summarizes 
state hospital population reductions in 1981, and rates counties' 
performance on liability to move their clients out of the state hos­
pitals." 

We found the following problems with this policy: 

• The Department of Public Welfare has not effectively limited 
new admissions to state hospitals. 
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Figure 7 shows that during a two year period ending 
October 1982, the number of discharges decreased and is now close to 
the number of new admissions. If this problem is not solved, the 
rate of reduction in total state hospital populations may decrease. 

• There is no standard procedure for screening persons 
applying for admission to the state hospitals and deter­
mining their service needs. 

By emphasizing the service needs of persons transferred 
from state hospitals DPW has encouraged the development of residen­
tial facilities. It has paid little attention to identifying the service 
needs of persons seeking admission to state hospitals and to develop­
ing alternative services that would meet those needs in a community 
setting. 

• The remaining institutional population may need intensive 
levels of care. 

Persons recently discharged from state hospitals have 
typically been less dependent residents, while more dependent persons 
stay behind. If the future role of state hospitals is to care for the 
most dependent individuals, DPW should plan for the special needs of 
these persons. 

B. DEVELOPMENT OF RESIDENTIAL SERVICES 

An acceptable system of services for mentally retarded 
persons in Minnesota must comply with criteria in the consent decree, 
state statute, and administrative rule. The system of services should 
include a continuum of residential and developmental services that are 
geographically accessible and provide an array of programs that are 
alternatives to institutional placement. I n order to implement this 
system, funding should be designed so county priorities and individ­
ual placement decisions are made on the basis of what service is 
needed and most appropriate, and not on variation in funding for­
mulas. We looked at distribution of services, types of available 
services, and program funding formulas to determine what efforts had 
been made to increase the availability of services. 

1. GEOGRAPHIC DISTRIBUTION OF SERVICES 

Table 7 shows the distribution of services for the mentally 
retarded by state hospital catchment (service) areas. (See Appendix 
A for a map of state hospital catchment areas.) For ICF-MR facilities 
and developmental achievement centers, the table shows the number of 
facilities or centers, the licensed capacity, and the ratio of placements 
to 1,000 general population. The capacity of work activity centers, 
sheltered workshops, and semi-indepegdent living service programs is 
summarized for each catchment area. Table 7 shows the following: 

5This information is presented in the Appendices for each 
county. 
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• Distribution of ICF-MR beds is very uneven. 

The ratio of ICF-MR capacity to population ranges from .868 
beds per 1,000 population for the Brainerd catchment area 6to 1.930 
beds per 1,000 population for the Willmar catchment area. These 
figures indicate that there is twice the ratio of beds to population in 
some areas compared to others. The statewide average is 1.199 beds 
per thousand population. 

• Distribution of developmental achievement centers (DACs) 
also varies widely. 

The ratio of developmental achievement center capacity to 
population ranges from 1.166 per thousand in the Cambridge catch­
ment area to 2.133 per thousand in the Willmar catchment area. The 
statewide average is 1.429 per thousand population. Rule 34 requires 
that developmental achievement center or other day programs be 
available to ICF-MR residents. About 40 percent of DAC clients 
reside in community residential facilities. 

• Work activity centers and sheltered workshops are well 
distributed throughout the state. 

According to the Division of Vocational Rehabilitation 
(DVR), all but a dozen counties have work activity or sheltered 
workshop programs. DVR staff estimates that fifty to sixty percent 
of the clients in those programs are mentally retarded. 

As we have noted, semi-independent living services (51 L5), 
foster care, and family assistance programs are less costly and less 
restrictive alternatives to community resiqential placement. But, 

• Alternative programs are under-developed and poorly dis­
tributed throughout the state. 

The availability of 5 I L5 programs in Minnesota is uneven. 
There are 40 licensed 51 L5 programs serving 27 counties. The num­
ber of available slots varies widely among catchment areas from 33 in 
Fergus Falls to 328 in Faribault. 

5,1 L5 program expenditures and results have also been 
uneven. For example, the average per client cost in fiscal year 1982 
ranges from less than $1,000 to more than $7,000. Most vendors are 
paid according to hours of client contacti those costs ranged from 
under $5.00 per hour to more than $20.00 per hour. While DPW 
reports that one-fourth of the 107 51 L5 clients who left programs in 
1982 graduated to independent living, nearly 20 percent moved back 
to an I CF-MR or other residential placement. 

There is only one statewide program that helps mentally 
retarded persons to remain in their family homes--the family subsidy 
program. In 1982, fifty percent of the 162 family subsidy grants 

6The Willmar catchment area shows a high ratio of beds per 
thousand because it includes Redwood county, with one 132 bed 
facility. 
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were made to families in the Minneapolis.,..Saint Paul area, and 82 
percent of those were in Hennepin and Ramsey Counties. The family 
subsidy program is administered by the Department of Public Welfare, 
with referrals made by county caseworkers. Only a few counties 
offer other home-based programs such as homemaker assistance, 
respite care, or training for families of mentally retarded persons. 

While 50 counties provide some form of foster care, 

• Professional foster care programs exist in only a few coun­
ties and lack uniform standards. 

Professional foster care is an enriched program that uses 
experienced providers, pays a higher per diem rate, and provides 
on-going support. This program is especially effective for children, 
because it provides nurturing care in a family setting. It is often 
useful for adults who need a family setting. Wider use of this pro­
gram may be inhibited by the lack of statewide standards and rela­
tively high cost paid by counties. 

The uneven statewide distribution of residential and devel­
opmental services is in part the result of inadequate planning and 
suggests the need for comprehensive planning by the Department of 
Public Welfare to direct future development. 

2. THE MENTAL RETARDATION SERVICE SYSTEM HAS AN INSTI­
TUTIONAL BIAS 

The state's mental retardation service system is highly 
dependent on state hospital and other residential care. A national 
survey reported g:hat in 1979 Minnesota had more small ICFs-MR than 
any other state. More recently, the Department of Public Welfare 
reported that the state already h§ls exceeded the number of ICF-MR 
beds that was projected for 1987. The rate of expansion continues: 
22 new facilities opened in 1981; 21 new facilities opened in 1982; and 
27 new facilities have been approved by DPW and are expected to 
open in 1983. 

Past emphasis on custodial care for the mentally retarded 
has resulted in a statewide service system with the following problems: 

• substantial investment in buildings and real estate, heavy 
reliance on Medicaid reimbursement, and high administrative 
costs; 

7 Data from Assistant Director, Family and Guardianship 
Section, Department of Public Welfare. I nformation is for fiscal year 
1981-1982. 

8 1 ntergovernmental Health Policy Project. Current and 
Future Development of Intermediate Care Facilities for the Mentally Re­
tarded: Survey of State Officials, 1979, p. 14. 

9Mental Retardation Program Division, Department of Public 
Welfare. 
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• limited funding available for services and programs that 
stress skills for independent living and competitive employ­
ment; and 

• little incentive for county case workers or facility operators 
to transfer people to more independent settings, restricting 
the opportunities for mobility within the service system. 

The least expensive and least restrictive services are also 
the least available. Thoughtful planning and development of incen­
tives are needed so that alternative services are more widely available 
and evenly distributed in the state. 

3. REIMBURSEMENT FORMULAS CONTRIBUTE TO LOW AVAILABIL­
ITY OF SOME SERVICES 

The existing service system was shaped by funding polic-ies 
that favor institutional residential care. Community ICFs-MR became 
eligible for federal Medicaid reimbursement in 1974. Under Medicaid, 
the federal government pays more than one-half of the costs. In 
Minnesota, the state and counties divide the non-federal portion in a 
90 percent state, 10 percent county split. Virtually all Rule 34 
facilities are certified Medicaid vendors, and most serve only Medicaid 
recipients. 

State policy encourages counties to develop services as 
alternatives to residential placement but there is little incentive to do 
so. Since these services are not reimbursed by Medicaid, they are 
more costly to the counties. Some examples of this disparity are: 

• Some funding for developmental achievement centers, adult 
foster care, and respite care are is provided in the Com­
munity Social Services Act block grant to counties. Though 
the statute requires counties only to match the state grClnt, 
most counties actually 18rovide 60 percent or more of their 
social service budgets. 

• For semi-independent living services, counties pay 20 
percent of program costs for persons transferring to the 
program from a state hospital or an ICF-MR, and 50 percent 
of costs for others. 

• Family subsidy is a state administered program requiring no 
county contribution. The few counties offering other 
home-based support services fund those programs out of 
the social services budget. 

Table 8 presents average costs of these services in 
St. Louis, Blue Earth and Dakota counties. 

10Minn . Stat. §256E.06, Subd. 5. 
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Service 

ICF-MR 
(daily) 

DAC 
(daily) 

SILS 
(hourly) 

Foster 
Care 

(monthly) 

TABLE 8 

AVERAGE SERVICE COSTS 

St. Louis Blue Earth 
County County 

$ 44.40 $ 47.00 

$ 28.77 $ 22.00 

$ 23.00 $ 20.00 

$244.00 $319.00 

Dakota 
County 

$57.42 

$27.00 

$17.29 

$600.00 

Sources: Estimates from mental retardation specialists, social service 
departments of St. Louis, Blue Earth, and Dakota counties, 
December 1982. 
Program Evaluation Division analysis, December 1982. 

County officials set priorities for programs that are paid for 
through the Community Social Services Act block grants, and county 
caseworkers are responsible for individual placements. The result is 
that utilization of services is determined at the local level, yet coun­
ties are the least affected by the resulting cost. There is a financial 
incentive for counties to place individuals in an intermediate care 
facility, which is the most expensive and most restrictive setting. 
This is inconsistent with state policy encouraging placement in the 
least restrictive setting and runs counter to state cost-containment 
efforts. 

RECOMMENDATIONS 

We recommend that: 

• DPW should develop a statewide plan for distribution of 
residential services to be used as a guide in review of 
future program proposals. 

The plan should provide a framework for approving or disapproving 
proposals, clarify planning roles and accountability, and set priorities 
for future service development. 

• DPW should set priorities that encourage the development of 
less restrictive and less costly alternative services. 
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The statewide plan should include guidelines for county services 
planning, and a process for setting priorities. This could be re­
quired as part of the mental retardation portion of the Community 
Social Services Act plan. 

• DPW should establish screening criteria for more appropriate 
placement within the mental retardation service system. 

The state should offer guidelines for placing people within the system 
so that counties could follow a consistent procedure in identifying 
needs and providing services. 

C. REGULATING NEW COMMUNITY FACILITIES 

1. DESCRIPTION OF THE REGULATORY PROCESS 

Development of c;l new community residential facility requires 
a series of applications and approvals governed by state statutes, 
administrative rules, and federal regulations. The process is 
lengthy--typically 12 to 18 months will pass before a proposed facility 
begins operation. It begins with the provider's request for a county 
letter of recommendation to the Commissioner of Public Welfare, and 
ends with federal certification of the provider as a Medicaid vendor. 
Figure 8 is a graphic presentation of the process. 

a. Developer Presents Proposal to the County Board 

A proposal for a new facility is usually initiated in one of 
two ways: (1) a community group may identify a need for a facility 
and contact a specific developer, or (2) a developer may indepen­
dently determine potential demand. The developer presents a pro­
posal for the county board's review under Rule 185. After its review, 
the county board sends a letter of recommendation to the Commissioner 
of Public Welfare. In this first and very critical phase, the county 
board's review is usually limited to characteristics of the residents, 
program standards, and zoning questions. 

b. Commissioner of Public Welfare Approves Proposal. 

The second half of the Rule 185 need determination includes 
a joint review by three DPW divisions: Mental Retardation, Licensing, 
and Long-Term Care Rates. The divisions examine whether the 
proposal is complete, will cause undue concentration of facilities in a 
specific geographic area, and whether the proposed rate is acceptable. 

c. Developer Applies for Rule 34 Licensure 

Approval of the facility proposal by the Commissioner of 
Public Welfare enables the developer to proceed with four license 
requirements concurrently: 

(1) Department of Public Welfare Rule 34 establishes minimum 
standards for the residential program: developmental and 
remedial services, admission and discharge procedures, and 
administrative policies and practices. 
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(2) Department of Health Rule 391 establishes minimum stan­
dards for the facility: construction, equipment, mainte­
nance, and operation as they relate to sanitation and safety 
of the buildings, and to the health, treatment, and well­
being of the residents. Licensure is contingent on satis­
factory review by the State Fi re Marshal, Department of 
Public Safety; the Building Code Standards Division, De­
partment of Administration; and Survey and Compliance 
Division, Department of Health. 

(3) New facilities must also apply for a Certificate of Need and 
for federal capital expenditure review (§1122). Federal 
regulations require new health care facilities to be reviewed 
for compliance with planning and cost containment criteria. 
A certificate of need is granted by the Commissioner of 
Health based on the health systems agency's report and 
recommendations of the commissioner's staff. Capital expen­
diture certification is the responsibility of the health plan­
ning section of the Department of Energy, Planning, and 
Development. 

d. Developer Applies for Federal Medicaid Certification 

Certification as an intermediate care facility for the mentally 
retarded permits the facility to be reimbursed tllrough the Medicaid 
program for care provided to eligible residents. Federal requirements 
for participation in the program are similar to requirements for super­
vised living facilities, and further ensure the quality of residential 
care and programs. 

2. THE REGULATORY PROCESS COULD BE STRENGTHENED AND 
BETTER COORDINATED 

The regulatory process requires ten separate approvals 
prior to licensure as a Rule 34 facility and certification as a Medicaid 
vendor. We found the following problems with the regulatory process: 

• I nitial review of a proposal is too limited. 

The initial county review is critical, yet receives only 
limited attention. The Rule 185 review does not give adequate consid­
eration to cost-effectiveness of the proposal, evaluation of alternative 
services available in the county, and determination of how well the 
proposal fits the priorities of a statewide plan. 

• There is no coordinated review procedure for simultaneous 
proposals. 

Even when several facility proposals are pending in one 
county, each proposal is considered independently. It is possible 
that facilities may be approved or denied based on order of application 
rather than established criteria. This practice suggests the need for 
priorities and criteria in the facility review process. 
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• Some reviews are not well-coordinated. DPW and the De­
partment of Health conduct their reviews independently, 
with only informal communication, and maintain six separate 
filing systems. 

The concurrent reviews for Rule 34 licensure and for Rule 
391 licensure could be better coordinated, either through a joint 
decision making process, or, at a minimum through a master filing 
system. 

• There is duplication in the collection of information. 

Much of the same information is compiled for the state and 
federal cost containment and planning reviews. As a result, informa­
tion in the files is duplicated, some agency staff may be repeating the 
work of others, and developers must monitor separate reviews. 

3. THE REGULATORY PROCESS IS NOT EFFECTIVE IN CONTAIN­
ING COSTS 

Despite numerous reviews, the cost containment issue is 
neglected. Several rate setting and adjustment steps are built into 
the regulatory process in order to accommodate changes or unantici­
pated costs experienced by the developer. The developer must 
submit a proposed per diem rate for review by the county board and 
approval by DPW. This rate is compared with average regional rates, 
allowing for inflation and projected construction costs. The approved 
rate is also used during Certificate of Need approval, and capital 
expenditure review. This rate is hot final or binding on the pro­
vider. In many cases, the provider will request that DPW approve a 
new interim rate prior to opening the facility. I n the past, such 
requests have been routinely granted. 

Rule 52 allows a provider to request a settle-up and a new 
per diem rate after the first year of operation, based on actual costs. 
This is the base rate for future adjustments. Table 9 presents 
proposed, interim, and settle-up rates for facilities opened in 1981. 

We found that settfe-ups have been quite large. 

• The settle-up rate was an average of 38 percent higher 
than the rate seen during the planning reviews; and 

• The settle-up rate was an average of 22.4 percent higher 
than the interim rate used during the first year of opera­
tion. 

These increases are only partly explained by the time lapse between 
the initial proposal and the opening of the facility. 

We concl uded that: 

• The availability of large settle-ups makes the earlier review 
procedures ineffective for containing the costs of new 
facilities. 

41 



.
~
 

N
 

T
A

B
L

E
 

9 

C
O

M
P

A
R

IS
O

N
 

O
F

 
P

R
O

P
O

S
E

D
, 

IN
T

E
R

IM
, 

A
N

D
 

S
E

T
T

L
E

-U
P

 
R

A
T

E
S

 
F

O
R

 
F

A
C

IL
IT

IE
S

 
O

P
E

N
E

D
 

IN
 

19
81

 

(1
) 

(2
) 

(3
) 

P
ro

p
o

se
d

 
In

te
ri

m
 

S
e
tt

le
-u

p
 

P
e
rc

e
n

t 
P

e
r 

D
ie

m
 

R
at

e 
P

er
 

D
ie

m
 

ra
te

 
P

er
 

D
ie

m
 

R
at

e 
In

c
re

a
se

 
F

ac
il

it
y

 
(C

O
N

/§
1

1
2

2
) 

(R
u

le
 5

2_
) _

 
(R

u
le

 5
2

) 
(3

)-
(1

 ) 

C
ar

o
m

in
--

T
w

o
 

H
ar

b
o

rs
 

$
3

3
.6

6
 

$
4

1
.9

2
 

$
5

6
.0

5
 

66
.5

%
 

O
ak

 
R

id
g

e-
-A

it
k

in
 

3
3

.5
4

 
3

7
.5

8
 

4
8

.1
8

 
4

3
.6

 
C

h
a
ri

s 
H

o
u

se
--

B
ra

in
e
rd

 
4

7
.3

7
 

4
6

.5
3

 
5

8
.7

0
 

2
3

.9
 

S
w

if
t 

C
o

u
n

ty
 G

ro
u

p
 

H
om

e 
3

3
.2

3
 

4
0

.7
6

 
4

7
.9

1
 

4
4

.2
 

O
p

p
o

rt
u

n
it

y
 M

a
n

o
r-

-S
t.

 
C

lo
u

d
 

4
1

.1
7

 
4

6
.1

0
 

4
6

.4
1

 
1

2
.7

 
R

E
M

--
S

t.
 

C
lo

u
d

 
N

A
 

6
3

.7
8

 
* 

N
A

 
R

es
id

en
ti

al
 

A
lt

e
rn

a
ti

v
e
s 

V
 I 

4
3

.0
5

 
4

2
.0

1
 

6
0

.6
9

 
4

1
.0

 
E

lm
 

R
es

id
en

ce
 

4
6

.7
8

 
5

1
.8

6
 

6
1

.2
6

 
3

1
.0

 
H

ia
w

at
h

a 
A

d
u

lt
 

H
om

e 
4

5
.5

0
 

7
7

.3
1

 
* 

.N
A

 
A

C
R

 
C

u
m

m
in

s 
5

8
.7

1
 

6
0

.5
1

 
6

8
.5

0
 

1
6

.6
 

G
oo

d 
N

ei
g

h
b

o
r-

-E
d

m
u

n
d

 
5

1
.0

1
 

5
7

.0
5

 
6

2
.6

3
 

2
2

.7
 

L
o

g
an

 
7

4
.3

2
 

7
4

.3
2

 
8

1
.5

7
 

9
.7

 
M

in
n

es
o

ta
 

Je
w

is
h

 
G

ro
u

p
 

II 
4

9
.4

4
 

4
9

.4
4

 
* 

N
A

 
N

ek
to

n
--

H
o

d
g

so
n

 
5

8
.5

7
 

5
8

.5
7

 
* 

N
A

 
N

 E
 R

es
p

it
e 

C
ar

e 
3

5
.3

8
 

5
7

.9
5

 
7

0
.9

4
 

1
0

0
.5

 
O

ak
w

o
o

d
 

R
es

id
en

ce
 

6
6

.3
1

 
6

0
.9

3
 

* 
N

A
 

R
E

M
--

B
lo

o
m

in
g

to
n

 
N

A
 

6
4

.1
9

 
* 

N
A

 
R

E
M

--
M

in
n

et
o

n
k

a 
3

5
.6

1
 

6
9

.8
9

 
* 

N
A

 
R

es
id

en
ti

al
 

A
lt

e
rn

a
ti

v
e
s 

V
II

I 
4

8
:6

4
 

4
8

.3
6

 
* 

N
A

 
T

h
e
 W

o
o

d
la

n
d

s-
-O

ro
n

o
 

7
2

.0
2

 
7

2
.0

2
 

1
0

3
.7

5
 

4
4

.0
 

A
v

er
ag

e 
In

c
re

a
se

 
=

 38
.0

%
 

S
o

u
rc

e
s:

 
R

u
le

 5
2

 C
o

st
 
R

e
p

o
rt

s-
-D

e
p

a
rt

m
e
n

t 
o

f 
P

u
b

li
c 

W
el

fa
re

. 
§1

12
2 

an
d

 
C

e
rt

if
ic

a
te

 o
f 

N
ee

d
 

F
il

e
s-

-D
e
p

a
rt

m
e
n

t 
o

f 
E

n
e
rg

y
, 

P
la

n
n

in
g

 
an

d
 

D
ev

el
o

p
m

en
t,

 
M

in
n

es
o

ta
 

D
ep

ar
tm

en
t 

o
f 

H
ea

lt
h

. 

N
o

te
s:

 
*

F
in

al
 

ra
te

 
n

o
t 

y
e
t 

e
st

a
b

li
sh

e
d

 
as

 
o

f 
D

ec
em

b
er

 2
7

, 
1

9
8

2
. 

N
A

 
=

 N
o

t 
A

v
ai

la
b

le
. 

P
e
rc

e
n

t 
In

cr
ea

se
 

1 3
)-

(2
) 

33
.7

%
 

2
8

.2
 

2
6

.1
 

1
8

.3
 

0
.7

 
N

A
 

4
4

.5
 

1
8

.1
 

N
A

 
1

3
.2

 
9

.8
 

9
.7

 
N

A
 

N
A

 
2

2
.4

 
N

A
 

N
A

 
N

A
 

N
A

 
4

4
.0

 

A
v

e
ra

g
e
 

In
c
re

a
se

 
=

 22
.4

%
 



The settle-up process weakens the previous review process 
because the developer can submit an acceptable estimate, and later 
present first year costs that are substantially higher. The developer 
bears little financial risk in making these estimates and securing a 
final rate. I n fact, the Medicaid budget absorbs this risk when final 
rates are substantially above interim and proposed rates. 

• DPW does not work aggressively to limit the costs of new 
facilities. 

The department takes the view that it cannot use Rule 52 
as a cost-containment mechanism. I n the last year, the Department of 
Health has attempted to use the Certificate of Need review as a tool 
to limit the costs of new facilities. It is encouraging that a state 
agency is trying to deal with this problem. However, the Department 
of Health may not be the proper agency to do it, particularly since 
the Certificate of Need review is scheduled to be discontinued on 
March 15, 1984. Furthermore, the Department of Health has little 
expertise in programs serving the mentally retarded. Finally, the 
Commissioner of Public Welfare is ultimately responsible for the sol­
vency of the state Medicaid budget. 

• Statewide data on costs are inadequate. 

I n attempting to analyze the cost-effectiveness of proposals, 
reviewing bodies and agencies have little information to enable com­
parison. There is no authoritative, statewide data base which would 
enable reviewers to compare proposed facilities on the basis of cost, 
location, program, and client characteristics. Frequently, the devel­
oper is asked to provide the data for these comparisons. 

4. THE REGULATORY PROCESS DOES NOT MEET THE CHALLENGE 
OF REDUCING STATE HOSPITAL POPULATIONS 

The regulatory process can be used to direct development 
of new facilities and placement of state hospital residents. The 
department's six-year plan calls for new ICF-MR development to serve 
hospital residents and "more seriously handicapped people. II Develop­
ment has exceeded the projections for 1987, but persons leaving state 
hospitals have filled only a small portion of the new beds. 

We examined files for 22 facilities which were opened during 
1981 for information on the sources and characteristics of residents. 
We compared information in the initial determination of need proposal 
with characteristics of the actual residents. Our survey showed that 
new facilities generally served the clients that they proposed to 
serve. We also found, as shown in Table 10, that: 

• Twice as many residents were admitted to the new facilities 
from family homes as from state hospitals. 

• More residents were transfers from other ICFs-MR facilities 
than from state hospitals. 

• Most residents were mildly or moderately retarded. 
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TABLE 10 

RESIDENTS OF ICFs-MR OPENED IN 1981 

1. Source of Residents 
(N=202) 

Family 
State Hospital 
Other ICFs-MR 
Foster Home 
Other* 

2. Degree of Retardation 
(N=202) 

Profound 
Severe 
Moderate 
Mild 

Proposed 
Residents 
(percent) 

32.0% 
18.0 
25.5 
14.0 
10.5 

100.0% 

12.0 
24.5 
37.5 
26.0 

100.0% 

Actual , 
Residents 
(percent) 

40.0% 
21.5 
28.5 
6.5 
3.5 

100.0% 

11.5 
32.0 
32.0 
24.5 

100.0% 

Sources: Mental Retardation Program Division, Department of Public 
Welfare; Program Evaluation Division Survey, 1982. 

*TypicaHy nursing home or board and care facility. 

The new facilities are serving only a few individuals who are very 
dependent because of problems with behavior or mobility. The 
Department of Public Welfare has recently made some progress in this 
area. Our review of facilities which the department has approved 
during the last twelve months indicates these facilities will serve a 
somewhat higher proportion of very dependent persons and more state 
hospital residents. 

RECOMMENDATIONS 

We recommend that: 

• DPW should strengthen Rule 185 so the initial review is 
more comprehensive. 

The Rule 185 review should include a closer examination of issues of 
cost, alternative services, and statewide needs. Furthermore, the 
department should develop a statewide data base of service costs, 
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client and program characteristics, and geographic distribution. This 
would improve review capability and provide information to the coun­
ties so that they could critically analyze proposals. 

• DPW should use its authority in Rule 34 to improve coordi­
nation of license reviews and combine application documents. 

The department should convene a review panel of staff from the 
various licensing and program divisions to study and bring about 
shared decision making. 

• DPW should take a more agressive role in controlling the 
costs of new facilities. 

DPW should limit the size of settle-ups for new facilities to ten per­
cent over the interim rate. The department should grant increases in 
interim and settle-up rates only in strictly limited situations, where 
the provider could not have foreseen the change. I n general, DPW 
should hold providers accountable for their initial proposals and for 
costs in the first year of operation. 

45 



 



III. ANALYSIS OF REIMBURSEMENT FOR RESIDENTIAL CARE 

The availability of Medicaid funding for residential care in 
community facilities has been a major factor in their rapid growth and 
high utilization. The Department of Public Welfare (DPW) is r~spon­
sible for the Medicaid program and for setting rates for reimbursing 
providers of residential care. DPW Rule 52 establishes a mechanism 
for setting reimbursement rates. I n this chapter, we examine DPW 
Rule 52 and reimbursement for residential care. 

We wanted to know: 

• I s the rate-setting mechanism effective in achieving state 
objectives of containing costs while encouraging the availa­
bility of quality residential services for the mentally re­
tarded? 

• How would changes in Rule 52 or the Medicaid program 
affect the state and providers? 

• Does DPW administer the rate-setting process effectively? 

Our analysis focused on specific cost areas as well as issues 
of reimbursement policy. 

A. INTRODUCTION TO RATE-SETTING 

Governmental jurisdictions use a variety of formula~ to set 
rates for human services, but there are three basic methods. Price 
related rate-setting requires a competitive market to ensure that 
prices set by providers are appropriate. Cost related rate-setting is 
generally considered necessary when there is no competitive market. 
Flat rates can be set without regard to prices or costs. 

Minnesota uses cost related rate-setting, which is the most 
common approach for reimbursing residential facilities. This method 
requires ascertaining the provider's costs, determining their reason­
ableness, and reimbursing only reasonable costs. Many states use 
price indices, such as the consumer price index, to adjust rates. 

Cost related rate-setting may be retrospective or prospec­
tive--Minnesota sets prospective rates, with retrospective adjustments. 
In retrospective approaches, the payment is calculated after the 
provider delivers the service. Actual costs of the service are deter­
mined and reimbursed, with or without cost limits established in 

1 David A. Richardson, Rate Setting in the Human Services: 
A Guide for Administrators, Project Share, Department of Health and 
Human Services, September 1981, p. 57. 

47 



advance. With this approach the funding source has no opportunity 
for controlling costs, once services are authorized. Sixteen states, 
including Michigan, use retrospective reimbursement. 

Prospective approaches set rates before the provider de­
livers the service. Prospective rates result either from the negotia­
tion of budgets which providers submit, or from the application of 
mathematical formulas. Theoretically this approach provides the 
funding source with more opportunity for cost control. Twenty-six 
states use prospective reimbursement methods, including Iowa, South 
Dakota, and Wisconsin. Six states, including 111~ois and North 
Dakota, use a combination of rate-setting approaches. 

ICF-MR per diem rates cover the cost of different ancillary 
services in each state--a fact which may complicate comparisons. 
Examples of different services which may be included in per diem 
rates are physical therapy, occupational therapy, drugs, medical 
supplies, and medical equipment. Minnesota1s ICF-MR per diem rate 
covers drugs, medical supplies, and medical equipment, as well as 
room and board. 

B. RATE-SETTING IN MINNESOTA 

The Medicaid program pays virtually all of the cost of 
licensed residential care for Minnesota1s mentally retarded people. 
Federal regulations and Minnesota Statutes (Chapter 256B) govern the 
program. DPW Rule 52 defines the process and formula for setting 
per diem payment rates ~r Medicaid recipients in certified facilities 
for the mentally retarded. 

Rule 52 f~st took effect on August 14, 1973 and has been 
revised three times. Its objectives are to: 

(1) define a system for determining Medicaid per diem rates for 
community residential facilities serving more than four 
mentally retarded persons; 

2Health Care Financing Administration, Medicaid Program 
Characteristics Summary Tables, Department of Health and Human 
Services, April 1982. 

312 MCAR §2.052. Federal regulations and Chapter 256B 
have little direct effect on this rate-setting process, particularly in 
comparison to the detailed requirements of Rule 52. 

40n November 8, 1982, DPW filed a notice of intent to 
revise Rule 52 a fourth time. DPW had not developed specific re­
visions when this report was written, but was expected to consider 
incentives to improve resident care, to discourage appeals, and to 
control c:::osts. 
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(2) promote efficiency, economy, and uniform treatment of pro­
viders; 

(3) satisfy federal requirements for rate-setting methods which 
are cost related or which incorporate reasonable charges; 

(4) recognize licensing and certification requirements; and 

(5) establish effective accountability. 5 

Rule 52 is lIintended to compensate the Rfovider for the 
reasonable costs incurred by prudent management. II Although the 
rule acknowledges required licensing and certification standards, it 
does not explicitly tie reimbursement to provider performance, needs 
of residents, or quality of care measures. Certain aspects of Rule 52 
make it relatively easy for new providers to get established. For 
example, the rule does not require a minimum investment, and does 
not limit reimbursable interest rates or the initial per diem rate which 
can be paid. 

Under Rule 52 each provider's per diem rate for the up­
coming year is based on a determination of allowable actual costs from 
the previous year, plus projections for known or anticipated changes. 
Cost changes are subject to specific limits. Some cost changes are 
tied to economic indices, such as the consumer price index. If the 
final rate over-compensates the provider, then a year end adjustment 
is made to reimburse DPW. However, the provider must absorb any 
operating costs which exceed per diem payments. DPW calculates new 
rates at the end of each facility's fiscal year, using information which 
providers submit on prescribed forms. 

Reduced to an equation, Rule 52 calculates the per diem 
rate as follows: 

Per Diem 
Rate 

Historical 
= Rate 

Incentive 
+ Factor 

+ Known Cost 
- Changes 

Government 
Grants 

The per diem rate resulting from this equation is subject to certain 
limits, which we discuss in Section F of this Chapter. 

The historical rate is a determination of the allowable costs 
which occurred in the most recent fiscal year, divided by resident 
days. Variable costs, such as salaries and food, are divided by 
actual resident days. Fixed costs, such as property costs, are 
divided by 93 percent of total capacity days, for all facilities of more 
than ten beds and most smaller facilities. This rewards providers 

5 Rule 52 is similar to DPW Rule 49 (12 MCAR §2.049), which 
establishes rate-setting procedures for Medicaid recipients in nursing 
homes. 

6 12 MCAR §2.052.A.2. 
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who maintain occupancy greater than 93 percent of capacity. fccord­
ing to DPW, occupancy in these facilities averages 97 percent. 

Known cost changes are future cost increases or decreases 
known at the time the provider files the cost report. Specified cate­
gories of known cost changes include salaries and wages, equipment, 
interest, depreciation, and food. For DPW approval, proposed known 
cost changes must be reasonable. The rule defines reasonable costs 
to be necessary and ordinary costs related to patient care, which 
prudent and cost-conscious management would pay. 

Under current circumstances, the other two items in the 
equation are insignificant. The incentive factor allows the provider 
to retain one-half of any savings which result whenever the historical 
rate is less than the historical rate for the previous year. That is, 
if allowable costs decrease from one year to the next, then the pro­
vider keeps one-half of the difference for that one year. I n practice 
this provision offers little incentive for cost control, since the rule 
otherwise reimburses actual costs up to fairly generous limits. I n the 
past, government grants of state or county funds helped facilities 
begin operations. Such grants have become very rare. 

For 1982 the average per diem rate for ICFs-MR in Minne­
sota was $51.71. The lowest rate was $22.87, and the highest was 
$117.00. Per diem rates have nearly doubled since 1978, when the 
average rate was $27.33. 

We analyzed cost reports of 238 of Minnesota's I CFs-MR. 
The average per diem rate for 1982 for these 238 facilities was 
$50.44--very similar to the statewide average of $51.71 noted above. 
Rates for 1982 increased an average of 9.5 percent over 1981. 

The average per diem rate of $50.44 is based on six cate­
gories of cost. Figure 9 shows that earnings, property, and admin­
istrative costs accounted for more than one-third of the average per 
diem rate. 

I n general, facilities with higher per diem rates are located 
in the Minneapolis-Saint Paul region; are new; have fewer than seven 
or more than sixteen residents; are licensed by the Department of 
Health as Class B facilities; are proprietary operations; and are 
members of systems of faci I ities. 

Ninety-six facilities in our sample are located in the Minne­
apolis-Saint Paul region, and had an average per diem rate of $56.74 
in 1982. The other 142 facilities had an average rate of $46.41-­
about 20 percent lower. 

7 Social Services Bureau, Department of Public Welfare, 
1983. 
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As shown in Table 11, new facilities had the highest per 
diem rates for 1982. 

Years of 
Operation 

o to 2 
2 to 4 
4 to 6 
6 to 8 
8 to 10 

10 to 12 
12 or more 

TABLE 11 

YEARS OF FACILITY OPERATION 

Number of 
Facilities (%) 

9 ( 4.6%) 
44 (22.6 ) 
67 (34.3 ) 
41 (21.0 ) 
26 (13.3 ) 

4 ( 2.1 ) 
4 ( 2.1 ) 

Average 
Per Diem Rates 

$59.03 
54.05 
50.40 
45.63 
38.77 
54.49 
42.23 

Source: Program Evaluation Division Analysis, 1982. 

Table 12 shows that the smallest and the largest facilities 
had higher average per diem rates. 

Licensed 
Capacity 

o to 6 
7 to 10 

11 to 16 
17 to 32 
33 to 48 
49 or more 

TABLE 12 

LICENSED CAPACITY 

Number of 
Facilities (%) 

84 (35.5%) 
51 (21.5 ) 
63 (26.6 ) 
11 ( 4.6 ) 
14 ( 5.9 ) 
14 ( 5.9 ) 

Average 
Per Diem Rates 

$54.69 
46.35 
46.52 
56.58 
55.10 
50.56 

Source: Program Evaluation Division Analysis, 1982. 
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Facilities which are licensed as Class B (to serve residents 
who are not capable of self-preservation) have higher average per 
diem rates. For 1982, 28 Class B facilities had average rates of 
$65.52, while 211 Class A facilities had rates averaging $48.59. 

Proprietary facilities had slightly higher 1982 per diem rates 
than the non-profit providers in our sample. There were 113 propri­
etary facilities, with an average per diem rate of $52.07. Rates for 
124 non-profit facilities averaged $50.16. Our sample included 165 
facilities which were members of systems. Per diem rates for system 
members averaged $52.20, while the 72 facilities which were not 
members of a system had average rates of $46.91. 

C. MODELING THE RULE 52 RATE-SETTING PROCESS 

I n order to answer questions about Rule 52 rate-setting, we 
developed a computerized model of the Rule 52 reimbursement formula. 
The model uses data collected from actuas cost reports and a financial 
planning and analysis software package. The model enables us to: 

• calculate the per diem rate of a given facility, whether 
actual or devised by us for our analysis; 

• simulate the per diem rate for facilities given increases in 
actual costs due to inflation, and the limitations in the rule; 

• analyze the fiscal health of facilities over a period of years, 
by comparing annual balance sheets and cash flows; and 

• pose "what if II questions to determine what effect changes 
in the rule would have on different facilities or groups of 
facilities. 

We collected data from the annual cost reports of 238 facili­
ties §or which final rates had been set for fiscal years ending in 
1982. We also used data from a file developed by the Developmental 
Disabilities Planning Section of the Department of Energy, Planning, 
and Development. That office has produced a series of useful studies 
about costs of services for the retarded, and other subjects. The 
base data were also used to provide descriptive information about the 
facilities in our files and to analyze significant relationships between 
types of facilities and certain expenses. 

8The package is known as I FPS--I nteractive Financial Plan­
ning System. It is a proprietary system, developed by Execucom, 
Inc. and used by arrangement with Control Data Cybernet Services-. 

90ur file does not include data for about two dozen new 
faciliti.es still operating under interim rates. Because DPW had not 
set final rates, our files do not include another two dozen facilities 
operated by the largest ICF-MR provider in the state. Except where 
otherwise noted, these omissions should not affect the usefulness of 
our analysis. 
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Our mathematical description of the rule was reviewed for 
technical accuracy by DPW staff and by a certified public accountant 
who works with many ICF-MR providers. We did not attempt to 
simulate all aspects of the rule. Where we wanted to analyze aspects 
of the formula in detail, we used a series of equations. I n other 
areas, we inserted bottom-line figures from the cost reports. 

We made certain assumptions about the rule and the opera­
tion of facilities: 

• Occupancy and licensed capacity of facilities do not change 
from the 1981 cost report. 

• Certain costs are adjusted annually acc9'6ding to indices 
published by an economic forecasting firm. 

• The costs allowed under Rule 52 are the total costs for the 
facility. There are two exceptions: principal payments on 
long-term debt, and income tax are calculated by the model 
and included in our analysis of cash flow. 

In fact, a facility is likely to incur costs that are categorically dis­
allowed by Rule 52, or whif,p are found to be in excess of the rule's 
reasonable cost principles. Furthermore, many facilities generate 
tax losses which can be used to shield income from other sources, 
thus increasing the provider's return. 

Subsequent sections of this chapter provide additional detail 
about our use of the model and report the results of our analysis of 
significant aspects of rate-setting for I CFs-MR. I n this chapter we 
report data from our base data files and the results of our simulations 
and other analysis. 

D. INTEREST EXPENSE AND EARNINGS 

Per diem rates are closely related to the number of years 
an I CF-MR has been operated--the newer the facility, the higher the 
rate. Much of the increase is found in two closely related cost cate­
gories: property, including interest and depreciation, and earnings. 
The rule contains an earnings allowance which is intended to provide 
a return on capital. 

10 liThe Long-Term Outlook, II Data Resources U.S. Review, 
July 1982, p. 1.141. 

110n the other hand, the provider wi II deduct these costs, 
as well as others, from taxable income. Provisions of federal tax law, 
particularly the Economic Recovery Tax Act of 1981, offer benefits to 
providers not considered in the rule. 
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We found: 

• An average facility opened in the last three years had daily 
property and earnings costs of $11.19, and a total per diem 
rate of $55.85. 

• For an average older facility, property and earnings costs 
were only $6.35 of a $48.23 per diem rate. 

Property costs have increased because of inflation in con­
struction costs, the extensive use of debt financing, and high interest 
rates in recent years. The earnings allowance for proprietary pro­
viders has increased because it is often based on interest expense. 

We analyzed this aspect of the reimbursement formula and 
concluded: 

• Rule 52 does not effectively control interest expense. 

• The earnings allowance paid to providers bears little rela­
tionship to a return on capital investment. 

1. INTEREST EXPENSE 

There is no limit on interest expense for nO~2profit pro­
viders, and they typically incur large interest expense. Of the 30 
facilities reporting the highest interest expense in 1981, 21 were 
owned by non-profit operators. 

The rule imposes a nominal restriction on interest expense 
for proprietary providers. They are allowed interest expense on only 
65 percent of their fixed assets, based on the average interest rate 
on their capital debt. However, most providers need not worry about 
this limitation, since they can usually recover all disallowed interest 
through the earnings allowance. 

The Rule 52 earnings allowance for proprietary providers is 
calculated in two ways. The allowance is intended to provide a ten 
percent return, after taxes, on the first 35 percent of equity. A six 
percent return is allowed on equity exceeding 35 percent. The rule 
presumes that the provider has invested capital equal to 35 percent of 
the facility·s fixed assets. In fact, most facilities are largely debt 
financed, and few providers have 35 percent equity. Of 90 facilities 
which we modeled: 

• Fewer than one-fourth had 35 percent equity. 

• More than one-fourth had capital debt in excess of the book 
value of their fixed assets. 

12The only restriction is that the interest rate may not be 
more than what a borrower would have to pay in an arms-length 
transaction in the money market, at that time. 
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Many of these facilities have large amounts of disallowed 
interest and are better served by the second earnings calculation, 
called the minimum cost of capital. I n that calculation, a provider 
receives an allowance for each resident day--currently $.73--plus all 
disallowed interest. Under Rule 52, a non-profit provider also re­
ceives the resident day allowance. 

The result is that a provider who has large amounts of dis­
allowed interest will recover that expense through the earnings allow­
ance. For two-thirds of the proprietary homes in our model, the 
provider was reimbursed for all disallowed interest through the mini­
mum cost of capital allowance. 

Because Rule 52 does not effectively limit interest expense, 
providers have little incentive to try to negotiate more favorable 
rates, to delay development until interest rates decline, or to invest 
additional capital to reduce borrowing. Even though interest rates 
were very high during the past three years, development of new 
facilities continued. Several new facilities entered into long-term 
mortgages with high interest rates. 

DPW Rule 49, which governs Medicaid reimbursement for 
nursing homes, places two important controls on interest expense. 
Like Rule 52, it allows interest expense for non-profit providers. 
But after the third year of operation, Rule 49 disallows interest on 
debt which exceeds the net value of the facility's fixed assets. 
Furthermore, Rule 49 does not allow interest expense for proprietary 
homes when the interest rate exceeds twelve percent. 

2. EARNINGS ALLOWANCE 

A second problem is that the earnings allowance usually 
bears little resemblance to a return on investment. Rule 52 states 
that proprietary providers are allowed "a reasonable return on capital 
provided. II To calculate the allowance, the rule presumes that the 
provider has invested capital equal to 35 percent of the fixed assets 
of the faci lity. I n the few instances where a provider has at least 35 
percent equity, the earnings allowance serves the purpose described 
by the rule. But in the case of debt-financed facilities, the earnings 
allowance provides a return on investment far in excess of that de­
scribed in the rule. I n the next section, we show that Rule 52 
encourages debt financing and discourages personal investment by 
providers. 

E. EQUITY REQUIREMENTS 

Most new ICFs-MR are largely debt-financed; the provider 
invests very little personal cash. Rule 52 does not require any cash 
investment and permits facilities to be completely debt-financed. Of 
facilities opened in 1981, for which information was available none had 
equity of 35 percent, the proportion presumed by Rule 52. Only two 
facilities had 25 percent equity, while most of the facilities had capital 
debt exceeding 90 percent of their fixed assets. 
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Some facilities are indebted above the value of their fixed 
assets. This is often true for homes financed by the Minnesota 
Housing Finance Agency (MHFA), under its program of providing 
mortgages for group residences for developmentally disabled persons. 
For non-profit providers, MHFA will finance the entire cost of site 
acquisition, construction, and closing costs, as well as certain devel­
opment costs. MHFA then adds a two percent finr,rcing fee and a ten 
percent development cost escrow to the principal. 

The Minnesota Department of Health (MDH) and other state 
agencies are concerned that low equity: 

• increases property costs and thus per diem rates; 

• burdens a provider with high fixed costs, while limiting 
flexibility to deal with possible decreases in occupancy or 
Medicaid reimbursement; and 

• indicates that the provider is less committed to the facility 
and its program. 

The Commissioner of Health has raised these issues in con­
sidering recent applications for Certificates of Need for new I CFs-MR. 
In five cases, the commissioner remanded the application to the re­
gional Health Systems Agency (HSA) for additional consideration of 
issues of equity and cost. In other cases, the Department of Health 
has negotiated with the provider to limit the per diem rate or the 
amount of debt incurred. 

We analyzed the Department of Health's concerns using our 
computerized simulation of the Rule 52 reimbursement formula. We 
modeled the effects of reducing debt and increasing owner equity for 
a group of recently opened, largely debt-financed facilities. Table 13 
shows the results for three facilities. 

We found: 

• Large amounts of debt increase per diem rates, and in­
creased equity reduces it. 

13The escrow is held by MH FA and may be used lito pay 
current and delinquent operating expenses and principle and interest 
payment on the mortgages, to maintain a reserve for replacement, and 
under certain circumstances, to provide for additional amenities for 
building modifications. II Minnesota Housing Finance Agency, Final Pri­
vate Placement Memorandum Relating to $4,935,000 Minnesota Housing 
Finance Agency Housing Development Bond, 1981 Series A, 1981, p. 
22. The provider receives some of the interest income generated by 
the escrow account, but is not reimbursed by DPW for the interest 
expense. 
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But the reduction is not large. The amount of reduction 
varies, depending on the interest rates charged on the loans. Facil­
ity 31s per diem rate decreased by $.50 for each $10,000 of added 
investment, until about 20 percent equity was reached. The decrease 
in Facility 11S rate is smaller, partly because its loans were at lower 
interest rates. 

Furthermore, 

• I ncreases in equity do not provide a better return on 
investment for the provider. 

As we noted above, most proprietary providers have large 
amounts of disallowed interest and benefit from the minimum cost of 
capital allowance--$.73 per resident day plus all disallowed interest. 
Facility 1 benefits from the minimum cost of capital allowance until it 
reaches about 15 percent equity. After that point, its added equity 
will 9'4t increase the provider's return until equity exceeds 35 per­
cent. However, the provider loses the earnings that could be 
realized by putting available cash into other investments. 

• Non-profit providers have even less incentive to increase 
equity. 

As illustrated by Facility 2, a non-profit provider's earn­
ings allowance is completely independent of equity and investment. 
The provider will receive the same allowance whether the facility is 
debt-free or entirely debt-financed. 

We agree with the Commissioner of Health's position that the 
state should be concerned about the long-term solvency of facilities 
that are heavily debt-financed. We found that: 

• Highly debt-financed facilities are particularly vulnerable to 
reductions in Medicaid reimbursement. 

We modeled a group of recently opened facilities, and simu­
lated expenses, reimbursement, and cash flow over a twenty-year 
period. I n addition to the assumptions described in section C of this 
chapter, we also assumed that the facility would incur additional debt 
twice during the twenty years in order to finance new investment in 
furnishings and equipment. We also assumed that the owners with­
draw all positive cash flows from the facility, since the operations are 
labor intensive, and a provider has few opportunities to reinvest 
cash. 

We first simulated the effects of the current reimbursement 
system. We found that facilities experience positive cash flows 
throughout the simulation's twenty years. I n several cases, however, 

14This example illustrates the point made in our discussion 
of earnings: the earnings allowance bears little resemblance to a 
return on capital investment. 
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the cash flows became quite low in the sixth to eighth years of opera­
tion, and remain positive only because of the effect of new investment 
and debt on per diem rates. 

A typical ICF-MR is financed by a level-payment, long-term 
loan. During the first years of operation, most of the loan payment 
is interest expense, reimbursable under Rule 52. Payments of prin­
cipal, which are not reimbursed, are very small. But in later years, 
the principal portion of the payment increases, leaving the provider 
with a big, unreimbursed cash expense. Providers could prepare for 
this by establishing a reserve for the depreciation allowance and not 
using it for cash flow. This reserve could also be used to meet a 
provider1s working capital needs. Rule 52 reimburses a provider for 
interest on working capital loans. 

We then simulated the effect of changes in Medicaid reim­
bursement and in the facility1s balance sheet. We asked: 

• What 1iS Medicaid reimbursement was reduced by four per­
cent? 

• YVhat if a~6 eight percent cap was imposed on annual rate 
Increases? 

• What if the facility1s capital debt was reduced by $40,OOO? 

1. REIMBURSEMENT REDUCTION 

When a facility1s reimbursement revenue is cut by four 
percent, cash flow immediately suffers. In the cases we simulated, 
the facilities experienced negative cash flows as early as the third 
year. Th17negative cash flows continued throughout the twenty-year 
simulation. One significant exception was a facility with relatively 
high equity--about 31 percent--which was able to maintain a positive 
cash flow until the twelfth year of the simulation, at which time cash 
flow dipped below zero. Figure 10 shows the effect of a four percent 
reduction in reimbursement on a typical facility. 

15This strategy was adopted for a six-month period, in the 
budget balancing bill enacted in the Third Special Session of 1982. 
Payment to ICFs-MR and other Medicaid vendors will be reduced by 
fou r percent. 

16We discuss the issues of caps on annual rate increases in 
more detail in Section F of this chapter. 

17The facilities also experience a net loss for income tax 
purposes, which may be a benefit to proprietary operators with other 
sou rces of income. 
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A provider cannot continue to make loan payments if cash 
flows are insufficient. The choices typically available to the provider 
at that time are: 

• increase personal capital investment; 

• refinance the facility, in order to benefit from increased 
interest expense reimbursement and the appreciated value of 
the facility; or 

• sell the facility. 

The usefulness of refinancing or selling may be limited by 
caps on annual rate increases. However, the state should be con­
cerned that a sustained period of reduced reimbursement will increase 
turnovers in ownership of ICFs-MR. 

2. MORE RESTRICTIVE CAP 

Most of the new facilities that we analyzed waffid not be 
seriously hurt by an eight percent cap on rate increases. I n some 
cases, cash flow would be reduced, particularly where increases in 
per diem rates lagged behind increased expenses. Generally, the per 
diem rate catches up after one or two years. Cumulative cash flows 
would be reduced, which would make the facility less attractive to 
prospective buyers. 

3. REDUCTION OF DEBT 

The reduction of debt and the investment of additional 
capital in the facility generally improves the cash flow of a facility 
throughout the twenty-year simulation. Reduced debt also reduces 
the fixed costs of a facility, making it slightly less vulnerable to 
reductions in reimbursement. However, these improvements may not 
be significant, especially if the facility was not highly indebted. 

RECOMMENDATIONS 

We recommend changing Rule 52 in two ways: 

• The rule should effectively limit interest expense. 

This can be done by setting maximum interest rates beyond which the 
state will not reimburse. The maximum rates should be tied to mea­
sures of market interest rates, up to a fixed ceiling. Or, the state 
should decline to pay interest expense on debt which exceeds the 
value of a facility·s fixed assets, adjusted for depreciation. This 
limit should be applied immediately to all new facilities and to any new 
debt incurred by existing facilities. 

18The forecasts of annual inflation used in our model rarely 
exceed eight percent. 
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• The rule should pay an earnings allowance which is based 
on capital investment. 

The allowance should be based on actual investment. A provider 
should receive a return that rewards and encourages capital invest­
ment. 

F. LIMITATIONS AND PAYMENT REDUCTIONS 

Average per diem rates and Medicaid expenditures for 
facilities for the mentally retarded have increased dramatically in 
recent years. Rule 52 and the Legislature have imposed caps on the 
amount by which a per diem rate can increase from one year to the 
next; and across-the-board reductions in the amounts paid to pro­
viders. 

1. CAPS ON RATE INCREASES 

For 1982 and 1983, the Le~\flature limited rate increases for 
residential facilities to ten percent. This law applied to payments 
for rate years beginning during the biennium ending June 30, 1983, 
and is effective until that date. The cap applied to all nursing homes 
and ICFs-MR. 

We found: 

• The 10 percent cap has been effective, in the short run, in 
limiting rate increases. 

Our three-year simulation of per diem rates for 90 facilities showed 
that 1982 rates for virtually all of these facilities were reduced be­
cause of the ten percent cap. The average per diem rate for our 
sample increased by 9.5 percent, to $50.44. The average rate would 
have increased by 14 percent, to $52.56, without the ten percent 
cap. 

Long-term effects of this cap are uncertain. Providers 
probably adjust their spending patterns to take advantage of the cap. 
Providers have an incentive to increase spending at a rate close to, 
but not exceeding, the limit. A higher rate helps pay for more 
services, salaries, or profit, and ensures a high base for future 
rates. However, expenditures beyond the cap are not reimbursed. 

Providers may react differently to temporary or permanent 
caps. Facing a temporary cap, providers may postpone expenditures 
or make other decisions which lead to higher costs at a later time. A 
permanent cap may ensure that spending patterns and costs stay 
within desired boundaries. 

191981 Minn. Laws, First Special Session, Chapter 2, Sec-
tion 13. 
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From the state's perspective, savings accumulate, as the 
capped rate for one year becomes a lower base for the following year. 
A cap controls both the rate paid and the base for the next year. 

The present statutory cap expires June 30, 1983. If the 
Legislature does not enact a similar cap by then, the existing limit in 
Rule 52 will take effect. Rule 52 limits Medicaid per diem r~trs to a 
15 percent increase over the previous rate for each facility. This 
limit does not apply to: 

• costs incurred to meet minimum and immediate requirements 
imposed by any governmental agency; 

• reasonable salary changes in excess of 15 percent of his­
torical salaries; and 

• providers whose requested per diem rate is less than 80 
percent of the statewide weighted average. 

We simulated the effects of maintaining a ten percent cap 
and of establishing an eight percent cap. Table 14 shows effects of 
these caps on one facility's approved rates, rate increases, and cash 
flow, over time. These are indications of savings for the state, and 
management flexibility for the facilities. 

TABLE 14 

EFFECTS OF DI FFERENT CAPS ON A TYPICAL FACI LITY 

10 PERCENT CAP 8 PERCENT CAP 
Ap- Rate Effect Ap- Rate Effect 
proved In- of Cash proved In- of Cash 

Year Rate crease ~ Flow Rate crease ~ Flow 

1983 $ 87.88 7.7% $0 $4,000 $ 87.88 7.7% $0 $4,000 
1985 99.23 5.8 0 3,031 99.23 5.8 0 3,031 
1987 114.30 7.4 0 2,857 114.30 7.4 0 2,857 
1989 134.10 9.8 0 3,124 131.90 8.0 2.20 145 
1991 155.20 6.7 0 5,415 153.80 8.0 1.33 3,435 

Source: Program Evaluation Division Simulation, 1982. 

Table 14 shows that rates for this facility will increase to 
$155.20 by 1991, under a ten percent cap. However, rate increases 
did not reach ten percent in any of these years--the ten percent cap 
had no effect. On the other hand, an eight percent cap reduced per 
diem rates in two of the years depicted in Table 14. Also, an eight 
percent cap caused more significant reductions in facility cash flow, 
compared to a ten percent cap. This pattern holds for other cases 
which we analyzed. 

20 MCAR §2.052.B.4.b. 
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2. PAYMENT REDUCTIONS 

During the third special session of 1982, the Le~1slature 
reduced payments to all Medicaid vendors by four percent. This 
reduction affected services provided between January 1 and June 30, 
1983; and was based on the rate in effect for that period. 

We simulated the effects of continuing the payment reduc­
tion beyond its scheduled expiration on June 30, 1983. We were 
interested in possible savings, and the fiscal solvency of facilities. 
Table 15 compares the four percent payment reduction and the 10 per­
cent cap, for one facility. 

Year 

1983 
1985 
1981 
1989 
1991 

TABLE 15 

EFFECTS OF CAP VS. PAYMENT REDUCTIONS 
ON A TYPICAL FACI LITY 

10 PERCENT CAP 4 PERCENT REDUCTION 
Annual Annual 
Reim- Cash Taxable Reim- Cash Taxable 

bursement Flow Income bursement Flow Income 

$192,461 $4,000 $5,786 $184,763 -$1,235 -$1,912 
217,311 3,031 6,325 208,618 - 2,880 - 2,367 
250,246 2,857 6,948 240,237 - 3,949 - 3,062 
293,659 3,124 8,216 281,913 - 4,863 - 3,530 
339,827 5,415 9,240 326,234 - 3,828 - 4,353 

Source: Program Evaluation Division Simulation, 1982. 

I n this simulation results are dramatic and consistent. 
Cash flows change from positive to negative under the payment reduc­
tion, which could signal operating problems for the facility. Even 
more dramatic is the change in taxable income which becomes increas­
ingly negative under the payment reduction provision. Other simula­
tions produced similar results. 

3. CAPS VS. PAYMENT REDUCTIONS 

Based on our simulation, we found: 

• Payment reductions offer greater, more dependable savings 
compared to caps. 

• Payment reductions reduce cash flows and taxable income 
more dramatically than caps. 

21 M. 
Inn. Laws 1982, 3rd Spec., Chap. 1, Art II, Sec. 1, 

Subd 4(a). 
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These comments reflect the size of the caps and reductions we ana­
Iyzed. The results might be different for caps and reductions of 
different sizes. 

We have three concerns about caps and payment reductions: 

(1) Caps and reductions may limit needed management flexibility 
and create undesirable incentives for providers. 

Caps allow more operating flexibility than payment reduc­
tions, which decrease facility revenues regardless of the efficiency or 
effectiveness of the operation. Caps encourage spending up to, but 
not beyond, specified limits. Payment reductions probably encourage 
reporting more costs which are allowable but not out-of-pocket. Caps 
and reductions may encourage more spending for fixed costs and less 
for direct resident care costs, to maintain the provider's return and 
to take advantage of an occupancy incentive which we discuss in 
Section G of this chapter. 

(2) Caps and reductions affect all providers. 

Rule 52 reimburses allowable costs within limits, whether 
services are good or poor. Caps and limits exaggerate this problem. 
To improve services, facilities generally incur increased costs. If 
caps or reductions limit reimbursement, then improved services may 
not be possible. 

(3) Caps and reductions affect costs and revenues indis­
criminately--those for direct services to residents, as well 
as those for facility profits. 

It may be possible to target caps and reductions to shield 
direct services to residents. Limits could apply specifically to daily 
administrative costs rather than to resident services. 

We analyzed administrative costs and their relationship to 
per diem rates, and found: 

• Daily administrative costs ranged from $2.51 to $20.75 and 
from 8.5 percent to 34.9 percent of total per diem rates. 

• 25 percent of facilities outside the Minneapolis-Saint Paul 
region had daily administrative costs above $11.50, and 10 
percent had costs above $13.10. 

• 25 percent of facilities in the Minneapolis-Saint Paul region 
had daily administrative costs above $13.00, and 10 percent 
had costs above $15.64. 

Rule 52, by itself, is ineffective in controlling the growth 
of per diem rates. Therefore, we recommend that: 

• To control spending for long-term care, the Legislature 
should continue to impose overall caps which are tied to 
antici pated inflation rates. 
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Furthermore: 

• If additional caps or reductions are needed, they should be 
tied to limits on reimbursement for administrative costs. 

For example, payment could be limited to the 80th percentile 
of daily administrative costs in the Minneapolis-Saint Paul region and 
in the rest of the state for the previous rate year. DPW could set 
different maximum payments for administrative costs for facilities of 
different sizes. Administrative costs would need to be defined more 
clearly, if used in this way. This approach should limit costs without 
affecting direct care and should give providers more flexibility in 
administering their facilities. By giving providers more flexibility, 
this change would also reduce DPW's laborious work in reviewing 
costs such as top management compensation, consulting fees, and 
retirement benefits. DPW may wish to consider the use of categorical 
caps as an alternative means of limiting reimbursement for property 
and earnings costs. 

G. OCCUPANCY INCENTIVE 

Rule 52 contains an incentive encouraging high occupancy 
rates. 22 Under the rule, a historical per diem rate is determined by 
dividing reported costs by resident days. Variable costs are divided 
by actual resident days, and fixed costs are divided by 93 percent of 
capacity resident days. 

Facilities with occupancy rates above 93 percent benefit, 
because a lower denominator is substituted in the calculation of the 
per diem rate--the lower the denominator, the higher the resulting 
rate. Consider a hypothetical facility of 11 beds, with actual occu­
pancy of 99 percent and $100,000 in fixed costs. Case 2 applies the 
incentive factor, unlike Case 1: 

• Case 1: $100,0007 [(11 beds X 365 days) X (.99)] 
= $100,000 7 3,975 
= $25.16 reimbursement for fixed costs. 

• Case 2: $100,000 7 [(11 beds X 365 days) X (.93)] 
= $100,000 7 3,734 
= $26.78 reimbursement for fixed costs 

I n this hypothetical example the occupancy incentive increases reim­
bursement for fixed costs by $1.62, or 6.5 percent. 

The occupancy incentive penalizes facilities whose occupancy 
rate falls below 93 percent. Consider the hypothetical case above, 
substituting an actual occupancy rate of 88 percent. Case 3 shows 
reimbursement for fixed costs when the occupancy incentive is not 
applied: 

22 MCAR §2.052. B .1.a. 
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• Case 3: $100,000 7 [(11 beds X 365 days) X (.88)] 
= $100,000 7 3,533 
= $28.30 reimbursement for fixed costs. 

I n Case 3 the 93 percent occupancy factor reduces daily reimburse­
ment by $1.52. 

The rule's occupancy incentive treats large and small facil­
ities differently. A facility smaller than eleven beds may use actual 
resident days or the 93 percent factor, whichever is more favorable 
to it, when calculating the fixed cost portion of its per diem rate. 
This means that small facilities benefit from the incentive if occupancy 
is high, but are not penalized if occupancy is below 93 percent. 
Facilities of eleven or more beds do not have this option, but must 
apply the 93 percent factor regardless of actual occupancy rates. 

Table 16 summarizes the results of our analysis. As per 
diem rates increase, so do the per diem costs of the occupancy incen­
tive; in Case A the occupancy incentive adds $5.18 to the per diem 
rate projected for the year 2001. The occupancy incentive adds 
$0.77, or 1.5 percent, to the average per diem rate of $50.44. 

TABLE 16 

OCCUPANCY INCENTIVE FOR THREE TYPICAL FACILITIES 

Per Diem Cost Occupancy Incentive 
Per Diem of Occupancy as Percent of 

Year Rate Incentive Per Diem Rate 

Case A: Proprietary- -6 Class A Beds--Hennepin--100% Occupancy 

1982 $ 81.61 $1.82 2.2% 
1986 106.40 2.04 1.9 
1991 155.20 2.88 1.9 
2001 307.80 5.18 1.7 

Case B: Non-Profit--12 Class B Beds--Dakota--99.9% Occupancy 

1982 $ 94.21 $0.90 1.0% 
1986 124.30 2.07 1.7 
1991 177.50 2.69 1.9 
2001 344.30 4.28 1.2 

Case C: Proprietary--32 Class B Beds--Stearns--85% Occupancy 

1982 
1986 
1991 
2001 

$ 32.33 
37.62 
55.41 

111.80 

-$0.77 
- 0.85 
- 1.27 
- 2.55 

Source: Program Evaluation Division Simulation, 1982. 
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According to the state's Developmental Disabilities Office, 
nearly 90 percent ~! I CFs-MR in Minnesota have occupancy rates of 93 
percent or above. The statewide average occupancy rate has been 
consistently high since 1976, and is now 97 percent. High occupancy 
probably reflects the significant demand for residential care, and has 
little to do with the occupancy incentive in the rule. If so, then the 
objective of the incentive could be met without paying this premium. 

We recommend that: 

• DPW should revise Rule 52 to reduce the incentive premium 
by replacing the 93 percent occupancy factor with a 96 
percent occupancy factor. 

Since we see no reason why small facilities should experi­
ence lower long-term occupancy rates than large facilities, we also 
recommend that: 

• DPW should apply a minimum occupancy factor of 85 to 90 
percent for facilities of fewer than eleven beds. 

These changes would recognize recent experience, would produce 
some savings, and remove a provision which unduly benefits small 
facilities. 

H. TREATMENT OF LEASES UNDER RULE 52 

A small but growing number of residential facilities are 
operated through lease arrangements. I n our file of 238 facilities, 20 
facilities, many of them recently opened, were leased. Leasing may 
be an attractive option when a provider is unable to secure traditional 
financing or chooses not to do so. 

We found that treatment of leases under Rule 52 poses three 
potential problems for the state: 

(1) The language of Rule 52 is not consistent with Generally 
Accepted Accounting Principles (GAAP) and is not clear 
enough to protect the state's interests in these arrange­
ments. 

(2) The state's control over investment in I CFs-MR is reduced. 

(3) The use of lease arrangements allows a provider to escape 
some of the scrutiny of the Certificate of Need and §1122 
capital expenditure reviews discussed in Chapter II. 

Under Rule 52, rental charges under bona fide leases are 
allowable costs unless: 

23Developmental Disabilities Planning, Policy Analysis Series, 
No.4, p. 9. 
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• rental charges result from a sale, lease-back arrangement, 
or lease with option to buy at a price less than anticipated 
value; or 

• r.entaJ4charges are paid to a related or controlled organiza­
tion. 

If the rental charges are disallowed, then Rule 52 allows a 
provider the actual costs of capital interest, depreciation, property 
tax and so on, associated with the facility. These expenses are 
subject to the other limitations built into the rule. 

However, the language of Rule 52 is inconsistent with 
GAAP. Under GAAP, leases are divided into capital leases and oper­
ating leases. No matter what labels the parties put on a lease, it is 
treated as a capital lease if any of these four conditions are met: 

(1) The lease transfers ownership at the end of the lease 
period. 

(2) The lease contains a bargain purchase option. 

(3) The term of the lease is greater than or equal to 75 percent 
of the asset1s economic life. 

(4) The present value of the minimum lease pa~ent is greater 
than or equal to the fair value of the asset. 

If none of these conditions is met, the lease is treated as an operating 
lease, and the lessee's costs are the rental charges only. 

I n many cases, a lease is used as a means of financing the 
construction and later purchase of an I CF-MR. The lease typically 
includes an option to buy. Sometimes the lease specifies a sale price, 
based on the cost of construction. I n other cases, no purchase price 
is set by the lease. 

In either case, the language of the rule is not explicit 
enough. "A price less than anticipated value" is less clear than 
GAAP, and is not definite enough to protect the state1s interests in 
this area. The state should be concerned for several reasons. 
First, if no purchase price is set, then the parties can set a high 
price, which would not be subject to state review. On the other 
hand, if a price is not tied to the market value of the property, then 
the purchase price may be unreasonably low, and the state has, in 
effect, financed the down payment of the provider through per diem 
payments made while the facility was leased. 

A lease, by itself, does not increase reimbursement during 
the life of the lease. We found the property and earnings portion of 

2412 MCAR §2.052.D.4. 

25Financial Accounting Standards Board Statement No. 13, 
as amended. 
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the per diem rate is not significantly different for leased or owner­
operated facilities. The average per diem rate for leased facilities is 
significantly higher because of higher costs in other areas. 

The problem for the state may occur if the provider exer­
cises an option to purchase the facility. That transaction probably 
would be viewed as an arms-length sale, and would not be subject to 
state review under Certificate of Need or §1122 capital expenditure 
review. I n this case, the provider would begin to depreciate the 
facility, beginning from its purchase price basis. Because of the age 
of the facility, the provider could choose to depreciate. over less than 
the traditional 35 year building life. Also, interest expense would be 
based on the new mortgages on the facility. 

The state, therefore, would be asked to pay a second time 
for depreciation expense. I n one case, DPW now reimburses a pro­
vider $121,310 each year for the annual lease payment on a 32-bed 
facility. These payments, which presumably cover interest and 
depreciation costs and a return to the owner, will exceed $600,000 in 
a five-year lease period. If the provider purchases the facility after 
five years and pays the original construction price, the state will be 
asked to pay again for property expenses that it has already paid for 
five years. If the sale price is higher, then the state will pay higher 
depreciation expenses over the facility1s life. This is similar to the 
costs arising from a sale of a facility between two providers, except 
in this case there would be no opportunity for the state to recover 
the depreciation expense that it has paid out. 

We recommend that: 

• DPW should change Rule 52 to incorporate Generally 
Accepted Accounting Principles. 

• Where the operator purchases a leased facility, DPW should 
reduce allowable depreciation by the amount the state paid 
out during the lease period. 

Thus the basis for depreciation and for debt allowance would be 
limited to the purchase price less an amount calculated by DPW, based 
on the original value of the facility and the time elapsed during the 
lease period. 

I. ADMINISTRATION OF RULE 52 

Rule 52 establishes reporting requirements, authorizes DPW 
audits, and provides appeal rights. Each provider submits statistical 
data, financial statements, and reports of historical costs and known 
changes. Upon request, providers must make available their federal 
and state income tax returns. Cost reports are due within three 
calendar months after the close of each provider1s fiscal year. Upon 
written request, DPW grants a routine extension of 60 days. DPW 
may reduce the per diem rate by 20 percent, if a provider fails to 
comply with these requirements. 
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All cost reports are subject to a desk audit, and may 
receive a field audit. A desk audit is a review of the accuracy and 
appropriateness of the cost report itself, which results in a per diem 
rate being set. A field audit is a more thorough review of records 
which support the cost report and the rate set in the desk audit. 
Changes in approved rates result from both types of audit. Pro­
viders have 30 days to appeal new rates. I nformal and formal pro­
cedures are available for handling appeals. 

DPW staff in the Department's Bureau of Support Services 
enforce Rule 52. Two desk auditors in this bureau's Long Term Care 
Rates Division set per diem rates. Sixteen auditors in the Fiscal 
Audits Division perform field audits of selected Rule 52 and all nurs­
ing home rates. An attorney in the Bureau of Support Services 
handles appeals of these cases. 

1. DESK AUDITS 

A provider submits a cost report with a proposed rate, 
which the desk auditor adjusts to produce an approved rate. When a 
cost report is unclear or incomplete, the desk auditor requests addi­
tional information from the provider. Justification for changes to the 
proposed rate, and all communication with a provider, are significant 
items for the record for each facility. This information may help in 
setting subsequent rates or processing appeals. 

We reviewed 238 files of Rule 52 facilities, and found inade­
quate records of contacts with providers and little evidence to show 
why changes were made to requested rates. Many of the rate changes 
we observed were related to interpretations of "reasonable costs". 
This is an important concept which could help in controlling rates and 
costs but one which is poorly defined in Rule 52. 

The desk auditor sends written notice of approved rates to 
each provider. This letter shows the new rate and its effective date, 
with brief reference to the reasons for any changes. DPW sends 
letters concerning final rates and temporary rates -- the latter follow 
a cursory review of cost reports. 

We recorded the number of days which elapsed between the 
date DPW received each cost report and the date it issued the final 
rate letter. The elapsed time is an indication of how long DPW took 
to set final rates. For 226 facilities we found: 

• On the average, 95 days elapsed between DPW receiving a 
cost report and sending a notice of the final rate. The 
median elapsed time was 76 days and the range was from 6 
to 303 days. 

This record probably reflects delays in getting adequate 
information from some providers, when the cost report is insufficient. 
Providers submit cost reports about three months after the close of 
their fiscal year, and DPW takes an average of three months to set a 
final rate. Thus one-half of the year, or more, may pass before a 
provider knows its per diem rate for that year. 
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2. APPEALS 

Rule 52 authorizes a provider or county to appeal a new 
per diem rate within 30 days of DPW's notification of the new rate. 
The rule provides that any amount in dispute will not be adjusted 
until a final determination is made under specified appeal procedures. 
Resulting adjustments are retroactive to the effective date of the 
appealed rate. DPW must pay any adjustment within 45 days, and 
providers must pay within 120 days. 

DPW uses three approaches to settling appeals: 

(1) The staff attorney responsible for appeals processing seeks 
informal resolution through direct contact with the appealing 
party. 

(2) DPW and the appealing party can choose a process in which 
both parties present evidence to a hearing examiner, after 
agreeing to accept the findings of the hearing examiner 
with no further right of appeal. 

(3) Formal contested cases involve a hearing before a hearing 
examiner, with the presentation of evidence and cross­
examination of witnesses. The hearing examiner makes 
recommendations to the Commissioner of Public Welfare, who 
makes a final decision. The commissioner's decision may be 
appealed to district court. 

In October 1982, DPW faced a backlog of 150 Rule 52 
appeals and over 500 Rule 49 (nursing home) appeals. According to 
the department this backlog began in 1979. In January 1982, the 
department hired an attorney on a two-year basis to resolve these 
appeals. Between January 1982 and November 1982, this attorney 
resolved approximately 40 appeals, tried to identify appeals which 
could be consolidated and expedited, and worked to automate the 
processing of appeals data. 

Providers and DPW have different incentives for filing or 
settling appeals. Providers have an incentive to appeal when they 
owe DPW a refund--either because the previous year's allowable costs 
fell below that year's approved rate, or because DPW set a temporary 
rate which proved to be higher than the final rate. DPW has an 
incentive not to settle an appeal whenever the rate being paid is less 
than the rate which the provider requested. 

Further delays in resolving rate appeals may jeopardize the 
state1s ability to capture matching federal funds to pay the cost of 
appeals settlements. The U.S. Department of Health and Human 
Services (HHS) has used new regulations to suspend payment of state 
claims for reimbursement 0/6 payments made to Medicaid vendors in 
settlement of rate appeals. HHS staff has told us that their en­
forcement of this rule will change, so that payments to vendors in 
settlement of old rate appeals will be viewed as current expenditures, 

2645 CFR §§95.1-95.34 (1982). 
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eligible for federal financial participation. However, the U.S. Con­
gress recently has 'used appropriations acts to limit federal reim­
bursement to state institutions for prior years, notwithstanding 
statutes or regulations to the contrary. Congress may take similar 
action with regard to reimbursement for privately operated long-term 
care facilities. 

We found: 

• DPW has virtually no information regarding the character­
istics of pending appeals, such as the issues being appealed 
or the amount of money involved. 

• DPW has no clear set of priorities among pending appeals or 
criteria by which to set priorities. 

• New appeals are added to the backlog with no obvious 
effort to give priority to cases which could be settled 
quickly, or resolved th rough informal means. 

RECOMMENDATIONS 

1. DESK AUDITS 

We recommend: 

• Each Rule 52 file should contain explanations of rate 
changes, identifying specific provisions of the rule which 
authorize the change, with an interpretation of its applica­
tion to the case at hand. 

• All communication with providers should be documented 
through summaries of telephone conversations and copies of 
letters. 

• DPW should propose revisions to Rule 52 which clarify the 
meaning of "reasonable costs. II This should include specific, 
objective standards by which "reasonableness" will be 
determined. 

• DPW should consider automating rate-setting to expedite the 
process and to improve its information about expenditures 
and rates. 

• DPW should continue to limit the use of temporary rates, 
because of the extra time necessary to calculate both temp­
orary and final rates, and because they may encourage 
appeals. 
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2. APPEALS PROCESS 

We recommend: 

• DPW should compile basic data regarding the current back­
log of appeals, including the basis for each appeal, esti­
mated fiscal effect, precedential value, and the number of 
appeals filed by each provider. 

• DPW should give priority to appeals in the backlog which 
can be resolved quickly, can be consolidated, or involve 
large amounts of money. 

• DPWshould emphasize informal means of resolving disputes 
even before appeals are filed, so that the least cumbersome 
and least costly means are used to resolve the greatest 
number of disputes. 

• DPW should consider using part-time or contract employees 
to resolve old appeals, and use permanent employees to 
resolve incoming appeals in a more timely manner. 
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IV. POLICY AL TERNATIVE5 

I n previous chapters we concluded: 

• Providers may be overbuilding community residential facil­
ities for the retarded. 

Development of new ICFs-MR continues at a rapid pace, 
even though goals established by the Department of Public Welfare 
have already ·been passed. But, 

• These new facilities are not meeting needs identified in the 
Welsch v. Noot consent decree and in DPW plans. 

Most residents of the new facilities do not come from state 
hospitals. Furthermore, most are not highly dependent. 

We also concluded that: 

• Per diem rates for new facilities are high and continue to 
rise. 

I n part, this is because the state is making an expensive, 
long-term investment in property and buildings. Numerous reviews 
and regulations for new facilities have not effectively controlled their 
costs. I n fact, 

• DPW Rule 52 is generally ineffective in controlling the costs 
of ICF-MR care. 

The availability of Medicaid funding for ICFs-MR has been a 
key factor in their rapid growth and high utilization. We think that 
the state relies too heavily on community residential facilities, much 
as it relied too heavily in the past on state institutions. At the same 
time: 

• Alternatives to ICF-MR care, such as semi-independent 
living services (51 L5) and foster care, lack stable funding 
and are not well developed. 

We have offered recommendations to correct problems with 
reimbursement and with statewide planning and regulation of residen­
tial services. However, we believe that policy makers in the Legis­
lature and DPW should take a broader view of residential services for 
mentally retarded persons. They should establish priorities among 
service needs, and should adapt funding mechanisms to meet those 
goals. This chapter presents approaches for consideration by policy 
makers. 

Our proposals are in three areas: 

(1) increasing the availability and use of alternative forms of 
residential care; 
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(2) encouraging existing facilities to serve more dependent 
individuals; and 

(3) limiting development of new ICFs-MR. 

These recommendations stress state objectives of deinstitu­
tionalization and normalization, the need for mentally retarded persons 
to have opportunities to develop and grow within their communities, 
and the importance of making effective use of existing resources. 

A. STRENGTHEN ALTERNATIVES TO RESIDENTIAL CARE 

Alternative residential services, such as semi-independent 
living services (SI LS), professional foster care, or family assistance, 
are not widely available in Minnesota. These programs are not well 
developed and lack stable funding. The absence of alternative ser­
vices slows a mentally retarded person's development toward indepen­
dence. It may result in inappropriate placement in a long-term care 
facility, or remaining in a facility long past the time that the person 
is ready for a more independent setting. 

Staff of the Department of Public Welfare and the Depart­
ment of Health, and ICF-MR providers estimate that 10 to 20 percent 
(500-1,000) of community I CF-MR residents are ready for SI LS or 
other independent settings. Furthermore, many children and some 
adults might be better served by professional foster care than in an 
ICF-MR. 

We propose that the state take measures which encourage 
counties to develop and use alternative forms of residential care for 
mentally retarded persons. As we discussed in Chapter II, the state 
should strengthen alternative services by developing statewide stan­
dards and certification measures. The state should also identify 
existing county programs which are effective and which could provide 
models for use by other counties. 

Funding of these programs presents a bigger challenge. In 
general, the state's goal should be to enable a county case worker to 
choose from an array of services, and to reach a placement decision 
free from fiscal incentives which presently encourage using the most 
restrictive and expensive programs. The state should consider three 
changes in funding residential services. 

(1) Use of Medicaid to pay the cost of SILS, foster care, and 
home assistance for the mentally retarded. 

This would require the state to apply for a waiver under Section 2176 
of the 1981 Omnibus Budget Reconciliation Act. It would also require 
the state to establish a program to screen admissions to state hospitals 
and ICFs-MR. 

(2) Change reimbursement formulas so that the daily cost to the 
county for alternative programs is no more than what it 
pays for ICF-MR care. 
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For example, if a county's average daily cost for ICF-MR care is 
$2.28 (4.44 percent of $51.50), the state could increase its own SILS 
contribution so that a county's share would be about $2.28 per day. 

(3) Provide state seed money to encourage counties to develop 
professional foster care and home assistance programs. If 
these programs are successful, then they could be duplicated 
in other counties. 

B. EXISTING FACILITIES SHOULD SERVE MORE 
DEPENDENT CLI ENTS 

Continued reduction of the population of state hospitals 
depends partly on the availability of community ICF-MR services 
which can serve more dependent people. I n general, state hospital 
residents and mentally retarded persons who are likely to enter state 
hospitals will be more dependent than most current ICF-MR residents, 
and may need additional support. 

Current reimbursement and licensing rules discourage 
providers from making the changes needed to serve more dependent 
clients. The caps imposed on annual per diem rate increases do not 
allow a provider to cover the costs of added staff, enriched program, 
or improved physical facilities. Though we concluded that such caps 
are needed to restrain the growth of per diem rates, nonetheless we 
feel that some flexibility is needed in the reimbursement system to 
enable existing facilities to serve more dependent persons. 

We propose that DPW reimburse providers for certain added 
costs ass~ciated with serving individuals identified by county case 
managers. Such a program should fbcus on serving state hospital 
residents and adults Ii kely to enter state hospitals who need an 
ICF-MR program. Furthermore, the program should be restricted to 
small, existing facilities, in order to provide a home-like atmosphere 
and to avoid the need for new facilities. 

In broad outline, such a program could look like this. 
After county officials identified eligible persons, they would ask 
providers in the area to propose ways of serving them. The pro­
posals would specify changes in staff, program, and facility needed to 
serve the individuals; the costs of those changes; and the increase in 
per diem rate needed. For example: 

• A rural county identifies four retarded individuals with 
serious behavior problems. A provider with an eight-bed 
facility proposes to serve two of them by adding a half-time 
counselor at an annual cost of $9,000, which would increase 
the facility's per diem rate by about $3.10. 

1The Mental Retardation Program Division of DPW has 
offered its own proposal in this area. The two proposals share many 
of the same ideas, but differ on significant points. We have benefit­
ted from reviewing DPW's ideas. 
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In another example, a provider may propose a combination 
of added staff and physical improvements in order to meet the certifi­
cation requirements for serving two persons with ambulation problems 
in a specific area of the facility. This would require the approval of 
the Department of Health and the State Fire Marshal. 

The proposals would be reviewed jointly by the county 
staff, DPW Licensing, Long-Term Care Rates, and Mental Retardation 
Divisions, and other agencies, if necessary. They would compare the 
merits of different proposals and could negotiate the terms of the 
accepted proposal. Competition among providers would be encouraged. 

When a proposal is accepted, DPW would increase the pro­
vider's per diem rate as soon as the provider began to implement the 
proposal. During the first year, the provider would be subject to a 
program audit to determine if the proposal was implemented correctly; 
and to a fiscal audit, to verify the additional expenses. If the audit 
findings were satisfactory, the program and increased reimbursement 
would continue. If not, DPW would require payback of the money 
and would reduce the per diem rate. The rate increase would not be 
limited by any cap on annual increases and would become part of the 
rate base for determining increases in later years. 

Successful implementation of this proposal requires three 
things: the availability of alternative services so that ICF-MR resi­
dents can move, opening facilities to more dependent persons; strong 
county case management to match individuals with appropriate services 
on the basis of need; and the willingness of the state to pay providers 
for serving more dependent clients. We feel that improved utilization 
of existing facilities is far preferable to continued investment in new 
facilities. 

C. DEVELOPMENT OF NEW ICFs-MR SHOULD BE LIMITED 

Development of new community ICF-MR beds has already 
passed the 1987 goals outlined in DPW's Six-Year Plan. Furthermore, 
the Commissioner of Public Welfare has already approved development 
of new facilities providing more than 300 slots, most of which will 
open during 1983. 

• By January 1984, there will be more than 5,200 community 
ICF-MR beds in Minnesota. 

No 0I1e, including DPW, has tried to establish the "right" 
number of community ICF-MR beds for Minnesota. But even as the 
population of state hospitals declines, the total number of mentally 
retarded people in long-term care settings--community ICFs-MR and 
state hospitals--continues to increase. 

If Medicaid funding for ICF-MR care is available, demand 
for new facilities will increase as fast as supply increases. But 
ICF-MR care is expensive, second only to state hospitals in cost. 
Community ICF-MR services consume an ever-increasing share of the 
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state1s troubled Medicaid budget. Furthermore, continued expansion 
of ICF-MR beds is occurring at the same time th.at more cost-effective 
and less restrictive alternatives are neglected. Waiting lists of men­
tally retarded persons requesting ICF-MR placement would shrink if 
alternative services were available. 

We propose that the state impose strict limits on develop­
ment of new ICFs-MR. New development should be targeted to 
specific needs identified in statewide plans. These plans should 
establish the number of ICF-MR beds needed in the state as well as 
capacity required for alternative services. New development should 
be allowed only where existing facilities or alternative programs will 
not meet the needs of the area. 

Construction of new facilities should be viewed as a third 
choice, coming after use of alternative programs and improved use of 
existing ICFs-MR. Limits on new development would reduce the 
growth of the state's Medicaid budget, and are a necessary part of a 
state strategy to contain Medicaid costs. 

Thus, we are proposing that the Department of Public 
Welfare and the counties apply more stringent criteria in reviewing 
new proposals for facilities. Furthermore, DPW and the counties 
should take a closer look at projects already under development to see 
if these projects meet needs that could be met through less costly 
programs. 

The commissioner's authority for licensing facilities, caring 
for the needs of retarded persons, and managing the state Medicaid 
program is broad enough to take these steps. However, it may be 
useful for the legislature to make a specific delegation of authority 
through language in appropriations laws or amendments to the licens­
ing laws. 
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APPENDIX A 

MENTAL RETARDATION 
STATE HOSPITAL CATCHr·1ENT AREAS 

..... TlII ' •• ,IAU\.T ntf''''' 

A 
B 
C 
D 
E 
F 
G 

Fergus Falls 
Brainerd 
Moose Lake 
Cambridge 
Wi llmar 
St. Peter 
Faribault 

Source: Developmental Disabilities Planning, Policy Analysis Series, No.4, 
p. 18. 
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APPENDIX C 

GLOSSARY OF TERMS AND ACRONYMS 

I. TERMS 

Alternative care services: An array of community based 
support services that enable mentally retarded persons to develop 
and maintain an independent life style. 

Deinstitutionalization: A policy limiting new admissions to 
state hospitals, reducing the length of stay, and increasing the 
rate of discharge . 

. Developmental services: Programs which enable mentally re­
tarded persons to learn job and decision making skills to increase 
their capacity for competitive employment and independent living. 

Fixed costs: Costs which do not vary with incremental 
changes in the population served; e.g., property costs. 

I nstitutional care: Total care in a setting that is isolated 
from society. 

Normalization: A goal of enabling mentally retarded persons 
to achieve a lifestyle with norms and patterns typical of persons 
in the mainstream of society. 

Residential care: Programs which provide mentally retarded 
persons with twenty-four hour supervision, including rehabilita­
tion services, and daily activities in a setting away from the 
residential facility. 

Variable costs: Costs subject to change because of incre­
mental changes in the population served; e.g., salaries, food. 

II. ACRONYMS 

CSSA Community Social Services Act 

DAC Developmental Achievement Center 

DPW Department of Public Welfare 

GAAP Generally Accepted Accounting Principles 

ICF-MR Intermediate Care Facility for the Mentally Retarded 

SILS Semi-I ndependent Living Services 

SLF Supervised Living Facility 
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APPENDIX D 

STATE STATUTES, ADMINISTRATIVE RULES, AND 
FEDERAL REGULATIONS 

I. STATE STATUTES 

Minnesota Statutes §§ 145.832-845. Minnesota Certificate of Need 
Act. The purpose of this act is to promote comprehensive 
health planning in Minnesota which includes cost containment, 
avoids duplication, and provides a method of review and 
approval of new development. This law will terminate 
March 15, 1984 unless the Legislature acts to continue it. 

Minnesota Statutes §§ 245.781-812. Public Welfare Licensing Act. 
This act authorizes the Commissioner of Public Welfare to 
license providers of day care and residential services for 
facilities with five or more physically or mentally handi­
capped adults. 

Minnesota Statutes § 252.28. Mentally Retarded and Epileptic; 
State Hospitals. Provides authority for the Commissioner of 
Public Welfare to determine the need, location and programs 
of public and private residential and day care facilities for 
mentally retarded children and adults. 

Minnesota Statutes Chapter 252A. Mental Retardation Protection 
Act. Authorizes the Commissioner of Public Welfare to 
supervise those mentally retarded citizens who are unable to 
provide fully for their own needs, and to protect their 
human and civil rights by assuring the full range of needed 
social, financial, residential and habilitative services to 
which they are lawfully entitled. 

Minnesota Statutes Chapter 256E. Community Social Services Act. 
This law establishes a system of planning for and providing 
community social services administered by each county or 
human services board. 

II. ADMINISTRATIVE RULES 

12 MCAR § 2.001 (DPW Rule 1). Family foster care, group fam-
ily foster care. These standards apply to foster care 
homes for persons under the age of eighteen years. 

12 MCAR § 2.003 (DPW Rule 3). Standards for group day care 
of school and pre-school children. These standards are 
currently used to license developmental achievement centers 
(DACs). Rule 38 is being developed to provide standards 
for DACs and will be promulgated in 1983. 
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12 MCAR § 2.018 (DPW Rule 18). Standards for the provIsion 
of semi-independent living services (51 LS) to people who are 
mentally retarded. These standards apply to programs for 
mentally retarded persons whose dependency requires 
services above the level of food and lodging, but do not 
need 24-hour per day care or supervision. 

12 MCAR § 2.034 (DPW Rule 34). Standards for the operation 
of residential programs and services for persons who are 
mentally retarded. This rule sets licensure requirements 
for any residential program which provides residential or 
domiciliary service for mentally retarded individuals. 

12 !VICAR § 2.051 (DPW Rule 51). Standards for foster homes 
for adults. Delegates to county welfare departments author­
ity to approve adult foster homes. This rule was promul­
gated prior to the Community Social Services Act and there­
fore may not be enforceable through state or county author­
ity. 

12 MCAR § 2.052 (DPW Rule 52). Regulations for determining 
welfare per diem rates for providers of residential services 
to the mentally retarded. Establishes the criteria by which 
welfare rates for facilities serving mentally retarded resi­
dents are to be determined. 

12 MCAR § 2.185 (DPW Rule 185). County board or human ser­
vice board responsibilities to individuals who are or may be 
mentally retarded. This rule delegates to county boards or 
human service boards responsibility and authority for 
planning and provision of services to mentally retarded 
persons. 

7 MCAR §§ 1.391-401 (MDH Rule 391). Regulations for construc­
tion, equipment, maintenance, operation and licensure of 
supervised living facilities. Governs facility licensure 
requirements for community residential facilities for mentally 
retarded persons licensed under DPW Rule 34. 

7 MCAR § 1.661 (MDH Rule 661). Rules implementing, enforcing 
and administering the certificate of need act. Sets forth an 
approval procedure to promote comprehensive health plan­
ning. 

III. FEDERAL REGULATIONS 

42 C. F. R. 442. Public Health. Chapter IV, Health Care Finan-
cing Administration. Standards for Payment for Skilled 
Nursing and I ntermediate Care Facility Services. 

42 C. F. R. 122/123. Public Health. Chapter I, Public Health 
Service. Health Systems Agency and State Health Planning 
and Development Agency Reviews; Certificate of Need Pro­
grams. 

42 C.F.R. Chapter I, Public Health Service. 
Medical Care Quality and Cost Containment. 
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STUDIES OF THE PROGRAM EVALUATION DIVISION 

Final· reports and staff papers from the following studies 
can be obtained from the Program Evaluation Division, 122 Veterans 
Service Building, Saint Paul, Minnesota 55155, 612/296-8315. 

1977 

1. Regulation and Control of Human Service Facilities 
2. Minnesota Housing Finance Agency 
3. Federal Aids Coordination 

1978 

4. Unemployment Compensation 
5. State Board of Investment: Investment Performance 
6. Department of Revenue: Assessment/Sales Ratio Studies 
7. Department of Personnel 

1979 

8. State-sponsored Chemical D.ependency Programs 
9. Minnesota's Agricultural Commodities Promotion Councils 

10. Liquor Control 
11. Department of Public Service 
12. Department of Economic Security, Preliminary Report 
13. Nursing Home Rates 
14. Department of Personnel, Fo"ow-up Study 

1980 

15. Board of Electricity 
16. Twin Cities Metropolitan Transit Commission 
17. Information Services Bureau 
18. Department of Economic Security 
19. Statewide Bicycle Registration Program 
20. State Arts Board: I ndividual Artists Grants Program 

1981 

21. Department of Human Rights 
22. Hospital Regulation 
23. Department of Public Welfare's Regulation of Residential Facilities 

for the Menta"y III 
24. State Designer Selection Board 
25. Corporate Income Tax Processing 
26. Computer Support for Tax Processing 
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27. State-sponsored Chemical Dependency Programs, Follow-up Study 
28. Construction Cost Overrun at the Minnesota Correctional 

Facility - Oak Park Heights 
29. Individual Income Tax Processing and Auditing 
30. State Office Space Management and Leasing 

1982 

31. Procurement Set-Asides 
32. State Timber Sales 
33. Department of Education Information System 
34. State Purchasing 
35. Fire Safety in Residential Facilities for Disabled Persons 
36. State Mineral Leasing 

1983 

37. Direct Property Tax Relief Programs 
38. Post-Secondary Vocational Education at Minnesota1s Area 

Vocational-Technical Institutes 
39. Community Residential Programs for Mentally Retarded Persons 

In Progress 

40. State Land Acquisition and Disposal 
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